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Studies done by the Association indicate that no significant
tax revenue would result from elimination of the PAL account.
On the other hand, elimination of the PAL deduction would
likely result in substantial disruptions and distortions in
The Draft

competition between stock and mutual insurers.

Report fails to weigh these facts.
CONCLUSION

The Associations appreciate the opportunity extenaed
by the General Accounting Office tb comment upon the Draft

Report. The Associations will be pleased to discuss their

comments with the staff of the GAO.
Respectfully submittea,

Alliance of American Insurers

National Association of
Independent Insurers

National Association of Mutual
Insurance Companies

Reinsurance Association of
America
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Emii M. Suniey is Diractar of Tax Analysi$ in the
Navonai Affairs Otfice of Deloitte Haskins 8 Selis in
wasmngion, D.C. He sarved as Depuiy Assistant
Secretary of the Treasury for Tax Analysis from
1977 to 1987,

tn this article. Sunley crnitiquas recent Traasury
tastimony reiating to the tax treatment of mining
reclamation cosis and loss daductions claimed by
casualty insurance companies. As Suniey points
out, the questions rarsed by that iesumony have
important implications for similar questions arising
n connection with the fax treatment of axpend:-
tures tor product labdity and warranty claims, nu-
clear powar plant decommissioning casts. and the
costs of dismantling offshore oif rigs.

While agreeing that the Treasury's analysis of
future cost issues is correct in the case of orginary
business axpenses, Suniey concludes that Tres-
sury 1§ incorrect whan » future payment is an
nvestment outiay that must be incurred if ncome is
to be earned currently. He aiso concludes that
Traasury's analysis of the appropriale tax traaiment
of casualty insurance companias is incomplate.

RAecent Treasury teslimony has tocused on the time
vaiue of money in determining the appropriate tax treat-
maent of certain future paymants. For example, Treasury
has opposed mining companies taking a current deduc-
tion for estimates of future reclamavion payments.' Trea-
sury has also opposed casually insurance companies
taking a current deduction tor tuture outlays.? Instead.
Treasury has suggested that delaying the deduction until
the expense is actually paid always produces the correct
result. Alternatively, Treasury has suggested that tax-
payers could be allowed a current deduction for the
discounted amount of the future outiay The future outlay
waould be discounted at the attar-tax discount rate, and
no turther deduction wauld be allowed

‘Statsmant of John £ Chapoton, Assistant Secretacy of the
Treasury (Tax Policy). on December 7 1982, betore the Sub-
committse on Enargy ang Agricultural Taxation of the Senate
Finance Commuitee See also. the Siatement of Witiam S
McKee Acting Deputy Assistant Secretary of the Traasury (Tax
Policy}. on May 23. 1383 belore (he same subcommittee

‘Statement of John E Chapoton. Assistant Secretary of the
Traasury {Tax Polcy). on June 13, 19583, before the Senale
Finance Cammittee.

TAX NOTES, Fobruary 20, 1984

OBSERVATIONS ON THE
APPROPRIATE TAX TREATMENT
OF FUTURE COSTS

by Emil M. Suniey

The Treasury testimony has broad implications not
only for the tax treatment of mining reciamation expenses
and casualty insurance habilsties, but atso for the tax
ireatment of expenditures for product Wbility and war-
ranty claims, costs of decommissicning nuciear power
plants, and the costs of dismantling ottshore dritling rigs

The general thryst of the Treasury testimony on the
“premature accrual’ of future liabilities has been ac-
cepted by the Joint Tax Committee. Last June in a
pamphtet prepared for the Finance Committee, the Joint
Committee suggested that the

“accrual rulas could be amended to provide that an
axpense s not currently deductible unless the recip-
ient of the payment is known and the taxpayer has a
present (iabifity to make the payment Another
alternative would be o reguire taxpayers to report
cerfain deferred payment transactions using the
cash method of account.™

The Committee on Taxation of the New York City Bar
Association also recently examined the tax treatment
transactions involving deferred payment of accrued
liabilities.* The Committee concluded that {1) substantial
esconomic distortions may be produced under existing
law 1n some important cases, (2) this subject deserves
urgent attention, and {3) tegisiative solutions may be
required

in this paper, no attlemp!t is made to provide a compre-
hensive survey of the apprapriate tax treatment of future
outtays. Instead, the focus is on the analysis contained in
the Treasury testimony relating to numing reclamation
and casualty insurance. Tg anticipate the conclusion, the

3Joint Committee on Taxahon, "Background on Tax Shellers.”
Joint Commintee Print, June 23 7983, p 18

‘Cammttes an Taxation of the Assoctation af the Bar of the
City of New York, 'T 0ns g Deferrag Pay of
Accrued Lidbinties Federai income Tax and the Time vaiue of
Money.” Tax Notas (August 29, 1983) pp 539-T14

Recent Treasury testimony on mining reclama-
tion and casuaity Insurancs has confused the
Issus o! the appropriate tax Ireatment of future
cosis.
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Traasury (and the Jaint Committea} analysia ia carrect
wher the future paymant /s an ordinary and necessary
cusinass expense, but the analysis appedrs to be incor-
rect when the future payment is an investmant expendi-
ture that must be incurrad in the tuture it incoma is going
10 be earned currantly. Moreover, the Traasury analysis
af the appropriate tax treatment of casualty insurance
companies |8 incompletes, and incorrect. bacause cor-
sigeration was not given to the appropriate tax treatment
of the insured

What foitows is a simple exampls of an investment that
yietds pomtive cash flow 1or a number of years angd then
requires a significant outiay at the end. The exampia i3
ussd {o examine the appropriateness of attsrnative tax
treatmants of the final cutlay. This axample coutd repre-
sant an invesiment in surface mining, 2 nucléar power
plant, or an offshore oil rig.* These investmenis have
signiicant negative saivage vaiue, that 1s, the costs pa:d
ai the end for reaclawming, decomm\“mnmg, of is-
mantling exceeds thé value of the salvageable matsrialy,
it shoyid be noteo that the positive cash flows cannot e
sarned without incurring the negative outlay at the enc
For exampfe. to obta:n the posiiive cash flows from a
nuciear power plant the piant must be turned on. Onge it
has peen turned on, 3ome typs of decommuissiomng will
be requrred at the end of its operating lite. Similarly, once
iand has been disturoed by Surface mining, state and
federal ermvironmental [2ws réquire mining companies 10
recigim i,

Consider a $3.000 investment that yiaids positive cash
#aw of $1.00C per yeas for tive years and then requires
"dismantling” expenses of $1,401. This investment in a
world without taxes would have an internal rate of return
of 10 percent as shown beiow.

TABLE 1
Vow Zash Flow

$1.000

2 1060

3 1.000

4 1000

3 1.000

& -1.401

Econcmic Dapreciation

The issue concerns the appropnate tax treatment of
the iinal outiay of §1.401. Treasury has argued that trus
outiay shoyid be expensed in the year paid. | suggest that
a proper matching of mcome and expense requires thar
the final outllay be 'depreciateq” over the iife of the
nvestment. Tax depreciation (or capital recovery) is
neotral, as Paul Samuelson nas shown il {and uniy H} the
true loss of sconomic value is permitted as a tax-deduct-
:ble depraciation axpense * Morecvert, if eaconamic depre-
ciation 15 allowed, the effective tax rata 15 equal 1o the
nomiral {ax rate.

it daes not reprasant tne case of CASulIly insurance. which s
discuased igter

‘Paul A. Samueisan, "Tax Deguct:binty of Economic Depre-
ctation 1q Insure Invariant Valudtions " Journal of Potitical Econ-
amy (December 1964)

0

Econgmic deprec:ation can be detereuned by Jiscount:
ing for each ysar the remaining befora-tax cash flow 1o
the beginning of that year using the before-tax discount
rate.’ Econemic depreciation 18 then aqual Lo the change
in the present value of the tuture cash flow,

TABLE 2

Present Vatus of
Future Cash Flow

Discounted to
Beginning of Year
Year Cash Flow tr= 10 Oaprecistion

¢ -$3.000 $3.000 00
1 1,000 229948 /00 Q%
2 1000 152995 TG0
¢ 1 0on #8295 847 06
4 1.000 ~248 77 372
5 +.000 -1.273.64 1.024 87
5 BT 140100 137 36

$4 40100

EqQuai to the change n the oresest value of (he feture Cash liow

The interpretation of the third column of Table 2 15
farrly straightfarwarg. At the end of vear 3, someona
would pay $3,000 for this invesiment. At the ena of year 1,
once the first $1,000 of positive cash flow has been
realized, someone would pay only $2,299 85 for the
tuture cash tiow. Al the end ol year 4. the vaiue of the
future cash tow has pecome negative. That is, the owner
of the investment would have fo pay someone to take the
nvastment off his hands. The reason for this, of course. s
that the present vaiue of the future detrimant {the §1.401)
is greater than the present value of the future positive
cagh flow—the $1.000 at the and of year 5

The Tressury . ..ansiysis Ja correct when the
future payment is an ordinsry and necessary
business expense, hut the analysis appesrs to
be Incorrect when ihe fulure payment is an
investment expenditure. . . .

It should be noted in the last column of Table & that
aconomic depraciation permits §4 401 of capital recavary
over the tife of the projsct. Put another way, economic
depreciation spreads the $3.000 imitial mvesiment pius
the §1.401 tinal autiay over the iife of the \nvestment. Ona
mignt view thrs rasuit a8 Simila; to what accourtants cail
“negative safvage vaiue depreciation’ where the depre-
ctabie basis 15 equal to original cost less salvage value if
the salvage value is negalive, the depreciation allowed
over the iife of the investment 15 greater than the original
cast. It 15 equal to the onginal cost plus the negative
saivage value!

i1 Can also be obtained by diacounting the after-iax cash figw
oy the after-1ax discount rate

"Whether negative saivage value depreciatiar would te neutral
would depend on the timing of thase deductions. not just the
amount

TAX NOTES, February 20, 1984

Tabie 3 demonstrates that if $CONamic dapreciation, as
calcutated in Tabie 2,18 allowed. the effective tax rate is
just equal to the nominal tax rate. For purposes of Table
3. a 50 percent tax rate is assumed. The aftar-tax rate of
return 8 NOw 5 percent. which 13 just half ot the 30
percent betore-iax rate of return.

TABLE 3

Prevent

Batore-Tax Economic After-Tax Value

Year CashFlow Depretistion Cash Flow' {r=08)
1 $1.000 $700.65 $850 02 $809.54
2 1000 770.00 845.00 802.72
3 1600 847 00 823 50 797 77
4 1.000 93172 965 86 794.28
5 1.00G 1.024 87 1.012.44 793 28
[ 127 36 62 68 47.82
8 ~4.944 ~$1.045 43
$3.000 .00

‘Equai 10 the chenge in rAg Dresent vilué of the fulure ater-tax cash

“Equal 10 {1-m)A, + M. where m ok the marginai fax rate. A 3 the
betare-tax cash How. and D. 13 economic dRpreciation which B 3136 the
depreciation allowed 1o ax purDoses.

“Equl 10 ™ prenent vaiue of 51,401 discounted a5 S percent. Tha hinal
Suftily hita e tax sffect iNSEMUCH &8 1t A DBS OBpABCIaled over the iite
of the investment.

“The gresen] vaiue Of the cash-Aow i jukt #qudi 1O the ) mhal Investmeni

The Appendix, infra. further explores the appropriate tax
treatmaent of an outlay for mining reciamation or nuclear
decommissioning. The critérion in the Appangix is neu-
trality batween a normal investment {where the invast-
ment outlay is mads only at the beginning of tha project)
ang a negative saivage vaiue investment (where 2 3ig-
niticant outiay is made gt the end of tha project)

Expansing—Tha Treasury View

The Treasury, as i d above, that ax-
pensing i the appropriate tax trestment of a raquired
final outiay Such as the cost of mining reclamation.” The
Treasury argument, howaever, 18 fauity. Treasury's cri-
terion tor the appropriate iax tréatment is 3 rule which
would snsurs that the amount charged by the seller
reflects no more than the rescurce cost of completing the
trensaction. Treasury first assumes that in a worid without
taxes the discount rate is “r.” Whan taxes are introduced,
Treasury makes & fatal srror when it assumes that the
after-tax discount rate in the world with taxes is the same
as the discount rate in the world without taxes This
assumption forces the conciuaion that expensing or its
squivalfent (in present vaiue terms) is.raquired if the
amount charged Dy the seller is not going 1o rise.’®
Expansing or 1ts equivalent ensuras !hat the before-tax
and after-tax rates of return are squal. The effective tax
rate is zero.

In contrast, it Treasury had assumed that the after-tax
discount rate fails to (1-m) times the discount rate in the

*See testimony of John E. Chapoton. Dacsmber 7, 1982,
particuiarly the Appendix 1o that testimony

“Actuglly, f companies can borrow at the before-tar discount
rate and interest expanse is deduchible for tax purposes, com-
panes will be able 1o lower their prices (n a world with expensing
compared ta the world without taxes.

TAX NOTES, February 20, 1984
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warld without taxes where “m’ is the tax rate ' Treasucy
wouid have concluded that the cost of the final outlay
shouid be spread over the lile of the nvestment in the
pattern of économic depreciation.

Casusity insurance

The Treasury Department has applied its analysis of
the time vaiue of manay to the issue of the appropriate
tax treatment oi the lLabilites ol casualty insurance
companies.'? Treasury conciuded that the current tax
rules which permit insurance companies to deduct the
undiscounted estimate of thair future claims are secigusly
flawed. According to Treasury. two aiternative ap-
proaches shouid be considered. One method would beto
deter the deduction until the insurance company actualty
pays the ciaim. Ancthar would be to limit the deduction
for unpaid losses 1o the discounted present value of iha
future payments

Treasury supports s conciusion with a technicar ap-
pendix which is a reworking of the appendix from the
miping reclamation testimony. This appendix, however,
is not applicabis o the insurance case.

Casuaity insurance in the simpiest case involves the
payment of a premium to cover josses incurred during
the ysar. The actual payment of claims may be made over
a period of yaars '1 A reasonable tax treatment of casuaity
insurance Must recogniz¢ that a loss has taken place
during the year of the insurance coverage. For a proper
m&tching of income and expense. that loss should be
geductibie by someone that year

Congider first a world without insurance. In order 1
stay in business, companies woulid have 1o set prices for
their products at levels sufficiently high to cover expected
casualty losses, Soms companies would have actuai
losses, and these losses wouid be daductible lor tax
purposes. When ali companies are considered together,
however, the amaumnt charged customers (and included
in taxable income} for expected casuzities would just
equal the amount deductied by companiss that had actus!
casuaily losses,

Now introduce casualty insurance but assume that the
insuUrance companias pay their claims the same year the
losses cccur. Companies would have to set prices for
their products sutticiantly nigh to cover the premiums for
casuaity insurance. These premiums would be deductible

"This assumption sesms particularly &ppropnate if belora-lax
discount cate is squai to the cost of borrowed funds ang interest
is deductible. Investors will borrow at rate r as ([ong as they can
earn {1-mjr atter laxes. It should be noted, however. that the
before-tax discoun! rate in a worid with taxes may be higher
than the discount rate i a world without taxes Even so
economic depreciation 1 required for the affective lax rate to be
equal to the normmal (ax rate.

