
HOUSE No. 5785

THE FIFTEENTH INTERIM REPORT

of the

SPECIAL COMMISSION

Relative to

TAXATION OF THE INSURANCE INDUSTRY

IN THE DEVELOPMENT OF A TAX REFORM

PROGRAM IN THE COMMONWEALTH.

(established by item 0185-7822 in Section 2
of Chapter 234 of the Acts of 1984 and
most recently continued by Chapter 11

of the Resolves of 1986.)

June 23, 1987

®fje Commontocaltf) of fflaOOacfjutfetta



HOUSE - No. 5785 [June2

Stje ffinmmmtmraltir nf lHaßHarljuajtls

|lfcW|j SPECIAL COMMISSION ON TAX REFORM
fej Room 741, 100 Boylston Street

Boston, MA02116
Senator Representative

JOHN W. OLYER CHARLES FLAHERTY
Chairman Chairman

Tel. 722-1332 Tel. 722-2600

29 April 1987

We respectfully submit this document, entitled The Taxation of
the Insurance Industry in Massachusetts, as an interim report of the
Special Commission on Tax Reform to be filed with the Clerk of the
House of Representatives of the General Court of the Commonwealth of
Massachusetts.

u

n. John W. Olver, Amherst Rep. Charles Flaherty, Cam]
Chairman

tEf}t Commontoealtf) of iflaasacfjugttW

In the Year One Thousand Nine Hundred and Eighty-Seven



1987] HOUSE -No. 5785 3

I

Membership of Commiaslo'

Ck-'f!U\ U)Q}^A ■ r-
,Sen. John W. Olver, Chairman Rep. "Charles F. Flaherty Chairman
/ Amherst Cambridge j j

Sen. Paul V. Doane - Harwic,

C2.LV ft.
Rep. Robert A. Durand - Marl

Rep. Augusta Hornblower

Rep. Richard T. Moore - Uxbridge
/v/UosA-l^/

Joseph K. Macke^^^omerv

/fart,

Sen. Richard A. Kraus - Arlingto:
/1

// C( ft 'lCiyil
RepY William J/Glodis - Worcest



[JuneHOUSE - No. 57854

/

—K//M
Ms. Reese Fayde \ Sec. Frank Keefe, Executive Office
Real Estate Enterprises, Inc. of Administration and Finance

Ms. Nancy Finkelctein
~ Ay. John LaWare

Massachusetts Teachers Vshawmut Bank of BostonAssociation i

/sfOfftiu.k'f. r\X- J!Richard Manley 7/ V Mi/. James Segel ’ *

Taxpayers / '““■''Massachusetts Municipal
Foundation \J Association

Dr. Lawrence SusskindMrs. Susan Shaer, Massachusetts
League of Women Voters Massachusetts Institute

Technology
of

John Colman Walsh, Esquire



1987] HOUSE - No. 5785 5

Piles and Dr. Camas Wooster

April 29, 1987

THE TAXATION OF THE
INSURANCE INDUSTRY IN MASSACHUSETTS

THE MASSACHUSETTS SPECIAL COMMISSION ON TAX REFORM



HOUSE - No. 5785 [June6

This interim report of the Massachusetts Special
Commission on Tax Reform has been filed with the
Clark of the House of Representatives of the
General Court of the Commonwealth of Massachusetts



1987] HOUSE - No. 5785 7

:he

;e

and

The authors would like to thank Mike Wiecek for his excellent research
assistance and hard work throughout this project. His contribution to
development of the insurance tax simulation model was particularly
important. Dr. Robert Tannenwald of the Federal Reserve Bank of Bostoi
provided advice, support and encouragement at all stages of the projed
Drs. Daniel Quah of the Massachusetts Institute of Technology and Rich,
Kopke of the Federal Reserve Bank of Boston supplied important advice ,
insight into the complex questions surrounding the relationship betwee:
state taxation and insurance industry growth. Byron Speers of the
American Council of Life Insurance supplied us with a wealth of factua
information surrounding the details of state taxation of life insurance
companies. Finally, we would like to express our appreciation to the
members of LIAM, particularly John Sullivan, and Thomas Moloney of Joh:
Hancock Life Insurance for their cooperation and for the use of their
research facilities. Needless to say, any errors or inadequacies are
solely those of the authors.



