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COMPTROLLER GENERAL OF THE UNITED STATES 

8-209677 

The Honorable Robert Packwood 
Chairman, committee on Finance 
united States Senate 

Dear Mr. Chairman: 

WASHINOTON D.C. ~~ 

This report examines the provisions of the Internal Revenue 
Code under which property/ causa!ty insurance companies are taxed. 
It discusses three areas of the code that the Congress may wish 
to consider changing in order to more appropriately measure the 
taxable income of the industry. We conducted this review at the 
request of Senator Robert J. Dole as a follow-on to our examina
tion of the federal income taxation of life insurance companies. 

.. Iii 

We are sending copies of this report to the Director, Office 
of Management and Budget; the Secretary of the Treasury; the 
Commissioner of Internal Revenue; and other interested parties. 

, ... 

{li1l~u~rs~'~~t#1 
Comptroller General 
of the United States 
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COMPTROLLER GENERAL'S 
REPORT TO THE CHAIRMAN 
COMMITTEE ON FINANCE 
UNITED STATES SENATE 

DIGEST 

CONGRESS SHOULD CONSIDER 
CHANGING FEDERAL INCOME 
TAXATION OF THE PROPERTY/ 
CASUALTY INSURANCE INDUSTRY 

The property and casualty insurance industry 
is an important part of the American economy. 
More than 90 percent of American home and car 
owners protect themselves against financial 
loss by purchasing property and casualty 
insurancew Premiums earned in 1983 totaled 
$107.2 billion, while industry net income was 
$4.9 billion, and assets at the end of 1983 
were $249.0 billion. (See p. 3.) 

The former Chairman of the Senate Committee on 
Finance asked GAO to analyze the appropriate
ness of methods currently used to determine 
taxable income of the U.S. property and casu
alty (pic) insurance industry. 

Generally, pic companies are taxed similarly 
to other business enterprises. Premium income 
is analogous to the sales receipts of ordinary 
business taxpayers, and the pic companies' 
claims paid are similar to an ordinary com
pany's cost of doing business. A difference, 
however, is that claim payments may not be 
made until a future year, whereas premiums are 
received currently. Apart from special lower 
tax rates available only to small mutual pic 
companies, the standard tax rates applicable 
to ordinary companies also apply. (See p. 9.) 

In examining taxation of the industry, GAO 
focused on the measurement of taxable income. 
As agreed with the Committee, GAO's study was 
based on the criterion that annual income is 
appropriately measured when each year's reve
nues are matched with the expenses associated 
with those revenues. This principle is 
grounded in the idea that to appropriately 
measure the net income of a business transac
tion, all expenses associated with the trans
action should be "matched" against the income 
generated by the transaction. GAO used the 
matching principle as the criterion for 

i (GAO/GGD-85-10) 
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determining annual net income from -an' insur
ance transaction and compared it to the exist
ing practicE! that is used to determfne' taxabl~ 
income. GAO found t~at existing practice does 
not match revenues with associated expenses. 
This results in the inaccurate measurement of 
taxable income. (See p. 11.) .,' 

GAO concludes that the Congress should consid
er revising l three areas of th'e Internal Reve
nue Code that pertain to the measurement of 
taxable income of the property/casualty insur
ance industry. First is the deduction "from 
income currently allowed ' for loss reserves~ 
this deduction ignores: the value of money over 
time~ Second" is the current practice of 
deducting all expenses associated with the 
sale and renewal of ins,urance policies; this 
practIce does' not match tl"!ese expenses with . 
associated revenues, which are recognized only 
when earned. ' Third ' is the current provisions 
for the protection against loss account, a 
special tax proviSion that defers 'a portion of 
a mutual company l s income; this provision 
needs to .be ' reexamined:. · , " 

.' . ".' ,'(; 

It ' is important to point out 'that the analysis 
and conclusions contained in this repqrt are 
concerned . solely with the measurement of' 
property/casualty ins'urance company, "income for . 
purposes 'of federal 'income taxation. While " 
these conclusions 'are based on ' principles of 
general applicability, it should not be 
assumed that the specific conclusions apply t o 
any other industry in exactly the same way as ~ 
they apply ' in property/casualty insurance 
withou~ studying ~hat other industry. Fur
thermore, because premium determination and 
inv:estmerit dec'is~ons are so complex, it' was ' 
not within: the scope o~ . th.i~ review t ,o ascer
tain the extent to .' whicll the current or any ' 
alter:nati.ve 'accounting 'system: wO'uld influenc'e' 
premiums, the industry"'s investment decisions, 
or the industry's ability to compete with , 
foreign insurance companies, factors that the ' \ 
Congress could take into account when consid
ering changes ,in . tax law; (.s~e p. 2.) 

• ,y . "., . ~ .... . ,: . . 

Although GAO estimated ' t 'he' 'extent' t6 ' which' 
these proposed changes 'might influence the 
industry's tax liability, these estimates 
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should not be viewed as a project i on of the . ' 
actual - immediate revenue yie l ds to Treasury. 
Some companies can reduce their current taxes 
by using loes carryovers that they have ac
cumulated during the past few years . , Ji'ur
ther, companies can reduce their f uture taxes 
by increasing their investments . in tax- exempt 
secr=:urities or stock of domestic corporations. ' 
presently, GAO does not know the amount of 
loss f:arryovers' avai1able to industry ' for tax 
purposes. Furthermore, · it is not possible to 
predict the extent to which the ' companies 
miqht change their investment patterns. 
(Seepp . 17, 19.) 

THE RASIS FOR PROPERTY/CASUALTY 
INSURANCE . COMPANY- TAXATION- . 

, -. " 
Basically" taxable' i ,ncome is def i ned as gross 
income less the . expenses of doing business. 
Property/ca.sualty companies have. two sources 
of gross income, .. underwriting (premiums) ·.and · 
investments • . The- sum of investment and under
writing income of property/casualty companies .. 
is reduced by deductions for adminis,t"rative '" 
expense.s · and' for losses .. incurr..ed ·, ;as well a s 
by excl usions for interest earned -~on tax
.exempt investments and for 85 percent of d i vi,,;," 
dends received from domestic corporations . ' 
Losses inQlude claims paid during the ! tax l yea( 
and also the annual change.· made,. to reserves 
for. future payments arising from . claims~ - t 

In 1921 the National Association of Insurance 
Commissione,rs': (NAIC) accountinq method , was 
adopted for' federal taxation computations 
because the ·system was well , establjshed, uni
form; and regulated by the state insurance 
commissioners. In the congressional consid 
eration of this tax, change- there was no , indi
cation· that·· its. ;adoption was intendeo to'; con
fer a tax. preference . The pre,sumption was , 
that.~ it served , the, public interest:. and coqld 
serve re'aponably ,well ' as. a basis_ for ' determin
ing taxable ' income. (See p. 10.) 

NAIC accounting methods qenerally require , 
that certain co~t5 be oeduc ted immeoiately • 
.P.xamples : of . these costs are T."I'!serves·· to satis- ) 
fy· c,laims . ann , e~penses assot:-iatecl wi th the , 
s91e_ of insurance policies. Iiowe.ve r , the NAIC ·, 

, ' 
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methods recognize only a portion of the -premi
um in the current year. Since the business 
(and therefore premium receipts)- of most com- 
panies is growinq, the effect of these ac
counting methods is to consistently understate 
current taxable income'. : (See p. -11.) ... 

. , 

THE · LOSS RESERVE DED(JCTION 

About half - the industry's business is insur
ance contracts involving claims -that are paid 
out over a · considerable period of time. It is 
widely recognized by industry experts that 
there has been growth in third-party liabtlity 
insurance, such as workers' compensation: an 
increasing inclination of insured parties to 
claim work or accident related injuries that · 
result in subsequent litigation; and more 
liberal court and state, insurance commission 
interpretations,_of caus.e ·and effect between, 
for - example-, working conditions and an ·employ
eels long-term · illness. ' The result has been 
protracted settlement · of claims extending over 
many years. For example, 50 percent' of the 
amount of medical malpractice claims and 30 
percent of general liability claims incurred 
during 1917 were unsettled as of 1982.· (See 
p. 6.) 

Clearly, loss- reserves are needed'· to ·· ensure 
that·· a · company has '- adequate funds __ to make 
future payments on claims. Tax deductions for 
such reserves are appropriate. However, the 
current' practice overstates the amounts needed 
to satisfy future claims. The amounts being 
reserved are not reduced by the investment A 
income that will be earned on the reserves 
between the ti.me they' ace established and the 
time ' they are paid out, resulting in the, 
understatement of taxable income.. · Fur.ther
more, for property/ casualty companies whose 
reserves for·' loss paymen ts are growing, the 
current practice will increasingly under~tate 
taxable income. One way' to remedy this prob
lem is to discount reserves at a rate ' based on 
each company's investment return experience. \ 
(See p. 12~) 

GAO estimated discounted, 10'55 rese 'rlle levels 
at several ' discount rates for 1980 ... 82 (holding 
all other factor-s constant) and the additional 
tax liability that would have resulted~ The 
higher the (Hscount r"3te used, the greater the 

iv 



reduction in the loss reserve deduction and 
the greater will be the increase in tax lia
bility. (See p. 17.) , If : . hypothetical dis
count rate of 5 percent had been used by all 
companies to discount reserves in 1982, the 
deduction taken would have been reduced by 
about $1.1 billion, and tax liabilities would 
have been greater by about $485 million. (See 
Table 5.) Because .some companies were showing 
losses for tax purposes .. in 1982, the Treasury 
would·have received only a ·portion of this 
amount in -additional current taxes. The 
remainder represent·s reductions ill any , tax 
loss carryovers 'avai lable to those companies 
in futurp. years. (See p." 11., ) . 

However, · to the extent the discounting proce
dure increases tax liabilities, companies 
increasingly might . seek ways to shelter 
investment- income· and thereby mitigate any ,,
increases in taxes. ' "{'his could be done 
through increasing their holdings of tax- · 
exempt securities or equity securities of 
domestic corporations. Therefore ·, GAO'S esti"':' 
mates of effects on tax liabilities fr9m the .
a~option of discounting ' should not be- viewed ,. 
as "a projection of actual immediate revenue ' , 
yield to the Treasury. (See p. 19.) . 

MATTER POR CONSIDERATION · 
BY THE CONGRESS ' ,', 

, . 

There is' a qr6\rdng 'tax deferral resl:llting from 
the current mismatching of revenues and expen
ses of the property and casualty insurance ' 
industry~ If the Congress wishe~ to· assure 
that' the industry's revenues and expenses be " 
more closely matched for purposes -of measuring 
ta'xable income, it should consider amending . 
t~e tax code to provide that, in .calculating 
the ' loss reserve deduction for tax: ' purposes, 
loss reserves are discounted. The ' discount 
rate · should be baSi!d on a ' 5-year moving aver
age of each compan"y' 9 pre- t -ax net return on ;. :!' 
its investment portfolio (to avoid ' fluctua- ·' · 
tions' that could occur from year-to- year if '" 
only an annual rate were used). For small 
companies or recently formed c9mpanies it . 
might not be feasible to use actual . company " o . -'. 

results, either for payment pattern history or 
interest rates. In those "cases, provision"· I ~ 
might be made in IRS regulations: for- the use ',' 
of industry average results. (See ;p. 21.) , 

" Tellr Sheet 
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TREATMENT OF COSTS INCURRED IN 
THE SALE AND RENEWAL OF POLICIES 

c 
A second income measurement issue is the prop
er allocation ,of. busine~s expenses related to" 
the sale an4 renewal of ~nsurance policies. , 
Cut:'rently, the NAIC accounting practi.ce per
mits these ~08tS to be deducted immediately 
regardless of the -li,fe of the policy. On the 
other hand, premium income on insueance con
tracts is included in revenues only on a pro
rata basis each year. For example, assume a 
1-year contract issued on July 1. In the · 
first year, only 6 months or one-half of the 
year's premium would be earned, and the hal
ance would not' ,enter into .taxable .income until 
the next year. (See, p,,! 22~) 

According to GAO's criterion , for the proper . ',' 
measurement of taxable income,. expenses . shoul.d : 
be allocated . ove~ the same periods in which : . 
the corresponding income .is recognized. 
Therefore, GAO concludes ' that the use of "NAle 
regulatory accounting practices to measurl! : ~ .. 
taxabl.e . income.)s inappropriate because it . 

. does . no1; matdl . expenses w~th associ~te9 reve
nues. 

If acqu1..sition expenses \OIere allocated . when ·' 
revenue is recognized, then taxable income 
would increase. GAO estimated the additional ' 
tax liability that would have accr~ed for the 
years 1980-82 if this change had been . made and· 
everything else had remained the same. Based ' 
on these assumptions, the additional tax lia
bilities would have been approximately $164 
million in 1982. (See Table 8.) This esti
mate · is not a projection of .the actual immedi- .. 
ate yi~ld to th~ Treasury because, as indi- . 
cated previously, only a portion of this wou1.9 . 
have ~een collected because . some companie~ 
were showing losses for tax purposes in 1982. 
'Further, they can 'reduce their future taxes by 
increasing th~ir investments in tax-exemp~ . 
securities or stock of domestic' corporations • 

. , ( . 

If th~ Co~gress wishes · tqj assure .tha.t the 
ind~st~y's revenues and expenses be mQre. 
close~y matched for purP,9ses of measl:l.r~·ng 
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taxable income, it Rhould consi~er amending . 
the tax code to provide that acquisition costs 
be allocated over the life of ('elated coo
t<acts. (See p. 25.) 

PROTECTION AGAINST LOSS ACCOUNT 

GAO also reviewed the -rationale for the pro
tection against · loss (PAL)" liccount established " 
for the benefit of mutual companies in the 
Revenue Act: Qf 1962. Unlike the rationale for 
adoption qf- the NAIe accounting conventions in 
1921, the · PAL account was established to con~ 
fer _.a tax preference to mutual companies. The 1 

r.eason for this was concern over their lack of ' 
access to capital markets i~ the event that 
they sustained catastrophic losses. . ~heir 
stock company competitors are, by raw, per
mitted to offer securities ·to the public. 
(See p. 26.) 

, 
The protection against loss account operates 
to defee .: taxes on a pot"t ion of a mutual com~ 
pany's income. ' For tax put"poses, a mutual 
company sets aside funds based on the size of 
its~incurred losses and underwriting income. I 

These funds,. subject to certain statutory 
limitations, are deductions against current 
period unde~writing gains . .. (See p. 25.) II' 

" The rationale for the PAL account is debatable '; 
because if catastrophic losses were to occur, 
the account does not necessarily ensure the 
company's ahility to ,satisfy its contract 
obligations. Moreo~er, it is questionable 
whether ., stock companies, iE faced with a cata
strophic . loss, could successf~lly access 
capital · markets. (See pp. 26, 27 .) 

MATTER. FOR CONSIDERA~ION 
BYTHE CONGRESS 

" 

GAO ~uqgests that the Conqress cQnsider wheth- . 
er or not this speci~l tax preference should 
be r,ataine~ in its pres~nt torm. (5ee 
p~ 28.) , ~ 

AGENCY AND INDUSTRY COMMENTS 

GAO receiven comments on a draF.t ,of this 
report · from the Depart:nent of the Tt"easury and 
a number -: of ' insuIianc~, compan.ia9 anrJ .. industry . 
tr.ade associations. These comments were. gen
erally QrqanizeQ as an overview rlealing with 
broad i3sues followed by mo["e specific dis
cussion. 

Tear She.'t vii 
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The Oepartm~nt of the Treasury generally 
agreed with GAO's overall conclusions. Trea
sury "specifically agreed that reserve liabili
ties should be discounted and that acquisition 
expenses should _be -allocated over the lives of " 
related contracts-. While "GAO Buggests that ' 
the Congress reexamine the "rationale for the ' '. 
PAL account and possibly' eliminate it or modi
fy the rules r for its use, the "Treasury Depart- ' 
ment concludes that the account should be 
eliminated;. Treasury also suggested- using a 
somewhat different discounting methodology 
that would r ,in effect, increase the tax burden_ 
of the industry relative to that contemplated 
under GAO'S approach. Treasury commented that 
in the year a claim is paid some adjustment ' 
mechanism would be necess"ary in implementing 
the discounting of loss reserveS4 GAO agrees 
with Treasury " that " an adjustment mechanism'" 
would be needed to- avoid rewarding or penaliz~ 
ing companfes. (See pp • . 28- 30~ 1 

.' . 

Indust~y comments were unfavorable and ' pointed . 
out numerous areas of disagreement with GAO~ 
A. chief complaint was that the indust~y is 
unprofitable < (See·' Comment 3, p .. 33.) ' and 
underreserved", (See Comment 1, p. 31. land 
because of this their tax burdens should not· 
be increased '~ l Other" commen t s dea l t with
matters the.industry f elt " should ·be considered 
as mitigating factors in reaching any deci- ···' 
sions that might result in higher taX i bur-
dens. Among these -matters were the effect , , 
higher taxes l.·might ' have on the industry's 
ability to compete-with foreign insurers, (See 
Comment 7 , p. 38.) as well as the "need for 4 

higher premiums to pay higher , taxes. GAO has ' 
addressed industry comments, in some cases 
changing the report and in others disagreeing 
wi th the comments made. However, as pointed'" 
out earlier, it was not within the scope of 
this review to ascertain "the extent to which -" 
tax policy changes would influence premiums or ; 

"the industry's ability to compete with foreign 
insurance companies'. (See p. 2.) GAO bel-leves , 
that the weight given to these factors and the \ 
issue of industry profitability are policy 
issues that Congress could consider in " its " : 
de,liberations 'of whether :' or' not to change' "the 
tax law". , ~. , , 

. t ' 

'. ; .. " 

"ili 

i 
.L 



DIGEST 

CHAPTER 

1 

GLOSSARY 

APPENDIX 

I 

II 

III 

IV 

, . 

INTRODUCTION 
Objectives, scope, and methodology 
Background and industry profile· 

Purpose of property and casualty 
insurance ·' 

Changes in net premiums written 
over ' the past" decade ' 

Performance . 

FEDERAL INCOME TAXATION OF PROPERTY/ 
CASUALTY ' INSURANCE COMPANIES 

Background 
Loss reserve deduct-ion 

Estimates of increased tax liabi~ity 
Conclusion 

Matter for, consideration by the ~ 
Congress 

Allocation of ·"."acquisition expenses 
Conclusion -

Matter for consideration by the 
Congress 

Protection against "10B8 account 
Conclusion 

Matter for consideration by the "( 
Congress 

Agency comments and GAO response 
Industry comments and GAO response 

Estimation Methodology 

Legislative Language . 