'tSes tastimony of John E. Chapoton. June 13, 1583 The
Treasury may be rethinking this analysis

Casuaity insurance typically does not provide that the in-
sured party 13 Coverad [or l0as 11 prasent value terms. However.
a policy couid be wntten providing that in the event of a loss. the
amount paid would equai the amount of tha j0s5 plus intarest
from the cate of the loss In this situation one would nsed to
Wworry bout ihe appropnate tax treatment of the interest (ncome

“Note that a taxpayer who seif-insures may not be aple ¢
deduct the ioss currently undar the ryles of accrual accounting
becauss the amount of the ioss cannot yet be determined with
reasonabale accuracy Also note that the discussion does not
apply to structured seltiemants whera the amounls paid exceed
ne amaunt of the lass

™1
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for tax purposes but wouid be included in the taxable
income of the insurance companies. Assuming all com-
panies are in the same tax bracke!. the tax savings from
the deduction of the premium wouid just equal the tax
paid by the insurance company on ths premium income.
The insurance company aiso wouid deduct the amount of
claims paio which would just squal the amount of insured
lasses. The companies would not include the insurance
proceeds in incoms, because the procesds are just a
reimbursement. Taking all companies together. it should
be noted that tha casuaity losses are deducted for the
year in which the 1oss occurs, just as in the world without
insurance,

Consider now the two Treasury alternatives for the
world whers insurance Companies pay oul casuality claims
over several years. It the deduction is deferred until the
insurance company actuslly pays the cisim, there is a
mismatch between the time when the |03s i3 incurred and
tha time at which someona, in this case the insurance
company, is able to take & deduction for the loss. If,
instead, the insurance company ta a deduction up
front for the discounted present vaiue of the future
payment, the full amount of the loss is never deductibie
The logical implication of the Treasury position would be
to permit the insured. 10 the axtent casuaity losses are
deductibie, 10 take & current deduction for the difference
betwesn the claim payment expected in tha future and
the prasent value of that claim."®

These presani vaiue caiculations couid iead to sigri-
ficant IRS/taxpayer disputes. Current law, which permits
& current deduction by the insurance company for the
expacied cigim, proDabiy (8 a workabie procedure.
Insurance premiums should be set to reflect the fact that
the full l0ss is deductible by the insurance campany and
0 part of the insured ioss 15 deductibie Dy ine \nsured
evan though the claim is paid after a lapse of sevaral
vears

Conclusion

Recent Treasury tashmany On mining rectamaton and
casualty insurance has confused the issus of the aporo-
priate tax trestment of future costs. In the case of the
mining reciamation festimony, Treasury, by assurming
tax digcount rata in & worid with taxes is the
same as the discount rate in a world without taxes,
assumed its conclusion that delaying the deduction Tor
mining reclamation costs until the axpanse is actuatly
paid always produces the correct rasult. in the case of the
casusity insurance testimony, Treasury faulsd o recog-
nize that a casualty ioss occurs during the year of the
insurance coverage. That loss 3houid be deductible that
yokt if IRCOMR AND expenses ars going to be matched
properly

SUncer the 1RS reguintions (section 1.165-1(d){2)}, N0 permon
of aicss with respect to which a rermbursement may de received
i% SLSMINEd UNl| tt cAN De determined with r
whather or not SuCh reimpursement witl be r ¥
are not allowed lo deduct tha loss when incurred snd tmn Jlllr
Include the INEUrdNce procesds In income

m

APPENDIX TABLE S _ .
Fresent
That a future outlay tor miming rectamation or nuclaar decom- Before-Tax Economic After-Tax Value
missioming should be written off over the life of the project miy Year CashFlow Deprcistion’ Cash Fiow' (r =10}
become Claarer it ona comparas twa in ne T 5100000 $620.92 3810 45 77187
normai where the outtay 13 made onty al M 1000.00 841 57 18327
the beginning of 3 project and the other a negative salvage vaiue 3 |.000‘W 575‘“ rn"s
investment where a significant outlay 1§ made at the eng of the M 1 B 51 23
project. 4 1.000.00 7
For cor the two t projects may be con- & 1.000.00 ——
yicered an undergrOuno ming and a surface mine Both projects $3.790.80°

oo 1000 ser vesr for f
How of $1.000 par year for five ys

underground mine requiras an insbal investment of $3.790 80
but requires no outiay at the end of the project. The surface mine
raquires an initial investmant of $3.000 and tinal mining reclama-
tion expe of $1,401, y the used n Tables
1. 2. and 3. Both investmants have a 10 percent before-tax rate of
raturn,

Given thess two investment projects. a mining <ompany
wouit ba inditierant between tham in 3 world wthout taxas
i 'much a3 they both \-ould eid a 10 percent ol return

s
of murn the tax law snomd not favor one over the other

If tax depreciation is equal to sconomic depreciation then the
aftar-tax rata of return far BOth Projecls wili b& the same and the
sffactive tax rate will be equal to the nominal tax rate. Table 4
demonstrates that the undsrground mine example has a 10
parcent before-tax rate of return. Table 5 derives economic
depraciation for e uncerground mine ol t should be
notad that the patiern of sconomic deprec:aticn 1s the same for
the underground mine as 107 the surface mine (Compare the
tast o of Tabie § wi col e 2} In both
cases the totai investment—133,790.80 for the underground mine
And $4,401 for the Surtace mine—is writlen off over the hite of the
project. Finaily, Tabie 6 snows 1 with tax depreciation equal
to sconomic depreciation. the after-tax rate of retumn for the
undergraundg ming Gual 10 5 percent, the sams s the after-
tax rate of raturn foi surtace ming, as shown in Table 3

Wnat do we conciude from aii ivs® A proper matchung of
INCOMS &And SXDENSA rEqUIres that the Cost of mining reclamation
‘or nuclear ducommusammng or o rig dumnnilmg) be wrriter
ot o

colu

of T

cofract rasuit

“Equal 1o the change in the present vatue ol the future after-ax cash
flow

"Equal to [1-m}A, = mD. whare m 3 the marginal fax /ate. R s the
pafore-tax cash tiow. and 0. is aconomic Jepreciation which is also the
JepreCIation aitowed 10 fax purposas

COVERAGE OF FUTUR

For a special raport by the Association of the Bar
of the City of Naw York entitied “Transactions
Invoiving Deferred Payment of Accrued Liabilities,”
ses Tax Notes, August 28, 1983, pp. §99-714.

Far news coverage of the December 7. 1982
hearing at which Treasury presented testimony
regarding the tax treatment of mining reclamation
cosis. see Tax Notes, December 13, 1982. po.
878-879.

For coverage of the June 13, 1983 Finance Com-
mittes hearing regarding the tax treatment of iosses
incurred by casualty insurance companiss. see Tax
Notes, June 20, 1983, p. 1110

“Tha Areasnt vats of tha nesn-How 13 ust squal 1o tha initisl
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Gantiemen:

This latier is in response to tha letter entitled "In
Detonse of Royaity Trusts” submitted by Mr. J. F. Borps
of Mesa Petroleum Company (Ses Tax Notes, February
13, 1984, p. 842.] As | am sure you are swars, Mesa has

pr that Gult Oil Corporation spin off a royaity trust

vens P "‘:‘:“;"“"’ of approximately one-hail of its L1.S. oil and gas reserves.
== =R R Guif has concludaed that there is little svidence to support
1 $1.000 $908.09 the claims 107 valus Apprecidtion ssserted in the Mesa
2 1.000 2643 proposal. On the contrary, we believe that the proposal. if
: 1’& 5;3 B’; adopted, would be fl.l_n_m.ntll to lhlrohoidﬂ values
M 1000 620.92 b of: {1) the signif y that wouid be
—_— onour lhlnholdm upon distribution,
TR {2) the savers economic damage that would be impossd
on the remaining Corporation, and (3) the tremendous
stock selling presaure that these factors would creste.

The Mesa proposal ncorrectly values the trust units
and remaining stock by: (1} using misieading accounting

procedures to recalculate Guif's financial performance.
(2) g 'g charactenstics
among o:mtmg roymy trusts. (3) |gnor|ng Guif's prior
Yess  Cosh Fiaw "!img)' Yo trading history, and (4) dismissing significant adverse tax
quences by postuiating perhaps the iargest tax
2 -5279080 $3.790.80 arbitrage in stock market hilgtory_ which woul:lg::quir‘

; : ﬁﬁ zlf:ﬂ :EE :3 trading volumes for Guif atock at unprecedentied ievels.
M [t oSS SN The myth that a royaity trust is aii good Things to aii
3 1.000.00 1,735 54 75132 peopia is exposed by the discrepancy between Mr. Boros
: 1,000.00 9‘:\9: :‘2::: atisgation that there witl be nc revenue loss from the
> o ki TR creaiion of a royaity trust and the siatemenis of Mesa's
53,790 80 Chairman, T. Boons Pickens, who is trying to sell roysity

'EQual to the change 'n Ihe pressnt valus of the fulure cash flow

TAX NOTES, February 20, 1984

trusts on the basis that they will avoid federal incoms tax

TAX NOTES, February 20, 1984

at the corporate level Obviously, both of these Mesa
spokssmen cannot be correct, and | am canfident that
when the Congressional ravenus sstimators complete
their study they will contirm that the royaity trust pro-
posed by Mesa would resuit in a substantial loss of
teders! tax revenues.

{ am confident thal. ..the Congressional rev-
enue sstimators . . .will confirm that the royaity
trust proposed by Mesa would result in »
substential loss of federal tax revenues.

Of course, the sntire tax scheme relating 1o royaity
frusts depends on wheiner ine iRS recognizes the avoid-
ance of the corporate tax. At this time, there is reason to
beiieve that the |IRS will not condone such an avoidance
achems.

Very truly yours,

J. J. Ross
Chiet Tax Officer
Guif Ol Corporation
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in previous annual reports at these meetings, |
outhned {SC activities in a number of areas whict,
m my juagment. hag considerable significance for
the entire property-iability msurance business. I'm
tempted to take a similar approach today
bacause, indeed, the many insurer represen-
tatives who serve on our committees have
accomplished an impressive nurnber of innovative
objectives over the pas! twelve months. Their
deep interest and support throughaut the year—
10 Sy nothing of the quaiity of thesr contribu-
tions—are gratefully acknowledged

However, I've rejected the termptation to give
vou & full chronicle ot 1SO's 1983 accomplish-
ments because those accomplishments. adrmit-
1edly achiaved with some detours and problems,
have been documented through crculars and
other forms of communication. Therefore, I'll
touch on only a few highights this afternaon
because | want to take this opportunity 10 make a
tew personal observations on the financial condi-
tion of our business

The watchwords for the next ten years for the
winners in our business—and. in fact, for all
business—are product differentiation and lower
overhead costs. As a service organization. 1SO
has not ignored the realities of the business
environment

Last year, we completed development work on
both occurrence and claims-made versions of the
commercial general labiiity policy form*® The con-
cept of alternative I1SO products for insurers io
use 85 they see fit reflects the reailties of the
marketplace, and, at the same time. rejects the
"good gid days” when onie mandatory 150 pro-
duct served as the answer 10 every need of
buyers and sellers

REMARKS OF
Daniel J. McNamara

President

at the Thiteenth Annual Meeling
of Insurance Services Office, inc.

January 10, 1984

These new versions of the commercial generai
liabifity peiicy form are the resuit of an intensive
review by many industry interests of an earlier
exposure draft That review—the most ngorous
ever undertaken for a new ISQ product-—gener-
ated much attention and evoked controversial
and diverse points of view. We appreciate the
thorough. professional response provided by this
group of indusiry interests, and each of therr
suggestions was carefully reviewed by appropr-
ate ISO insurer committees While we did not
accept al! the suggestions that were submitted . |
betieve the industry review process. while ngorous
and time consuming, resulied in a better product
for uitimate industry use

The new policy form which will be filed shortiy
with state reguiatory authorities for a Novembe: *
1985 eftective date, modemizes the current
general liability policy form. We moderruzed the
form by consoiidating many separate coverages
into one broad contract that 1§ appropriate for the
typical risk in today's commercial insurance
market. Except for the coverage tngger
mechanism, its refated provisions and the pre-
mium, the occurence and claims-made versions
are igenticai.

it's significant that the claims-made version is
quite different from other claims-made policies
row in the marketpiace. For one thing, the new
CGL claims-made policy gives insureds the nght
1o buy “tail" coverage that extends the clam
reporting period, without time limit. for injuries that
occur before the policy is terminated. Also, that
“tail"” coverage will be available —with a maxi-
mum ISQ adwisory price in the manual—whether
the insured or the company cancels or doesn't
renew the contract for any reason other than

Exhibit B

premium non-payment. In addition, with no
retroaclive date, the claims-made policy will apply
to injuries that occur before its inception date.
provided the claim is first made aganst the
insured during the pokcy pericd. For such claims.
the coverage will be on an excess basis if prior
policies alsc apply. These coverage features,
together with an inherent prce advantage over
the pccurrence contract, should make the claims-
made policy an attractive alternative in the
marketplace.

| fuily appreciate that some insurers and pro-
ducers are not totally enamored with every aspect
of this ISO program with two separate versions of
the contract. But we believe this approach is

right, and it's in keeping with the view that pro-

duct differentiation will separate the winners from
the losers in the years ahead. In order to insure
the program’s smooth implementation in the
marketpiace 1SO will, over the next two years,
conduct comprehensive education and training
programs for insurers and producers throughout
the country

Qur husiness environment aiso dictates cost
afficiency and, here again, ISQ has been respon-
sive. During 1983, SO reduced its work force 9%
ov restructunng our held operations —without
giminishing our essential services fo insurers and
producers. This work-force reduction will result in

2 §9 million annual saving to participating insurers.

in 1983, I1SO operated at $5.2 milion or 3.5%
beiow budget, as we continued to demand
rcreased productivity and aggressively pursued
our 'sunset-reprioritization” program. 'Sunset-
reprioritization ' simply means that a#1S0 pro-
ducts and services are constantly reviewed to
determine if they re stilt essential to our participat-
ng insurers. if they are—fine. If not. we kill them

in fact. our 1983 expenses were less than in
1982. Qur 1984 Cudget 1s 1% below last year's
expenses and projects ISO's lowest level of
spending since 1979. ISQ's excellent fiscal perfor-
mance could not have been achieved without the

dedication, loyalty, hard work and understanding
of our professional staff. For that. | am most
gratefut.

Efficiency through automation s the theme of
another major development at ISO—the deiivery
of ISO products and senvices via telecommunica:
tions. Our second wholly-owned subsidiary, I5C
Telecommunications, inc., ¢or ISOTEL, was formed
an October 1, 1983

IS0 frequentty has commented on the
detenorating resuts for the Commercial Lines of
nsurance, specifically noting the marked
differences between IS0 advisory rate changes
and industry premium changes over the last sev-
erai years. Unfortunately, 1983 was no aifferent. in
meeting our number one corporate objective of
adequale advisory rates. ISO achieved a
countrywide average advisory increase of 8% for
the Commercial Lines of insurance, whiie industry
prermiums remained essentialty fiat.