HOUSE No. 5785 [June8

I Business of Life Insurance

Taxation of Life Insurance CompaniesI
1. Federal Income Taxation of Life Insurance Companies2 . State Taxation of Life Insurance Companies

A. The Premium Tax
B. State Taxation of Life Insurance Company Income3. Retaliatory Taxes: A Barrier to Change

4. Massachusetts Taxation of ■fa Insurance Companies
Certain Medical InsurersIxemption From Taxation Fo

6. Taxation of Life Insurance Policyholders

.alysis and Alternatives
1. Analysis of the Tax Burden of the Life

Insurance Industry 33
A. Analysis of the Premium Tax
B. Interstate and Intrastate Comparisons of

Tax Burdens 3ft

2. Alternatives to the Existing Tax Provisions
A. Repeal the Investment Privilege Excise Tax
B. Revise the Scope and Structure of the

Investment Privilege Excise Tax 51
1. Change the Base of the Tax
2. Premiums Tax Credit
3. Credit to Reduce Retaliation

51

4. Revise the Premium Tax to Avoid Retaliation
C. Eliminate Exemptions From the Premium Tax Base

52
bb

r Taxation of Property and Casualty Insurance Companies
1. Policy Goals
2. Problems Created by Retaliatory Tax Systems
3. Evaluation of the Taxes Imposed on Property and

Casualty Insurance Companies

54
55
55

A. The Premium Tax 56
B. The Gross Investment Income Tax 57

idix 1: Alternative Scenarios for the Life Insurance Tax
Simulation Model

■ppeni
67

Appem idix 2: Comments on William Wheaton's "The Impact of State
Taxation on Life Insurance Company Growth" 73

Bib ography 80

TABLE OF CONTENTS

Introduction



1987] HOUSE - No. 5785 9

'it.

15Taxes Paid by Insurance Companies - 19851-1

Massachusetts Taxes Paid by Life Insurance
Companies - 1977-85

3-1
34

39State Life Insurance Taxation3-2

40State Tax Rates on Life Insurance Annuity Premiums3-3

Representative Insurance Company State Tax
Liabilities

3-4
43

44Summary Table for Selected States3-5

Insurance Tax Revenues, FY 19853-6

Share of Market for Life Insurance Products Held
By Domestic Firms in Massachusetts

3-7
49

Nationwide Measures of Size - Life and
Property/Casualty Insurance Companies

4-1
54

Taxes Paid By Property and Casualty Insurance
Companies - 1977-1985

4-2
55

LIST OF TABLES

Number Page



[JuneHOUSE - No. 578510

The Taxation of the Insurance Industry in Massachusetts

Executive Summary
Anita Lauricella and Dr. James Wooster

This report analyzes the Commonwealth's taxation of the insurance
industry. Mr. Pike focuses primarily on the taxation of the life
insurance industry. He explains the basic operations of the
industry, reviews and analyzes both Federal and state tax systems,
and discusses the unique elements of insurance taxation. In his
discussion of the Commonwealth's insurance tax Mr. Pike summarizes
the problems with the existing system and presents possible
alternatives. He uses the problems of life insurance taxation as an
example of problems common to the taxation of both life insurance and
property and casualty companies.

The Taxation of the Insurance Industry is one of a series of
reports on business taxation in the Commonwealth. With the
[assachusetts Bank Tax it forms a pair of reports on the taxation of

financial institutions. A third report. The Massachusetts
Corporations Excise Tax, is a background study of the general

corporation excise tax. Read together the reports provide a
thorough overview of business taxation in the Commonwealth.

Two other reports address specific issues in business taxation.
The Competitiveness of the Massachusetts Tax System looks at whether
the Commonwealth's system of taxation encourages or discourages
business expansion in the state. Should Massachusetts Adopt Unitary

Taxation? is a background study on how the Commonwealth should tax
the corporate income of multijurisdictional firms.

The report's main findings include the following:

o The Massachusetts Insurance Tax Is Complex

The tax law makes distinctions between different types of
insurance companies such as life, property and casualty, and
fire and marine. Most types of insurance companies are
subject to premium taxes, and some insurers are also liable

Andrew Pike

a tax on their income or underwriting profits
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The tax law also makes distinctions between domestic, or

Massachusetts-based insurance companies, and foreign
companies—those that do business in the Commonwealth but
are incorporated in other states.

o Insurance Taxation Is a Moderate Source of Tax Revenue for
Commonve,

At $163.7 million in 1985, the taxation of insurance
companies accounted for 2.6% of state tax revenues in the
Commonwealth. However, this share has fallen considerably
since 1975 when insurance taxation accounted for 3.5% of
state tax revenues.