Agency ,and Industry Comm~nts and GAO Respons~ 

Nonfederal Government -Individuals Contacted 

i 

1 
1 
2 

3 

4 
6 

9 
9 

11 
17 
21 

21 
22 
25 

25 
25 
27 

28 
28 
30 

45 

50 

57 

60 

154 



TABLES 

, 

1 

2 

3 

5 

6 

7 

8 

9 

10 

" 
12 

NAIC 

pIc 

PAL 

• 

Net premiums written, principal lines: 
1972 and 1982 

Average annual rates of return: property/ 
casualty compared with selected industries, 
1972-1982 

Example using discounted reserves 

Example using undiscounted reserves 

Eatim'ates of additional tax liability from 
discounting reserves, 1980-1982 

Property/casualty companies share"of tax-exempt 
securities held by the public, etc. 

Yield on municipal and Corporate Aaa bonds 

Estimates of additional tax liability from 
allocating acquisition ·expenses 

Loss reserves by line of business, 1979, 1980 
and 1981 

Loss payment pattern development, general 
liability business line . 

Discount . Factor development, general liability 
business line 

Deferred Acquisition costs,· 1982 

ABBREVIATIONS 

National Association of Insurance Commissioners 
I 

Property/Casualty 

protection Against Los s 

\ 
\ 

5 

7 

15 

16 

18 

20 

21 

24 

51 

52 

53 

56 



CHAPTER I ", 
INTRODUCTION 

. The property/ casualty ' (p/ c) insurance industry has been 
taxed under special provis'ions of the ' In"t-e'~nal: Revenue Code 
since" 1921'. " In that y'ear " the Con9ress sepa'rated-,- for ' tax pur
poses, the lIfe insurance bu$iiries's: from'; th'e p/c~ insurance. fridus
try and w~thin the p/ c- ' camix>oent, ' mutual from': stock ' companies. , ", 
Thereafter, ,each of the three e'ntities was taxed ditferentl"y~ '; . 
Over the years, life companies- , have-- bee'n': taxed '; under ' a variety' 
of formulas, all of - which we~e" i 'n'tended ' to' ta)c .' some p6rtion of 
investment income and; more - recently, ' to tax total income. 1 
Stock. pIc companies have been taxed on total - income since 1921, 
while Lintil 1962 mutual pIc companies- were taxed, if at - all., on 
the greater 'of investment .. income at ordinary' rates, or grOss 
receipts at a 1: percen't rate. '" Thereafter f they were also taxed ', 
on- total } income. . ('" ~ I ' " ! ~.' • '. 

,- ... ,,', . " ' -i " ',., 

OBJECTIVES, SCOPE, AND METHODOLOGY 

The forItier '- Chairmah of lhe - Sena'~e Committee on Finance 
asked us to ' analyze the" appropriateness ' of- methods' currently
used to determine taxable income of the U.S'. ·pr'ope-rty · and c-asu
al ty ,insurance industry. We were,' also asked to an4lyze the tax 
impact of changing -economic~ conditions "and new' product trends on 
property and casualty insurance' companies,· appropriate methods 
of det'ermining reserv'e liabili ti'es-- for " tax'F purposes'~ '~'and dtffer
ences among segments of the~ property/ casualty industry by organ
ization (mutual and stock' companies)_. - ., 

" , ':/', , ' . 1. ~-

This report provides .' " -'I ,,' 

--an overview of the pi c insurance industry· and recent 
changes ' in the industry; 

--a description and analysis , of certain specific 
of the Internal Revenue Code- applicabfe to' the 
and • 

'!,': , 

provisions 
industry; 

, .,. 

lAn insurance company has two prim~r1~ . sources of income-, : ,. 
underwriting 'and investments. Underwriting income is derived 
from the pur'e > insur-ance operat'ion, ' i ~ e _, ~ w~en''' prem~uinB -exceed 
the cost of claims 'and , other' expenses • . ", Investment. income i~;: (" -
income earned on invested' assets. Total- income' is the;! sum · of 
investment and underwriting income. For a detailed discussion i . 

of life -insurance taxation, see Billions of Dollars Are· 
Involved in .Taxation of the Life Insurance Industr --Some 
Corrections ' in the Law' -Are' Needed , :. (GAO PAD- 1-1-," Sept.. "7 j " 
1981). .. ,-.. ., .. 'J. "~;'":,, 

• f 

, , ' , 
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--an analysis of three areas of the code that warrant re
examination: the loss reserve deduction, the allocation 
of acquisition costs" and the protection agalnst loss 
account'. 

• . " ', ' • I ~, 

Thls-\ r~view \'las conducted , in two pha~es • . Fir~t, a survey", 
of the, in<;Iust,:rY was made to \ focus on the sa~ient, issues, deter- " 
mine", what data were app+opr ia,te, to analyze, and to ascertain 
what in;fo:~mation._,wou1Q .. be· Iflost useful to- the Congress. We' con-, 
ducted-· '.3., liter~tu~e search and a'series of .meetings with indus, 
try representatives, and _ insurance_: e.xperts , (see app. IV), al)d WE;!'. 
retained the, se_rvices of a"- p/c.actuary. We· also met w-ith and 
received advice from experts in the fields' of accounting and 
economics. , We studied" analyses' conducted by the Treasury . 
Department, which als<;,- _examined, the taxation. of the~ pic induS
try. 'We. l;hen performed, extensiye_ analyses of available tax 
returns, loss- and loss reserve data, and estimated the tax 
impacts of- alternative taxation methods. A complete discussion . ' 
of the methodology used in deriving these estimates is contained' 
in appendix. I. r:., " 

Our ,work was cOl).ductedc~ from Oct6bet;' 1982 .to: December 1983 
and was perf.ormed in. accord,ance with. generally accepted govern~ 
ment,:, audi.cing, !?_tandard,s. - -

- . ' . 

. Among the~, 'topics' not,~ considered in i.this, report are 
." ' . " , ' '- \ ' 

'., t;' ";"';,the- :proprie_ty" of; a~couJ;lting conventioJ'1~.' for any .. purpose 
,_ ot_her than . federal, in90me taxation; 

--the appropriateness of financial reporti'ng req'ulreme'nts 
of any regulatory body or accounting , stand?lt'ds-setting 
body, . 

)l~ - .. J . . l - " " , ' _ 

--the extent to which the curren~._ or any alternative 
accounting ,system would influence premiums or industry 
investment. decisions, or th~ industry's ability to com
p~t~ wi th;) for~igQ ;' insuranc~ companies;, and' 

--the applicability of this analysis to any industry other 
than the property Icasual ty insurance industry._ 

BACKGROUND- AND , INDUSTRY - PROFILE • 
• ' ':' '; ~ ~ ""-; " '. ~ • 1 ." -" ' , • '" i-' 

; ,Tl:J"e .. , pr9perty , and ca~ual ty _ in~urance industry is an impor
tant pa~-t, of: the .fUner-i,can' ~con6my. More than 90 percent! of .. 
AmericaI'). hom~ and. q,ar owners protect thE!mselves against finan
cia-l, loss·' by purchas~ng property and casualty_ insurance._2 ' 

.. , , ~ . 
,,'-." , -- "r ei!. iii',,! ,,,_. ,, " ., , -; .~ 

2InSuranclJ!,; lri,fo'{:matio-n ~ l~stlJ=.u~e, Insurance.· Facts: , Pro ert 
Marine and-Surety, 1980-81, [here1na ter Insurance Facts, 
p. , , • 
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premiums earned in 1983 totaled $107.2 billion. 3 In 1983, the 
industry accounted for 2 percent of funds supp~ied to the U.S. 
money and . cap.ital markets. 4 Investment income in 1983 .totaled 
$16wO billion, while operations, generated an underwrlting loss. 
o f $11 •. 1 billion, resulting, in net income of $4.9 billion. : 
~dmitted assets at the end of 1983 were $249.0 billion . while 
policyholders' surplus, a measure of the industry's financial 
str~n5th, increased by 7.5 percent in 1983 to . almost $6S.6 .bil,... 
lion. " 

purpose of property and casualty insurance 

Property and casualty insurance is a process of spreading 
financial. lo s s s ustained by a relative few among many who buy 
this type of insurance. A contract is made between the insurer, 
who indemnifies, and the insured, who pays a premium ' for the 
contract • . Casualty policies are wr~tt~n under two broad cate-· 
gories • . The : fixst category·, which includes auto physical·" 
damage, prov ides. for contracts having direct· physical or finan-' 
cial effects on the insured. This is known as first person 
insuran~e. ··, under · this. type 9f contract, the -- insurer reimburses. 
the insured for a stipulated amount, based on the economic ' loss· 
or perso nal injury. The second categoJY' which includes work- .. 
ers' compensation., provide.s for what is called third party .. lia
bility insuran ce, covering legal claims .against the insured due 
to perso nal or property damage ' suffered by another person •. ' Th~b ' 
mo s t .common bu s ines s lines covered . by property and casualty ' 
insurance . are frequentlY,-:. cha.rac+.e . .I" i.~ed . . as. fpllows I . -, 

'.. . . . 
Major . property/Cas.ual ty Insurance Lines ., , 

, , 
Thj.rd party ' liability 

Auto liability 
Credi t 
General liability 
Medical malpractice 
Sure ty and fidelity 
Workers' compensation 

. ( . . 
Other 

" 

Accident and health·, 
Aircraft 
Auto physical damage 
Boiler and machinery 
Burglary and theft 
Crop-hail 
Fire and allied lines 
Marine- -inland & ocean 
Multiple peril 

3A•M• Bes t Company, Best's . ~ggre9ates and Averages, Property/ 
Casualty , 1984, Oldwick, New Jersey. 

4Amer ican Council o f Life Insurance, Life Insurance Fact Book 
1984, (ACLI, 1993), p. 69. 

SA. M. He~t Company,. Best's Aggregates & Average8~' Property/ 
Casualty, 1984, Oldwick, New Jersey. - \ t '. 
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Property and casualty insurance companies are principally 
char-teredo under state law in one of' two organizational forms, 
stocx or ·mutual • . - The distinguishing feature between a stock 
company and a ~ mutual company Is' the' presence or absence of 
stockholders. Stock companies are owned by stockholders whereas 
mutual ' compani.e9 ~ are owned- by the' policyholders. The majority _. 
of property and casualty companies are ·stock- ·companies. In 
~1983 'f of the 1,~38 companies included io ' Best's Aggregates and 
Avera es, 1,313 were stock companies and 325 were mutual compao

es w t the stock companies having about 75 percent of the 

Over the ,' last' 10 years almost every type" of coverage (1 ine) 
offered by pic insurance companies has increased in terms of net 
premiums ' written (see table 1). ' Among the lines ' cf" insurance 
that had the largest percentage increases were ·commeraial and 
farmowne'rs multiple· peril insurance, workers' compensation -in
surance, . acc~dent al'ld- health' insurance, ' and homeowners' insur
ance. 

Third party liability insurance accounts for almost half of ' 
pic in8u~ance premiums. ' One of these third-party lines, work
ers' . compensation, ' insures the employer agains t claims aris ing 
from Inj uries suffered -by workers 00 " the job. . By law, - workers 
must IIccept a schedule of";' compeosation ; fo'r : injuries--hospital 
costs and disability benefits. Workers, the third parties, 
accept tbe st.ate-approved " compenssatfon .schedu'le in lieu 'of suing 
the . employer; Workers' compensation medical co~ts have in
creased d'ramatically in the 1970s -and show ' few. signs of abating. 
Workers in general are more apt to claim work-related injuries 
or illness or ' both th'an ' in'" the past. Also, state insurance com
missions and courts have tended to interpret very broadly the 
scope of employer liability by liberally finding cause and 
effect between working conditions and an employee's long~term 
illness. ·· .. 1 .. 

. : , . 
, " 

, , 

,', 

6Ibld., ' pp. 70 and 28. 
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Pro ert 
Net Premlums 

L6n~-talled , 
bUSl.ness 1 ines -'.' 

Auto \ liability ~- ~ 

Medical malpractice 
and other general 
liability-

Workers' compensation 

Accident :and health 

Subtotal 
-;.-

Short-tailed 
business lines 

Auto property 

pire:., il18uraope, 

HomeOWne{8 and farm 
owners , multi-peril 

Commerci~l 'multi~peril 

Iniand an'd ocean' 
marine 

s~rety . · and fidel i ty 

Burq~ary and theft 

Boiler and machinery, 
glass, and aircraft . 

Other 'r ! 

Subtotal 

Total 

Table 1 

Caaualt Stock & Mutual Com anies 
r ttenf Pt"lnclEa L nee an 

(bIll ons of· dollars) I ' 

1982 

Net 
premium 

$10.4 

2.6 

4.1 

1 :3 
$ .!.h! 

$ 6.0 

:, 
1972 1982 

Percent Net ,Percent 
of total premium of total 

, 
28.0 ," $23.6 24.2 

,J '.. " 
, .", ," 

7.0 6,8 _.-(l . 7.0.':1<,.: . 
, , 

11 • 1 13.8 " 14.2 
" ,.; 4 ::i"_ ~" " 3.5 . 4.4 .. ~ 

49.6 , $!!!..:.1 ,~ 

$16.0 16.4 
, . ." \, 'I 

Percent 
change 
1972-82 

127 

162 

237 

231 

164 

167 16.1 

9.2 4.6~,; f'J 4.,v ,1\ '" Hi 36. 

3.3 

2. 1 

1.5' 

0 .7 

O. 1 

0.4 , 

1.2 

$18.7 

$37.1 -

8.9 , 

5.7 

4.0 ' 

1 .9 

0.3 

50.4 

100.0 

", 

" 

'f' .' i" ,~ 

11.6, 11.,9,1 

6.9 

3.5 

1.4 t 

O. 1 

" 0.6 

$49.0 

$97.5 -

, 
:"'- '1 " 

3.6 

O. 1 
,~. { , 

" ,: , ~ .• . 6 " 
,'~ I " ",.' ,'" 4'.4 . 

"' - ." 
50.2 

100.0 
" 

" 
, ". 

, , 252 

1:1\--< 229 , ' 

, 100' 

o 

50 
, 

258 

' 162' 

163 -
Source: A. M. Best Company, Best's Aqqreqa,tes , Averages, 1973 and 

1983 editions, Oldwick, New Jersey, various pages. 
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". 
The combination of escalating medical bills and prolonged 

disability benefits has resulted in the protracted s ettlement ,of 
. claims and a paft:ern of loss payments ex-tending. over many ' ,) 
yeata.-In the insurance trade, . this development is refer.red t6 ?as 
elongating the paymen"t -tall."' The average premium dollar stays; 
longer wi th the insurer before it mus t be pa Ld. That the, 
average premium dollar for third-party liability lines is 
available to - earn income for a considerable time before losses 
must be paid is suggested by . the fact that at the end of 1982, 5 
years after claim. r,eceipt, 

' j • 

"--about 50 percent of the' amount of medical malpractice 
claims were still outstanding: 

• • ~ • - ' - , "- < 

--about 30 percent of " the amount of genera~ liability 
claims remained unsettled~ and 

--about ,18 percent of the 
claims were unsettled a 

., 
amount of w'orkers' comp~n9atlon . .:, .' ' 

Performance 

The- pIc ind~stry has become less profitable since 1977~, 
Net premiums written .between· 1977\ and 1982 increased by' about-'": 
44 percent, whereaa total income (net investment income and. 
underwri ting gains or losses) · decreased by abou-t 15 percen t '" 
(before taxes)a The pattern was very 'uneven, however. Net ' in
vestment income climbed from $5a8 billion in 1977 to $14.9' . bil~ . 
·lion in 1982, a 157 pe'rcent , increase. " But net "underwriting 
income fell from $1.9 billion in 1977 to a loss of $8a3 'billion 
in 1982. Part of the poor underwriting performance was due to 
increases in the cost of auto repairs and medical services a 

These two .components weigh heavily in the cost of settlements 
for pIc companies. Medical care service fees rose faster than 
the overall consumer price index between 1977 and 1982, while 
auto repal~ and maintenance e xpenses rose almost as fast as the ' 
overall price index ._ . . 

,.';, 

(. The relatively poor under~writing performance o "'f pic compan
ies has adversely affected the industry's earning performance." 
despite large increases in investment income. Table 2 shpws 
after-tax rates of return as . percentages of net worth for\p/c 
stock companies as compared to other industrial sectors. \ . 

" . 
" ( '. .' : ~ 

. ' . ~., ,.' , , , 
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Table 2 

Average Annual Rates of Return on Net Ingome, 
After-Taxes as a Percent of Net Worth 

Selected Industries 1972-82 i ' . 

Public Commercial Manufac- All 
Year 

propertYb casualt:i, utilities banks Services turin9 industries .. 
1972 13.7 10.3 10.5 12. 1 1 2.1 10.5 

1973 9.4 10.6 11.0 12.9 14. 9 12.0 

1974 5.9 10.4 10.7 13.5 15.2 12.5 

1975 4.0 11 .0 10.3 15.0 12.6 11 • 5 

1976 11 .3 11 .5 . 11.5 18 .. 1 15. O· 13.3. 

1977 21 .0 1 2. 1 11.8 18.3 .14~ B 13.8 

1978 20.9 12.1 12 . 9, 19.2 16.0 · 14.6 
. ' 

1979 17.8 13.0 13.9 19. 1 18.3 16.4 

1980 14.5 12.6 13.7 19.2 16.4 14.9 

1981 12. 1 14.0 15.7 20.3 15.7 14.8 

1982 8.9 13.8 14.7 15.4 11 .0 11 • 4 

Average ; " 

1972-82 1 2 • 7 12.9 12.4 16.6 1 4 • 7 13.2 

aNet worth at beginning of each year; equivalent to "book net 
assets" or stockholders' equity. 

bcapital stock companies only. 

Source: Insurance Facts, 1982-83, p. 19. Revised 1981 data and 1982 
comparable data obtained from Citibank, New York, New York. 
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In 1977 the pic industry experienced the highest rate of 
return to stockholders' equity of all industries shown. But the 
effect of increa,~in9 "losses. from,' its underwriting . operations i s 
apparent in the industry"s .steadily· declining rate of return 
since that year.,. As of 1982, the pIc industry ' s profitability 
was the , poorest of the, major industrial sectors l .tsted in the 
table. This ·patt·e-cn· of fluctuation in profitability i ~ not ": 
unusual for'this industry '~. " According to a s-tudy -of this 
industry, "The' propertY/C~Sua11Y industry is ~uite cyclical _ 
compared to other industrIes." . In 1972 the Industry' s rate- of 
return was greater than any other major business sector. But, 
as in the 1917-82 period~ the rate of return d e teriorated until 
in 1975 its 4 percent rate of r e turn- was the lowest of all the 
sectors shown •. 