Ulimately, the pricing practices of insurers
have the greatest impact on their overall bnancial
resulls. Those results—and our analysis of those
results—sadly indicate that the cverall financial
strangth of our business is being relentlessly
weakened by the bruta! battle for commercia:
market share.

There are many who say that excess capacity
is the cause of this competition. Policyholders’
surpius 1s perhaps the best measure of this
capacity, ang it is a fact that surplus has been
growing over the tast several years. The industry
ratio of written premium to surplus, which reached
amighof 27 10 1in 1974, stood at 17 to 1 at the
end of 1982 and is estimated to be 1.6 10 1 tor
1983 But surplus figures are rehable only to the
extent the underlying estimates of assets ang
habifities are sound

| will not dwell on the assets side of the picture
today. You all are aware of the buoyant effect on
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tially two entries —the unearned prem:um reserve
and the ioss and ioss expensa reserve. The
unearnad premium reserve is the one that can be
astimated with a high degree of accuracy. But it
was more than twenty years ago that this entry
was the major kability. %t has dimirished over the
vears and is now only a third the size Gf loss and
l0sS expense reserves.

So today 'l concentrate on loss and foss
axpense reserves —supgplementing the eariier
observations of our retiring Board Chairman. The
sk of koss reserve geficiency is cnitical. as it
direciiy reduces surpius

We've studied the aggregate loss reserves of
the 200 comparnues that write over 90% of the
business and make up AM. Best Company's
Casuaity Los$ Reserve Deveiopment Report. Gur
studies reveal veny disquieting patterns. We've
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accident year for the five Schedule P lines that
raprasent 90% of all loss reserves. These ines of
insurance comprise genaral iability. multi-perd.
ncluding homeowners, automobide hability;
workers compensation: and medical malpractice
Based on our analyses, we conclude that the
industry's total ioss and iogs expense reserves, as
of December 31, 1982, are inadequate by more
than 10%. The results, of course, vary by iine of
insurance and, even more imporiantly, Dy indivict-
ual insurer. | would like to advise you of the
conciusions for two major SO Commercial Lines.

iti-nanl lnee racarvae from Qur stuchies are
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deficient by more than 10%. and general liabiiity
loss reserves are deficient by more than 20%

The industry ratio of loss reserves to
policvhoiders’ surplug, at the end of 1982, stood
at 1.9 10 1. A 10% understatement of loss reserves
transiates to a pra-tax 20% overstatement of
policyhoiders’ surpius. A correction for this
reserve deficiency would increase the industry s
loss reserve 1o surplus rato to 2.5 1o 1, which

wa ara Innlnnn at eggon-
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wouid be an ali-time tigh. The 1582 premium to
surplus ratio would increase from 1.7 to 2.1

The industry's compiete financial results for
1963 aren't yet available But the results for the
first three quarters of 1983 show no strengthening
of oss reserves. In fact. the industry’s ioss
reserves increased in that penod at an annual
rate of only B percent, continuing the stowdown In
the rate of increase that we've seen in recent
years. That 8 percent annual rate of increase
would be the lowest rate of increase in loss
reserves in Z0 years.

It 1s bad enough that a reserve inadeguacy can
misstate the financial picture at any given tirne
Regreitably, reserve inadequacy can also have an
adverse prospective impact on pricing. individuai
company pricing decisions may be Diased down-

ward, and even ISO advisory rates may be

understated for a peried of time
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worse, when you consider current and prospec-

tive commercial inas underwriting results. For ali

commercal ines of nsurance, we estrmate the
combined ratio 1o be at least 115 for 1983, and we
see no improvement n 1984 For three key IS0
lines, the results. to say the least, will be very
poor

For General Liability, the combined ratio was
116 in 1981 and 129 in 1982. We estimate 137 for
1983 and forecast the same level in 1984. Giver:
an industry combined ratio of 137, assuming
reasonable payout patterns and an investment
yield of 8.5%, insurers will lose 4 cents on every
dollar of General Liability premium that mey write
this year. That is after mvestment gains but
before taxes. This 4% negative rate of retum can

anhy nama st af maliauhnidare’ eomilae
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For Commercial Automobile, the combined ratio

was II‘ i lwl and .IIV in 1. We eaumnle I‘\J

for 1983 and forecast no improvement in 1984, If

tha ndustry continues to write at thie composite

RUSTITY CONTNURS 10 writis at This COomposi

ratio of 120, it will iose € cents on every doflar of
Commercia! Automobiie premum written in

Let's look at Commercial Mult-Peril. The com-
bined ratio was 107 in 1981, 116 in 1982. and we
estimate 120 for 1983 f there is any improvement
n 1984, it will be siight. i the industry continues to
write at this combined ratio of 120. # will lose &
cents for every doiiar of Commercial Muit-Perit
premium written in 1984—again based on
jeasonable assumptions of payout pattems.
investment yield, and ignoring tax imphcations

For each of these three major Commercia
Lines. we are forecasting a negative rate of retum
17 1984, These 3 lines represent 40% of the total
commercial premium volume and must lead to a
drain on policyholders surplus. This drain will
aggravate the significant drain on surplus that will
occur when the inadeguacy of present reserves
becomes panfully evident over the next few
years

Facts are stubborn things which, at times. do
not make for happiness and contentment. Popular
opimon to the contrary, the fundamentais of our
insurance business have not really changed over
the years, only the specifics of managing the
fundamentals have changed with changes in
internal and external conditions Now 1§ the time
for insurers to stabilize their commercial fines
underwriting Operations. it 15 always beiier 1o
create a sense of urgency rather than react to a

ctata mf ~an ‘. nn
state of ¢risis. In the long run. nNC insurer can

survive if it does not recover the costs of provid-
ing its troducts or services. The winning insurers
wvll pring their commercial premiums into better
synG with their underlying loss costs because,
regardiess of shorl term market share cbjectives,
prices have to be determined Dy costs in the long
run. Cost containment will not suffice. Acting on
price may involve internal controversy, setbacks
and sacrifices, but we should act with the
knowledge that history helps those who help

ll IEITIBE|VES

The next three years will be traumatic for some
nsurers. The recent eariy, encouraging signs of
recovery-~which ! hope will be sustained—may
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TE D0 IS 1O 30ME §F INESE NSUISTS. 3 vaiy

1984—again after investment gains but before taxes iear that for those companes that persist in

doing business as if there were nc LOmMorraw,
there will in fact be none. And all insurers are, by
statute. put in the position of utimately having to
“pick up the tab’™ for those companies iack of
prudence. In this new commercial insurance
gnvirohmeni, such a "bail out” program, financed
under state guaranty funds by intense com-

natitors makes hiftle sanga on any score o me
Letilors, makes it Sense, ON any score,

These funds were created as a small solution
o what was then a small problem. Naither sup-
porters nor oppenents of these funds ever sai0

that thie machaniemn could cona affectivel: with
that this mechanism could Cope enfectvely

insolvencies of large. muiti-ine insurers or of
medium-sized companies writing Tigh exposure
specialty coverages such as medicai malpractice
and products hability

Post-assessment guaranty funds exist today in
wirtually alt states and cover virtually all lines of
property/casualty insurance. States originally cre-
ated these funds-~with the support of a large
segment of the industry—in response to a
national concem for the poticyholders and clar-
mants of the many borderfine, non-standard auto-
mobile insurance wnters which became :nsoiven'
dunng the iate 1950's and 60's. Fropanenis 37 the
funds believed that the overall problem was
minor, that insolvency detection by state insur-
ance departments was improving. that such
funds would be inaxpensive to coerate that

assessments under the funds would be a small
price to pay to avoid further damage 10 the
industry's already tamished public image. and.
fimally, that the existence of the funds would avoid
impasition of an unwanted and overreaching soiu-
tion by the federal government.

From 1969 through 1983 guaranty funds ser-
viced eighty-two relatively small insolvencies, with
2 total projected gross cost to insurers of some
$400 million. But each time a potential major
insolvency has ioomed on the honzon. the inade-
quacies of the post-assessment fung
mechanisms nave become apparent. Solutions
have been achieved thiough the infusion of fresh

canital talascars by ouateria istaraste and volun-
capital, laxedvers By CuisiCe inlergsis anc vauun

tary, insurer-supported rehabilitation efforts. The
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funds were not the solution. The recent Baigwin-
United situation once again highlights the inade-
quacy of the current guaranty fund system to
handle impairments of major magnitude

And when confronted with a major insolvency.
the tax-offset method of recoupment will prove
unacceptable to the public. Tax revenues would
be diminished at the very ime state governments
are struggling to meet their own budget deficits.

Today. when aggressive competition in com-
mercial knes 15 testing even the best insurer
managements, when profit marging are slimmer
than ever before, and when profitable cash flow
underwnting 1s easier 1o acheve in concept than
in execution, | believe it is time to reevaiuate the
tundamentals of a system which requires soivent
and well-managed insurers to contribute their
funds to bail out the policyhoiders of insofvent,
poory managed insurers

The costly coverage provided by the current
guaranty fund system is ilustrated dramaticaily by
the inciusion of medical malpractice insurance
1SO's review of Schedule P loss reserves ing-
cates that the industry in the aggregate was
under-reserved, at the end of 1982, by at least
50% for medical malpractice insurance Over 50%
of this insurance is written Dy reiatively new com-
panies providing coverage for their owners at
rates considerably lower than those charged by
conventional insurers of this business. By the
nature of this “long tail” line of insurance, the
ciaims experience will be excelient for the first
few years, and then steadily deteriorate. If insol-
vencies result, the economic burden of those
insolvencies will be bome by the conventional
market—those same insurers whose higher rates
were undercut in the first instance. And the indi-
wduals protected will be those very same individ-
uals who were responsible for the underpricing

Post-assessment funds were created to protect
policyhoiders of “nigh risk”" auto insurers. a class
of ingurance consurners with few options and the
least ability to protect themselves. But today,
these funds cover virtually all types of prop-

erty/casualty insurance and. consequently, also
extend protection to the most sophisticated and
financially soiid insurance purchasers And the
funds even provide coverage for the owner-
insureds of specialty coimpanies

A tundamenial reexamination of the “'scope of
coverage 1s overdue A number of questions
need to be Oebated. namely

What lines of insurance are appropriate?

Why are commercial lines included?

Should coverage be restricted to personal

iines?

Shouid per claim limits be lowered and deduct-

ibles raised?

Should unearned premiums be covered?

Should coverage be imited to economic loss

only?

The guaranty fund situation presents substan-
tve challenges to both our industry and govern-
ment. The continued vitality of state regulation will
uitimately depend upon how it deals with sol-
vency regulation in this new insurance/financial
environment While not an ISO respansibility |
believe that our industry has a golden opportunity
1o step back and reexamine these state guaranty
funds. | trust we will neither shirk from this
chalienge nor miss this opportunity.

The next few years will test all of us in the
praperty-hability insurance business. But we ve
been tested before and. as befare, | know our
industry wili show the clear thinking. adroit man-
agement, and resolute leadership that will see us
through this difficult pericd and permit us to
share, with other industries, in the profitable
growth perod ahead for ail business

t would like to conciude with ancther tribute to
the ISO staff—professionals all. Their compe-
tence, dedication and effort are gratefully
acknowledged. | am, personally, most
appreciative of therr efforts

Thank you for the privilege of serving you again
as President last year

The attached exhibits present an anatysis of
the adequacy of industry loss and loss adjust-
ment expense reserves as of December 31,

1982 for three Schedule £ lines. The data
underlying the analysis are from A M. Best
Company's Casualty Loss Reserve Develop-
ment Reports which aggregate Scheduie P
nformation for selected companies representing
over 90% of the industry.

The method used traces movements in accr-
dent year paid losses for severai evaluations
Based on these historical developments of paid
losses, factors are developed and applied to the
December 31, 1982 evaluation of paid losses i
order to estimate the needed reserve leveis

The method assumes that
(1) Payout patterns remain consistent over
time This assurmption appears reason-
able given the stable link ratios that are
shown for each ine of insurance
{2) Reserves for accigent years 1878 ang
prior are cofrect

ANALYSIS OF

Loss Reserves

for the
Property-Casudity insurance indusiry

The following results are obtained:

Estimated Reserve
Line of insurance Deficiency
General Liabiity ~24 3%
Medical Malpractice -79.4%
Multiple Peril -13.3%

The reserve deficiency for the three hnes
studied represents 10.7% of totat ndustry
reserves.

The methedology employed. as well as the
conclusions reached. are conservative The
methodology was applied to industry aggregates
and may not be appropriate for anaiyzing
individual insurers, because

— the underlying assumptions may not

apply 1o individual Insurers

— large individual claims may distort the

results for any single mnsurer

— the product mix ¢f INdivdual Insurers

vanes from that of the industry as a
whoie
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Loss Reserve Analysis Loss Reserve Analysis
General Liability Generdal Liability
Paid Loss Development Paid Loss Development

LOSS & LOSS EXPENSE PAYMENTS AT END OF:*

Accident 12 24 38 48 0
Year Months Months Months Manths Months 1 @ (3 (4) 5 (6) @) (8
Estimated Yotal
1976 256526 544312 850612 1208420 15688594 Paid Paid Ultimate Reported Estimated
1977 272338 587316 936638 1363421 1768970 Losses Loss Incurred Estimated Reserves Raserve
1878 306069 679052 1096918 1591600 2035703 Accident nof Davaiopmaent Lossss Reverve Reported Ditference »of Daficiency
1879 361960 8040} 1 1299744 1879163 — Yoar 12/31/82 Factor (1)x(2} (3)~(1) Reserve (5)-(4)  12/31/82**=  (§)-(7)
1980 395391 925635 1534532 _— -
198) 435638 1042795 — - — 1579 1879163 220C 4134159 2254996 2003899 -251087
1982 562661 — - - - 1980 1534532 3192 4898226 33636594 2712539 -651155
1981 1042795 5203 5425662 4382867 3401203 -981664
1982 562661 12.066 6789068 6226407 4048106  -2178301
PAID LOSS DEVELOPMENT LINK RATIOS TOTAL 4062217 16716030  -24.3%
Accident 12.24 24-36 36-48 48-60 60 Manths-
Year Menths Months Months Months Ultimate**
1976 1.297 1749
1977 1456 i 297 1698 Cx® ingiLaes reseries for y€275 1978 ano groo whio are assumeq 10 De Torrect
1978 1'615 1 451 1279 1663
197§ zzzl 1617 1 446 Average 1 231 Average T 703
1980 2341 L 658 Average | 851
138) 2394 Average T630