■i fe, and Property and Casualty Insurance
tost Insurance Tax Revenue in Massachusetts

o
lCcou:

The table below shows that the taxation of life insurance
companies accounted for 24.2% of the total revenue from insurance
taxation in 1984. This proportion is evenly divided between
domestic and foreign companies. Property and casualty insurers
accounted for 68.2% of total insurance taxation. Foreign
insurers paid 44.9% of this total while domestic insurers paid
23.3%. Other types of insurers accounted for only 7.6% of total
insurance taxation.

FY 1984
Tvte of Insurer Taxes Paid (SI Percent of Total

Total Life 35,422,000 24.24%
Domestic Life 17,658,000 12.08%
Foreign Life 17,764,000 12.16%

Total Property and Casualty 99,646,000 68.19%
Domestic PSC 34,109,000 23.34%
Foreign PSC 65,537,000 44.85%

Foreign Accident and Health 10,530,000 7.21%
Savings and Insurance Banks 500,000 0.34%
Ocean and Marine 22,000 0.02%

Total 146,120,000 100.00%

Why Is Insurance Taxation So Complex?

The insurance industry markets a unique product that is a

combination of protection and financial services. The insurance

company sells future protection against loss of income or injury to a

policyholder who agrees to make periodic payments. As part of this

agreement the insurance company provides services similar to a bank
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or financial institution. The dual nature of the insurance product
makes it very difficult to assess the fair share of the
Commonwealth's tax burden that ought to be paid by the insurance
industry. It also makes it difficult to tax insurance companies in
the same manner as other businesses.

tow Does the Commonwealth Tax Insurance Companies?

Domestic Life Insurance Companies are levied a premium tax at a

rate of 2%, and an income tax of 14% of the value of their net
investment income apportioned to Massachusetts. Foreign Life
Insurance Companies are also levied a 2% premium tax, but are exempt
from the net investment income tax.

Ocean and Marine Insurers are levied a 5% tax against "amount
taxable". "Amount taxable" is the company's net underwriting profit
multiplied by the average Massachusetts marina premium divided by the
average U.S. marine premium.

Other Domestic Insurers such as property and casualty insurers
are levied a premium tax of 2.28% and an income tax of 1% of the
value of their gross investment income. Unlike the income of life
insurers, the income of property and casualty insurers is not
apportioned. Property and casualty insurers are taxed on all of
their gross investment income regardless of where it is earned.

Other Foreign Insurers such as property and casualty insurers are
also levied a 2.28% premium tax, but, like foreign life insurers, are

not subject to income taxation.

the Commonwealth Different from Other States in its Taxation of
'e Insurance Companies?

Yes. Although the Commonwealth's taxation of premiums is similar
to that of other states, its taxation of the income of life insurance

companies is significantly different. It is different in four
ial respects: 1) Of the 50 states that tax life insurance
as, 28 levy only a tax on premiums. Only 16 other states

besides Masachusetts also levy a tax on company income. 2) At 14% of

net investment income, the tax rate in the Commonwealth is somewhat
However, differing definitions of taxable company income

across states make it difficult to compare the effective rate of
taxation with accuracy.

he 17 states with both a tax on premiums and on company
:, 11 allow either a total or partial credit of premium tax
ty against income tax liability. In most oases, this

effectively reduces the income tax liability to zero. Massachusetts

does not allow a premium tax credit. 4) Of the remaining 6 states
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that do not allow a credit of the premium tax against company income
tax liability, 4 do not levy a premium tax on domestic firms. Only
Massachusetts and Connecticut levy both a premium tax and an income
tax with no offsetting tax credits.