Anothe-c look at the'; question-- of the pro fitability of the 
pIc industry re.cently appeared in, .the, report of the investment 
income- task tOTce to the' National As'sociation'- of In s uranc"e" 
Commissioners (June 1984). The following i s quoted from that 
report: "The rate' of return ear"ned,- b"y the property/ casualty 
industry. has been increasing in rela.tion to t .hat, of the average 
indus try'. . For the ten years through 1981, the proper ty/casual ty 
earned an approximately average rate . of return." 

< ,. 

~. " i.' 

'. , 

.-. . ' ,'. 
" " . . . J .! ' .. \ , . 

7Conning and Company, A Study of Why Underwriting Cycles Occur, 
November ,.]979, p. 1. 
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CHAPTER 2 

FEDERAL INCOME TAXATION .OF PROPERTY/CASUALTY 
INSURANCE COMPANIES 

-. 
Generally, ' pic companies are taxed similarly to other busi

ness enterprises'. : . Premium income is analogous to the sales 
receipts of ordinary business taxpayers, and the pic companies' 
claims paid are similar to an ordinary company's cost of doing 
business. A difference, however, is that claim payments may not 
be made until a future year, ' whereas premiums are received cur
rently. Apart from special . lower tax rates available only to 
small mutual pIc companies, the standard tax rates , applicable to 
ordinary companies also apply. . 

,- . 
Nearly all business firms use the accrual method of ac

counting. This method requires that income be recognized when 
earned and that expenses be recognized when inc;un:ed -. Gen~rally 
speaking, this method should be in agreement .with an accounting 
principle known as the matchJng principle. This principle re
quires that t·o appropriately measure periodic income, the expen
ses generated by· a transaction be matched against the revenue 
generated by the same transaction. Wh~n examining the taxation 
of the industry, " we focused on the mea-s.urement of taxable in- . 
come. As agreed with the Senate : Committee on Finance, the cri
terion that we ~sed was that annual income ' is' ~ppropriately 
measured when each y.ear1 s revenues are matched with the expenses 
associated with, tt;tose reyenues t , · 

In this chap~~r we evaluate three portions of the rnte.rnal 
Revenue Code applicable to the pic indu5tt="y • . The first, and 
most important, is "the current tax- treatment of incurred losses .. 
The second is the way acquisition costs are currently allocated~ 
The third is an evaluat-ion of a special tax .. accounting device 
called the protection" against loss (PAL) account. 

BACKGROUND 

In general, the tax code . (IRC Sec·. 4~6) .. requires a taxpayer 
to use .a proper and recognized method of accounting ', such as· the :· 
cash receipts ~ and disbursements or the ,accrual method. But the .," 
pic industry is governe.d by a special section of the code (IRe 
Sec. 832) that sp~cifically prescribes the NAIC's statutory 
accounting metnod as the basis . for determining investment income · 
and underwriting income, the two major components of taxable . in~ 
come. The language contained in this special provision can be 
traced back to the Revenue Act of 1921. 

Until the Revenue Act of 1921, pic companies were governed 
by the general tax accounting rules appl .icable to , all : business 
taxpayers. But in congressional hear~ngs on the proposed act, 
the Treasury Departm~nt proposed. a . specia~ ~~counting .. ~~th~do
logy for pic companies since . the business was complex and had 
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spec ial technical features unique to the industry. Speaking for 
this amendment of 8.R. 8245 (the Revenue Act of 1921), Dr. T. S. 
Adams, representing the U.S. Treasury Department, stated, 

"The law relating to insurance companies today is 
highly defective. under the strict letter of the 
law there i s a poss ibility of duplicating the 
same deduction three times . 

The difference arises from attempting to apply 
deductions applicable to ordinary corporations to 
insurance companies and then adding certain spe
cial deductions to which insurance companies are 
entitled. In the p lan presented here the income 
and deductions are expressed in their own techni
cal terms. All these insurance companies, as you 
know, have to make reports every year. Those are 
uniform reports. They are carefully worked out, 
and the interests of the public are properly 
safeguarded. In the proposed amendment the terms 
used in this report are employed. It starts out 
this way: The ordinary insurance company has a 
possibility of making two kinds of profits: that 
is, it collects premiums from policyholders and 
on these may make an underwriting income. Then 
they invest these funds, and have an investment 
income, and there is a possibility of a net in
come from that source. This plan starts out by 
saying that insurance companies shall be taxed 
upon their net underwriting income plus their net 
investment income, if any. Then the whole scheme 
of computing net income has, as is necessary in 
the case of insurance companies, to be on the 
accrued or incurred basis instead of on the 
actual cash basis. That is the basis of this 
uniform report, and it is adopted here." S 

The thrust of Dr. Adams' observation was that the system 
was uniform and regulated by state insurance commissioners. 
Therefore, the presumption was that it could serve reasonably 
well as a basis for determining a pIc company's taxable income 
since the accounting system was desig ned with the public's in
terest in mind. There was no indication in any of the congres
sional discussion o f the adoption of NAIC accounting that it was 
meant to confer a tax preference. 

BTestimony of Dr. T. S. Adams, ~reasury Representative, 
Hearings before the Committee on Pinance on H.R. 8245, u.s. 
Senate, 67t h Congress, 1st Session, 394 (1921). 
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Regulatory accounting is not always an appropriate' method . ' 
to determ"ine taxable income. Regulato-ry accounting methods , ap
plicable to pic companies generally require the immediate recog
nition of costs (acquistion costs) as well as estimated future 
losses (the loss reserve deduction),'. However, regulatory aa",, 1 
counting does not recognize either' the investment 0 income that 
reserves will earn (from' the time the reserve ' i8- e8tabli8hed~ un- l 

til the claim is paid) or pr.emium income until they are earned~ 
Thus, current and expected expenses: are- immediately accounted 
for while income 'related to the incurrence of these 'expenses-I-.is 
recognized) only;- as · it , is, earned. ,This method of accoun,ting, is) , ... , 
at variance with the more widely accepted accounting, convention" 
that to properly measure income, the revenue and expenses' neces
sary to generate, that· revenue' should ' be matched. Since no ' tax'" " 
preference. was .. int.ended whery. the statutory accounting proc~dure8':_' 
were adopted in 1921, ,we' use the widely a'ccepted matching coh.
vention as the,. basis : for evaluating the' appropriateness,"of',. thel ~ ,. 
system in use. 

\ , I ~ 

Generally, the accrua..l method . of accounting is a mechani,em 
to give' effect to the accounting concept.; known 'as the matching~\' ~ ~ 
principle. This principle is grounded· .tn the idea" that to. ap.. --: ~~ , J 
propriately measure the net income of a business, transaction, 
all expenses associated with the transacti~n should be' ."ma:tched": 
against the . income generated by the transaction. , Normally;" per-' 
iodie expense~ recog,ni.tion achieves · the intent 'of the::- .matching ... , 
principle.. Howe.ver r:- in cer.tain ,instances, where the~' . transact.ion, 
produces . income over many years, the recognitioJl; of: the 'entire i, 
expense in onlY" the fir,st year understates net income in that:. ," , 
year. " Similat'ly, ' incorrect valuation of: such)! expenses also mis
states taxable income.. We have compared the ' determina~ion~ of 
annual ne,t income ~r:om a'n insurance transac_tion , using the match
ing principle wittL the existing practice' that is used to deter
mine taxable income '. ~. We found that existing ,practice does, not: ,i 
match revenues with associated expenses. 

, , r .. 
LOSS RESERVE DEDUCTION 

Reserves ' a-re liabilities based on estimates ' of future 
amount_s, 'needed to satisfy cla-ims • . When, a claim is filed:- :with, a 
pic company, the company determines the: validity, .of the ·,ctaim" 
and then prepat'es. an estimate of, the claim cost. , Amounts _needed ' 
to settle' smal-l " individual claims', i such :as' property .. damage,~_ can 
usuaf~y ·be. readil.y e .stimated, since there is- unlikely., to be: any . 
litigation associate'd' with,~ claim settlement~ -- On~ the'" othe-r - hand:, 
larger claims; that involve either-,-third-party' personal injury', . 
such as 'workers' compensation claims, . automobile' personal in
jury, and medical malpractice 'lawsuits, .. or widespread pr'operty 
damage to homes and business: establishments caused-' by natural' 
calamities often:. pr-~sent d:tfficultiesLif .. partie& to.. the~ ctlaim: 
cannot- agree ' as · to' the-- value', of -the:': sU:stained~ loss'. <'r ,ThUEf,· pic '. 
companies have to include in their final loss estimate the, like
lihood of claims ,being litigated in court, possibilities forl 
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out-of-court settlement, potential legal and appraisal expenses, 
and the estimated effect of future price inflation on ultimate 
settlements. 

Once loss estimates are made they are recognized as an 
expense in the current tax period. The code defines the loss 
deduction as losses actually paid in the tax period plus the 
difference between unpaid losses at the end of the year and the 
beginning of the year. In the year a claim is paid, the loss 
reserve is reduced by that amount. Thus, in the case of a grow
ing company, it can be expected that the year-end reserve ac
count balance will exceed its opening balance by the amount that 
new unpaid claims received during the year exceeds the settle
ment of older outstanding claims. Secause of this, any distor
tion in the periodic determination of income is a continuing 
one, while in the case of a nongrowing company there will be a 
balancing out after a number of years have passed. 

Additions to loss reserves, an item deductible on the tax 
return, do not recognize that the assets underlying loss re
serves will earn investment income between the time the deduc
tion is taken and the time the claim is actually paid. Taxable 
income is effectively reduced currently for payments that may 
not be made for several years. It is in this way that taxable 
income is understated. By matching against current reve nues the 
undiscounted amount of future l oss payments, taxable income is 
less than it would be otherwise. Thi s can be corrected by using 
an alternative measure of taxable income that deducts from cur
rent revenues only the present value of the future amounts that 
will be paid. This would match against current revenues a cur
rent estimate of a future loss payment. 

A simpler way to describe the current method of using I 
undiscounted reserves is to say that this method ignores the I 

II time val ue of money. II For the last 2 years, a task force of '~ 
the National Association of Insurance Commissioners has been . 
considering the question of investment income and the place that 
it should have in the rate-making process. This task force, 
called the NAIC Investment Income Task Force, reported to the 
NAIC in June 1984. Its primary conclusion seems to be that 
rate-making should take into account the income a company will 
earn on its investments. The following is an excerpt from the 
task force report referring to the Utime value of money :u 

"The current controversy surrounding the investment 
income earned by in s urers and the rate making process 
in general has its basis in the high interest rates of 
recent years. High interest rates have fostered in 
almost everyone a keen awareness of the time value of 
money and at the same time have helped to push the 
investment earnings of insurers to record levels." 
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To assiat in understanding the eignificance of discounting 
for the measurement of taxable income, consider ·the following 
hypothetical example" of- a single. insut"ance transaction. For 
simplicity, the following assumptions apply to this example: 

--the policy is is"sued and the premium is received on June 
30, 1980; 

--the policy term is 6 months, during which the loss event · 
occurs; 

--a single loss payment of $1,000 will have to be paid 
5 years later: 

--the .premium 1s invested at a nominal 10 percent interest 
rate, compounded semi-annually; 

--all company earnings are 
. same 10 percent interest 

retained and reinvested at the 
rate; 

--any negative. tax liabiltty is offset against the com
pany's other income, . 

--the insu~ance t~an9action is without expenses (including 
expenses would not alter the point of the example), 

--the premium is set to equal the discounted value of the 
expected 109s payment: and 

--the normal cOt'porate tax r -ate is 46 : pet:cent. 

The a.ssumption that, the premium equals the · discounted- value . 
of the expected loss implies. the transaction. is without profit 
or expense. This assumption is made solely to simplify the ex
ample. The same result would have been attained if the example 
had used a higher pt:emium that included provisions for expenses 
and profit. In actua'l practice, premiums will be set on the 
basis of many expected loss transactions rather than the sing'le 
one we have used and would generally not be discounted, except 
in the few states where investment income is required to be 
reflected. Furthermore, the premium would provide for expected 
expenses and reflect competitive profit margins. 

Setting a premium' equal to the expected' discounted value of · 
the $1,000 loss yields a premium of $613.91 .(using a pre-tax 
interest rate ' of 10 percent). As can be seen in table l, ~ at · the 
end of the first year total income would be $644.61 (.the · premium 
of $613.91 and the interest income for 6 months of' $30.70)., 
Since the discounted expected loss is also $644.61 (the reserve 
established at the end of the first year), there is no taxable 
income in the first year,. For 1981-84 the loss reserve . dedue.
tian in table 3 exactly' equals interest income, and there is no · 
tax payable. In 1985 the loss reserve deduction is' nega.tive 
since at year end estimated future loss payments are zero While 
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the opening balance in the loss reserve acc ount was $952.38. 
(When the beginning balance in the l os s re s erv e account ex c eeds 
the closing balance, the loss reserve dedu c tion become s an addi
ti o n to income rather than a s ubtraction.) The addition t o in
come of $952.38 plus the investme nt income of $47.62 e xact l y 
offset the $1,000 deduction for the actual loss payment. Again 
there is no tax liability. So at the end of 1985 the compa ny i s 
in the same position as when it enter ed into the tran s acti o n: a 
zero cumulative net after-tax income. This is what o ne would 
expect since the premium was assumed to be equal to the 
discounted value of the loss. 

Now take the same basic assumptions and apply the pre s ent 
practice of taking a reserve deducti o n in the first year f o r the 
full value of the e s timated ~oss payment. The tax eff e ct s of 
not discounting loss reserves are di s played in table 4. In the 
first year the loss reserve deducti o n exceeds the premium and 
the pretax investment income by $355.39. As with the disco unt
ing case, both the premium and the interest income earned for 
the last 6 months of 1980 are offset by the 10S 9 reserve deduc
tion. But unlike the discounting case, the deduction exceeds 
current period income by $355.39. In this example we have as
sumed the U.S. Treasury immediately paid a refund of $163.48 on 
the first day of the next year. Even if the refund was not ac
tually paid, the equivalent of a refund occurs when the excess 
deduction is applied against other premium income and accumula
ted investment income that were not subject to policyholder 
claims. 

Because the first year's undiscounted loss reserve deduc
tion required a tax refund of $163.48, the insurer's earning as
sets at the beginning of the second year were gre ater by this 
sum. The after-tax investment income earned on the refund adds 
to the insurer's earning assets. At the end of the s ixth y ear 
and after paying the estimated loss, the insurer had accumulated 
an after-tax net income of $30.89. tn the preceding discounting 
case, the insurer had zero net inc~ ~ver the 6-year peri od. 
In other words, a transaction that i . . ~ not profi t a ble 
can generate a positive net income be e Jde presently 
uses an accounting method that mismatche~ rei.tcnu e s and expen
ses. 

In our hypothetical e xample it was assumed the discount 
rate was known with certainty over the period between premi um 
receipt and loss payment. This simplification was made to d em
onstrate how the di s counting loss reserve s method resulted in 
zero net income. However, the earnings rate, and hen c e the dis
count rate, o f an insurer's po rtfoli o of earning ass e t s is not 
known with certainty, just as future interes t r a tes a re no t 
known. Of course, future inflation rates cannot be known with 
certainty and these may be even more important in setting premi
um rates. Nevertheless, a workabl e mechani s m can be e stablished 
that will approximate an insurer's likely portfolio earnings 
rate and be self correcting. 
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Table ) ,-, 

Reserve" Deduction Example Using Discounted Reserves ' .. 

Income 

(1) Premiums 
(2) ' Investment 

income. 
(3) Total 

income 

" 

(1 ) + (2) : 

Expenses 

(4 ) Bnd of year 
reserve 

( 5) Increase 
, . ," 

in reserve 
(6) Loss payments 
(7) " Total 

expenses 
(( ) + (6 ) 

Not taxable income 

(8) " (3) - (7) 

Tax Liability 

(9) 46\ of (8) 

1980 1981 

$613.91 1 0 

)0.70 66.07 

$644 .61 " $66.07 

, " 

$644.61 $710.68 

644.61 66,.07 
0 0 

$644.61 $66.01 

o o 

o o ., 

1982 1983 1984 -----.,' . 

1 0 $ O· i 0' 

"72 .85 80.31 88.5.-: -
, 

$72 .85 ~ $.80.31 $88.54 

.' ~ ,~ ~. 

$783.53 S863.84 $952.38 

72 .• 85 80 .31 . 88.54 
0 0 0, 

" 
----.,......" ,. . 

172.85 $80.31. $88.54 

o o o 

o o o 

.' 

1985 

$ 0 

47.62 . 

$47.62 - ' 
'. 

$ 0 ,. 
(952.38) 
1000.00· 

$47.62 

.. 
o 

o 
Note: We used the pre-tax discount rate of 10 percent per annum, payable 

semi-annually. using this, rate, the annual deduction for addition's to ": , 
loss reserves equalled the before-tax investment income in each ' 'of the 
years subsequent to the initial year -in which the premium- was received. 
For all years, before-tax net income was zero, 

.' I , . 
; ' - ' 
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Since annual earnings rates· can fluctuate somewhat sharply, 
one possible estimate of the future course of an insurer 1 s port
folio earnings rate is to take the moving average of the current 
year and 4 ·previous years. The moving average method automat
ically reflects the ongoing experience of each company's own 
portfolio return experience and reduces the likelihood of swings 
in discount rates .• 

Estimates of increased tax liability 

Up to this point the discussion has focused on the appro-
. pr iate determinat ion of a pic company's income. I t has beel) 
shown that the current practice of permitting the advance deduc
tion of the full estimated future 10s9 payments understates in
come. This is because the present accrual system does not match 
expenses to the income earned on assets. As shown in the hypo
thetical example, the timing difference in the recognition of 
income between the discounting and nondiscounting methoqs re
sults in tax savings f.or a pic company . in the early years of a 
transaction. For the .entire industry, the additional tax 
liability from adopting the discounting method could be qui~e 
substantial. 9,. As shown in table 5, additional tax liability 
for 1982 could have ranged from $485 to $613 million, depending 
on the discount rate assumed. However,· because some companies 
were showing losses for tax purposes, ~he Treasury would have 
received only a portion of these amounts. The remainder ,repre
sents reductions in , any tax loss carryovers available to those 
companies ~n fu~ure·.', ye.ars. . .' 