Average 2315

PAID LOSS DEVELOPMENT FACTORS

48 Manths to Ultimate 2,200
36 Months to Uitimate  3.192
24 Moaths to Vitimate 5,203
12 Months to Uitimate 12.068&

* SOURCE 4 M Best s Casualty (o5 Reserve Deveiopment Reoort (000 s omuitted)
"¢ Basec or Reported Uimate Lossds - Pad Losses as of 60 months
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Faid Loss Deveiopmeni Pard Loss Development E
>
LOSS & LOSS EXPENSE PAYMENTS AT END OF:* —
Accident 12 21 % a8 [ ] H
Yoar Months Months Months Months Months H
_ (1) (2) 3 (4) ()] %) * (8)
1976 8796 31651 73168 137207 22281% T N " T N
1977 15426 44111 99576 182063 284507 Estimated Total
1978 19565 61052 132061 248760 377301 Paid Paid Ultimate Reported  Estimated
1979 23943 77912 180873 329792 —_ Lossss ioss Incurred Estimated Reserves Reserve
1980 29892 106380 251727 — -_— Accident o of Development Losses Reserve Reportes Diffarence s of Deficiency
1931 37485 146439 _ - —_ Yoor 12/31/83 Factor {L)={2} {31 Resarve S-{¢)  123/31/82°** (&7
1982 57600 —_ —_ —_ _
1979 329792 4049 1335328 1005536 678300 -327236
1980 251727 7.453 1876121 1624354 891836 -732558
7 7 -i2
410 1 NSS DEVEL OPMENT 1 INK B, < 1,9.2 ‘ff‘;‘ff E,G.‘,a.?. 3:7:399 333.7.241 32‘553 ;Migéf
Prire mwes Felaetll twamit f miives thie s i 1964 70N oU. e/ R ey = E-rs o 1379100 LVIQi R
Accident 12.24 26-36 3648 48.80 60 Months- TOTAL -4328933. 5431677 ~-19.4%
Yoar Months Maonths Months Months Ultimate*=
1976 1.624 2878
1977 1.828 1.563 2552
1978 2.178 1871 1517 2315
1878 3284 2322 1823 Avarage 1568 Aversge 7 582
1980 3.659 2.301 Average 1 84] =e inciugs reverves 10r years 1978 and Drior which are assured 1o be Correct
1981 31909 Average 77267
Average 3607
PAID LOSS DEVELOPMENT FACTORS
48 Months to Ultlmate  4.04%
36 Months to Ultimate 7.453
24 Months o Ultimaste 16.897
12 Months to Ultimate §0.947
® SOURCE: A M Best's Casuaity Loss Reserve Deveiopment Report (#xcludes one company| (000's omintad)
** Based on Reported Ultimate Losses = Paid Losses as of 60 months.
=]
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o
o
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Loss Reserve Ancilysis Loss Reserve Anclysis g
) Multiple Peril Multiple Perii E
Paid Loss Deveiopment Paid Loss Developmen! g
H
e
H
LOSS & LOSS EXPENSE PAYMENTS AT END OF:* =
[oa ]
Actident 12 b1 E ] 48 80
Year Maonths Months Months Months. Manths @ @ 3 ® 3 (6) @ (®)
Estimated Total
1976 3455774 4949539 5312797 5555371 5732975 Paid Paid Ultimate Reported Estimated
1977 3785076 5538276 5929702 6197334 6413127 Lotses Loss Incurred Estimated Reserves Resarve
1978 4373176 6332792 6823695 7143211 7404407 Accident aof Development  Losses Reserve Reported  Difference s of Deflciency
1979 5784426 8266583 8834612 §243059 — Yeor 12/31/2 Factor (1)x{(2) (3)-(3) Resarve (5)-(8)  12/31/82%**  (B)(7)
1980 6819461 9816262 10470791 —_ _
1981 7076682 10014783 —_ —_ _ 1579 9243059 1101 10176608 933549 814396 ~119153
1982 8612280 — —_ —_ —_ 1980 10470791 1152 12062351 1591560 1287941 -~303619
1981 10014783 1.234 12358242 2343459 2110013 ~23344€
1982 8612280 1.762 15174837 6562557 5749686 ~812871
PAID LOSS DEVELOPMENT LINK RATIOS TOTAL _1e6908% 11087116  -13.3%
Accident 12-24 24-36 36-48 48.60 60 Months-
Yoar Months Months Months Manths Ultimate**
1976 1.032 1064
1877 1.045 1.035 1063 ¢ nziudes reserves for years 1978 and prior which are s3sumed to De carrect
1978 1078 1.047 1.037 1.062
1879 1429 1.069 1.046 Average T03% Average 1064
1980 1 439 1087 Average 1046
1981 1418 Aversge 1071
Average | (7]
PAID LOSS DEVELOPMENT FACTORS
48 Months to Ultimate 1101
36 Months to Uttimate 1.152
24 Months to Uitimate 1.234
12 Months to Ultimate 1.762
* SOURCE A M Best's Casuaity Loss Reserye Development Report (000 § omitted)
*s Baved on Reported Ultimate Losses - Pad Losses as of 60 mentns
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The attached exhibits develop the pre-tax
rate of return reflecting investment income for
General Liability, Commercial Muitiple Peril and
Commercial Automobiie. The modei assump-
tions are best presented by explaining the num-

acamd Anl me i da artashad avhinate

Column (1)=— Years (From Policy
incepiion):

The modei tracks both income and outgo
generated by a singie poiicy beginning at poiicy
inception and continuing until the final 1oss pay-
ment is made. The model assumes that all
payments (other than dividends} are made at

yaar end

Column (2) = Premium Cofllection:

The mode! assumes that the entire premium
15 availabie for investment by the insurer at
poiCy Incepuion
Column (3)—Expense & Dividend
Payment:

Expenses other than loss adjustment
expenses are assumed paid at policy inception
The assumptions on premwm coliection and
expense payment are consistent. Dividends are
assumed to be paid 6 months after policy
expiration. The column (3) lotal represenis A. M.
Best's estimate of the 1983 expense and divi-

dam ratine

WG Fauos.
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ANAL OF

Pre-Tax Rates of Return
for the

Property-Casualty insurance indusiry

Column (4)—Loss & Loss Adjusiment
Expense Payment Paftern:

The loss and loss adjustment expense pay-
ment patterns are based on studes of the
industry's payment pattern for each of the lines
of pusiness. The total is the assumed ioss and
loss adjustment expense ratio for the ne
Column (5) — Net Payment Pattern:

This column represents the net income and
outfiow to the insurer in nominal gollars The
total s the assumed combined ratic for the iine

Column (6) = Discount Factor:

Thus factor is applied to discount the value of
the eventual income and outftow and evaluate
the net flow at policy inception. it 1s assumed
that all available monies are invested at 85%

per annum

Column (7)— Discounted Payment
Pattern:

The total of this column represents the rate of
return refiecting investment income

The rate-of-returm model can be apphed to
individuat insurers, based on ther expected
payout pattern, their expected combined ratios
and their expected investment yield. The
model's resuits are on a pre-tax basis, and tax
implications for individual insurers can vary
significantly

13

Operating Resulls After
inves t income
Generol Liability
(2) 2 3 ) (3) (6) (7}
Discounted
Yoars Experie N Dhscount Payment
(From Policy Pr & Dividend Loss L LAE  Psymaent Pattern Factor : Pattern
ption) = Pyyment Payment Pattern  (2)-(3)-(4} 1-(1.08%) (5)x(8}
0 1.000 324 000 676 1.000 676
i 083 -093 822 - 086
15 oc8z .000 -.008 885 ~ 007
2 114 - 114 B8B4G - Q097
3 156 -.156 783 -122
4 135 -13% 722 - 097
5 128 ~.12% 665 -.083
6 104 -104 613 - 064
? 104 -.104 565 -.05¢
8 073 -.073 .521 -.038
9 052 - 052 480 - 025
10 052 - 052 442 —-023
11 030 -030 408 - 012
Tata 1.000 332 1.038 -370 ~.037
Expense & Loss & LAE Combined Ratio  Rounded -.04
Dividend Ratio {=137.0) Rate of Return
Ratio Reflecting

Investment incoms

2 Dmwdeng Payment
t The exponents used in the formula are the numbers of years from poiicy mception. as iisted n column (1)
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> P g
Oper Resuits After Operaling Resulfs After
inves t ncome nvestment income i
Commercial Multiple Peril Commercial Automobile &
=
m @ @ @ ® ® @ m @ @ @ 0 ® o %
Discounted Discounted H
Yoars Expense Net Discount Pasyment Yours Expense Net Discount Payment H
(From Policy Premi [ X Losa & LAE  Payment Pattern Factor Pattern {From Policy Pr & Dividend Lots & LAE  Paymant Pattern Factor ; Pattern (=]
inception} Coll Paymenmt  Pay Pattern  (2)-(3)-(4) 1-{1.088} ($)x(6) Inception) Col Payment  Payment Pattern  (2)—(3)-(4) 1+{1.0885) (5)x{8)
[« 1.000 403 000 597 1000 597 0 1.000 326 000 674 1.000 674
1 354 -.354 922 -.326 1 385 ~.395. 922 -364
15 008z 000 -.008 885 -.007 15 0072 .000 -.007 B85 - 006
2 191 -.191 843 -162 2 198 - 199 849 - 169
3 073 -.073 .783 -.057 k] 120 -.120 783 - 094
4 052 -.052 122 - 038 4 069 -.069 722 -050
s 038 -.039 665 -.026 5 044 —04s 665 -.028
6 021 -.021 613 -013 [ 016 -016 613 - 010
7 023 -.023 565 -.013 ? 010 ~-.010 .565 - 006
8 018 -.018 521 -.009 8 004 - 004 521 - 002
$ 009 -.009 480 - 004 [ 0i0 -.010 480 ~ 008
10 003 -.003 442 -.001 - -
1 '006 - 006 408 002 Total 1.000 333 867 200 ‘c:x
[ Loss & LAE Combined Ratic  Rounded -
Total 1.000 411 789 - 200 - 081 Expame : - of Rt
Expense & Loss & LAE Combined Ratioc  Rounded -.08 m;:i.:‘ e 1209 :::'"‘“"‘ -
Dividend Ratio {=120.0) Rate of Return
Ratlo Reflecting Investmant income
Investment income

¢ Dividend Payment

¢ The exponents used in the formuia are the numbers of years from policy inception. as histed in column (1)

2 Dividend Payment
+ The gxponents usad 1 the formula are the numbers ot years from policy inception. as listed in column (1)
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WILLIAM O BAILEY. CHAIRMAN PETER LARDNER. vICE THAIRMAN EDWARD H BUDD, vice chaiRman T L AWRENCE JONES 2RLsiGENT

A AMERICAN INSURANCE ASSOCIATION

85 John Street

(212) 666-0400

February 24, 1984

Mr. William J. Anderson
Director, General Government Division
United States General Accounting Office
wWashington, D.C. 20548
Dear Mr, Anderson:

as President of the American Insurance Association,
I thank vou for the opportunity to comment on the draft
of a Proposed Report ("draft" or "report") prepared by the
staff of the U.S. General Accounting Office (GAO) entitled
"Congress Should Consider Changing Federal Income Taxation
of the Property/Casualty Insurance Industry." One hundred
seventy casualty insurance companies, predominantly
arganized as stock companies, are members of the American
insurance Association. In 1982 our member companies
accounted for twenty-nine percent of the industry's total
premium volume. This letter is in response to your
request that we provide comments to assist the Congress in
its consideration of your recommendations.

Industry Agreement

We have reviewed the comments on the draft made by
the National Association of Independent Insurers, the

Alliance of American Insurers, the National Association of

New York, N. Y. 10038

Mr, William J. Anderscn

February 24, 1984

Page 2

Mutual Insurance Companies and the Reinsurance Association
of America. RAs we agree with the views expressed by such
comments, we endorse those comments and commend them to

you for c¢onsideration.

GAO Recommendations

The GAOQ draft recommends that the Congress consider
¢hanges in the following three areas:

{1) The Congress should consider amending the

tax code to provide that, in calculating the loss

reserve deduction for tax purposes, loss reserves

should be discounted. The discount rate should be
based on a moving average of each company's pre-tax
net return on its investment portfolio;

{2} Tre CTongress should consider amending the

tax code to provide that acquisition costs should be

allocated over the life of related contracts; and

{3) The Congress should consider whether

continuation of the protection against loss account

is warranted.

The report recognizes that "the property and casualty
insurance industry is an important part of the American
economy" {(dr. Digest, p.i)}. Casualty insurance companies
serve the public interest by providing protection against
the risk of financial loss to both businesses and

individuals. The industry operates under a regulatory

ITI XIAR3Eddaw
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Mr. William J. Anderson

February 24, 1984

Page 3

system governing its investments, marketing and solvency
which has provided a high degree of reliability to
policyholders and injured parties.

The American Insurance Association and its member
companies are prepared to assist in the review of the
taxation of casualty insurance companies, and our comments
on the draft are intended to continue the dialogue on that
subject. For the reasons noted belew, we conclude that
the draft is fundamentally flawed and cannot serve as the
basis for legislation. We believe the draft's proposals
reguire substantial additional study and consideration
given their far-reaching impact and the complexities
inherent in. the subject matter.

The GAQ Draft Dges Not Justify Its Recommendation
That Loss Reserves Should Be Discounted

We seriously dispute the draft's conclusion that loss
reserves should be discounted. The basic premise of the
draft that leads to such conclusion is that there is a
mismatching of revenue and expenses. The draft's premise
that mismatching exists is incorrect and is based on an
example (Tables 3 and 4) constructed on unrealistic
assumptions calculated to establish the desired
conclusion. These assumptions oversimplify the operation

of casualty insurance companies to such a degree that the

Page Line

3 19

thru

4 2 The premise of mismatching is not based on the

examples (tables 3 and 4 of the reportj. The examples were
developed to illustrate the premise, and in our opinion they do
i{1lustrate this point. The response to comment 4, page 35 of
the report explains why such things as loading for expenses were
omitted from the examples, It further states that introducing
such things would not have changed the outcome which the
examples were meant to show: The present undiscounted reserve
deduction results in a profit being realized from an otherwise
profitless transaction.

1JII XIAN3ddv
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Mr. William J. Anderson

February Z4, 1984

Page 4

example does not provide any basis for legislative 4 3-18
change.

The draft contains several concluSory sStatements that
mismatching exists, but the draft's only attempt to
support this conclusion is by a comparison of the results
in its Tables 3 and 4. These tables compare the
alternative economic and tax conseguences of a specific
assumed factual situation using discounted and
undiscounted loss reserves. They lend a surface
plausibility to the conclusion that there is mismatching
and are superficially appealing, but on close
consideration it is clear that they have been constructed
on totally unrealistic assumptions, which are not
reprasentative of actual cond:itions, Lor the apparent
purpose of proving that mismatching exists. As the tables
are the sole justification for the draft's conc¢lusion on
mismatching, the assumptions underlying such tables merit
close scrutiny.

Two c¢ritical assumptions were made in constructing
the tables (dr, p. 16): (1) "a loss payment of $1,000 will
have to be paid 5 years later;" (emphasis added) and (2)
the premium and all earnings retained and reinvested will
provide a 10 percent return, compounded semi-annually.

As a theoretical concept, discounting may be

appropriate where definite payments are to be made at

be willing to charge.