How Does the Practice of Retaliatory Taxation Influence the Taxation
of the Insurance Industry?iurance Industry?

lationwide practice of retaliatory taxation is unique to the
insurance industry. According to this practice, a state's taxation
of foreign insurance companies is influenced by the taxes that a
foreign state levies on the insurance companies of the home state.
For example, if Massachusetts-based insurance companies had to pay a
4% premium tax in "State A", the Commonwealth would "retaliate" by

raising its premium tax rate to 4% on those companies based in State
and doing business in the Commonwealth. Therefore, anytime a st

raises insurance tax rates, domestic companies pay higher taxes, not
only in the home state, but also in all states that "retaliate" to
the home state's tax increase.

Because of this practice a foreign insurer will be subject to the
greater of: 1) the tax imposed under the normal tax provisions of the

taxing state; or 2) the tax that would be imposed on a domestic
insurer of the taxing state in the home state of the foreign insurer.

•actice of retaliatory taxation has resulted in a
degree of uniformity across states in insurance company taxation

is also a powerful barrier to change. When a state considers an

change that would increase insurance tax revenues, it must consi

the potentially powerful effects on domestic insurers of retalia

from other states.

•_s_

,e

wsur
exi

tax may
the pre a
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.re Out-of-State Insurers Taxed Fairly?

No. Out-of-state insurers have a lower tax burden than that of
domestic insurance companies and other businesses operating in the
Commonwealth. Since out-of-state insurers pay only a premium tax,
they are taxed less heavily than their Massachusetts-based
counterparts who are also taxed on their income. Furthermore, to the
extent that the premium tax can be considered a sales tax borne by
consumers, it can be argued that out-of-state insurers escape
taxation in the Commonwealth altogether. According to this
reasoning, out-of-state insurers bear a significantly lower burden
than all business operating in the Commonwealth.

Are Domestic Property and Casualty Insurers Taxed Fairly?

No. The income of domestic property and casualty insurers is
taxed differently from that of other insurance providers and from
that of other businesses operating in the Commonwealth.

First, the income of out-of-state insurers is not taxed at all.
Second, only that portion of the income of domestic life insurance
companies and of other businesses that was earned in the Commonwealth

is subject to taxation. Domestic property and casualty insurers are

taxed on all of their gross investment income, regardless of where it
was earned.

Retaliatory Taxation is a Serious Obstacle to Fairness

Fairness requires that; 1) out-of-state insurers are taxed
the same manner as domestic insurers, and 2) all insurance provider;
pay a similar portion of their income in taxes as other business
operating in the Commonwealth. If the Commonwealth began taxing the
income of out-of-state insurers
suffer tax increases outside of

however, domestic companies wot

:he Commonwealth as other states
•ease in Massachusetts. Any efletaliated” against the tax

to increase the fairness of the nsurance tax must necessarily

eality of the retaliatory taxcomplex and
system.
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Corporations engaged in business in Massachusetts are generally
subject to an income tax equal to at least 9.54% of their net income
allocable to the state.* Insurance companies Incorporated in, or
operating in, Massachusetts are not subject to this income tax.
Rather, they are subject to their own unique tax regime.

Insurance companies generally are subject to a premium tax.
However, the rate of tax depends upon whether the insurance company
is a life insurance company or an insurance company that insures
against property damage, casualties or other types of liabilities.
In addition, only companies organized in Massachusetts are subject
tax on their investment income; foreign insurance companies are
exempt from this tax.

In 1985, the insurance industry in Massachusetts paid
approximately $l7O million in taxes to the state. Table 1-1 lists

amount of taxes paid by each type of insurance company

Table 1-1

MASSACHUSETTS TAXES PAID BY INSURANCE COMPANIES, 1985

Taxes Paid fSOOOIType of Insurer

17,796
19,194
39,390
80,067

Domestic Life Insurance
Foreign Life Insurance
Domestic Casualty Insurance
Foreign Casualty Insurance

,13. 14.9Foreign Life Company Accident and

Total 2;

Health

169,696

Source: Massachusetts Department of Revenue

The existing system of Massachusetts insurance taxation has b

heavily criticized, but there is disagreement as to what is flawe

Some critics argue that the life insurance industry is overtaxed.