Table '5 displays' the additional. .. tax liabil.ity resulting 
from discounting :; at : tne .· i .ndicated rat.e and. th.e c;urrent nondis
counting practice a~ if both systems were in ~ plac~. and ongoing. 
Implementing the ,discounting of loss reserves, however, would 
result in an even' larg.er t:ax liability because in the initial 
transition period companies' opening reserves would be valued .on 
a nondiscounted pasis while the closing reserves would be dis
counted. If this occurred, there could be a negative . change in 
reserves resulting in a large addition to taxable income. To 
mitigate such a ' large 'one-time transitional ·tax increase, appro
priate phase-in procedure·s· would have to qe deyis.ed. 

9The tax liability estimates· are based' on data for stock and 
mutual companies only as reported by A~ M. Best Company. 
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Our estimates of increased tax liability from discounting 
(discussed in the present section) and the allocation of acqui
sition costs (discussed in the following- section) should not be 
viewed as a projection of actual immediate yield to Treasury for 
the following rea~ons: 

First, if the industry passed any increases in tax result
ing from the changes on to business taxpayers in the form of 
higher prem~ums, the tax burden of the insured businesses would 
decrease. While the Treasury might collect. more taxes from the 
property/casualty industry, this would be offs~t to .some extent 
by reduced revenue from insured businesses, ~hlCh ca~ ' take a 
deduction for casualty insurance premiums. . 

Second, we based our estimates of the additional ' tax lia
bility on the assumptions that insurance companies' i~vestment 
portfolios will remain essentially unchanged. However, managers 
can reduce a company's tax liability by increasing .. the propor
tion of assets held in the form of tax-exempt state and munici
pal securities. Another way 1.s through increased investment in 
equity securities of domestic _corP9ra.tions becau~e . 8~ percent of 
dividends received from these companies may be excTuded from 
taxable income. As of 1982, tax-exempt securities coqstituted 
approximately 40 percent of the industry.'s admitted a~gets (see 
table 6). Though tax exempts constitute a relatively high per
centage of: the industry's earning assets:, there is :ample leeway 
for companies to increase this ownership -still further :. More~ 
over, as long as the, yield on tax-exempt, .. ~ecurities: , e~ceeds . 54 
percent of the yield on taxable securities, it is "prof'itable for 
the companies to substitute tax-exempt for taxable securities. 
This is because when comparing yields on taxable .. and tax-exempt 
securities, interest on taxable' securities1 is' t'axed~ at a · 46 per
cent rate while the. after-tax equivalent YlE!:!d on t~x-exempt 
securities is 54: percent of the yield on ·· taxable securities. 
Recent available data,. shown in table 7, suggest that some com
panies may have' the opportunity to reduce a substantial portion 
of the estimated additional tax liability through increased 
investment in tax-exempt securities4 . -

Third, a number of companies have s·uffered underwriting 
108ses and have generated. loss carryovers in the past few years. 
To the extent these are available, such companies COUld : use 106s 
oarryovers to reduce currently any additional tax burdens .. . , 

., 

, 
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Table 7 

Yield on Municipal and Corporate Aaa Bonds 

Period 

Apr. 77 
Apr. 78 
Apr. 79 
Apr. 80 
Apr. 81 
Apr. 82 
Apr. 83 

Corporate 
Aaa bond 

rate 

8.04% 
8.56 
9.38 

1·2.04 
13.88 
14.46 
11. 51 

Municipal 
bond rate 

5.73% 
.?80 
6.29 
B.63 

10.62 
12.59 
9.05 

Ratio of municipal 
bond rate to corporate 

Aaa bond rate 

0.713 
0.678 
0.671 
0.717 
0.765 
0.871 
0.786 

Source: Federal Reserve Bank of St. Louis,- May 19B3. 

Conclusion 

Clearly, loss reserves are needed to ensure that a ,company 
has adequate funds to .make- future payments on claims'. Tax 
deductions for such reserves are appropriate. The present meth
od in the Internal Revenue Code, which follows NAIC accounting 
overstates the loss reserve deduction since, it recognizes' as an 
incurred expense the full undiscounted amount of future settle
ment cost·s · in the current tax' year". This· treatment-: understates
the periodic ~etermination of income for pic companies, since 
the estimated total, expense of the transaction --is matched only 
against the current ,year's portion of the ' income' generated- by 
the transaction. This accounting t-reatment' is'- theref.ore- at 'odds , 
with GAO's criterion: to match the expenseS' o~' -a transaction 
against the periodic income the transaction generated. ' The pur- ,' 
pose of the matching principle may be achieved ' by discounting 
the sum of estimated loss payments. 

There is a- grQwing tax deferral resulting from the current 
mismatching of revenues and expenses of , the property and casu
alty insurance industry. If the Congress wishes'to assure that 
the property/casualty insurance industry's revenues and expenses 
are more closely matched for purposes of measuring taxable in
come, it should" consider amending the tax code to provide that, 
in calculating the loss reserve deduction for tax purposes, los~ , 
reserves are discounted. The discount rate should be based on a' 
moving average of each company's pre-tax net return on its in
vestment portfolio to avoid fluctuations that could occur from 
year-to-year if only an annual rate were used. Should the Con
gress decide to make: the changes, implementing- legislative lan- ' 
guage is contained in appendix II. The suggested language 
covers the broad outline of necessary changes, but does, not 

21 



I 
I. 

- -

attempt to cover all of the details involved in calculating 
expected payment patterns. IRS regulations should cover these 
details. 

For small companies or recently formed companies, it might 
not be f easible to use actual company results, either for pay
ment pattern history or interest rates. In those cases provi
sion might he made in IRS regulations for the use of industry 
average results. 

ALLOCATION OF ACQUISITION EXPENSES 

A second income measurement issue i~ the allocation of 
business expenses that vary with and are primarily related to 
the acquisition of new and renewal contracts. Such expenses 
might include agent and broker commissions, salaries of certain 
employees involved in underwriting and issuing policies, and 
medical and inspection fees. 

Currently the code permits the immediate deduction of ac
quisition expenses. This practice is adapted from NAIC regula
tory accounting but is inconsistent with GAO'S matching criteri
on since the premiums associated with the acquisition expenses 
are spread on a pro-rata basis. 

An insurance company receives premiums in advance. How
ever, insurance companies, as an exception to general code 
requirements , are permitted to include premiums in current in
come as the premium is earned . For example, if a l-year con
tract is issued on July 1, and a Eull year's premium is received 
by the insurer, taxable income will include only one-half (6 
months) of the premium in the year the contract is issued, and 
the remaining premium will be reqognized in the following year 
when it is earned. 

If the matching principle is to operate ideally, expenses 
should be treated the same way. If income , a residual amount 
left over after expen ses are subtracted from revenues, is to be 
correctly stated for the period, then the matching principle 
requires that expenses be recognized in a fashion similar to 
revenue, otherwise , income will be misstated. "['he code' , how
ever, reflecting NAIC accounting methods, does not require that 
all expenses be spread over the period of the insurance.con
tract. 

The June 1984 report of the NAtC Investment Income Task 
Force prepared for the purpose of considering new and improved 
methods of rate-making considers the matter of acquisition 
expenses. ~he following is an extract from page 16 of that 
report: 

"A signficant portion of the unearned premi um reserve 
may .be offset by the cost of acquiring busine-ss. This 
includes commissions, premium taxes, other acquisition 
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expenses, and a portion of general expenses. Under 
SAP, these items are recognized as an expense when 
premiums are written. Unde~ GAAP, which attempts to 
match· expenses 'with their related income, acquisition 
costs are not recognized as~ an exp.ense ~until the pre
miums to which they relate are ,earned;. The acquisi
tion costs related to unearned ' pttemiums are treated 
either as- prepaid expenses, which is a separate asset 
item, or as an offset to -the amount of the unearned 
premium reserve. Under either treatment, it can be 
seen that when the.se costs are not expens"ed, net- in...;. 
come.':·will be higher than it is under SApf Ne"f,' worth\ l)i ' " 
wi~l also be greater. In adjusting from statutorY :J : 
surplus "to GAAP net worth, a cumulative adjustment 
must be" made for the prepaid expenses rel'ated to ' th'e : 
entire' unearned premium r~serve' ," , In ad.justing from a 
statutory under"'riting ,~pro[it to a GAAP underwriting '
profit, the increase in' prepaid" expenses'- for the cur-
rent y.ea~ must be reflected. '. . 

j! ' : J 

The increas.e· in prepaid ' expenses is sometimes consid':'" .'" 
ered to be ·a ' relatively unimportant accounting adjust
ment. Two points should be made clear; First, it · , 
should be understood that the statutory accounting 
principles are designed to reflect solvency and are . 

\ 

very' con·servative in the sense that, ' io comparison 
wit.h ci'GAAP calculation, batt) income and ' equity ate ' ~ .'\ . 

, 

usuaLly understated'. ,, ' Tne -.. reflection of prepai'd "experi'- ,0>" . J, / 

sea is. a needed adjustment to the financial data to 
allow "it to be compared ' to that of other industries. 

. , 
A second pOint', is to note the amount of. income invol'v-
ed '. ':" 111:, the last twenty years, the increase in ' prepaid 
expeose.s ~ for all ' companies amount'ed to approximately 
$6.8 billion, or more than the · statutory· underwri~irig 
loss for that period .11 

Ac.cording to our criterion, the use of ' regulatory account
ing practice'~ ' for measuring taxab~e income is inappropriate . 
since 'revenues' , arid expenses are not · matched. 'If ,acquisition' ex
penses" werE( allocated as revenue is recognized, then taxable in
come woUl,d be' . inc.reased. Table' ·8 '· displays the · additional tax" 
liability for ' the years 1980 through 1982 , from 'allocaUricf acqui
sition ' costs' • . 'If 'acquisition costs ' had been' allocated :irt 1982, 
and eVerything else::· t)ild"remained"·the same, we' estimate' that the 
addi tioitaFtax liablli ty would -have"'been approximately ' $164 mil~ 
lion. ' However; as' indicated' on'· p. ' ,17, only a portion of- this ' 
amount would have: been actually collected ' by Treasury because ' 
some companies .were showing losses for . tax ' purposes in 1982. " " ." 

.(.'" " 

, , • < 
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Table B 

1. Acquisition expenses 
deducted (on a nOo
allocated basis) 

-- 2. Acquisition expenses 
deductible . (on an 
allocated basis) 

3. Additions to · tax~ 
able income (line 1 
minus 1 ioe 2) .,-

4. Additional tax li:ability 
(46% x , line 3) 

, 

19BO 

$15,954 

15,694 

,$260 

, $120 

16,3BO 17,368 
-, 

, ' 
, , 

$196 ' $164 

a1982 acquisition expens~I3 .-rely on forecasted, .values ',.of net " 
premiums , and: estimates of acquisition costs by business line. 

Source: A.M. Best Company, Best's Aggregates and Averages, Pro
,perty Casualty, Oldwick, New Jersey, various years. 
Forecasts of net premiums written for . 1982 and -acquisi
tion expenses, on ,an allocated basis, are GAO' esti- . 
mates. 

Note; The allocation of acquisition expenses used in · getting 
the figures on line 2 was made by taking the .total .. 
acquisition expenses on a paid basis (non-allocation) 
and adding the acquisition .expenses deferred as of the 
end of the year and subtracting the acquisition expen
ses as ·of the end of the previous year.. .In each case 
the deferred acquisition expenses were -obtained ·by roul-:
tiplying the paid (nonallocated) expenses by the ratio 
of unearned premiums to premiums wri~ten. For a .more 
complete explanation of the calculations see appendix 
L 

*These estimates should not be 
immediate yield to Treasury. 
17-19. 

viewed as a projection ' of actual 
For further discussion, see pp. 
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conclusion 

In the past, ·the Congress has accepted for tax purposes the 
regulatory, or NAIC, method of accounting that permits the imme
diate expensing of acquisition costs. In our opinion, this 
result~ in the understatement of income each year since acqui
sition ~osts are expensed immediately while the related premiums 
are prorated over the length of the contract. This results in a 
mis~atching of expenses and income. 

MATTER FOR CONSIOERATION 
BY THE CONGRESS 

If the congress wishes to assure that the industry's reven
ues and expenses be more closely matched for purposes of measur
ing taxable income, it should consider amending the tax code to 
provide triat acquiSition costs he allocated over the life of 
related contracts. Should the Congress decide to make this 
change, implementing legislati~e language is contained in appen
dix II. 

PROTECTION AGAINST LOSS ACCOUNT 

The protection against loss account is solely for tax pur
poses and a corresponding reserve account is not required for 
state regulatory authorities. The PAL account applies only to 
mutual pIc companies. The account operates to defer tax on a 
portion of a mutual company's underwriting income. A mutual 
company makes additions to the account based on the size of its 
incurred losses a1'ld underwriting income. These additions, sub
ject to certain statutory limitations, are deductions against 
current period underwriting gains, which in turn reduces taxable 
income. Any amount in the account that exceeds the prescribed 
limitations is subtracted ("forced out ll

) from the account and 
added to taxable income. Other provisions ensure that in no 
event can the deduction annually exceeo the company's underwrit
ing gain. 

The reason for limiting the tax deferral availability only 
to mutual pIc insurers relates to the way mutual and stock pIc 
insurers are able to make additions to their policyholder sur
pluses, the financial cushion available to insurers to satisfy 
unexpectedly large policyholder claim losses. According to a 
report of the House Committee on Ways and Means, mutual compan
ies can only augment their policyholder surplus by setting aside 
a portion of their underwriting income, whereas stock companies 
pay extraordinary losses from both retaine.d earnings and paid-in 
capital. Thus, the committee reasoned, 

"a mutual ordinarily retains a portion of its under
writing income each year for this purpose, the remain
der is paid to its policyholers as policy dividends. 
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Thi s acc umul ated underwriting income consti tutes its 
r eserves out of which in s urance lo sses can be pai(l, 
and the existence of such reserves is an importan t 
protection to the mutual pOlicyholders."10 

After makinq th is observation on the difference between 
mutual and stock pic companies, the report states the PAL's 
effect will be to de f e r a portion of a mutual company' s under
writing gains . The comm ittee report then states that the pur
pose o f this special provision is to give recognition to mutual 
companies ' "lack of access to the capital market for funds with 
which to pay losses ." 11 

"Under the President's proposal, underwriting gains 
would have been fully taxed as realized. Under the 
provisions of your committee's bill, however, these 
mutual fire and casualty companies will be permitted 
to set aside a portion of each year's underwriting 
gain in a special account for protection against 
losses. This amount will be available to meet certain 
losses for 5 years, after which, most of any remaining 
portion will be included in taxable income of the 
sixth year. A small portion, however, will still be 
retained in the special account to take care of extra
ordinary losses. Eventually, these companies will pay 
a tax on their total income, but the tax deferral for
mula of the bill gives recognition to the mutual's 
lack of access to the capital market for funds with 
which to pay l osses ." 1:l 

The rationale for the protection against loss account is a 
least debatable. First, if a catastrophic loss were to occur 
that was not sufficiently covered by policyholder surplus and 
the reinsurance market, the account does not necessarily assure 
the company's ability to satisfy its contract obligations. 
There is not necessarily a relationship between the PAL account 
which provides tax reduct ion and deferral, and the company's en 
hanced ability to meet its extraordinary losses since the tax 
deferral is not earmarked for this purpose and could be used fo 
some combination of lower premiums, higher expenses, or policy
holder dividends. In some cases, the tax code specifies how 
funds resulting from the tax deferral are to be used by tax
payers. However, that is not the case with the funds accumulat 
ed thro ugh PAL accounts. Th~ alternative ways in which these 

10Report of the Committee on Way s and Means, U.S. House of 
Repr esenta tive s , H.R. 10650, "Revenue Act of 1962," March 16, 
1962, Washington, D.C., p. 42. 

11 b' d r 1 ., p. 43 • 

12Ibid, pp. 42-4 3 . 
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funds may be used leave open to,question whether -the account 
will be available to provide a cushion for extraordinary lossese 
While it is true that stock companies need not designate' surplus 
funds to satisfy catastrophic losses, their surplus theoretical
ly is composed only of after-tax earnings, while for mutual com
panies PAL account balances are before-tax amounts ar'ising from 
the deferral of a portion of underwriting gainse 

Second, the basic- rationale of access to capital markets' is 
questionable. The argument assumes that stock companies, if 
faced with a catastrophic loss, could issue securities in the 
capital market to obtain funds whereas mutuals cannot. If a 
stock company were to suffer a catastrophic loss exceeding its 
recoverable reinsurance and its policyholder surplus, it seems 
unlikely it could successfully offer securities in the capital 
market. In addition, the tax code already allows for the possi
bility that a corporate entity may suffer an extraordinary loss. 
The code permits pic companies to carrY'losses back 3 taxable: 
years and carry losses over 15 taxable yearse To the extent 
there was a tax liability in·those years, the pic company, as 
other corporate entities, can claim tax refunds or tax credits 
for future tax liabilities. The- PAL account, which is over and 
above the general carryback and ,carryover loss deductions, can 
be viewed as a tax" preference only for mutual pic companies. 

The limitations on the'amount of income that can be shel-· 
tered and the so-called II force-out ll provisions ensure that most 
of the initial additions" to the_ account are eventually added to 
taxable income. However, mutual companies enjoy, and the Trea
sury is denied, the. time value of the amounts deferred·' (the in- ~ 
terest that · could be earned for whatever period of time"'-the tax 
collections are deferred). . Also, the· cyclical nature of the piG 
business (ieee, periods' of underwriting gains following periods" 
of underwriting losses) ensures that accumulations in ·the ac- ' 
count will at sOme point in time resume. 

Earlier in this report we made estimates of the increased 
tax liability from recommended changes in the loss reserve 
deduction and the allocation of isition expenses. These 
estimates were based on data \ froma·.~~~~ 
ages, the industry's statistical 
account, however, are not reported by. Best's. Because we were" 
unable to obtain sufficient 'tax' returns, the sole source of PAL
account data, we 'could not estimate the, tax liability conse-'· 
quences· of the,PAL provision. 

Conclusion 

The preceding analysis indicates that the rationale for the 
protection against loss account is debatable because. if cata~ 
strophic 10s9 were to occur, the account does not necessarily' 
assure the company"s ability to satisfy its'contract obliga
tions. Moreover, it is questionable whether stock companies, if . 
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faced with a catastrophic loss, could successfully access capi
tal markets. Thus, the rationale for the PAL account may be 
based on questionable economic assumptions. 

MATTER FOR CONSIDERATION 
BY THE CONGRESS 

We suggest that the Congress consider whether or not this 
special tax preference for mutual property/casualty insurance 
companies should be retained in its present form. 

AGENCY COMMENTS AND GAO RESPONSE 

We received comments on a draft of this report from the 
Department of the Treasury and a number of insurance companies 
and industry trade associations. 