The mismatching occurs

The examples were based on clearly stated assumptions
and were unrealistic only to the extent they ignored expenses
and were based on premiums lower than companies would probably
The tables are only for the purpose of
illustrating the point and are not the sole justification for
the conclusion that mismatching exists.
because the amount of deduction taken under the undiscounted
raeserve deduction method is not allocated over the period of
deferval, whereas the offsetting premium income is allocated,

IIT XIANZE4dY
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specific points in time, and we submit that such
conclusion is all that the example provided by Tables 3
and 4 illustrates. But the assumption of a fixed and
definite payment ($1,000) at a specific point in time {in
5 years) is far removed from the realities of establishing
loss reserves of casualty insurance companies.

The establishment of casualty company loss reserves
is a complex and difficult process -- one that is full of
uncertainties. The ultimate loss may be zero or $2,000
rather than $1,000. The loss payment may be made
immediately or in one or two years rather than in five,
These obvious uncertainties exist but are assumed away by
the tables.

Ir fact, if the ultimate loss should turn out to be
31,600 and 1f the $1,0060 were paid 1n five years as
projected, recent past history indicates that the loss
reserve established would have been only $910 rather than
$1,000. This will be substantiated by the discussion
below on the industry's lack of success in recent years in
fully measuring the extent of the industry's losses.

The second critical assumption of the tables is that
¢one can project the rate of future earnings. Certainly
the varying rates of return enjoyed by investors in recent
years are indicative of the uncertainties inherent in such

projections. The draft acknowledges that its investment

5 3-13 The use of a specific point in time (5 years) as the
expected time of payment is used for illustration. We do not
agree that it "is far removed from the realities of establishing
loss reserves of casualty insurance companies."™ As the comment
states, property casualty companies in their rate-making of
necessity must use expected payment patterns. The period used
represents a single case selected as an example of many cases
with different payout patterns. Other examples representing
payouts in 2, 3, or 4 years might also have been used to make
the same point as the examples we used. In light of the above,
we do not feel that any uncertainties are assumed away by the
tables, We do recognize that there can be uncertainty about the
time of payment of any individual claim, although in the
aggregate it is possible (and necessary for rate-making
purposes) to determine an average period of payment deferral.

5 14-20 The 5910 reserve mentioned in this parvagraph apparently
refers to a 10 percent underreserving as previcusly referred to
in the report of the President of Insurance Services Offices,
Inc, It can be shown that if table 4 had used this amount as a
reserve deduction instead of the full amount of $1,000, the
comparison of the two examples would not have been greatly
different. The results of the discounted reserve deduction in
table 3 would have been a profitless transaction, while table 4,
using $910 instead of $1000 as a first year reserve deduction,
would have shown cumulative profit.

5 25

rhri

6 8 With regard to discount rates the draft did state that
future interest rates are not known with cerrainty. Tt did not

state that the assumption was not realistic. The 5-year moving
avarage of an individual company was suggested as a pratical
mechanism that could approximate the company's future earnings
rate. It also stated that the use of a 5-year moving average
would with the passage of time tend to be self correcting.
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assumption is not realistic and that earnings and interest
rates cannot be known with any certainty (dr. p. 20}. 1In
fact, the draft recommends the use of a moving average of
current and prior investment returns as a discount rate
for the very reason that earnings rates do fluctuate
sharply (dr. p. 21}. This does not cure the unrealities
of the assumption and at best will ameliorate its effect
in some limited situations,

This 10% rate of return also assumes that all of the
premium will be available for investment and that it will
be available immediately. This, of course, is not what
happens. A company's receipt of premiums often 1is
delayed. Evern after premiums are recelved, some must be
wsed fcr pudrpoccs sther than investment. The example
altogether ignores the existence of any expenses.

The three assumptions -- the certainty of the amount
of the eventual payment, the time it will be paid, and the
abllity to project future earnings accurately -- are
critical to the draft's conclusions, Because these
assumptions are s¢ removed from the realities of the
compiex and uncertalin process of establishing loss
reserves, any conclusion derived from the example is
suspect and not relevant to the guestion ‘of whether loss

reserves should be discounted for tax purposes.

6 9-15 As previously mentioned, for illustrative purposes
expenses were not included in the examples. This, however, does
not mean that the use of an assumed rate of 10 percent in the
examples was incorrect. Expenses could have been reflected both
in the premium charged and in the annual deductions from taxable
income, and the two examples would still have illustrated the
point that they were designed to show. Admittedly, this would
have made for a more realistic example, but the final result
would have been the same: without discounting, the profitless
transaction becomes profitable. See response to comment number
4.

6§ 16-24 See the last four responses immediately above.
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the tables also is subject to gquestion. The use of a
$613.00 premium and a 51,000 anticipated loss provides a
dramatic example of apparent mismatching. But as dramatic
as that difference seems to be, this relationship of an
assumed premium (5613} and a projected loss ($1,000) has

little resemblance to reality. When looking at aggregate

rate, an anticipated loss to premium ratio of 163% (the
ratio used in the table} cannot be considered
representative even 1n these difficult times. Setting
premiums on the basis of such assumptions would lead to
certain disaster., Finally, the tables assume that the
company will have nrome from other sounrces. SGiven vecent
too may be an unwWarranted assumption as many
casualty 1nsurance companles have been reporting losses in
recent years.

Where the assumptions underlying the tables are so
different from what actually occurs and where the tables
are the sole support for the alleged mismatching, there is
L

fs hanis { o PR T T U SN St e <
no basis lor Lhe drafl's conclusion that Uss reser veb

[

should be Jdiscounted. The burden of showing that
discounted reserves will improve the current system of

taxation has not been satisfied. Thus, the draft's

7 1-13 See response to comment number 4.

7 13-17 The profitability of the property/caSU§1ty industry .
has generally been characterized by ¢ycles. The losses reported
by some companies for tax purposes over the last few vears weve
the result of a downward cycle. However, according to an in-
dustry expert, this downward cycle may be coming to an end. The
president of the Insurance Services Office, in a recent address
before the BAssociation of TInsurance and Financial Analysts in
New York City, indicated that the turn in the underwriting cycle
has started and that for the long term he is "very bullish on
the industry." In any event, the stage of the cycle the
industry is in at any point should be irrelevant to the issue of

A A Vo Far the whale cuele
.
gooa tax law LOoT Lne wnoglie gylie

7 18

thru

8 2 We disagree with the statements in thils paragraph. See
our response to the comments starting on page 3, line 19 of this
source.
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9 26 We agree with the basic premise stated in this para-
graph. However, we differ with them with respect to the amount
to be deducted. The interest earned on reserve funds is

more than 60 years. available to the company.

basis for the taxation of casualty insurance companies for

ITT XIANJd4v

The special nature of the casualty insurance industry
and its obligation to policyholders was noted by the Tax

Court 1in Bituminous Casualty Corp. v. Commissioner, 57

T.C. 58 {1971y at p. 77:

-- The nature of casualty lnsurance reguires
accounting rules substantially diffevent from the
accounting rules applicable to general commerce.

in commerce generally, expenses come first and
income follows. The manufacturer must lncur the cost
of manufacturing his product before he gets pald for
it. The merchant must purchase his inventory before
he can resell it.

In the insurance industry, however, the reverse
is true. The policyholder pays the insurance company
in advance and the insurance company's costs, which
are primarily the payment of c¢laims, come alterwards.
If the premiums were to be taxed as received, and the
deductions allowed only as they later became fixed;
the result would be to tax very large sums of money
as income when in fact those amounts will never
really become income because they will have to be
paid out to policyholders and other claimants.
(Emphasis added.)

Granting insurers a deduction for losses incurred is
consistent with the fundamental policy of not subjecting
to tax amounts received which are subject to substantial
restrictions on their use., State insurance laws require
companies to establish reserves which are adeguate to meet
their obligations to policyholders and claimants. They
are not available to the company for its unrestricted "use

and enjoyment."
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As an administrative matter, determining the
present discounted values for all kinds of future
expenses would introduce unmanageable uncertainty and

undesirabhle cramrYasisw Discount rates could not be

undesirable complexity. Discount rates could not
determined individually for each business. Rather,
certain economy-wide average discount rates would
have to be employed. These discount rates would have
to be applied to mere estimates of the amount of the
expenses to be incurred at estimated dates in the
future. Any discounted expenses therefore would
represent only an estimate of future expenses, end .
that estimate would be wrong Ln every case in which
either the amount of the future expenses or the time
for economic performance was estimated incorrectly.

A system that allowed current deductions for
discounted future expenses would have to include a
complex set of recomputation rules for recalculating
overstated and understated deductions when the future
liabilities were actually satisfied at a time or in
an amount different from that originally projected.

The intreoduction of "unmanageable uncertainty and
undesivrable complexities" referred to by the Treasury
Department's statement on the discounting of future
expenses applies with greater force to the discounting of
~asualty insurance
companies., Although the GAD report incorrectly refers to

such liabilities as "future expenses™ {(dr., pp. 14-15}),

they are estimates of payments to be made on losses that

w

lready have occurred. There is no justification for the
adoption of a complex formula to determine loss reserves
for federal income tax purposes. Adopbtion of discounting
in this area would be certain te produce ey

administrative burdens for both the government and

taxpayers than those which now exist.

11 21-26 We do not agree that any possible complexities in the

discounting of (uture exper s apply with greater force to

discounting current loss reserve liabilities of casualty

insurance companies. Property casualty insurance, by 1ts very

nature, is based on managing uncertainty, and the handl*nq of

complexities is inherent in the background of casualty insurance
man .

S A
e}

rate-making anagemant,

11 27-29 This matter has been corrected in t inal draft.
See p. 12 where the term "future expenses" has been changed to
“fature loss payments".
4 Tme gueation to he decided here is whether any
additicnal administrative expense is justified by addltxopa} tar
issu® 15 heyond the scope o0 thls report aithougn
z aneld aansider before making

revenae. Th
1t is a fagtor that the Jongre
any changes.
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Prior Consideration by Others Has Not Led to a

Recommendation For Discounted LosS Reserves

There 1s no regulatory regulrement that loss reserves
of casualty insurance companies be discounted. The
propriety of such discounting has been the subject of
study and consideration by both regulatory and accounting
groups. The Naticnal Assoclation of Insurance
Tommissioners, The American Institute of Certified Public
Accountants, and The American Academy of Actuaries all
have given substantial time in considering the propriety
of discounting. ©None of these regulatory or professional
bodies has recommended the adoption of discounted loss
reserves,

The draft relies on the Statement of Financial

Accpunting Standards £7, 5 and keporting by

PIuratnce Frtersrisen, w-coed L Lue rinancial Accounting
Standards Board {"FAS8"}) on June, 1982 to suapport L1ts
determination that “"matching® of expenses and revenues is
an appropriate measure of annual income and yet ignores
that organization's failure tw recommend the discounting
of loss reserves.

The accounting groups considering this issue have a
speclal concern for the proper matching of revenues and
expenses for financial reporting to investors. They have

not recommended the practice of discounting loss reserves

12 3-13 The fact that various vegulatory bodies and others
have not recommended the adoption of discounting is in our
opinion not conclusive since these organizations are not
directly concerned with the establishment of tax policy.
However, it is our understanding that the recent NAIC report on
investment income does effectively discount reserves. (See
Repart of the Tnvestment Task Force to the NAIC, June 14984),

12 14-21 PFASB 60 permits but does not at this time require
discounting of reserves., We have changed the report to
eliminate reference to PASB 60, althouqgbh it is still our
pasitior that discounting is not in conflict with that
accounting statement. However, since FASR 60 does not apply to
the determination of taxahle income, we removed all refecences
to FASB &0 from the repart.

12 24-25 This statement 13 true as of the present time but see

note above opposite lines 3-13.
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Page 14

The Uncertainties Inherent in Establishing lLoss
Reserves Distinguish Them From Financing Arrangements and

Life Insurance Reserves Whose Accuracy May
be TImproved by Discounting

Adopting a separate measurement of casualty company
resarve liabilities unique to the federal tax code would
be justified only if it produced an accurate measurement
¢f current loss liabilities. Discounting introduces the
substantial additional uncertainty of the timing of loss
payments to the already complex process of determining the
amount of proper liability estimates.

The method of discounting used by the draft in making
1ts revenue estimates suggests that the pattern of
pavments should be derermined on the basis of historical
experience. The timing of payments in prior vears will
not necessarily provide an appropriate standard for
determining the pattern of payments in subseqguent years
if, for example, payments in the past have been unduly
delayed or accelerated.

Departure from a prior payment pattern can occur for
mAny £eAsSons. Tt man ocecay upon the adeption of new
policy forms {e.q., reflecting a change from occurrence to
claims made coverage in malpractice insurance), upon a
change in underwriting standards, as well as upon a change
in a company's general settlement practices. Payment

patterns will vary from one line of business to the next

14 8-11 We do not agree that discounting "introduces the
subsantial additienal uncertainty of the timing of loss payments
to the already complex process of determining the amount of
proper liability estimates."” The matter of the timing of loss
payments must have already been an integral part Qf not only the
reserve development but also the premium calculations.

14 12-26 Discrunting does infer that a pattern of payments
will he used. We do suggest that the pattern of payments should
be determined on the basis of historical experience. The
commentator does not agree that this will necessarily provide an
appropriate standard for future payments. Wh%le past history
will not always be reproduced in the future, its use, if updated
from year to year, should over time approximate actual
experience. We feel that the basis for our suggested use qf
historical experience is strengthened by its use by recognized
experts in the casualty insurance industyy. We ?efer to the_
study by the President of Insurance Services Gffice, Inc. which
is the principal basis for the industry claim that loss reserves
are understated. The pertinent quotation is as follows:

“The method assumes that: (1) "Payout patterns remain
consistent over time. This assumption appears reason-
able given stable link ratics that are shown for each
iine of 1nsurance.”
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and even within a single line from cne year to another.
More significantly, payment patterns will vary
substantially from company to company 5o that an industry
average 1s not a meaningful standard. The consequences of
an inaccurate standard for determining payment patterns or
Ziscount rates to individual members, to competitive
balance, and to the industry as a whole could be dramatic
as well as unforeseen.

Where liabilities are fixed and the time of payment
is known, there may be some justification for discounting.
Discounting 15 taken into account in determining original
1ssue discount where bonds and other debt obligations are
issued at a specified issue price that is less than the
srated redemption price at maturity. Under such
circumstances, the difference between such known amounts
will be taken into 1ncome over a specific period of time-
But such tax consequences are proper only because all
essential elements are certain.

Discounting also is involved in the establishment of
life insurance reserves where the essential elements are
xnown or can be predicted with substantial certainty.

Life insurance reserves reflect a liability to pay a
specified amount in the future. They represent an
accumulation of funds to pay that amount. As all insureds

will die, the event is certain, and the only uncertainty

15 13-4 We agree with this statement that "an industry average
is not a meaningful standard.” We would point out, however,
that our suggestion was not for an industry average method but
for a company by company one, Page 59, Appendix II under (9)
Discounted Unpaid Losses reads"---In applying the discount rate
to unpaid losses the discounting period and the annual discount
factors shall be based on each taxpayer’'s own historical pattern
of loss payments or its estimates of the proportions of current
taxable year unpaid losses to be paid in future taxable years.”
special rules would likely be needed for small and newly formed
companies, This should be handled by IRS regulations.