Commontoealtfj of iHaasadjuaetW

INTRODUCTION

o domestic insurance companies are subject to much higher
rates on their business in the Commonwealth than are
insurance companies organized in other states; and

o Massachusetts imposes higher taxes on its d>
companies than other states impose on their
insurance companies
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Others have argued that the life insurance industry is
irtaxed. This argument is based upon the following:

o certain business entities, such as Blue Cross/Blue Shield
organizations, that provide insurance-like services are not
subject to the premium tax;

o annuity premiums, which constitute a substantial and
increasing portion of total premiums received by life
insurance companies are exempt from the premium tax; and

o the corporate excise tax imposed on the domestic life
insurance companies is the only tax borne by the life
insurance industry; the premium tax is merely collected and
paid to the State by the insurance companies.

s paper will attempt to provide a framework for analyzing

these assertions. Primary emphasis will be on the taxation of life
insurance companies. In Part 1, the basic elements of the life
insurance business are described. Part 2 discusses the existing

taxes imposed on life insurance companies. In addition, the
training effects of the retaliatory insurance tax provisions are
ussed. Part 3 analyzes the overall system of taxing life

insurance companies in Massachusetts, and discusses alternatives to
the current provisions. Part 4 considers the property and casualty

insurance tax provisions
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-NSITRANCE

Life insurance companies and property/casualty insurance
companies consitute the two principal segments of the insurance
industry. Life insurance companies perform two interrelated
functions. First, they sell insurance services: they are paid fees

by policyholders, in return for which they protect the policyholder
against the economic consequences of certain risks. The three
principal types of insurance policies sold by life insurance
companies are characterized by the type of risk involved. Life
insurance protects against the economic loss resulting from the death
of an insured individual during a specified period of time. An
annuity protects against the economic difficulties resulting when an
individual survives beyond his or her life expectancy. For many, the
possibility that personal savings will be fully spent while living
expenses continue is an unsettling scenario. Accident and health
insurance protects policyholders against the uncertain costs of
hospital and medical care.

The second primary function of life insurance companies is to
provide financial services. With respect to each type of policy
discussed above, the life insurance company can perform a bank-like
role. In each case, the policyholders pay premiums to the insurance
company. Until benefits are paid out to the policy beneficiaries,
the life insurance company invests the premiums to earn Interest or
similar investment income. This income may be used to credit an
explicit interest-like amount to the policyholder. This crediting of
interest occurs most clearly in the case of cash value life insurance

policies, certain annuities and group accident and health
insurance. 3 Alternatively, the initial premium charged may reflect
an implicit amount of interest.

The two basic functions of a life insurance company can be
illustrated by considering a simplified "whole" life insurance
policy. Consider, for example, a policy issued to an individual who

agrees to pay a premium of 51,000 to the life insurance company every

year. The policy creates two significant rights. First, the

beneficiaries of the policy would receive 5100,000 if the insured
individual were to die while the policy remained in effect. The life

insurance company's conditional promise to pay the 5100,000 death

benefit is the insurance service provided in this policy.

Second, the policy would have a "cash surrender value" which

would be paid to the policy owner if he canceled the policy. The

build-up of this cash surrender value over time represents the

bank-like function performed by the life insurance company. This i,

illustrated by examining how the cash surrender value of the policy

is created. In effect, the life insurance company can be viewed as

m BUSINESS
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setting aside the $l,OOO premium into an account for the benefit
the policyholder. 6 The company reduces the balance in this account
to pay for the cost of the term insurance protection provided during
the year. 6 For an individual aged 35, the charge for insurance
that would pay $lOO,OOO to a specified beneficiary might be $l5O
The $B5O balance in the account would be credited with interest.
Assuming that interest were credited at a 5 percent annual rate, at
the end of the year the account balance, i.e., the cash surrender
value of the policy, would be $892.50.

If this policy were to terminate at the end of one year, it would
be easy to determine the profit earned or the loss incurred by the
life insurance company. The life insurance company's income would
consist of the $l,OOO premium received plus the amount it would earn
by investing that $l,OOO during the year. Many of the company's

expenses would also be readily determinable. For example, any costs
incurred in selling and administering this policy would be a cost of
doing business during the year. 7 In addition, if the insured died
during the year, the company would have become obligated to pay
$lOO,OOO to the beneficiaries of the policy, which would have been an
additional expense of the life insurance company.