Treasury comments and GAO response 

The Department of the Treasury generally agreed with our 
analysis. Specifically, they agreed with our conclusions that 
loss reserves should be discounted and that acquisition expenses 
should be allocated over the life of related contracts. While 
we have suggested that the Congress reexamine the rationale for 
the PAL account, the Treasury Department concluded the account 
should be eliminated. Treasury did, however, indicate that our 
report failed to address at least three significant tax issues 
affecting property/casualty insurance companies. These issues 
are (1) consolidated tax returns of property/casualty companies 
and other companies: (2) the absence of limitations on tax
exempt investments, and (3) the insurance deduction available to 
a parent company for premiums paid to wholly or partially owned 
subsidiaries, the so-called lIcaptive insurance companies." 
While we agree that these issues have merit, they are beyond the 
scope of this report. 

While agreeing with our basic conclusions that loss 
reserves should be discounted, Treasury's method of handling 
discounting would differ in two respects from ours: (1) they 
would use an after-tax rate instead of a pre-tax rate, and 
(2) no additions to the original deduction for reserves would be 
made over the period of the deferral. 

The approaches taken by us and by the Treasury differ 
because of the way the economic transactions of an insurance 
company are viewed. Our method spreads the incurred casualty 
loss over the period between premium receipt and future outlay 
(loss payment). It is commonly accepted in the insurance trade 
that a pic company's profitability is determined by summing its 
underwriting gain (or loss) and its investment income. Thus, we 
cited the accounting principle known as the matching principle 
as the basis for our view that incurred losses should be matched 
against both the premium and investment income. 
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Treasury's concept of the underlying economic" transaction 
is based on the way insureds- are taxed-. Treasury observes that. 
if a non insurance company- were" to bear the risk of ' a-' casualty 
loss itself (self-insurance), it would not be entitled to deduct 
from current income funds set aside to provide for the eventual
ity of a casualty loss. Moreover, as the fund earned investment 
income, that income would be subject to tax. Therefore, Trea
sury argues that just because a company is an insurance company 
should not alter the principle that all investment income should· 
be taxed. 

The differences between the two' methods, GAO's and Tr'ea-" 
sury's, are summarized in the following table: 

1. Discount rate 

2. Net premiums 

3. First-year 
reserve deduct-ion 

4. Reserve deduction 
in intervening years 

5. Tax in interven
ing years 

6. After-tax net. 
income after claim, 
is paid 

GAO 

Pre-tax 

Lower 

Lower 

Annual 

None 

None 

Treasury 

After-tax 
,-.. 

Higher 

Higher-

increases ' NQne 

Yes 

None 

Summarizing, the Tre'asury method" would require higher pre
miums because of the tax payments," but in each· case the final 
result would be the same in that an inherently profitless trans
action before tax remain'S profitless after the application of 
tax accounting rules (see number 6 above),. 

An important consideration that sh01.).ld be taken into ac
count when weighing the merits of the two : approaches is the fea
sibility of implementing either tax methodology. Our tax meth
odology requires only that insurers discount the aggregate of 
loss reserves. Each year the closing discounted loss·reserve 
aggregate is compared to' the opening discounted loss reserve
aggregate. The difference, when added to- the losses paid, is 
that year's loss reserve deduction. The insurer need not iden
tify each loss transaction and maintain a separate· memorandum 
reserve account for each claim. Under- the suggested ·Treasury 
approach, however, an insurer would have to account, in some 
fashion, for the "releasel1 of pol icy· loss' resel:ves after the 
claim is paid. This feature is an integral. part' of the argument 
advanced by Treasury in favor of its method, but it could 
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involve some very cumbersome tax accounting rUl es . Even if 
Treasury could demonstrate the theoret ical superiority of its 
method, we would still prefer our sugge sted method on practical 
grounds. 

The Treasury method does not reflect in annual tax deduc 
tion calculations the effect of changes in claim estimates until 
the loss payment is made. For example, suppos e a premium is 
established assuming a certain discount rate, future loss pay
ment, and settlement date, and before the year of settlement the 
insurer revises upward the claim payment estimate. In the year 
in which the upward revision is made, the Trea sury's method 
would not provide for any reduction in that year's taxabl e in
come. In the settlement year, the amount nreleased" from r e 
se rves would fall short of the loss payment and the insure r 
would receive a tax "refund." In our method, a higher loss re
serve deduction would have to be recorded in the year in which 
the revision was made. Taxable income for that year would be 
reduced. 

In our opinion, the Treasury method of not permitting 
adjustment in reserves for payments on futur e losses is a draw
back to its proposal. Their proposal would apparently lock in 
the initial estimate o f each individual claim and not revise it 
until the claim is actually paid. The initial estimate is usu
ally based on limited information; particularly in the longer 
tail liability lines where the impact of discounting is great
est. We do not feel it would be proper to ignore additional 
information that emerges as the claim matures. 

Under either method the effect of an upward revision i s re
flected in lowered taxable income. under the Treasury approach, 
taxable income is only correctly measured at the end of the e n
tire time span between premium receipt and loss payment. Under 
our method, any adjustments to income would be made at the time 
any change in estimate of the amount or paymen t date of cla im is 
made without waiting until the date o f payment . 

Industry comments and GAO response 

We received four sets of comments on the proposed report 
representing the views of 11 organizations and companies. 

1. Associations: 
Alliance of American Insurers 
National Association of Independent Insurer s 
National Association of Mutual Insu ran ce 
Companies 
Reinsurance Association of Ameri ca 

2. American Insurance Association (AlA) 
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3._ Insurance companies: , ! 

American International 9roup 
Chubb & Son., Inc. 
CNA Insurance Companies 

, ' 

The Continental Corporation , 
The Home InS,urance Company , 

, Ir\ ; rr; , 

4. National A.ssociation of. Insurapce Commissioners 
(NAIC) 

Industry comments were ge.nerally. unfavorable and ,pointed 
out numerous areas of disagreement with GAO. A chief complaint 
was that the inqustry is unprofitable and underreserved, and
because of thi~'their tax burdens should not be increased. 
Other comments' dealt with matters the industry felt should be 
considered a.l mitigating factors in reaching any decisions that 
might result in higher tax burdens.- Among these matters:, were 
the _effect higher · taxes. , might have on the industry's ability t.o 
compete with foreign insurers, as well. as the need for higher
premiums to pay higher taxes. 

Since a number of comments we received were similar, we 
catego~ized them according to the basic subject matter. This 
format was chosen as an expedient on our part and should not 
imply that all comments were identical. Page numbers listed 
under~the various comments refer to, pag,e numbers o.f the comments. 
of the various sources. Where refereoce' is made to a page of" _ 
the report,· this will be- clearly· noted. Further', ' our deta-iled , 
page by page r.esponse to these comments is contained in appen
dix III'. . '. 

, ' • j 

COMMENT 1 - This co~ent dealt" with the inadequacy of companies.' 
reseryes. 

-',' 

Comments on this category were receiv-ed from the associa-
tions (p. 22), insurance companies (p. 4), and NAIC (p. 5). In 
some cases the comments indica_te that because reserves are in--· 
adequate, effective discounting already occurs-. By- effective 
discounting the commentators mean that since outstanding loss 
reseJ;ves are- underestimated ,.the- effect of discounting reserves 
is partially ~chieved. When loss reserves are underestimated, 
they:. are lower than if reserves, had;. been accurately estimated, 
and the year-tQ:-year; change , in loss reserves (the loss reserve 
deduction) may be, smaller. This- '_may approximate_ the deduction 
that wou,+d be realized under, our proposed discounting tax' 

J 

change. Thus, if the discounting proced.ure were to be adopted;:, 
the commentators claim that:: firms that und.erestimated reserves. 
would be excessively taxed. In other cases" the · pOl?ition iso, 
taken that, because of reserve· .inadequacy,.. the, financial pos.i
tion of the companies- is pr,ecarioust,::, and any additional taxes 
(specifically, taxes resulting from discounting re,serv,es), would ., 
only) worsen an already precarious financial position. 
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RESPONSE - As stated in our report, the question of adequacy or 
inadequacy of reserves for statutory purposes is separate from 
discounting reserves for federal income tax purposes. If 
reserves are deficient (see the remarks of the President of 
Insurance Services Office, Inc., a national rate and advisory 
organization for pic insurers, on January 10, 1984, attached to 
the comments of source 1 above), it would appear that such defi
ciency should be corrected by the companies and, if not, by the 
regulators responsible for assuring that companies are solvent. 
Even if we did accept the underreserving position taken by the 
associations, we do not feel that underreserving is a reason for 
rejecting what we believe. is an appropriate.method for determin
ing taxable income as based on the matching principle. More
over, any underreserving effect may be temporary and could be 
followed by a period of strengthening reserves and, at times, of 
overestimating reserves, as apparently occured in the middle 
1970s. It is also the responsibility of the various state 
insurance departments to ensure that such strengthening occurs, 
particularly if failure to do so could endanger the solvency of 

·those companies with deficient reserves. 

In considering this matter of the inadequacy of reserves it 
is important to remember that the inadequate reserves usually 
refer to the industry as a whole and without any consider~tion 
of the individual lines of business. It is our understanding 
that the inadequacy tends to be concentrated in the companies 
and lines of business that have recently been unprofitable, such 
as r~insurance, malpractice, and excess casualty~ Because of 
this unprofitability, these companies are not paying tax cur
rently in any case, and their need for stronger reserves will 
not be adversely affected by a change in the basis of ca19ulat
ing the revenues for tax purposes.' Conversely, the propos-ed 
change will only generate additional taxes from those companies 
whose operations are profitable and who should be in a position 
to strengthen reserves if needed. 

COMMENT 2 - The complexity of the calculation of reserves on a 
discounted basis was the substance of this comment. 

This comment was received from the associations (p. 26) and 
AlA (p. 11). The following is excerpted from the comments of 
the associatiotis p. 26: "The d~termination of the proper amount 
of loss reserves has been a perennial source of misunderstanding 
between the IRS and insurance compani~s, as the IRS has found 
that evaluation of the complex actuarial procedure~ and judg
ment~~ actually 6sed by the companies in arriving at loss reserve 
estimates are beyond the resources of the IRS." The comments of 
AlA, p. 11, contain the following: tlAdoption of discounting in 
this atea would be certain to produce even greater administra
tive burdens for both the government and taxpayers- than those 
which now exist." 
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RESPONSE - This comment~ referred to 'the administrative complexi
ties associated with both the choice of discount rate to be used 
and the establishment of a pattern that . payments "may ' be "expected 
to follow. We recognize that, with investment yields fluctuat
ing from tear to year, it would be preferable to use a moving 
average to determine an appropriate discount rate. The legisla
tive language provided in the report (see app. II) used a moving 
average over a 5-year period.. This is-·the same calculation used 
by life insurance companies (see Code Sec"; 805 (b)(3) (A». We 
do not consider this calculation ' complex, ' since a similar calcu
lation is successfully made -in the life" insurance industry, nor 
does ·· it seem likely to impose ' an excessive burden' on the tax
payers required to make such a · calculatione The most complex 
component of calculating reserves is the actuarial estimation 
process in which likely payouts and their timing are ascer
tainede Computation of average rates of return on investments 
and discounting of reserves estimated .by the above process seems 
to us to be ' relatively straightforward~ This comment also sug
gested that ' cdmpanies with "good investment practices-: will be 
penalized by" having reserve deductions lower than companies ' with 
lower investment earnings rates. This ' seems to ignore the basic 
notion that taxes should· ' be related to earnings, and the compan-" 
ies earning larger investmeht income, all other t~ings being . 
equal, should pay t:tigher taxes~ . 

With ' respect to the development of a loss reserve 'payment 
pattern, there ' appears ·to·be some .confusion regarding the meth
ods to be used. ' We refer · to a company-by-company method while 
the comments referred to an industry-wide method ~ ' We did not 1-

suggest an industr¥-wide method ' • .. (~ee app. Ii.) 
,I .', '\ 

Also -on the issue' of payment: ' patterns to be ' used " in dis- " 
counting reserves, a question in the comments ·was · raised con
cerning the applicability of past payment patterns to payment 
patterns in the futuree We agree with the commentary of the 
President of Insurance Services Office; Inc. that "payment pat
terns remain conSistent over time." The studies made iIi. ' arriv
ing at his conclusion that reserves ·were inadequate were largely 
based on this premise. Therefore; applying past payment pat
terns to future patterns in the calculation"of discounted ' ' 
reserves on an individual company basis appears appropriate. 
Further, the insurers undertake a review of payout patterns 'when 
calculating rates; ' and tables appear in annual statem'ent blanks 
showing such reserve pattern development. In any event, if pay~ .· 
ment periods have lengthened, as we i suspect they have, the' use 
of past historical payout patterns should result in a tax under
statement rather than an overstatement. 

COMMENT 3 - The low profitability of pic companies should be 
considered before recommending higher federal income tax' bur-
dense '-· , !, 
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This comment was made by the associations (p. 8) and AlA 
(p. 18). On page 8, the section heading on this subject is "The 
Draft Report Fails to Take Proper Account of the Property and 
Casualty Insurance Industry's Low Profit Margins." A similar 
heading on page 18 of AlA is "The Financial position of the 
Industry is Deteriorating and Its Loss Reserves Have Been Sub
stantially Understated." 

RESPONSE - Although profitability of pic companies was shown 
in our report to be somewhat less than that of all other 
industries, the differences do not seem to be as great as the 
comments indicate. One comment referred to a study covering a 
15-year period ending with 1980 and reportedly showed an aggre
gate rate of return on investment of 11 percent for pic compa
nies, while the corresponding rate for non insurance companies 
was more than 13 percent. Our figures (see p. 7 ) covered an 
11-year period from·1972-82. The average rates for this period 
are 12.7 percent for pic companies and 13.2 percent for all 
industries. It is apparent that because of the cyclical nature 
of pic industry earnings, the selection of the period to be 
studied can make a considerable difference in the results 
obtained. Furthermore, when the Senate Finance Committee asked 
us to review the taxation principles and tax accounting meth
odologies applicable to the pic industry, we were not asked to 
consider the desirability of the methods and principles as con
ditional on the industry's level of profitability. The commen
tators' concerns about industry profitability as a mitigating 
circumstance is a factor that could be weighed by lawmakers when 
considering taxation of the industry. However, the profitabili
ty and riskiness of the industry are basically irrelevant to the 
question of .how its income should be measured and taxed. The 
code already takes account of low profitability in its tax 
rates: any corporation, in any industry, will be taxed less if 
its taxable income drops. If taxable income drops to very low 
levels, then even the rate drops. If relatively unprofitable 
corporations in other industries do not get special, additional 
relief when their taxable income drops, it is questionable why 
pic companies should obtain such relief. Similarly, any indus
try that experienced cyclical fluctuations in income will alrea
dy be benefitted by the general provisions relating to tax loss 
carrybacks and carryovers. 

Another comment concerning profitability stated that a pic 
company is entitled to a larger return on investment than other 
types of companies because of the higher risk involved in the 
pic business. In this connection we quote from a recent NAIC 
task force draft report from Best's Insurance Management Reports 
(A. M. Best Company, Release No.3, Jan. 16, 1984): 

"Based on all of the indications of relati~e risk studied, 
it appears that the property/casualty industry is of aver
age or perhaps somewhat below average risk at the present 
time. The industry as a whole is not, and has not been, of 
above average risk." 
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COMMENT 4 - The issue here was our discounting examples and 
their misconceived relationship to the pricing mechanism of the 
industry. 

The insurance companies (p. 2) commented on this . issue in a 
section headed "The Draft Report is Based on a Misunderstanding 
of the Mechanism by Which P & C Insurance Is Priced." The com
ments list the assumptions· used in the draft report's examples · 
(see p. 12) and conclude "It is, therefore, obvious that· p & C 
insurance cannot be. and is not priced in· the manner assumed in 
the Draft Report.~ 

RESPONSE - This comment questioned the validity of the examples 
shown and draws the conclus.ion that our proposal is based on "a 
fundamental miscon.ception of the pricing mechanism · for P & C . 
insurance" and because of this lithe case for discounting must 
fail. II We assumed a premium equal to the expected discounted ' 
value of the· loss payment solely· for · the purpose of showing. the 
difference between the two reserve methods, discounted· and 
undiscounted. We realize that in practice. premiums ·will be set 
differently to cover expenses, profit, and a 'consideration for · 
competitive factors. If the examples on pp. 1S and 16 of the-· 
report had used a premium of $900 to reflect profit · and competi- · 
tion, the accumulated profit would have been $211.28 on the dis
counted basis and $233.77 on the undiscounted basis. This dif- ,. 
ference between the two methods was what the examp.les were meant 
to show. Introducing expenses ·. into the examples . (while it would 
change th~ final profit figures) . would not have · changed this 
outcome. 

COMMENT 5 - GAO estimates are unrealistic. ., 

The associations (p. 11) stated that GAO estimates ·were 
unrealistic for the following reasons: 

--the possibility of changing investment portfolios to more 
tax-exempt securities, as pointed out in the report; 

--the passing on of increased taxes in the form of higher 
premiums and the consequent lowering of tax liabilities 
of corporate insureds; 

--the effect of loss carryovers currently available 
to. insurers; 

--the apparent assumption that most contracts are ·for a 
term of more than 1 year; 

--the apparent assumption · that all loss reserves would be 
discountedr and 

--the. effect of a phase~in of . the proposed changes. 
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The conclusion is that fl ••• the Draft Report's revenue 
estimates are based on factors which result in inflating those 
estimates." 

RESPONSE - The estimates given in the report were necessarily 
based on the effects of the suggested changes without taking 
into account a number of factors and actions available to com
pany management that could reduce their tax liability. Methods 
underlying the estimates are outlined in appendix I. We feel 
that the estimates are methodologically sound but should not be 
viewed as a projection of actual immediate yield to Treasury 
because of these factors. 

This comment repeated the caveat stated in our report that 
changes in investment practices (buying more tax-exempt invest
ments and more stock of domestic corporations) could reduce 
actual tax liability below the estimates shown. The associa
tions also commented that it would be possible for companies to 
pass on to consumers any additional taxes in the form of higher 
premiums and that this would increase deductions and lower taxee 
for corporate insureds. The report was changed (see p. 19) to 
state that this latter point was considered but it was impossi
ble to estimate the revenue effects such actions would have. 
The reason this revenue effect cannot be estimated is it is not 
known to what extent companies would pass on the additional 
taxes to policyholders. The associations assume that higher ta~ 
liabilities will be passed on, dollar for dollar, to insureds if. 
the form of higher premiums. We are in no position to evaluate 
whether this would happen. Furthermore, higher premiums reduce 
the tax liabilities of business insureds~ while non-business in
sureds are not permitted a deduction for premiums under current 
tax law. Existing data on insurance reserves do not permit a 
distinction as to what amounts are established for business and 
non-business insureds. Thus, it is not feasible to accurately 
adjust our estimates to take account of these secondary effects 
even assuming a dollar for dollar passthrough of increased 
premiums. 