15 19

thru

16 21 This comment relating differences between life insurance
and property/casualty insurance apparently attempts to 3how that
the property/casualty business involves a much greater deqree of
uncertainty than life insurance and because of this it would be
improper to discount p/c loss reserves. It seems to overlook
the fact that p/¢ insurance, as well as life insurance, is
largely based on historical statistical experience. This
statistical experience is used to estimate all phases of claim
experience.
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is the time of death. Even as to this uncertainty., 16 22

thru

17 2 ©Qur position is that if reserves are inadegquate they
should be strengthened by the state regulators responsible for
such activity and then discounted for tax purposes.

mortality tables have been developed which provide

XIANEddY

9¢1

substantial certainty as to the rates of death at various
ages. Thus, there is (1) a certainty that payments will
be made, (2) a certainty as to the amount of such payments
and (3) a substantial certainty as to the time when such
payments will be made. Loss reserves of casualty
insurance companies differ from such life insurance
reserves in that (1) the event that may require the
payment of a liability has occurred; {2) the amount of any
eventual payment is uncertain and (3) the timing of the
payment cannot be accurately forecast,

Where certainty does not exist, discounting may
merely reduce an already inadequate tax deduction for
existing liabilities rather than reflect tne time value of
money. This would be the case if the loss reserve
liability to be discounted has been underestimated.
Because of the uncertainties inherent in the establishment
of unpaid loss liabilities, casualty insurance company
unpald loss reserves are the least appropriate place to
require discounting to reflect the time value of money.

As a result of the industry's reserve
underestimations in recent years the federal government
already may have realized a substantial economic benefit.

Such benefit may even be comparable to that which it might

III

IIT XIJdNdddV¥



Lzt

Mr. William J. Anderson

February 24, 1984

Page 17

have realized from any required discounting of mere

accurate loss reserve estimates over such period.

The Proposed Method for Determining a Discount
Rate Will Lead to Distortions

The draft has not established the necessary
foundation for its recommendation on discounting because

the fundamental premise of mismatching which underlies

1

such recommendation has not been substantiated.

Accordingly, we will not comment on the dratt's suggested
method of implementing such discounting or other details
discussed in the draft. Nevertheless, we must point out

that the draft’'s method of determining a discount rate

{i.e., a moving average ©f each company's investment
return for the current and preceding 4 years! is totally
PR DT I AT

From 1976 through 1981, the average annuai prime

interest rate has ranged from 6.8 percent 1n 1976 to 15.9
percent in 1981. Other investments experienced similar
fluctuations. To discount for the future on the basis of
a moving average of past experience will cause serious
distortions whenever the future investment return varies
in any substantial manner from that of the historical
period. Recent fluctuations indicate that this is a real
possibility. Furthermore, such a method of determining

the discount rate can lead to revised investment practices

17 12-15 We disagree that the draft's method of determining a
discount rate is totally inappropriate. An ldentical S-year
moving average has been used in the life insurance tax law for
the last 2% years. While there have been guestions, principally
concerning the assets to be used in the rate's determination, we
believe that the use of a 5-year average has never been in ques-
tion. WNevertheless, the actual period to be used could either
be this 5 vears or a different period to be established by
legislation or requlations.

17 '6 We do agree that interest rates can fluctuate. Hdowever,
the S-year average suggested is a portfolin rate, and the swings
in this rate from year to year are not of the nature suggested
by the cited changes in prime rates,
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by the industry and ig inconsistent with a tax system that

seeks neutrality on such matters.

is Deteriorating and its 1.OSs Reserves
Have Been Substantially Understated

The Financial Position of the Industry

Although the report recognizes that the industry is

an "important part of the American economy," the industry
profile fails to convey certain significant
characteristics of the industry's operations:

o competition for market share is intense, and
the market is nct concentrated -- the business
is not dominated by a few large firms;

~ competition among carrlers for market share has
been intensified by loss of business to captives
and other seif-insurance arrangements;

o in recent years, increases in premium levels
have been held to a minimum, a development which
causes many observers to be concerned not merely
for profitability but for the solvency of a
number of companies;

a the industry has reached a tenuous moment in its
evolution: reliance upon hign interest rates
to offset underwriting losses —- “"cash flow
underwriting" -- has permitted underwriting
losses to grow so large that observers fear that

changes in investment returns may lead to

18 3

thru

23 7 This section of the comments relate to industry profita-
bility and the matter of underreserving. Comment number 1,
pages 31-32 ©fF the report covers the matter of underreserving
and comment numbev 3, pages 33-34 of the report, concerns
industry profitability. For our overall response the reader is
referred to these comments.

i8 i10-t3 The question nf competition was considered by us but
was felr t~ be beyvond tha scope of the report.

18 16-20 A recent interview of the President of Insurance
Services Offices, Inc. reported in the May 1384 issue of Coopers
and Lybrand Insurance Newsletter included comments on this
matter of premium levels. We will guote tws statements from the
interview on this subject.

1. "iInsurers for perscnal lines have aiready stabilized
and moved their prices upward. Fortunately there are signs that
commercial prices are hecoming stable.®

2. "--but more and more producers say companies are
refusing to cut prices below a certain point,® 1In the opinion
£ rhis expert, it would appear fhat a turning ooint in the

laow-preminm underwriting loss avcle may nave been reached.

Fven though we have given the ahove quatatlions concerning
the present position in the c¢ycle, 1% is our opinjon, as pointed
out in a previous comment, that the present pOSITIONN in thé-
cycle should bhe irrelevent to good rax law for the whole cycele.
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an underwriting loss for 1983 of $12.2 billion on a
premium volume of $108.44 billion.

The draft acknowledges that the casualty insurance
industry had become less profitable since 1977. It points
out that net premiums written between 1977-82 increased by
about 47 percent, but total income (net investment and
underwriting gains or losses) decreased by about one-third
{before taxes). {dr. p. &)

A 1981 report comparing insurers' rate of return to
that of B85 other industries showed that over a 15 year
period (1966-198C) the casualty insurance industry's
average rate of return was lower than average returns for
the median non-insurance industrv. In addition, insurers
showed lower annual returns 1n il of tne 15 years. Table
2 (dr. p. 7) reflects that the trend continued in 1982
when the casualty insurance industry's 8.9 percent rate of
return as a percentage of net worth was only 81 percent of
the 11.0 percent rate of return reflected by the next
lowest industry (manufacturing).

The deteriorating financial picture of the casualty
insurance industry may be even more serious than the above
statistics indicate because it also appears that the
liabilities of the industry for 1ncurred losses have been
understated in recent years. Such underreserving is

indicative of the difficulties inherent in the process of

20
thru
21

9-25
22

See our response to comment 3 of report for discussion
of industry profitability.
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establishing appropriate reserves and is especially
prevalent with respect to long-tail lines. Generally,
loss estimates on long-tail lines have been short because
of events that could not be foreseen at the time the
reserves were established,

For example, in the mid-seventies, the industry
experienced dramatic shifts in expenses as the economy
went from high inflation to price controls, and then saw
dramatic "protective" price increases following the end of
price controls. Projections of health care costs, the
rate of inflation and other economic factors considered in
ratemaking and reserving could not be taken into account
rapidly enough to follow the shifts in eccnomic trends.
While raserve deficiencies in long-tail lines such as
medical malpractice and workers' compensation were
proncunced, even short—-tail lines such as automobile
physical damage and bodily injury, which require
projections of repair and health care costs, were hard-hit
by difficulties in projecting trends.

More recent evidence of continued underreserving is
found in the remarks of Daniel J. McNamara, President of
the Insurance Services Office, Inc. ("1S0") made on
January 10, 1984 at the Thirteenth Annual Meeting of the

IS0 wherein he stated:

Mr. William J. Anderson
February 24, 1984
Page 22

We've studied the aggregate loss reserves of
the 200 companies that write over 90% of the
business and make up A.M. Best Company's Casualty
Loss Reserve Development Report. Our studies
reveal very disquieting patterns. We've examined
the development of paid losses by accident year for
the five Schedule P lines that represent 90% of all
loss reserves. These lines of insurance comprise
general liability; multi-peril, including homeowners;
automobile liability; workers compensation; and
medical malpractice. Based on our analyses, we
conclude that the industry's total loss and loss
cXpense reserves, as of December 31, 1982, are
inadequate by more than 10%.

* x k&

The industry's complete financial results for
1983 aren’'t yet available., But the results for the
first three guarters of 1983 show no strengthening of
loss reserves. In fact, the industry's loss reserves
increased in that period at an annual rate of only 8
percent, continuing the slowdown in the rate of
increase that we've seen in recent years. That 8
percent annual rate of increase would be the lowest
rate of increase in loss reserves in 20 years.

x k ok

The industry's financial position looks even
worse, when you consider current and prospective
commercial lines underwriting results. For all
commercial lines of insurance, we estimate the
combined ratio fthe ratioc of losses and expenses
tc premiums] to be at least 115 for 1983, and we
See no improvement in 1984. (Emphasis added.)

The NAIC letter to Senator Dole expressed its concern
as to the impact that discounting loss reserves for tax
purposes would have on this serious problem when it stated
that: "{alny change in the accounting for loss reserves
will encourage further under-reserving."

Recommendations which lead to the imposition of

additional tax liabilities on an industry which has

ITII XIANdd4dV
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experienced a declining profit picture, that has a lower
rate of return on net worth than other industries and that
has substantially underestimated its present liabilities
appear to be misguided policy even if such recommendations
are based on theoretically correct premises. Where, as in
the instant case, they are based on 1nvalid assumptions,
Lney are totally unwarranted.

Economic¢ Effects on the Industry and its Customers

“Also Must Be Considered Prior to Recommending
Legislation Which Mandates Discounting

No major legislative change should be adopted without
consideration of the potential impact of discounting on
the present competitive balance of the various types of
~ompanies in the casualty insurance industry, on the
competlrias halance Tetween roe andastry and Seir-InsSurers
and captive insurance companies, on the potential loss of
insurance business to foreign insurers, on the increased
cost of insurance te consumers (with the conseguent
revenue 1loss resulting fram the increase in deductible
premiums for business insurance), and on the extent it
would influence investment decisions by the industry. Any
recommendation for a revision of the current statute can
be made only after extensive studies have been completed
on at least the matters described above and on the

operations and economics of the industry in general.

23 5-7 We disagree with the statement that invalid assumptions
have been used in the report.

23 12 We found no evidence that our suggestions for possible
changes in tax policy would affect the competitive balance of
the various types of companies in the p/c industry. None of the
comments we have received from industry sources have said that
discounting would affect competitive balance between say, stock
and mutual companies, self insurers and insurers, etc.

23 17 Gee response to comment 7, p. 38 of report.

23 18 We were not able to evaluate the increased cost of
imeirance to consumers hecause of lack of concrete knowledge as
te the degree of "pass-on®™ of higher taxes in premiums, etc.

23 21 We recognized that there could be changes in investment
decisions and included a disclaimer in the report since it is
impnssible to estimate beforehand the extent of such investment

changes.
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agents, brokers, and ewmployees” (dr. p. 26}. Although not
mentioned in the text of the draft, the legislative
language proposed by the draft also includes "advertising”
as part of this category (dr. p. II-5}. 1In this respect,
contrast the draft's proposal with the Internal Revenue
Service's present position in Treas. Regs.
§1.471~114¢c)i2)tii1) and Rev. Rul. 68~561, 1968-2, C.B.
117.

The illustration of mismatching in this second area
of recommended change assumes the issuance of a 3-year
policy for which an insurance company treceives premiums in
advance. Such premiums are included 1n current income
anly As earned. The draft concludes that "if the matching
principle 13 to operate Correctliy, expenses must be
treated the same way" (dr. p. 27).

Although the text of the draft appears to be
concerned only with multi-year policies, the revenue
estimate indicates that the recommendation encompasses
"acquisition" costs of one-year contracts where the policy
year Falls within two taxable periods.

The recommendation that acquisition expenses be
capitalized and amortized over the life of the contract is
contrary to the dgeneral principle of tax accounting that
an expenditure need not be capitalized where its benefit

does not extend "substantially beyond" the close of the

2% 9-15 The example on page 22 of the report has been changed
from a 3-year policy to a 1 year policy to remove any cause for
misunderstanding that our suggested tax changes were based on
multi-year contracts, which no longer are the norm,

25 16

thru

26 9 Qur position is to achieve closer matching even if the
contract is only for 1 year or less. Premiums paid for a period
beyond the end of the year of issue are allocated as earned and
unearned, and we feel the same treatment should be used for
acquisition expenses. This woild involve changes in existing
ragulations as well as legislation., We do not feel that under
our Ssuggestion there would be any preblem of tracking expenses.,
since once a particular expense is identified as being acquisi-
tion, it is allsocated solely on the ratio of total earned to
total premiums.
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Mr. William J. Anderson

February 24, 1984

Page 26

taxable year in which it is paid or accrued. Treas. Regs.
§1.461-1(a).

Under current tax accounting principles, amortization
of acquisition expenses over the life of a one-year peolicy
would not be justified. Substantial administrative
expenses would be reguired in tracking and allocating
acquisition costs over two taxable yvears and this would
result in only a slight shift in expenses which over time
would not have any substantial effect on revenues.

Moreover, the draft report's recommendation is
inconsistent with the Treasury Department's determination
when it reviewed this issue. In testimony before the
Senate Finance Committee on June 13, 1983, Assistant
Qecretary JInhn Chapoton stated:

Treasury does not bellieve that 1t 1s necessary

to revise this long-standing practice at the

present time.

If the industry's long-standing practice does
constitute mismatching, it is mismatching for one year at
most and is comparable to that allowed other taxpayers
where payments received are t¢ be included in income as
earned. (5ee for example, the deduction allowed for
circulation expenditures under Section 173 coupled with

the deferral of prepaid subscriptions as income pursuant

to Section 455.)
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Mr. William J. Andersan
February 24, 1984
Page 27
We are concerned that in the effort to present a case

for mismatching, the draft report presents an example
which is inaccurate and misleading. As an example of the
mismatching which might vecur, the report assumes the
issuance of a thres-year contract. Quite simply, three
vear policies are not common within the insurance
industry. One-year policies are tie norm, and 1n lines
wnich ar= experiencing pricing problems, policies often
are issued for only six month periods. A review of the
draft's Tablie 4 in Appendix I (dr. p. I-10} indicates that
almost all of the revenue estimate on this recommendation
ig atiributable to cne-year policies.
arrquisition” costs remain level.

ver Al g Ioannial deductions aliowea under rhe dratr
proposal wiil pe the same as those allowed under the
current system., By deferring the tax deduction of
"acquisition™ costs (whigh in almost every case will be
for only one year), this recommendation will adversely
affect only those insurance companies with increasing
"acquisition" costs and therefore a lesser tax deduction
under the GAO recommendation than presently allowed. Such
increase in acquisition costs may occur because a
company's business is growing. 1In times of high

inflation, it also may occur solely because of inflation,

Under such circumstances, any additiocnal tax revenue

27 5-9 See response to comment 5, pages 35-36 of report.