Determining the life insurance company's profit or loss from the
policy would be more difficult if both the policyholder were alive at
the end of the year and the policy remained in effect. At the end of
the year, the company would be unconditionally obligated to pay the

cash surrender value to the policy owner if the policy were
canceled. Consequently, the cash surrender value can be viewed as
similar to the balance in the policyholder's savings account in a
bank. For purposes of measuring income, this type of account should
be treated as an asset of the policyholder, not the company. As a

result, any amount added to the cash surrender value during the year

should be treated as an expense in computing the company's profit

loss.
In addition, the company has obligated itself to pay $lOO,OOO

upon the death of the insured so long as the annual $l,OOO premium is

paid. It is possible that the premiums to be paid in future years,

together with interest that is expected to be earned by investingives-

.ose future premiums, will not be adequate to pay the $lOO,OOO upon
the death of the insured

ie able to meet this future benefit obligation, a lifere

insurance company may have to use funds in addition to those thate

payments. For purposes ofwill be generated by future prei

determining if an insurance com] ■any is solvent, the state insurance

regulators require that each life insurance company estimate
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amount that it needs to invest currently to satisfy future
liabilities under all of its policies. In effect, the life insurance
company is required to allocate a portion of its assets to those
future liabilities. The amounts so allocated are the insurance
company's statutory reserve liabilities. These reserve liabilities
may be viewed as the portion of the cost of future benefit payments
that may be properly attributable to the current and past years

operations. 8

Although estimates of the reserve liabilities can be made under
well-established actuarial techniques, the exact amount needed cannot
be determined with certainty. It depends upon uncertain events that

will occur in the future. First, the period of time that will pass

until the benefits are paid to the beneficiaries of the existing
policies is uncertain. In terms of the above example, the question
becomes: when will the life insurance company become obligated to
pay the $lOO,OOO death benefit to the beneficiaries of the policy?
Second, the rate of return that the life insurance company will be
able to earn during the intervening period is also unknown.

While the future cannot be forecast with certainty, estimates can
be made based upon assumptions concerning anticipated mortality and
interest rates. For the purpose of determining statutory reserve
liabilities, state insurance regulators limit the range of
assumptions that insurance companies can use concerning the timing of
the payment of benefits and the rates of return that could be
earned. Since the regulators want to make certain that policyholders
are protected, these assumptions tend to produce large reserve
liabilities. These estimates may not provide the most accurate
measure of the liability for purposes of measuring income on an
annual basis.
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Traditionally, life insurance companies have been taxed
differently from other business corporations. At the Federal level,
a different tax base has been used. 9 The Internal Revenue Code has

:ed corporate income in a manner unique to life insurant

ipanies; this income was then subject to tax at the rates imposed
state level, premium taxes are th
ed from life insurance companies,
imposed on life insurance

on corporations generally. At the
source of most of the taxes collec-

In many states, the only state tax
companies is the premium tax. Eve: in states which generally subject

isiness corporations to a tax based upon the business' annual

icome, life insurance companies have been either exempted from this
tax, or subject to a tax applied to a separate tax base.

1• Federal Income Taxation of Life Insurance Companies

The Internal Revenue Code has used several different approaches
determining the income tax liability of life insurance companies.

)m 1921 to 1958, the tax base used in computing this tax liability
was a measure of a life insurance company's net investment income.
In determining the net investment income subject to tax, a life
insurance company was permitted to deduct the portion of its

vestment income deemed necessary to meet the company's future
ability to its policyholders. However, these amounts were not

based upon the particular policies or experience of the company.
Rather, the deductions were equal to a specified percentage of either
the company's reserves or the company's total investment income. 10

Both of these approaches proved unsatisfactory.
This pre-1959 method of measuring taxable income was flawed in

two principal respects. First, the portion of investment income

subject to tax did not depend on the amount of investment income that
was not needed by the particular life insurance company to satisfy

obligations to its policyholders
Second, pre-1959 law taxed profits derived only from the

ivestment activities of life insurance companies. Profits derived
other sources were not subject to tax. Effectively exempt from

tax were profits realized because the company's mortality costs or
loading expenses were less than was reflected in the premiums charged
to policyholders. 11 For example, a life insurance company's
mortality costs would be reduced if individuals insured under its

fe insurance policies lived longer than expected.
The Life Insurance Company Tax Act of 1959 12 ("1959 Act")
mpted to create a more effective and rational system for taxing