This comment also mentioned the issue of loss carryovers 
and the effect this would have on revenue estimates. We recog
nize that a number of companies reported negative taxes over thE 
last 10 years and that they can reduce their current taxes by 
using loss carryovers accumulated from these years. However, 
any increase in taxes will accelerate the depletion of loss 
carryovers and in that way will increase aggregate revenue over 
a period of years. 

On the question of acquisition expense, a comment was made 
that we assumed that insurance contracts were for more than 1 
year. Actually, the estimates are based on the ratio of 
unearned premiums to premiums written, and this reflects all of 
the business, including contracts of 1 year or less as well as 
those for more than 1 year. 
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The. commentators state that our estimates are flawed . 
because we assumed that all reserves would be discounted and 
that this' might not be the case. Apparently the commenta.tors 
believe that all reserves might not be discounted. Our esti
mates were' based on the assumption that all reserves' would be 
discounted, since that was the basis of our suggestion. To the 
extent that reserves for certain lines might involve relatively 
short-term delay .of payment periods, the eff-ect of discoun'ting 
would be minimal. We agree with the ' commentators" that if · all 
reserves are not discounted, - our estimates would be" overstated": 
to some -extent., ' .' , : 

On the question of the effect on our estimates of a phase
in period, we agree with the commentators that this would affect 
the estimates. However, our estimates were based On the assump
tion that the proposed discounting of reserves was in place and 
ongoing (see p. 17 of the report for further discussion of this 
point) • . . 
COMMENT 6 - State regulation and industry solvency would be com--
promised- by our recommendations. -,. 

The associations (p •. 21) and NArc (p. 1) commented o 'n' these : 
issues. The associations state that the draft report~s attempt 
to separate tax accounting and solvency accounting " ••• 
ignores the real world." The comments of NAIC include "These 
proposals, if adopted into law, will, in- our opinion, . adversely · 
affect the efficacy of. state regulation insofar as it relates ' to : 
insurer . solvency issues and the preservation of traditional · 
statutory accounting objectives." 

RESPONSE - Both groups of commentators refer to a statement in 
the draft report that "there is no inherent conflict· posed to ,: 
protection of the public interest by ' adopting the alternative 
method of income measurement solely for Durposes of . taxa-tion. 1I 

This statement has ' been deleted because it was not essential· - .' 
since other statements in the report point out that our concern ' 
is only · with the determination of income for purposes of taxa
tion and that this determination should not be. based on solvency 
considerations. NAIC (p. 3) concludes that fl ••• significant 
tax accounting concepts adopted into law ultimately- evolve · into.-: · 
generally accepted accounting principles." We do . not·. believe 
that matters considered for tax purposes' will necessarily affec,t . ... 
the basis used by state insurance departments ' in determining 
reserves for solvency purposes. The proposed departure between-' 
regulatory accounting and taxation accounting requirements' is 
not unique (for example, in the life insurance industry differ
ent bases for accountinq for reserves have existed for many 
years). 

Even . though we feel that discounting. for · ta)C;- : purPo~es:: need . 
not lead to discounting for solvency purposes, we. nevertheless 
believe that·, if regulators did change their· method of computing . 
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reserves to a more realistic basis (discounting) they could 
achieve the same level of financial soundness by adjusting the 
operative rules that govern the behavior of the companies. One 
such change might be to reduce the ratio of operating leverage 
so as to permit a lower amount of premium writing per dollar of 
surplus. For example, if a given company is not now allowed to 
write more than $2 of premiums in a given time period for each 
$1 of "surplus" and the new method of computing reserves will 
result in a larger reported surplus, the company could simply he 
subjected to a different ratio of operating leverage--say, $1.50 
of premiums for each $1 of surplus. The same could be done with 
respect to guidelines governing when the regulator would regard 
"surplus" as so low that special intervention was required; the 
critical amount or ratio could simply be adjusted upward. 

NAIC (p. 5) states "This tax measure may encourage anti
consumer behavior by the insurer. Any discount model imposed by 
legislation could consciously or unconsciously promote claim 
payments delays by insurers in order to conform actual claim 
payment patterns to the assumptions of the model." This comment 
seems to be based on the misconception that we are suggesting a 
set "discount model" for all insurers. As noted previously, we 
proposed a company- by-company determination of payment patterns. 
payment patterns are a function o f the economic environment in 
which each company operates , and the use of a company1s own pay
ment pattern should not lead to any anti-consumer delays. In 
fact, with discounting, faster payments might be made to avoid 
the smaller reserve deductions (and hence higher taxes) that 
would result from delay in making payments. It thus appears 
that discounting might furnish an incentive that is PRO con
sumer. 

COMMENT 7 - Fo~eign competition was ignored by GAO. 

The associations (p. 19) commented on this issue as 
follows: "The discounting of loss reserves and its accelerated 
taxation of future income would s ubstan t ially ' increase the cost 
of domestic insurance and disadvantage domestic insurers in 
their already fierce competition with f oreign insurers." 

RESPONSE - The comment wa s that we gav e no indication that 
foreign competitio n was considere d in the report. The report 
states (p. 2) that among the topics not considered in the report 
was "the extent to which the current or any alternative acco unt
ing system would influence premiums or industry investment 
decisions." This stateme nt was changed to specifically include 
foreign competition and t o indicate it was beyond the scope of 
our s tudy. Like our previous remarks o n current indu s try prof
itability, we believe that matters suc h as fo reign competitio n 
are not appropriate in a consideration o f the proper measure of 
taxable income but are mitigating factors that might be weig hed 
by lawmakers when considering the changes we have suggested. 
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However, acqo,rding to.. the experts we contacted, the· impact of 
discounting reserves on industry's ability to compete with 
fore\gn ' insurers would be minimal. 

With respect to foreign competition, one expert told us 
tha,t it is a relative.iy small part of the U.S. insurance scheme, 
and most foreign competitors have U.S. subsidiaries or branches 
and are subject to U.S. tax. · Any improvement in the competi- . 
tiveness of foreign companies will only benefit those foreign 
companies that have no U.S. operations and can write reinsurance 
on U.S. risks. However, the adoption of Section 845 in · the 1984 
Tax ~eform Act, which permits the IRS to disregard reinsurance 
transactions that reduce taxes, should effectively inhibit such 
transactions. Also, we have been told by experts that relative
ly few such companies. exist, they constitute a small portion of 
the market, and tax is not likely to be a significant considera
tion in pri~~ng such reinsurance • . 

COMMENT 8 - This" comment focused on issues of ' P~l ic~t'holder taxa
tion. This comment was received from the associations (pp. 14-
16) • Based on a numerical example, the commen t · con.cluded 
" ••• there can be no justification for the Treas·ury's collect
ing a ~eavie~ tax if the 10s9 is reimbursed .one year later than 
if it is reimbursed immediately •. •• . 

RESPONSE - The example compares a self-insurance. il'lustration 
with an insurance illustration. For the latter, commentators 
have assumed - that the loss reserves are ·discounted, the tax 
accounting .method suggested by us. The result of comparing 
these two cases is that the discounting tax case inv-olves a com
bined (insurer plus insured) larger tax bill for the insurance 
illustration than the non-insurance case~ 

We have several objections to the comparison. We believe 
the relevant,· comparison should, be of the undiscounted current 
tax accounting method versus the proposed discounting tax meth
od. The discounting case would result in a "heavier" ,combined 
tax on the transaction (both the insured and insurer combined) 
than the non-discounting case. The. reason there is a heavier . 
tax in the discounting case . is that the first-y~ar premium is 
not completely "sheltered" by the discounted los~ reserve deduc
tion. Ip our opinion, this is an appropriate result.· .It is 
appropriate ,because.· the illustration consists of two transac-: . 
tions" a financial transaction ",od a real insurance transaction. 
Th~ example uses a premium equal to the expected loss of the 
casualty.event--$100. But the illustration also assumes a, 1-
year delay ,in . the settlement of the claim. Thus, the insurer 
knows it will have the $100 premium for 1 year before it has to 
pay for the loss. In a competitive industry, which is esse,ntial 
to the ar.gumen t, the expected inves tmen t income . would · be passed 'Pi 

through to ' the insureds through a lowering of the premium so 
that the ~remium would be equal to the costs of insurance 
(incl~ding . operatinq expenses and a return to capital). The 
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difference between $100 and the discounted loss reserve ($100 -
$90.91 = $9.09) represents anticipated income from the delayed 
settlement. The loss deduction in the first year should appro
priately be offset against the insurance component of the premi
um, which is $90.91. The investment income component of the 
premium should be subject to tax: The income derivable from the 
firm's financial intermediation function should not be "shel
tered" by a deduction resulting from the firm's insurance func
tion. 

The example starting on page 14 of the associations1 com
ments is of a policyholder incurring a property loss of $100 for 
a machine that has been destroyed. We believe it is important, 
in this connection, to differentiate between property insurance 
and liability insurance. It is our understanding that, in the 
case of property insurance, it is usual for claims to be paid 
without substantial delay. However, for liability insurance it 
is common to have considerable delays before claims are settled. 
Consider for the moment the case of medical malpractice insur
ance. A doctor performing an operation in which malpractice is 
alleged to have occurred does not suffer any economic loss at 
the time of the alleged malpractice occurrence. Actually, there 
is no economic loss unless and until a judge or jury has levied 
damages against the doctor, perhaps years after the alleged 
occurrence. However, where malpractice insurance is involved, 
the insurer is permitted to deduct a loss t:"\~serve based on sta
tistical profitabilities of the occurrence and the amount there
of. There is no justification in this case for any policyholder 
deduction, and if a reserve deduction is permitted the insurer, 
it should only be on a discounted basis. 

In a footnote on p. 17 of the associations' comments, the 
commentator pursues the same line of reasoning with a different 
illustration. The illustration is a case where a firm issues 
travelers' checks for $1,000 to a customer and the customer uses 
$800 over the next 6 months and forgets to cash in the balance 
until 1 1/2 years later. The firm issuing the checks records a 
receipt of $1,000 and a liability of $1,000 and reports no 
income. But the firm knows from experience that it will have 
the use of the funds, on average, for 6 months. At 10 percent 
the discounted value of the liability would be $952. The com
mentator concludes that if the liability is to be discounted, 
the firm would have income of $48 immediately on issuing the 
checks, representing the present value of the income the firm 
will earn in the future from investing the portion of the $1,000 
that remained uncashed. This income of $48 from the profitless 
transaction is an "unsound result," the commentator contends. 

The example chosen demonstrates a misunderstanding of our 
proposed discounting method for federal income tax purposes. 
The discounting method is applicable only to those economic 
transactions that are accounted for by current deductions from 
gross income for expenses currently incurred but not obligated 
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to be paid until a future, tax accounting period. In the travel
ers' check example, the liability established for the future 
redemption of the checks is not currently deducted as an 
expense. ,The distinction between the pic 10s5 reserve deduction 
and the travelers' check example is, that in the travelers' check , 
case no expense ~as incurred in the current tax period. The 
commentator's example would have been analogous had it been 
assumed that the traveler'S check firm established periodic 
reserve-s· for check losses. -_ Travelers' check firms are obligated 
to redeem stolen checks if they· are inadvertently cashed. Dur
ing the current tax period the firm will likely suffer losses 
from the illicit cashing of checksw If the firm established a 
loss reserve for these possible losses, we would argue, as 
above, that the deduction should be discounted to allow for the 
fact that the ,' deposit earns investment income before the stolen 
checks are, cashed. It i_s- our ,understanding, · however, that no 
such reserves are. now set up. " 

On pages 18-19, the comment. quotes extensively from an 
article entitl~d ,"Observations on th.e Appropriate Tax Treatment 
of Future Costs" that appears in the Feb. 20, 1984, issue of -Tax 
Notes.- : The thrust of these remarks is that uA reasonable' tax-
treatment of casualty insurance' must recognize that a loss: has 
taken place during the year of the insurance coverage. -,For 8 -

proper matching of income and expense, that loss should be 
deductible by SOmeone that year • • • . II The article· states 
that the present tax. accounting method achieves thi,s result, but· 
the proposed discoun_ting method does ·not since· the, insured \ 
deducts only. th~· discounted amount of . the_ casualty loss. Fur
ther, in February: '24, 1984,. testimony before the Sub.committee. on 
OVersight of the Committee on Ways and Means of the House of 
Representatives, the author of .this article states "Current law 
which permits current deduction by the . insurance. company for the 
expected claim probably is a workable procedure. Insurance , 
premiums should be set to. reflect the fact that the .. full loss is 
deductible by the insurance company. and no part of the· insured 
loss; is deductible' by the insured even though the claim is paid 
after a lapse of several yea·rs-." . 

. ' 
' it is stated by the author that the current tax accounting 

method "probably is a workable procedure." Apparently he 
reaches this judgment by conditioning it on a requirement that 
., insurance premi4ms should be ' set to reflect the. fact , that the 
full loss is 'deductible by the insurance company. II • The implica
tions of this statement need to be explained for · a full _ under-- . 
standing of how he arrives at his conclusion- that the c,urrent 
tax method is 10 probably • • • a . workable procedure." By' a full , 
loss deduction the author is saying that a ·discounted loss 
deduction is only a partial deduction. .His conclusion requires . 
that the .investment ·income earnE!:d by. the Jnsurer on the tax 
defer:ral--the tax ,re~~nd in out' nondiscounting. example~-be 
reflected in ' l .owered. pc:emiums .to insureds. In .effect, to. the 
extent insurers ·"pass-on." the investment income earned on the 

41 



! 

,. 

... 

.. .. , , 
:: 
: :: ; 
::-:: I 
't; • • ..... 
~_:; i 

tax deferral, premiums are lowered and corporate insureds' tax 
liabilities are raised. In the ideal case, if the insureds' tax 
liabilities collectively are raised by as much as the insurers' 
tax liabilities are reduced by the full, as opposed to partial 
deduction, then the Treasury has not experienced a collective 
tax deferral. However, a substantial portion of insureds (non
business insureds) are not permitted under current tax law to 
deduct casualty loss premiums. To the extent insurers "pass-on" 
the investment income earned on the annual tax deferral, non
business insureds' tax liabilities are unaffected, that is, the 
Treasury does not recapture the tax deferral through nonbusiness 
insureds' tax liabilities. Further, it is implicitly assumed 
that the vigor of competitive forces in the pic industry will 
ensure that the investment income earned on the tax deferral 
will be "passed-on" as premium reductions. However, for several 
insurance lines, such as workers' compensation, rates are regu
lated by state insurance commissions. In many states, the rate 
review process does not consider investment income. Thus, 
because of regulatory ratemaking in these insurance lines, much 
of the insurers' competitive vigor is not embedded in premiums, 
but in ancillary services and selling expenses. On insurance 
lines where rates are not regulated, a disproportionate amount 
of the investment income earned on the tax deferral would be 
used to reduce premiums. Thus; an unintended consequence of the 
present method could be to induce some insureds to purchase too 
much of some insurance lines and too little of other lines. 
Third, it is arguable how reasonable the present tax law is in 
light of high interest rates and claim payments that extend into 
the future. The tax benefit of deferral can be considerable 
when investment returns are high and settlement time spans are 
lengthy. 

Concerning the subject of "pass through" of additional 
taxes in the form of higher premiums, we feel it is important to 
keep in mind the maximum effect on premiums, even if a complete 
dollar for dollar pass through was made. Our maximum estimate, 
using a 7 percent interest rate, was an additional tax liability 
for the year 1982 of $613 million. For the same year, written 
premiums were $102 billion. This means that even on a complete 
dollar for dollar pass through, a 0.6 percent increase in all 
premiums would take place. 

COMMENT 9 - This comment is concerned with the tax deferral. 
mechanism effected through the creation of the Protection 
Against Loss account. Basically, two sources (AlA p. 28) and 
the associations (pp. 37-40) argue that the Congress recognized 
that the PAL would permit mutual pic companies to "defer a por
tion of their underwriting income from taxation and that this 
deferral partly offsets the advantages stock pic companies have 
in their access to capital markets. These commentators argue 
that the intent of the Congress in establishing the PAL account 
was to partly offset the advantage stock pic companies have in 
raising capital without paying a tax on these funds. Mutual pic 
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companies, on the other hand, are limited to augmenting their 
capital resources . only by . retaining after-tax income from opera
tions. The' purpose of the PAL-- account, according to AlA, was to ' 
assist mutual pic companies in their efforts .to' add to their 
capital resources. By reducing their tax liabilities, through 
the PAL tax deferral mechanism, mutual pic companies are more 
able to add to their financial reserves and better withstand 
catastrophic losses should they occur·~ . The associations stated 
(p. 38) that our critiC'ism · of ~ the' PAL account is in. error since. 
the draft 'report erroneously assume~ that the Congress had 
thought the s 'tock company advantage was in·its abiiity . to raise · 
funds in capital markets " once , the:' catastrophic loss had oc
curred. In : fact, the commentator- asserts'" the iassump.tion· 
implicit in the congressional committee quotation . in ·the draft 
report was that stock companies. are able to build up th~ir net 
worth from capital provided by stockholdet:s . prior to, , the '. 
occurrence of catastrophic losses,. not . after the. loss takes 
place. 

RESPONSE - Based on this comment we have amended the dr.aft 
report to delete the paragraphs (p. 30 and p. 32 of the draft 
report) that are referred . ~o by the: associations. 

Though we agree that the commentator's distinction between 
building up a financial II cushion" before a catastrophic loss ·, 
occurs rather than after the loss occurs is correct, we feel 

, . .' that the following points support our conclusion that the Con
gress needs to reexamine the rationale for the continued exis-

- '; tence of the account • 
. , 

., 

:. -

First, neither commentator criticizes our: view that there 
is no direct link between the establishment of the tax deferral 
and the retention of this' tax deferral in the form of capital. 
The PAL account appears solely on the ,tax form and does not 
appear in a company~s financial statements. Ttie immediate 
fi ,nancial effect for a mutual company that benefits from ·the 
deferral is to augment its assets. and capital accounts since it 
had a smaller tax liability than it otherwise would have had. 
The central issue of the debate concerning the intended purpose 
of the PAL account is whether· mut·ual. pic companies retain in . 
their capital the amount of the tax benefit or are the -addi- ' 
tional resources from the lowered tax liability used to reduce 
premiums or in selling efforts to retain or seek new customers. 
We point out the tax code does not require that the .. amount of . 
the tax benefit be added to a :mutual '_ company· a surplus~ ·. -The.:·ac
counting conven.tion of the National Association of Insurance 
Commissioners also does not require that the tax benefit be 
identified and separately segregated in a mutual company's ac
counts • . Absent some requirement that the tax deferral benefit 
be accounted· ror in a. mutual company· 5 financial accounting sys
tem, it is difficult to know whether the tax deferral benefit, is 
achieving its intended purpose. 