27 18-20 We agree with this statement, but according to
studies made by Best's, most companies are growing both as to
premium income and amount <f insurance coverage. However, it
stould he pointed aut that growth and additional tax revenue, if
any, because of inflatiocn is not unique to the property/casualty

industry.
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m J. Anderson
4, 1984

8 8-1 See response to comment 9%, page 42-43 of report.

This recommendation would change a long-standing
practice, which is not unigue to the casualty lnsurance
industry, to achieve a theoretical purity not considered
necessary by the Treasury Departmenc. Its adoption 1s not
justified.

Protecticn Against Loss Account

Mutual companies cannot look te shareholders for
capital that may be required to maintain or

capacity for writing insurance. To alleviate this problem
Congress provided the PAL account whereby the tax on
certain amounts can be deferred and thereby retained as
Dare af roe surplus T sush dompanies. Notnhing n the
draft indicates that the PAL account has aot served itcs

intended purpose or that it will not continue tc do so ina

~he fature In the context of pregent law the draft!

s

conclusion on this matter is questionable.

Further Assistance Available

We appreclate the oppertunity you nhave given us to
comment upon the draft and we will be pleased to discuss

our comments wlth you or your representatives.

Sincervely yours,

g s STl

wrence Jones’
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THE HOME
INSURANCE
COMPANY

February 22, 1984

Mr. Natwar M. Gandhi

Senior Evaluator

Program Analysis Division

United States General Accounting Oftfice
General Government Division

washington, D. C., 20548

Dear Mr. Gandhi:

We enclose a statement of our comments on the draft of a proposed report
antitled "Congress Should Consider Changing Federal Income Taxation of the

Property/Casualty Insurance Industry” which was prepared by the staff of the

United States General Accounting Cffice. For your

copies of the statement are enclosed.

This statement is submitted on behalf of the following

LR Lrdnde Tampanies:
American internar . ional ifroubs
Chubb & Son, Inc.
CNA Insurance Companies
The Continental Corporation

The Home Insurance Company

Very truly yours,

o D —

Michael Nevens

MICHAEL J. NEVENS

A

Assistant Vice President
The Home Insurance Company

MN:cp
Enc.

e

ViCE BEETIE Y

RYERTY

convenience two additional

property/casualty

ITI XIAdNd44v

IIT XTANJd4dv



681

Comments on
The Draft of a Proposed Report Entitled
"Congress Should Consider Changing
Federal Income Taxation of the
Property/Casualty Insurance Industry”
Prepared by the Staff of the
United States General Accounting Office

In its draft of a proposed report entitled "Congress
Should Consider Changing Federal Income Taxation of the
Property/ Casualty Insurance Industry,” the sStaff of the
U.S. General Accounting Office has suggested that Congress
give consideration to three changes in the manner in which
property and casualty ("P&C") insurers are taxed under the
Internal Revenue Code. One of those suggestions, and the
only one to which these comments are addressed, is the
proposal that Congress enact a reguirement that P&C insurers
discount their unpaid logses for federal income tax
purposes. The omission of any discussinn of the other two
oreprsals, which deal with acquisition axpenses and the PAL
account, is not intended and should not be Interpreted to
imply agreement with the suggestions made in the Draft
Report,

These comments are not intended as a corprehensive
critique of that portion of the Draft Report dealing with
unpaid losses. They are limited to a discussion of twp
central points. First, the case for discountihg the unpaid

losses of P&aC insurers made in the Draft Report rests upon a

fundamentally erroneous understanding of the pricing

1 26
thru
2 1

See response tc comment number 4, page 35 of report.
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mochanism of PLC insurance. Second, the Draft Report fails
to take into account the serious inadequacies in the
existing unpaid losses of P&C insurers and, as a result,
ignores the devastating impact of applying a discounting
requirement to estimates which understate the ultimate loss

payments.

The Draft Report Is Based on a Misunderstanding of the

Mechanism by Which P&C Insurance Is Priced

In an attempt to justify a discounting requirement, the
Draft Report sets forth, at pages 15 through 17, what
purports to be a simplified, but realistic, hypothetical
example of a P&C insurance transaction, The example begins
with the assumed fact that the P& insurer issues a Six-
nenth pelicy far owhich the premiam 1s received on Tgyne 30,
1980, and it assumes, for the sake of simplicity, that the
ingurer incurs nn expenses in connection with the
transaction.

The example then assumes that (1) "the premium is set
tec equal the discounted value of the loss payment,” (2) the
P&C insurer will have to pay a loss of 51000, (3) the loss
will be paid on June 3G, 1985, (41 the premium wili be
invested at a 10 percent interest rate, compounded
semiannually, (5) all of the P&C insurer's earnings will be

reinvested at the same 10 percent rate, and (6) the P&C

1-6

See response to comment number 1, page 32 of report.
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1nsuretr has ather income against which it can offset any
negative tax liability arising from the transaction, On the
basis of these assumptions, the example concludes that the
P&C insurer will charge a premium of $613,91.

However, the first assumption is false, and the
remaining assumptions are simply unrealistic. The falsity

of the first assumption becomes readily apparent if one

rRlir amal o ausgmprion e raden tne PAC insgrer had o oa
policyhaldere eurplus at January 1, 1980 of SL00, an amount
certainiy sufficient ta support preomium writings of S613,.91.

At December 31, 1980, policyholders surplus would be reduced
to $135.86 13500 plus lnvestment income of 551.25 plus
premiums ~f $613,91 plus investment income of $30.70 less
unpaid lesses of $1,000%, Tt the insurer were to renew the
policy for annther six months on December 30, 1980, it would
S AT P yoopiTy By 't ' ot " .
R LT CUR Peawyacadulo Darplan ot
increased by othe renpwal premium of $613,91, and by
investment income of $90.49, but would be decreased by the
new unpaid loss of S1,000). Barring infusions of additicnal
capital, the P&C insurer would be placed in liquidation by
state regulatory avthorities.

Tt 1s, therefore, obvious that P&C insurance cannoct be
and 1s not priced in the manner assumed in the Draft Report.
& discussion of the actual process empleoyed by P&l insurers
to determine the amnunt to be charged as premiums, i.e.,
rating, appears in the written statement submitted to the

Senate Committee on Finance with Mr. William F. Gleasan,

3 §-22 This assumption that "the premium is set t¢ equal the
discounted value of the loss payment” is not false, It was,
however, used for illustrative purposes only, knowing that a
higher premium, reflecting expenses and profit, would have
produced the same result, even though different numerical
figures would be shown.

The examples starting on page 13 of chapter 2 of our report
were of single transctions or policies. This was done to sim-
plify the examples and to more readily illustrate the point of
the different results between discounted and undiscounted loss
reserves. However, in actual practice, there would be many
poli~ies and transactions involved: some policies would resul
in early claims, others would not.

The commentator is correct that a company, with a single
policy and rhe guoted amount of surplus, could not remain sol-
vent, particularly if it were to continue with this policy for
another 6-month period and experience ancther claim. Tt is not
clear to us what the actual impact of this example is meant to
be. It is clear that a company's surplus is meant to cover all
of its policies, and as we said some become claims and many do
not. The insurance principle could not operate if it was
assumed that every policy would result in a certain claim.

3 23

thru

4 18 See response to comment number 4, page 34 of report. The
pricing mechanism used in the examples was for illustrative
purposes only and does not invalidate the case for discounting.
An example showing actual pricing approaches and real data would
show comparable results,

ITI XIANIdaW
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Jr.'s letter of June 24, 1983, A copy of that statement was
delivered to Mr. Natwar M. Gandhi, Senior Evaluator, Program
Analysis Division, U. S. General Accounting Office.
Accordingly, in lieu of a reiteration cof the details of

rating, it would seem sufficient to note that under the
assumptions made in the Draft Report or under any variation
thereof 1n which the premiums charged by the PsC insurer
were less than the amount of the PgU insurer's losses and
crpenses, no P&C insurer could ever report an underwriting
profit. Heowever, some P&l insurers consistently report
underwriting profits, and the P&C industry as a whole
cyclically reports underwriting profits. The assumptions of
the Draft Report cannot be reconciled with these well-
documented facts, and it follows, therefore, that those
assumpt ions are erronenus. Since the case for discounting

v othe Draft Report rasrs upon a fundamental misconception
of the pricing mechanism for P&C insurance, it also follows

that the case for discounting must fail.

The Draft Report Fails To Take Into Account the Devastating
Impact of Discounting the P&C Industry's Already Inadequate

Fstimates nf Unpaid lesses

In order to determine the present value of a future
payment, one must know, among other things, the amount of

the future payment and the date upon which it will be paid,

ITI XIANdd4dd¥
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As noted above, the example set forth on pages 15 throuah
17 of the Draft Report resolves these two issues by simply
assuming that in the year the loss occurs, the P&C insurer

knows both the amount and date of payment.

These assumptions are simply unrealistic. A P&C insurer
pays its lessecs in a continuous stream on dates which it
cannot. faresce elther when 1t writes ite policies or when it
estimates the amount which it will have teo pay on a 1rss which
has occurred but has not yet been settled. As of the date
of the occurrence of the loss, the amount that the P&C
insurer will be required to pay is similarly uncertain.

In the case of losses which remain outstanding over a period
of time, the estimate of the amount that will have to be
paid to resolve the claim will be reviewed at regular
intervale and will, in light of the facts known at the Jdate
of review, be increased or decreased accordingly.

Although the example on pages 15 through 17 of the
Draft Report employs the unrealistic assumptions that the
PaC insurer knows as of the date it fixes the premium the
amount and date of payment of the loss, the Draft Report
acknowledges elsewhere, in imprecise terms, that P&C
insurers do not know the amounts of ultimate loss
payments that will have to be paid on existing unpaid
losses, Draft Report, p. vii, The Draft Report uses the
phrase "the amounts needed to pay future claims" instead of
the correct "the amounts needed to pay currently outstanding

losses.”

5 3-4 We disagree that the draft report, in effect,
oversimplifies the matter of determining the amount of loss an@
the date of payment. While we deal with a single transaction in
our example, it is only representative of a large number of
similar transactions. In the aggregate the law of large numbers
results in a high degree of predictability of the amount and
date of loss and the date of payment of the loss, For small and
newly formed companies special arrangements, covered by IRS
regulations, could be made.

5 24-27 This has been corrected in the final draft, see page
12 of report.
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The Draft Report cnntends, hnwever, that the fact that 6 12-18 Comment number 1, paggs_31432 of the regort, discggfes
the matter of underestimation ol 1loss reserves. We agree witn
the statement in lines 12 through 16, but feel that the remedy
for this is to have companies correct their underestimations
pefore discounting.

unpaid losses represent estimates rather than fixed amounts

does not represent an obstacle to discounting unpaid losses,

KIANdddav

even though a discounting requirement referenced to current

I

estimates would not yield the present value of the future

11

paymente. The Draft Report argue ur

[*53

ues that "the uncertainty
assnclated with the reserve estimabion process exists

whether ov not the v are discounted” and that

"reserve cstimates are made annually, and any errors in one

"

year can be corrected in a subseguent year, lratt Report,
p. vii.

For any P&C insurer which has underestimated the
amounts which it would ultimately be required to pay, the

impact of a discounting reguirement wonld he to limit the

deduction for unpa:id losses to an amount less than the

Pri

thewret:cal present valos of those losses. T the

regulrement would bhe punitive,

It is well recognized that the PsC Industry's estimatesg
of uvnpaid losses are seriously deficient. Mr. Daniel 7.
McNamara, President «f Tnsurance Services Office, Tnc..

the inadequacy of those estimates in the

1A 10, 1984 hefore the
Thirteenth Annual Meoting of 150G, The functions of ISO
include the collaction and analysis of data relating te the

P&C Industry. A photocopy of Mr., McNamara's remarks is

attached hereto.
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loss rescrves at December 31, 1982 of the 200 P&C insurers
which wrote 90 percent of the business written by all P&C
insurers and had concluded that the P&C Industry's total
loss and expense reserves at the end of 1982 were inadequate
by more than 10 percent. Thus, if a discounting requirement
had been imposed for the year 1982, its impact would have
been to magnify the inadequacy rather than to reduce the
future payments to an assumed present value.

looking to the future, Mr. McNamara indicated that IS0,
using reasunable payout patterns and discounting unpaid
losses at an assumed 8.5 percent investment yield, has
calculated that for 1984 the PsC Industry will have negative
pre-tax rates of return ranging from 4 to 6 percent on three
major commercial lines of business, i.e., general liability,
commercial auto, and commercial multi-peril, over the period
required to pay the insses, 1f a requirement that unpaid
iosses he discounted for federal income tax purposes were to
pe added to this dire scenario, the results would obviously
be catastrophic.

The Draft Report's contention that the impact of
digcounting inaderuate estimates in one year would be
corrected in a subhsequent vear ignores the fact that the tax
imposed das the result of discountipng inadeqgoare esrimates
may not be recoverable when the correction ocours. In that
avent the payment of the tax would simply serve to reduce

the funds neceded to pay losses,

7 20-26
adjusting
different
counting.
carryback

The question of recoverability resulting from

for earlier inadequate estimates does nct seem to be

in the case of discounting reserves than undis-

Recoveries in either event would be limited only by

and carryover provisions.
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Heron, Burchete, Ruckert & Rothwell

Suite 420

1200 New Hampshire Avenue. N.W.
Washington. D C 20036

(202) 7759141

TWX T10-822-9270

February 24, 1964

BY HAND

Dr. Natwar Gandhi

U.S. General Accounting Office
1201 E Street, N.W,

Room 606

wWashington, D.C., 20223

Re: NAIC Comments to GAO Draft Report: "Congress Should
Consider Changing Federal Income Taxation of the
Property/Casualty Insurance Industry”

Dear Dr. Gandhi:

42w bie comment:s f the National Associitian
unt1ny

Foolosed
of Insurance Commissioners {NAIC) fto the 1.5. General Acc
Jfiice draft report entitled "Congress Shouid Censtider oh
Federal Tncome Taxation of the Property/Casualty Insurance
Industry." It is respectfully reguested that these comments he
carefully reviewed and taken inic consideration in the
formulation of the final report. It is also requested that they
be published with that report.

incerely yours,

rs, Jr.,
he National Assoclation
ce Commissioners

RHM,Jr./s]w

Enclosure {6 copies)

cc: The Honorable Rill Gunter, President, NAIC
The Honorable Bruce Bunner
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STATE OF CALIFORNIA GEORGE DEUKMEHAN, Governor

DEPARTMENT OF INSURANCE

500 SOUTH COMMONWEALTH AVENUE
LOS ANGELES. CALIFORNIA 90005

February 73, 14984

M., William J. anderson, Director
General Government Division

United States General Accounting Office
Washington D, T, ?0RAR

Dear Mr, Anderson:

As CThairman of tne National Association of Insurance fTommissioners
(NAIC) Property and “asualty Taxation Task Force, we present in the
paragraphs wnich follow nur collective comments relating tn our
review of the Draft of a Proposed Report entitied "fanqress Should
Zonsider Changing Federal Income Taxation of the Property/fasualty
fnsurance Industry" prepared by the staff af the 11, S, feneral
Accounting Office {GAD).