'. 
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Further, as previously discussed in the report (see p. 27), 
the tax code already allows for the possibility that a corporate 
entity may suffer an extraordinary loss. The code permits pic 
companies to carry losses back for 3 taxable years and carry 
losses over for 15 taxable years. To the extent there was a tax 
liability in those years, the pic company, as other corporate 
entities, can claim tax refunds or tax credits for future tax 
liabilities. In effect, this provision was established in cor
porate taK law to take into account the fact that corporate tax
payers may have "bad H years. The PAL account, which is ov e r and 
above the g'eneral carryback and carryover los s deduction, is a 
tax preference only for mutual pIc companies compared with all 
other corporate taxpayers. Whether, when viewed in this way, 
the PAL account should be retained or modified is at least worth 
reconsideration by the Congress. 
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GLOSSARY 

Accident and Health Insurance: 
A type of coverage that pays benefits, sometimes including 
reimbursement for loss of income, in case of sickness, 
accidental injury or accidental death. 

Accrual basis of accounting: 
The method of recognizing revenues when goods are sold "{or 
delivered) ' and as services are rendered, independent of the ". I 

time when cash is received. Expenses are recognized in the 
period when the related revenue is recognized independent.of 
the time when cash is paid out. 

Accrued: 
A revenue (or expense) that has been earned (recognized) 
even though the related receivable (payable) is not yet due. 

Admitted assets: 
Assets of an insurer permitted by a state to be taken into 
account in determining its financial condition. 

Automobile Liability Insurance: 
Protection for the insured against financial loss because 
of legal liability for car-related injuries to others or 
damage to their property. 

Automobile physical Damage Insurance; 
Coverage for damages or loss to automobile of policyholder, 
resulting from collision, fire, theft, and other perils. 

Boiler and Machinery Insurance: ~ 
Coverage for loss arising out of the operation of pressure, 
mechanical and electrical equipment. It may cover loss to 
the boiler and machinery itself, damage to other property, 
and business interruption losses. 

catastrothe: 
Innsurance, a term applied to an incident or series- of 
related incidents involving a loss of more than $5- million 
dollars. 

Commercial Multiple Peril Policyt 
A package type of Insurance for the commercial establish
ment that includes a wide range of essential 
coverages. 

Comprehensive Personal Liability Insurance: 
ProtectIon tor an Insured against 1058 arising, out of legal 
liability to pay money for damage or injury to others for 
which the insured is responsible. Does not include -auto
mobile liability or business operations. 
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Credit Insurance: 
A guarantee to manufacturers, wholesalers and service 
organizations that they will be paid for goods shipped or 
services rendered. Applies to that part of working capital 
that is represented by accounts receivable. 

Crop-Hail Insurance: 
Protection against damage to growing crops as a result of 
hail or certain other named perils. 

Discount rate: 
The interest rate used to convert future payments to present 
values. 

Dividend: 
(1) An amount returned to a policyholder by an insurance 
company out of its earnings. (2) In capital stock compa
nies, a share of profits distributed to stockholders. 

FarmownerS-Ranchowners Insurance. 
A package policy for a farm or a ranch providing property 
and liability coverages against both personal and business 
losses • 

Fidelity bond: 
A promise to make good financial loss due to the dishonesty 
of employees. 

Fire Insurance: 
Coverage for losses caused by fire and lightning, plus 
resultant damage caused by smoke and water. 

General Liability: 
A form of coverage that pertains, for the most part, to 
claims arising out of the insured's liability for injuries 
or damage caused by ownership of property, "manufacturing 
operations, contracting operations, sale or distribution of 
products, and the operation of elevators and the like, as 
well as professional services. 

Glass Insurance: 
Protection for loss damage to glass and its appurtenances. 

Group Insurance: 
Any insurance plan under which a number of persons and their 
dependents are insured under a single policy, issued to 
their employer or to an association with which they are 
affiliated, with individual certificates given to each 
insured person. 

• 
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Health Insurance: 
(See Accident and Health Insurance) 

Homeowners Policy: 
A package type of insurance for the home owner that 
includes coverages ranging from fir.e and extended coverage, 
theft and personal liability, to "all risk" coverages. 

Incurred But Not Reported (IBNR): 
Losses· which have occurred but have not been reported to the 
insurer or reinsurer. 

Inland Marine Insurance: 
Generally covers articles that may be transported from one 
place to another as well as bridges, tunnels, and other 
instrumentalities of transportation.' It includes goods in 
transit (generally excepting trans-ocean) as well as 
numerous -floater" policies, such as those covering per
sonal effects, personal property, jewelry, furs, fine arts, 
and others. . 

Investment Income: 
The portion of a company's income that is derived from the 
return on any investment of its funds, including the 
interest and di v idends on 'stocks and bonds. 

. . . 
Liability Insurance: 

Covers the insured I s legal liability resulting from,. injur
ies to other persons or damage to their property. 

Malpractice: Insurance: " . .'" 
Coverage ' for a professional practTtioner, such as a 'doctor 
or a lawyer, against liability claims resulting from alleg
ed malpractice in the performance of the insured's ser
vices. 

Matching principle: 
The concept of recognlzlng cost expirations (expenses) in 
the same accounting period when the related revenues are 
recogni.zed.' . 

Ocean Ma'r'ine Insurance: 
Coverage for' sea-going vessels, including liabilities con
nected with them, and their cargoes. 

Operating Profit and Loss: 
The s um of underwriting profit and 10$9, investment ' profit 
and loss and taxes. 

Package Pol icy: 
A sIngle insurance policy that includes several cover~ges. 
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Policyholder: 
A person who pays a premium to an insurance company in 
exchange for the insurance protection provided by a policy 
of insurance. 

Policyholders' Surplus: 
Sum left after liabilities are deducted from assets. Sums 
such as paid-in capital and special voluntary reserves are 
also included in this term. This surplus is an additional 
financial protection to policyholders in the event a com
pany suffers unexpected or catastrophic losses. 

Premium: 
The sum paid for an insurance policy. Net premiums written 
represent premium income retained by insurance companies, 
direct or through reinsurance, less payments made for busi
ness reinsured. Direct written premiums are the amounts 
actually paid by policyholders. 

Product Liability Insurance: 
Protection against financial loss arising out of the legal 
liability incurred by a manufacturer, merchant or distribu
tor because of injury or damage resulting from the use of a 
covered product, or out of the liability incurred by a con
tractor (as a result of improperly performed work) after he 
has completed a job. 

property Insurance: 
Provides financial protection against loss or damage to the 
insured's property caused by such perils as fire, theft, 
windstorm, hail, explosion, riot, aircraft, motor vehicles, 
vandalism, malicious mischief, riot and civil commotion, 
and smoke • 

Reinsurance: 
Assumption by one insurance company of all or part of a 
risk undertaken by another insurance compaAY. 

Reserves: 
Funds set aside by an insurance company for the purpose of 
meeting obligations as they fall due. Liabilities set up by 
an insurer for a particular purpose. In property/casualty 
insurance, "loss" reserves refer to amounts set aside to 
meet payments that will be made in the future on claims that 
have already been incurred. 

Statutory Underwriting Profit or Loss: 
Premium earned less losses and expenses. 

Surety: 
The corporation or individual guaranteeing performance or 
faithfulness under a bond. 
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Underwrit,ing Profit or Loss: 
The amount of money that an insurance company gains or 
loses as a result of its underwriting operations. A net 
gain or loss on underwriting ope_rations represents a com
pany's statutory underwriting result less any amount it may 
pay to its policyholders in the form of dividends. 

Workers' Com ensation Insurance: 
A metho 0 provldlng (regardless of blame) for the cost of 
medical care and weekly payments to injured employees (or .to . 
dependents of those killed in industry) where the injury 
ar i ses out of and in the course of employment • . 

. ' 

.. ' . . 
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APPENDIX I APPENDIX I 

ESTIMATION METHODOLOGY 

LOSS RESERVE DEDUCTION 

In arriving at our estimates, it was necessary to begin 
with the total loss reserves for pic companies. These loss 
reserve totals are presented in table 9. 

For purposes of calculating federal income taxes, current 
practice is to deduct from income the annual change in loss 
reserves that can be calculated from the last row of table 9. 
Thus, for example, the total reserve deduction for 1981, round
ed to millions, would have been $9,970 million ($102,422 mil
lion - $92,452 million). In the following section we show an 
example of how reserves can be discounted for federal tax pur
poses. 

Example of discount methodology 

The approach used in our estimates for the years 1980, 
1981, and 1982 was to discount reserve components at several 
likely interest rates--5 percent, 6 percent, and 7 percent. For 
example, year-end 1981 total reserves by line were discounted at 
5 percent. Beginning 1981 reserves (1980's closing reserves) 
were discounted similarly. The difference between discounted 
year-end and year beginning reserves constitutes the loss 
reserve deduction on a discounted basis. This loss reserve 
deduction was compared to the loss reserve deduction hypothe
sized to have been taken by differencing the year-end and begin
ning undiscounted loss reserves. As shown in table 5, chapter 
2, this resulted in a smaller loss reserve deduction on a dis
coun ted bas is. 

To arrive at discounted reserves referred to above, the 
technique of accident year payment patterns was applied to the 
five categories (lines or combination of lines) making up Sched
ule P reserves and the aggregate of the lines comprising Sched
ule 0 reserves. Several basic actuarial assumptions were made 
about several insurance lines in deriving the various discount 
factors. These assumptions were 

--an average payment date of 6 years for reinsurance loss 
payments; 

--an average payment date of 3 years for group accident and 
health loss payments; 

--for Schedule 0 insurance lines, the insurance reports of 
100 of the largest insurance groups were examined, 
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APPENDIX I 

Line of business 
Auto liabilitya 
General liabilitya 
Medical malpracticea 
Workers I Camp. a 
Multiple perila 
Reinsuranceb 
Group accident 

and healthC 
Schedule od 

Totale 

Table 9 

Loss Reserves 
(in thousands of dollars) 

1979 
$21,479,726 

13,674,681 
3,891,436 

19,553,295 
8,398,089 
5,513,879 

998,092 
7,604,051 

$81,113,249 

1980 
$23, 291,740 

15,201,655 
4,653,690 

22,141,170 
9,560,249 
6,927,267 

1,202,980 
9,473,097 

$92,451,848 

APPENDIX I 

1981 
$26,152,754 

16,939,097 
5,511,478 

24,955,052 
10,711,267 

7,640,.095 

1,269,156 
9,242,888 

$102,421,787 

Note: In arriving at subtotal reserves by line, appropriate 
adjustments for less than complete coverages were made by 
a pic actuarial consultant. 

aThe business lines shown are those required by statute to be 
reported in Schedule P of the annual statement that all insur
ance compan.ies are required to f lIe. The reserve totals shown 
for these Schedule P business lines are taken from the annual 
Loss Reserve Development publications published by A.M. Best & 
Co. The totals have been adjusted upward because the Loss 
Reserve Development data do not provide 100 percent coverage. 
These adjustments for less than complete coverage range from 3 
to 10 percent (depending on the line of business) of the total 
reserves shown in Loss Reserve Development reports. 

bThe data source for reinsurance reserves is Best's Insurance 
Reports. Twelve large companies known for their reinsurance 
business activity were identified. The reserves shown in the 
summarized balance sheets in the Reports were summed for these 
12 companies. 

cGroup accident and health reserves were obtained from Best's 
Insurance Reports. These reserves represent those shown for 
group A&H for five subsidiaries or affiliates of mutual life 
companies known for writing disability insurance. 

dBusiness lines not reported in Schedule P are included in 
Schedule 0 of the annual statement. Schedule 0 reserves were 
assumed to be equal to the difference between total reserves 
and the sum of all other identified reserve lines .. 

eTota1 reserves as shown in the appropriate annual volumes of 
Best's Aggregates and Averages. These reserves also include 
estimates of adjustment expenses and claims incurred but not 
reported (IBNR). 
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assumed to be representative of all companies writing 
Schedule 0 lines, and the weighted-average discount 
method (described later for a typical Schedule P line) 
as applied to the 10S6 payment pattern developed. 

The weighted-average discount factor by line for Schedule P 
and the aggregate discount factor for Schedule 0 lines were ob
tained in the manner illustrated for the general liability line. 
Claim payments and reserves were obtained from loss reserve 
development data. Loss payments, reserves, and incurred losses 
(claims and expenses) for each accident year are shown in table 
10 for the general liability line. 

Table 10 

Loss payment Pattern DeveloEment 
General Liabilit Business Line 

(In thousands 0 0 ars) 

Year 10s8 Loss Incurred Ratio 
incurred Ea:i,ment:s Reserves losses paida 

( 1 ) ( 2 ) (3 ) (2+3) (2/4) 
( 4 ) ( 5 ) 

1973 and 
earlier $16,539,610 $ 884,366 $17,423,976 0.9493 
1974 2,422,981 406,405 2,829,386 0.6565 
1975 2,068,995 509,310 2,578,305 0.6026 
1976 1,902,434 760,236 2,682,670 0.7092 
1977 1,770,105 1,168,859 2,938,964 0.6022 
1976 1,597,516 1,769,310 3,366,826 0.4746 
1979 1,301,982 2,681,048 3,983,030 0.3269 
1980 929,619 3,215,146 4,144,765 0.2244 
1981 435,562 3,999,898 4,435,460 0.0983 

Total $26,966,604 $15,414,578 b $44,383,382 

aColumn 5 represents the proportion of all claims incurred in the 
year appearing in column 1 that have been paid by December 31, 
1981. For example, 94.9 percent of all claims incurred in or 
before 1973 have been paid by the end of 1981, while 9.8 per
cent of claims incurred in 1981 were paid by the end of that 
year. 

bThe total reserves of $15,414,578 are the outstanding reserves 
as of December 31, 1981. They are less than the amount shown 
in table 9 for the general liability line. This was because 
the source data covered reporting companies that constituted 
approximately 90 percent of the companies writing general lia
bility insurance. 

52 



_ .. _ J ·b 

APPENDIX I APPENDIX I 

The industry's loss payment pattern for the general liabi
lity line can be estimated from the ratio paid column in table 
10. The companies represented by these data had paid 0.0983 of 
their 1981 incurred losses by the end of 1981. They had paid 
0.2244 of their 1980 losses by the end of 1981. If 1980 pay
ments followed the 1981 pattern, then this implies that 0.0983 
of 1980's incurred losses were paid by the end of 1980 and 
0.1261 (0.2244 - 0.0983) of 1980's incurred losses were paid in 
1981. For 1979 losses we would similarly estimate that 0.0983 
would be paid in 1979, 0.1261 (0.2244 - 0.0983) in 1980, the 
year after the claims were incurred, and 0.1025 (0.3269 -
0".2244) in 1981, the second year after the claims were incurred. 
Carrying the figures further, we can say that column 5 of table 
10 shows that 0.0983 of a year's claims are paid in the calendar 
they are incurred, 0.1261 in the year after, 0.1025 in the ( 
second year after, etc., until 0.0928 is paid in the 8th year 
after claims were incurred and the remaining 0.0507 was paid in 
the 9th or later years after occurrence. 

Table 11 takes the figures developed by the differencing 
method outlined above and shows these yearly proportions paid as 
the expected payment pattern, column 2. Note that the figure 
shown in table 11 for 1981 is 0.1261 and not the 0.0983 shown in 
table 10. The 0.0983 figure of table 10 for 1981 represented 
the portion of 1981 claims paid in the same year they were in
curred (1981). For table 11, however, this figure is not used 
since table 11 shows reserves as of December 31, 1981, and since 
the 0.0983 was already paid by that date, there is no need to 
consider it in the reserve development. 

Table 11 

Discount Factor Deveiopment 
General Liability Business Line 

(in thousands of dollars) 

5% Discount 
Year losses Expected payment factor at 
incurred patterna 12/31/81 

( 1 ) ( 2 ) (3 ) 

1973 and earlier 0.0507 0.9759 
1974 0.0928 0.9595 
1975 0.0539 0.9307 
1976 0.0934 0.9151 
1977 0.1070 0.8996 
1978 0.1276 0.8857 
1979 0.1477 0.8726 
1980 0.1025 0.8502 
1981 O. 1261 0.8329 

Total 

Discounted 
reserve at 
12/31/81 

(4 ) 

$ 863,053 
389,937 
474,034 
714,012 

1,051,490 
1,567,124 
2,339,406 
2,733,460 
3,331,656 

$13,464,173 

aThis column should be interpreted as proportion of 109ses 
incurred in the year cited in the first column that has been 
paid during 1982. 

53 



, 
t 

"" 
" " 

. 
, " 

.,'.: 

APPENDIX I APPENDIX I 

Column (2) in table 11 can be used as a peoKY for th e 
expected payment pattern for the 1981 year-end reserve. From 
the data in this column it can be seen that 0.1261 of losses in
curred in 1981 will be paid in 1982 (on average, 6 months into 
the year); a further 0.1025 will be paid on Jun e 30, 1983; 
0.1477 on June 30, 1984; 0.1276 on June 30, 1985, etc. The dis
cou nt factors shown in column (3) of table 11 are weighted by 
the payment pattern shown in column (2). For example, for an 
average dollar of claims incurred in 1975, $0.1974 ($0.0539 + 
$0.0928 + $0.0507) remains to be paid as of the reserve date 
December 31, 1981. On the average, this $0.1974 will be paid 
over the next 30 months--$O.0539 on June 30, 1982, $0.0928 on 
June 30, 1983, and $0.0507 on June 30, 1984, for a total of 
$0.1974 in the 30 months following the reserve date of December 
31, 1981. The proportion of the $0.1974 to be paid in each 
period is discounted over the appropriate period at 5 percent. 
These numbers are summed to determine the discount factor for 
1975. Thus, the 1975 discount factor is derived in the follow
ing manner assuming a 5 percent discount rate. 

0.0539 x 
O. 1974 

0.0928 
O. 1974 

x 1 
(1.lf!))1.5 

=0.9307. 