The GAD is proposing three major tax Taw changes: (1) the
discounting of loss reserves: [2) the amnrtizatinn of ovolicy
acauisiiion costs over related policy terms: and 3) the eiimination
mF tne prentectian 3gaingt Iage (PALY acenynt .

Tne %4 acfount i35 3 tax concept apolicable salaly tn mutyal insure-s
and unratated to statulory accounting and thus Aot 2 significant
cancerna tn tne NATS, We expect the insurance industry will address
Tte 7oncarns with resoect to this RA0 propnsal,

Tne NAIZ is priacipatly coancerned with the ahove mentioned changes
retating to the accounting for loss reserves and the accounting for
policy acquisiticn expenses. These proposals, if adopted into law,
will, in aur oninion adversely affect tha efficacy of state
regulation insofar as it relates to insurer solvency issues and ths
presecvation of traditinnal statutnry accounting ohjectives,

1

24-27

We do not agree, See response ta comment number 6.
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Mr, William J, Anderson,

Director, General Government QDivision
United States General Accounting Office
February 73, 1934

Page 2

The GAOD appears to overlook either intentionally or unintentionally 2 2-6 See comment number 6. This statement was deleted from

__________ underatanrnding on

the fiduciary ctharacter of the insurance 1ndugtry. The GAD comment the final draft since it seemed to lead to misunderstanding on
on page 12 of the draft proposal that states "there is no inherent the part of more than cone commentator, and in any evgnt, the
conflict ponsed to protection of the public interest by adonting an position it expressed was adequately made elsewhere in the
alternative method of income measurement solelv for purposes of report.
taxation," is most disappointing and distressing to the NATM.

2 7-23 See our response to comment of the Asscciations, p. 3
The GAQ uses the criteria of Financial Accounting Standard No, &N line 14.
{FASB No. AO)] Accounting and Reporting by Insurance Fnternrises
dated June 1982 to support its arqgument that the statutory accounting 2 30-33 We do not believe that premiums are largely written
of the NAIC is an improper accounting model te measure taxable income for periods in excess of 1 year. See response to comment number
hecause statuytory accounting daes not match expenses with associated 5.
revenues,
The difference between FASE No. 60 and statutory accounting is naot
as divergent as the GAD would have us believe. Premiums, losses,

toss adjusting expenses, maintenance and operating expenses
associated with the underwriting function of insurers, and investment
income and expenses under hoth statutory accounting and FASB No. A}
{which conforms to aenerally accented accounting principles) are in
fact properly matched. Moreover, to the issue of discounting of laoss
reserves, neither the American Tnstitute of Certified Suhlic
acevuntants nur bne Fripanciail Accounting Standards Sodrd {in ifs

N

VoL 00 pranodncement) have officially adopted accaunting nrvnﬂ1r1u<

458

N P Loottun Srrseranoad e Lag NA

Aitnougn statutary ar 1Tag i

statutory adjustmants are balan Y 1

through valuation adjustments {as non- adm1tted assets\ d1rect1v to
uollcyhoider surplus. The principal deviation of statutory

accounting from 458 Nno., AN that affects stafutory net income and
thus, proposed taxable income are policy acquisition expenses. Again
the GAOQ would have us helieve that premiums are largely written for
periods in excess of gne year, This is the excention not the rule,
Premiums are written largely for periods of ane year or less and the
trend is very definitaly toward periods of less than one vear,

ITI XIANHEddY
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Mr. William J. Anderson,
Director, fieneral Governm
-

United States General Ac

February 23, 1984
Page 3

[f fiduciary and public interest objectives are relevant tn the
insurance industry, then the NAIZT would strongly urge that the use nof

conservative accounting principles in the determination of hoth
statutory and taxable income should he preserved. 4s for the

deferral and amortization of acguisition expenses, why abandon sound

StAtutary accounting practices at the risk nf weakening puhlic

interest onjectives and snlvency concerns of the insnrance industry

soltely to achieve tae pra-ration of acguisitinn emxnenses nver short

periods of one year nr less. Pernaps the G40 oronpsal, 1f adnnted,

more approdriately snould relate to such exnenses only when
ntractual grem

of aae year.

rironilled and 1ipcted Fas nerinde in o
s priicg oang caliocton o GLYIGas 1n f

The proposed tax changes of the GAN trend in the least conservative
girection., Tne erosion of conservative accounting practices dnes
not, in our opinion, serve the public interest. The proposed Life
Tnsurance Tax Act {S 1997 changes 3alsn arz indicative of such

adverse trends. for examnle, the proposed life insurance fax changes
abandon net level roserving for the less conseryative TR2YM recerying

method, require the least conservative mortality and marbidity

assumptions for reserviag purpnses, and incorporate disincentives fn
economic growth for small 1ife insurance companies ‘which ara nnt <sn
smalll as defined tn too nenoosed Yeoislatinon,  Thae 2470 prennsals far

P e Ty

We beldieve L dn Fair Lo £nat signifrzant tax accountina
covcepts adopted into law ely evolye intn generalliy acceptad
accounting practices. likew}f?, stalutorv accounting will not he an
“xfepuwnn and thus g in the same direction. “he prnonsed
tax measures wil chanqe that will overturn a lona
aniding "partn: state drance =equlation and federal
AKX lawh AL and casualty 1nasurance Ccomoaniass,

3 4-9 oOur suggestion is that allocation of acguisition
expenses be based on the ratic of unearned premiums to premiums
written, Premiums, both unearned and written, will be for
contracts of all lengths, including those of 1 year or less, as
well as those for longer periods., We do not suggest that sound
accounting principles be abandoned. Again, we would stress that
our concern 1s with the matching of revenue and expenses for tax

IrDoaes :ith no consideration of changing any statutory
pUrposes, with no consiceration cnanging any statutory

accounting princliples felt to be necessary to ensure solvency.

3 13-27 See response to comment number 6, page 37 of report.
We disagree with this comment since it is our positicn that tax
and solvency accounting methods serve separ

purposes.

3 28~-34 The statement starting on line 28 1is a matter of
opinion and is certainly not true in all instances. See page ii
of the Digest where we limit the scope of the report to
measuring income for proposes of federal income taxation only.
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My, wiiiYiam J. Anderson,
Directs-, Saneral Bovernment Division
United States Gara2ral Accaunting Nffice

I1IT XIUNHA4AY

wary 53,1931
2age 4
The zccounting concepts articulated by Financial Acgountinag Standard 4 13-6 In our opinien, statutory accounting is not necessarily
No. 59 1s not a panacea to solving tax revenue problems of the appropriate for tax purposes. For many other regqulated
property and casually insurance companies. fgain, the questionable industries the regqulatory accounting scheme is not used for tax
tax results of the pr 1 hardly t the ahbandonment of sound purposes.
statutory counting practices as 4 zasis for the determination of
fazabie ime far Lhis indastry., The proposed tax changes do nnt 4 11-13 We disagree with this statement. Discounting of loss
adenuate vy provide for satisfactory long term income tax revenue reserves and allocation of acquisition expenses will increase
objectives, The expected tax revenues are illusory and, to the exent tax revenues on an ongoing basis, all other things (investments,
tax revenues are realized, they will he suhstantially realized only e A mawben Eawma  mhe 3 mamadimimg kho same
: PR s M . 3 . i pass—on oI exXtra Caxes, eil,) eEmMalning o4& 3ans.
in tne transition taxatiaon vear or during the vhase-in nerind. The

propused changes simply accelerate the accumulated timing differences
gxisting hetween the current statutory oractices and the orososed tax
accounting methods.

The NAIC believes that there are better taxation alternatives if
"reform" is truly the rationale as purported by the draft RaAN
report. Further, the NAIC helieves that these alternatives can he
formulated and implemented withotut nlacing the state requlation of
insurance at risk.

Otner specific comments and observations relating to the praonnsed tax
d s trey afFfect wbatstary aconunting, §solvancv and

Rrlity AF the fadiatey, and the intarocte of tho cnngumor 3rn

JreEs iy

bou

g
L e A

Ling wl Luvy Reseryes

Recognition of the d4iscounted value 5f angreaate loss
reserves for tax purpnses anticipates future income. Thus,
@ tax will be imposed on unrealized inwastment income tnat
w111 immediately diminisn poalicynolders' surnltus in the
amount of the tax imposed. Moreover, tas tax imposed could
radyce o0l holders' zurplus by 5% or morz, assuming an
effective tax rate of 59% and a discount factar of 5%, This
results fram the <ize of the industry's 1}
surptus, as explained furthner in the sycceeding item.

06s regarves 1o
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Mr. William J. Anderson,

Director,

General Government Nivision

United States General Accounting Office

February
Page 5

23, 1984

Any change in the account for loss reserves will encouraqe
further under-reserving, The May 1983 adition of Best's
Reyiew estimates that the long tail lines (Schedule P
reserves) are already under-reserved by 10%. The Insurance
Services Nffice reported similar findings earlier this

year, Should statutory accounting for loss reserves be
changed to conform to the proposed tax measures, marqginal
insurers would suddenly apoear financially healthy,
Aggregate loss and loss expense reserves of most companies,
including the top 10 insurers, exceed ? to 3 fand sometimes
more) times policyholders' surptus. Thus, a discount factor
of 5% can have a multiplier effect, increasing nolicyhanlders'
surplus, 10% to 15% or more, respectively.

Discnunting of property and casualty lass reserves is not
analegous to iife insurance obligations. Unlike 1ifa
insurance, where oremiums contain a savings element {that is
set aside for henefits and claims that will sccur in the
future) in a future benefit reserve at 1ts present value,
the Yoss reserves of the property and casuaty insurers are
for claims g]ready occurred fhoth reported and unreported),

in1s tax measure may encourage anti-consumer bDehav:or by the
insurer. Any discount model imposed by legislation
conscigusly ar unconscicusty promate claim payments
2y insurers in order to conform actual ¢laim payment
vatternas to tne assumptions of the model,

State regulation already has legal and accounting problems
with nonadmitted foreign based reinsurers. This tax measure
may promote further proliferation of novel foreign based
reinsurance arrangements designed solely to circumvent beth
Federal taxes and sound statutory accounting practices.
These contracts often minimize the amount, if any, of risk
transfer and unfortunately result in the transfer of actual
reserve funds to locations outside the supervision or
control of state requlation,

5 6é&7 See response to comment number 6. We specifically do

not advocate this,

5 21-25 GSee response
a model but rather the
pattern. See page 59,

5 27-30 See response

to comment number 6. We did not propose
use of each company's own historical
appendix II,

to comment number 7.
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Mr. William J. Anderson,

Director, General Government Division
United States General Accounting Office
February 23, 1984

Page 6

Amortization of Policy Acquisition Txpenses Over Policy Terms

fgguisitinn expenses related to premiums are in essence an
insurer's selling costs, The princioal sellina cost,
although not aiways, i3 agents' commissions. Deferral of
selling costs, as proposed by the GAQ, is nob required of
other industries. 1f symmetry is relevant, proposed
Section 811 of tha Life Insurance Tax Act {S 1992} does not
contemplate deferral of commissions and other selling
costs.

Commissions to agents and hrokers are typically reported in
the aaents' and brokers' taxable inceme when received or
when the policy is invoiced to the policyholder. Again, if
symmetry i< relevant, should the insurer he reguired tn
defer such costs?

T¢ soliing 294t are daferread, the SA0 draft repoet i
silent witn re ot to recoveranility issues
- linearnsd oremiyms must e

capitalized
nay ali future
and including the recovery nf related deferred acquisitinn

S5EY OCLurring within their umexpiresd rer-

exnenses . 1f recoverabd
se clearly demanstrated,
currently canitalizing f

The statutary accounting system,

Titv from unearned oremiums cannot
the GAN formula runs the risg of
uture underwriting Insses.

as currently sanctioned 5y the

Treasury Department, has worked well for over A0 years in achieving

ite ultimate gnal of assurinag that the property and casvalty industry

can perform as to

its promises

and obligations to the insurance

pubiic. This tax proposal, if en
time, could do irreparable financ
its policyholders.

acted in its current Form at this
ial damage to this industry and to

6 3-5 This statement does not recaognize the fact that while
other industries are not regquired to defer selling expenses,
they also cannot defer recognition of revenues, as property
casualty companies can.

& 10-14 The point that seems to be missed in this paragraph is
that an agent or broker is usually a cash basis taxpayer, while
an insurance company is an accrual basis taxpayer. Symmetry
between these two bases is by definition impossible,

6 15-22 We agree that the issue of recoverability of
capitalized costs is a concern that requires consideration.
However, it is a regulatory issue and should be apart from the
determination of taxable income.

6 27-29 We disagree with the statement that our suggested tax

proposals could do irreparable financial damage to the p/c
industry and its policyholders.
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APPENDIX IV

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 & Bockius
1800 M Street, N.W.
Washington, D.C. 20036

Loren J. Alter

Senior Vice President Finance
zZurich-American Insurance Companies
Schaumburg, Illinois 60196

John T. Baily

Coopers & Lybrand

Certified Public Accountants
222 §. Riverside Plaza
Chicago, Illinois 60606

John S. Breckinridge, Jr.
Everett, Johnson & Breckinridge
20 Exchange Place

New York, New York 1000%>

Peter J. Borowskl
Comptreller

Country Companies

1701 Towanda Avenue
Bloomington, Il1linois 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 Board

Government Employees Insurance Company
Washington, b.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

155

APPENDIX 1V



APPENDIX IV APPENDIX IV

Thomas A. Dowd

Assistant Vice Pregident
CNA Insurance Companies
CNA Plaza

Chicago, Illinocis 60685

Paul A. Equale

Director of Legislative Affairs

Independent Insurance Agents of America Incorporated
600 Pennsylvania Avenue, S5.B.

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

Lawrence M. Friedman

Coopers & Lybrand

Certified Public Accountants
222 3§, 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, Tllionis 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 Farm Plaza

Bloomington, Illinois 61701

Thomas G. Kabele

Corporate Actuary

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

Los Angeles California 90057

James 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

W. 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 A, Papke

Professor of Economic¢ and Public Finance
Kramer Graduate School of Management
Purdue University

West Lafayette, Indiana 47907

John K.,E, Pelton

Senior Vice President, Finance
Fireman's Fund Insurance Companies
777 San Marin Drive

Novato, California 94998

E. F. Petz

Actuary

Kemper Group

Long Grove, Illincis 60049
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Mark A. Poss

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, CFE

Chief Insurance Examiner

State of California

100 Van Ness Avenue

San Francisco, California 94102

Robert G. Skinner
34740 Sherwood Drive
Soleon, 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 aAve, 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.
washington, D.C. 20036

Walter Darnall Vinvard
Alston, Miller & Gains
1800 M Street, NWN.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

Mational 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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