+ 0.0507 x 
0.1974 

1 
(1.lf!)) 2. 5 

After each claim year's discount factor is derived, dis
counted reserves by claim year are obtained by multiplying each 
year's undiscounted reserves outstanding by the corresponding 
year's discount factor. The sum of the discounted reserves for 
all of the claim years are the 1981 year-end reserve for general 
liability discounted at 5 percent. This procedure was repeated 
for all Schedule P reserves for each year 1979, 1980, and 1981. 
The year-end reserve for 1982 was done differently because loss 
reserve development data were not available. Total reserves 
were estimated to be $110 billion for year-end 1'982. This total 
was apportioned among each of the lines for 1982 in the same 
proportion that each line bore to t,he total reserves in 1981. 
The discount factors derived for 1981 year-end reserves were 
used to obtain 1982 discounted reserves. Payment patterns for 
the pic industry vary only slightly from year to year. There
fore, we believe that the assumption of a similar payment pat
tern in 1982 is reasonable. 

The estimated increased tax liabiliti es at various discount 
rates, shown in table 5 in chapter 2, were derived by subtract
ing the discou nted loss reserve deduction from the undiscounted 
loss reserve deduction and applying the normal corporate tax 
rate of 46 percent to the difference. The di scounted loss 
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reserve deduction was obtained by subtracting year-end from 
beginning discounted reserves. These discounted reserves were 
obtained by summing the major reserve categories after applying 
tbe average weighted discount metood: Schedule P, Schedule 0, 
reinsurance, group accident and health, all adjusted upward to 
obtain complete coverage . 

Allocation of acquisition costs 

The estimates shown in tabl e 8 1n chapter 2 were derived 
on the theory that acquisition cost9--commissions, agent expen
ses, etc.--should be allocated over the life of insurance con
tracts that generated the costs. As a proxy for specific 
knowledge of insurance contract maturities, the ratio of 
unearned premiums to written premiums was used. ' When contracts 
are written, the premium is apportioned by the company into two 
accQunts--earned premiums and unearned premiums. The usual 
assumption is that the written premium will be earned on a pro
rata basis. Thus, if a contract required a $1,200 premium and 
was for a period of 12 months and the contract was effective on 
September 1, 1979, then premiums earned in 1979 would be $400, 
and $800 would be considered unearned at the end of 1979. In 
chapter 2, we said that the Congress might consider changing 
this practice so that any acquisition costs associated with 
writing a contract are allocated in the same proportion that 
earned premiums bear to net premiums written. 

Best's Aggregates and Averages publishes annually, for 
stock and mutual companies separately, data on experience by 
line of insurance. Twenty-six lines are shown for each group. 
Separate columns show the ratio of "commission and brokerage 
fees" to a "net premiums written" and also the ratio of "other 
acquisition expenses" to "net premiums written." For each of 
the 26 lines the two separate ratios were simpiy summed to 
obtain a derived ratio of "acquisition costs" to "net premiums 
written. 1I This ratio was multiplied by "net premiums written" 
to obtain the dollar amount of acquisition costs by line and by 
company type. 

The acquisition costs were summed by major business lines 
(some minor lines were aggregated to form an "other" category) 
and multiplied by each lines'. ratio of lIunearned premiums·' to 
"net premiums written." The resultant product was an estimate 
of the portion o f the current ye a r's acquisition costs that 
should be deferred into the following year. For example, table 
12 illustrates how 1982's acquisiti on costs were apportioned 
between a charge a9ainst current year income and a deferred 
charge against future years' income. 
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Table 12 

Deferred Acquisition Costs 
(in millions of dollars) 

Unearned 
premiums/ 'Deferred 

Acquisition premiums acquisition 
Business line costs written costs 
Automobile liability S4,062 0.331 Sl,345 
Auto-physical damage 2,884 0.349 1 ,006 
Workers compensation 1 ,273 0.272 346 
Homeowners and farm-

owners multiple peril 2,646 0.546 1,445 
General liability 1 , 140 0.387 441 
Fire, allied lines, 

and earthquake 1 ,157 0.445 515 
Commercial multo peril 1 ,654 0.504 834 
Surety 402 0.812 326 
Fidel i ty 90 0.821 74 
Inland marine 543 0.473 257 
Ocean marine 218 0.233 51 
Other (reins. etc, ) 1 ,656 0.391 647 

Total $17,725 $7,287 

Continuing with our example, the 1982 total acquisition 
cost of $17,725 million was reduced by the portion charged to 
the following years--the deferred cost of $7,287 million. The 
amount of deferred costs from 1981 applicable to 1982 was added 
to 1982 1 s acquisition costs. This results in an estimate of the 
amount of acquisitiqn costs that the pic industry would have 
deducted from income in 1982 had costs been allocated. The dif
ference between 1982's unallocated and allocated acquisition 
costs is the amount of additional income that would have been 
subject to tax. For 1982 the additional estimated tax liability 
of $164 million was obtained in the following manner: 

(millions of dollars) 
1982 acquisition costs (estimate of actual 

ded uct ion) ••••••••••••••••••••••••••••••••••••• $17 ,725 
plus 1981 deferred costs ••••••.•••••••.•••••..••• 6,930 
minus 1982 deferred costs ••••••••••••.•••••••••••• 7,287 
hypothetical deduction •••••••••••••••••••••.••••• 17,368 

1982 estimate of actual deduction •••••••••••••••. $17,725 
less 1982 hypothetical deduction •••••• o •••••••••• 17,368 
addi tion to income ••••••••••.•••••••••• o. o •••••• 0 • 357 
times assumed marginal corporate tax rate 0.46 
Estimate of additional 1982 tax liability $ 164 

The above procedure was repeated for estimates for the 
years 1980 and 1981. 
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LEGISLATIVE LANGUAGE 

LOSS RESERVE DEDUCTION 

Section 832(b)(1 )(A) of the Code currently reads 

(b) DEFINITIONS.-In the case of an insurance company 
subject to the tax imposed by section 831-

(1) GROSS INCOME.-The term "gross income" means 
the sum of-

(A) the combined gross amount earned during 
the taxable year, from investment income and 
from underwriting income as provided in this 
subsection, computed on the basis of the under
writing and investment exhibit of the annual 
statement approved by the National Association 
of Insurance Commissioners. 

Amend Section 832(b}(1)(A) to read as follows: 

(b) DEFINITIONS.-In the case of an insurance company 
subject to the tax imposed by section 831 

(1) GROSS INCOME.-The term "gross income" means 
the-sum of 

(A) the combined gross amount earned during 
the taxable year, from investment income and 
from underwriting income as provided in this 
subsection, computed on the basis of the 
underwriting and investment exhibit of the 
annual statement approved by the National 
Association of Insurance Commissioners, except 
that (i) un aid losses referred to in section 

32( )(5) B) below 5 a e calculated on a 
discounted basis as therein indicated and 
(ii)that part of expenses incurred defined in 
section 832(b)(6) which represents Acquisition 
Expenses shall be allocated over the period of 
the contracts. 

Amend Sec, 832(b)(5)(B) as follows: 

{5} LOSSES INCURRED.-The term "losses incurred" means losses 
incurred during the taxable year on insurance contracts, 
computed as follows: 
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(A) To losses paid during the taxable year, add salvage 
and reinsurance recoverable outstanding at the end of 
the preceding taxable year and deduct salvage and 
reinsurance recoverable outstanding at the end of the 
taxable year. 

(8) To the result so obtained add all discounted unpaid 
losses outstanding at the end of the taxable year and 
deduct discounted unpaid losses outstanding at the end 
of the preceding taxable year. Discounted unpaid losses 
are to be computed by the methods described in section 
832(6)(9) • 

Add to Sec. 832(b) the following subsections: 

(7) Investment Assets.-The term "investment assets" 
means the sum of holdings at the end of the taxable 
year of real estate and financial claims on third 
parties and real properties shown on the annual 
statement a roved b the National Association of 
Insurance Commlssloners and sha 1 e computed as the 
sum of the totals from the annual statement for bonds, 
stocks, real estate, mortgage loans on real estate 
(properties occupied by the compan* and other 
properties), collateral loans, cas on hand and on 
deposit, short-term investments, and other invested 
a5sets~ 
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ALLOCATION OF ACQUISITION EXPENSES 

Section 832(b)(6) of the Code currently reads as follows: 

(6) EXPENSES INCURRED.-The term "expenses incurred" 
means all expenses shown on the annual statement 
approved by the National Association of Insurance 
Commissioners, and shall be computed as follows: To 
all expenses paid during the taxable year, add expenses 
unpaid at the end of the taxable year and deduct 
expenses unpaid at the end of the preceding taxable 
year. For the purpose of computing the taxable income 
subject to the tax imposed by section 831, there shall 
be deducted from expenses incurred (as defined in this 
paragraph) all expenses incurred which are not allowed 
as deductions by subsection (a). 

Amend Section 832(b)(6) to read as follows: 

(6) EXPENSES INCURRED.-The term lIexpenses incurred" 
means all expenses shown on the annual statement 
approved by the National Association of Insurance 
Commissioners, and shall be computed as follows: To 
all expenses paid during the taxable year, add expenses 
unpaid at the end of the taxable year and deduct 
expenses unpaid at the end of the preceding taxable 
year. For the purpose of computing the taxable income 
subject to the tax imposed by section 831, there shall 
be deducted from expenses incurred (as defined in this 
paragraph) all expenses incurred which are not allowed 
as deductions by subsection (c). 

Those expenses incurred that are acquisition expenses 
shall be reduced by that proportion allocable to policy 
contract periods betond the current year. This 
pro~ortion shoulde determined by each company based 
on its own experience as to the ratio of premiums 
earned to premiums written. 
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AGENCY AND INDUSTRY COMMENTS 
AND GAO RESPONSE 

APPENDIX III 

At the end o f chapter 2 of the report we listed the prin
cipal comments of the Treasury Department and gave GAO's response 
to those comments. We also grouped together the industry comments 
by general subject and gave our response to those comments. This 
appendix includes copies of the letters received from the Treas
ury Department and from the four industry sources. The industry's 
letters appear on the left-hand side of each page and the GAO 
response (where applicable) appears on the right-hand side of each 
page. Where there is no corresponding GAO response, industry com
ments are printed on both left and right-hand sides. The GAO 
comments are cross-indexed to a particular page and line o f each 
industry letter and include these page and line(s) references. 
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NONFEDERAL GOVERNMENT INDIVIDUALS CONTACTED 

Quincy S. Abbot 
Vice President 
Tax Department 
Connecticut General Life Insurance Company 
Hartford, Connecticut 06152 

Donald C. Alexander 
Attorney at Law 
Morgan, Lewis & Backius 
1800 M Street, N.W. 
Washington, D.C. 20036 

Loren J. Alter 
Senior Vice President Finance 
zurich-American Insurance Companies 
Schaumburg, Illinois 60196 

John T. Baily 
Coopers & Lybrand 
Certified Public Accountants 
222 S. Riverside Plaza 
Chicago, Illinois 60606 

John S. Breckinrldge, Jr. 
Everett, Johnson & Breckinridge 
20 Exchange Place 
New York, New York 10005 

Peter J. Borowski 
Comptroller 
Country Companies 
1701 Towanda Avenue 
Bloomington, Illinois 61701 

Stephen Broadie 
Counsel 
Alliance of American Insurers 
1110 Vermont Avenue, N.W. 
Washington, D.C. 20005 

Bruce Bunner 
Insurance Commissioner 
State of California 
Los Angeles, California 90005 

John J. Byrne 
Chairman of the Soard 
Government Employees Insurance Company 
Washington, D.C. 20076 
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Donald F. Craib, Jr. 
Chairman and Chief Executive Officer 
Allstate Insurance Company 
Allstate Plaza 
Northbrook, Illinois 60062 

Leslie Cheek 
Vice President-Federal Affairs 
Crum & Forster Insurance Companies 
1120 Connecticut Avenue, N.W. 
Suite 1142 
Washington, D.C. 20036 

Dennis H. Chookaszian 
Vice President and Controller 
CNA 
Chicago, Illinois 60685 

D. R. Clark 
Senior Vice President 
Kemper Group 
Long Grove, Illinois 60049 

Robert C. Clark 
Professor, Harvard Law School 
Cambridge, Mass. 02138 

Darrell Coover 
Vice President-Government Relations 
National Association of Independent Insurers 
499 South Capital Street, s.w., Suite 401 
Washington, D.C. 20003 

William D. Courtney 
Vice President and General Counsel 
CNA Insurance Companies 
CNA Plaza 
Chicago, Illinois 60685 

Michael J. Cuddy 
Coopers & Lybrand 
Certified Public Accountants 
1251 Avenue of the Americas 
New York, New York 10020 

Edward N. Delaney 
Zuckert, Scoutt, Rasenberger & Delaney 
Attorneys at Law 
888 Seventeenth Street, N.W. 
Washington, D.C. 20006 
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Thomas A. Dowd 
Assistant Vice President 
CNA Insurance Companies 
CNA Plaza 
Chicago, Illinois 60685 

Paul A. Equale 
Director of Legislative Affairs 
Independent Insurance Agents of America Incorporated 
600 Pennsylvania Avenue, S.E. 
Washington, D.C. 20003 

Ronald E. Ferguson 
Executive Vice President 
General Reinsurance Corporation 
600 Steamboat Road 
Greenwich, Connecticut 06830 

Norbert A. Forek 
Vice President and Comptroller 
Allstate Insurance Company 
Allstate Plaza 
Northbrook, Illinois 60062 
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Lawrence M. Friedman 
Coopers & Lybrand 
Certified Public Accountants 
222 S. Riverside Plaza 
Chicago, Illinois 60606 

Roxani M. Gillespie 
Chief Deputy Commissioner 
State of California 
100 Van Ness Avenue 
San Francisco, California 94102 

William F. Gleason, Jr. 
Senior Vice President, General Counsel and Secretary 
The Continental Corporation 
80 Maiden Lane 
New York, New York 10038 

Fred Hickman 
Senior Vice President 
Hopkins and Sutter 
1 First National Plaza 
Chicago, 11110nis 60603 
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David A. Holmkvist 
Senior Vice President and Treasurer 
Argonaut Insurance 
250 Middlefield Road 
Menlo Park, California 94025 

J. Robert Hunter 
President 
National Insurance Consumers Organization 
344 Commerce Street 
Alexandria, .Virginia 22314 

R. H. Johnson 
Secretary 
Kemper Group 
Long Grove, Illinois 60049 

Roger Joslin 
Vice President and Treasurer 
State Farm Mutual Automobile Insurance Co. 
One State Parm Plaza 
Bloomington, Illinois 61701 

Thomas G. Kabele 
Corporate Actuary 
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The .Guardian Life Insurance Company of America 
201 Park . Avenue South 
New ·York, New York 10003 

William V. King 
Controller , 
Mission Insurance Group 
2600 Wilshire Bovlevard 
LOB Angeles California 90057 

~ames G. LaPlante 
Senior Vice President and Treasurer 
Industrial Indemnity 
225 California Street 
San Francisco, California 94111 

Gerald I. Lenrow , 
Coopers , Lybrand 
Certified Public Accountants 
1251 'Avenue of the Americas 
New York, New York 10020 . 
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Edward Levy 
General Manager 
Association of California Insurance Companies 
Hotel Senator Building 
1121 L. Sreet, Suite 507 
Sacramento, California 95814 

Frank McDermott 
Hopkins and Sutter 
1750 K Street, N.W., Suite 1110 
Washington, D.C. 20006 

N. James MacGinnitie 
Tillinghast, Nelson & Warren, Inc. 
Tower Place 
3340 Peachtree Road, N.E. 
Atlanta, Georgia 30026 

Andre Maisonpierre 
President 
Reinsurance Association of America 
1025 Connecticut Avenue, N.W. 
Washington, D.C. 20036 

Ralph Milo 
Vice President-Director of Taxes 
General Reinsurance Corporation 
600 Steamboat Road 
Greenwich, Connecticut 06830 

Dean O'Hare 
Chief Financial Officer 
Chubb and Son 
100 William Street 
New York, New York 10038 

James Ao Papke 
Professor of Economic and Public Finance 
Kramer Graduate School of Management 
Purdue University 
West Lafayette, Indiana 47907 

John KoEo Pelton 
senior Vice President, Finance 
Fireman1s Fund Insurance Companies 
777 San Marin Drive 
Novato, California 94998 

Eo Fo Petz 
Actuary 
Kemper Group 
Long Grove, Illino is 60049 
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Mark A. Pass 
Senior Vice-President-Finance 
Allstate Insurance Company 
Allstate Plaza 
Northbrook, Illinois 60062 

Martin Rosenbaum 
Director Tax Department 
Chubb and Son 
100 William Street 
New York, New York 10038 

Edward Rust 
Chairman and Chief Executive Officer 
State Farm Mutual Automobile Insurance Co. 
One State Farm Plaza 
Bloomington, Illinois 61701 

Ansel Shapiro, erE 
Chief Insurance Examiner 
State of California 
100 Van Ness Avenue 
San Francisco, California 94102 

Robert G. Skinner 
34740 Sherwood Drive 
Solon, Ohio 44139 

Dale D. Skupa 
President 
Farmers Alliance Mutual Insurance Company 
McPherson, Kansas 67460 

Kenneth W. Smith 
Deputy Director 
Illinois Department of Insurance 
Springfield, Illionis 62767 

Ronald E. Snider 
Vice President-Fed Affairs 
Insurance Information Institute 
1025 Vermont Ave, N.W. 
Washington, D.C. 20005-

Melvin L. Stark 
Consultant-Governmental Affairs 
Suite 321 
1707 L Street, N.W. 
Washington, D.C. 20036 
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Thomas G. Thornbury 
Director of Taxes 
The Hartford Insurance Group 
Hartford, Connecticut 06115 

Brenda R. Viehe-naess 
Senior Counsel 
American Insurance Assoc. 
1025 Connecticut Ave., N.W. 
Nashington, D.C. 20036 

Walter Darnall Vinyard 
Alston, Miller & Gains 
1800 M Street, N.W. 
Washington, D.C. 20036 

Robert A. Warden 
Attorney 
McDermott, Will & Emery 
1850 K Street, N.W. 
Washington, D.C. 20006 

Robert G. wegenke 
Vice President & Secretary 
National Association of Independent Insurers 
2600 River Road 
Des Plaines, Illinois 60018 

Clifford H. Whitcomb 
President 
Prudential Property and Casualty Insurance Company 
Corporation Office 
Holmdel, New Jersey 07733 

Barbara E. Wintrup 
Assistant Vice President 
Fireman's Fund Insurance Companies 
777 San Main Drive 
Novato, California 94998 

Frank Wykoff 
Professor of Economics 
Pomona College 
Claremont, California 91711 
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