insurance companies. In form, all sources of income earned by a

PART 2 - TAXATION OF LIFE INSURANCE COMPANIES
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life insurance company were subject to tax. In addition, a company's
reserve liability deductions were based on its own experience rather
than general experience in the industry. However, for many life
insurance companies provisions of this Act reduced taxable income to
a level substantially below economic Income. The most important
deviations from economic income were:

o Although all of a company's net investment income was
subject to tax, at most 50% of Income from other sources was
taxed; 13

o deductions unrelated to the cost of doing business were
allowed in amounts equal to specified percentages of
premiums received by a company with respect to certain types
of policies; 14

o the portion of gross investment income treated as an
interest expense exceeded the amount that a company actually
credited to its creditors and policyholders to compensate
them for the use of their money; 1® and

o the estimate of reserve liabilities used in computing the
income of a life insurance company was often substantially
in excess of its reserves for state regulatory
purposes. 16 Since state insurance regulators wanted to
make sure that Insurance companies would be able to satisfy
their future liabilities to their policyholders, they were
satisfied so long as reserve liabilities were not
understated. It was not a concern if these liabilities were
overstated. However, for purposes of measuring income for
tax purposes, it is important that the estimate of reserve
liabilities not be overstated.

The interplay of the provisions of the 1959 Act created other
problems as well. Certain life insurance companies believed that the
limitation on the deductibility of policyholder dividends under the
1959 Act became seriously flawed as a result of the increased

interest rates experienced in the 1970 s and 1980s. In addition,

numerous disputes and extensive litigation arose concerning the
characterization of certain expenses as "investment expenses."

The Tax Reform Act of 1984 ("1984 Act") revised the tax treatment
of life insurance companies in an attempt to deal with these

shortcomings of the 1959 Act. Recognizing that the prior distinction
between investment income and other sources of income was unworkable

Congress subjected all income of life insurance companies to tax on

the same basis. This change eliminated any incentive to allocate

income artificially to sources other than the company's investment

activities. It also eliminated the need to determine if certain

expenses were related to investment activities rather than other

viti
984 Act also established new limitations on the

deductibility of reserve liabilities of a life insurance company

Under the 1984 Act, life insurance companies will continue to be

allowed to deduct any net increase in their reserve liabilities
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However, the reserve liabilities reported to the state insurance
regulators cannot be used as the measure of reserves for tax
purposes. Rather, they will be required to compute these liabilities
under actuarial rules set out in the Internal Revenue Code. lB

The third major revision contained in the 1984 Act concerned the
deductibility of policyholder dividends. Under the 1959 Act,
policyholder dividends could be deducted against the company's
non-investment income. 19 However, policyholder dividends also
could be deducted against a portion of the company's net investment
income. 20 Under the 1984 Act, policyholder dividends generally are
deductible in full. 21 However, for mutual companies, the deduction
for policyholder dividends is reduced by an amount intended to
measure the earnings of a mutual company that are paid to its
policyholders in their capacity as owners of the mutual

• 7 7
enterprise.

2. State Taxation of Life Insurance Companies

A. The Premium Tax

As a result of the difficulties inherent in determining the
annual income of a life insurance company, early attempts by the
states to tax the life insurance industry avoided difficult questions
of income measurement. At the state level, the premium tax was
enacted. The first premium tax was imposed by New York State in
1836. 23 Today, all states impose some form of premium tax. 24 In
1985, life insurance companies paid approximately $1.79 billion in
premium taxes to the states. 2s Most states impose a premium tax
only on premiums paid by residents of that state.

In designing a premium tax,
and the tax base to which that

states must choose the rate of tax
ate will be applied. The premium tax
:ompanies is generally imposed at a,e imposed on life insurance

.e of between 1 and 4 percen with the most common rate being
26 Table 3-2 in Pa , Section 2, shows the premium tax

states.rates currently in effect in al
In the past, many states taxed domestic life insurance companies

more favorably than foreign life insurance companies. 27 This was
accomplished either through the use of a lower rate of tax for
domestic insurers28 or by enacting provisions the operations
effect of which was to produce lower tax rates for domestic companies

.985, the Supreme Court questioned
’erence" statute was

than for foreign companies. In
whether an Alabama "domestic pre
onstitutional. 29 In light of this decision, it is uncertain

,c life insurance companies in this
legal challenge. For this reason,

whether attempts to favor domest
manner will be able to withstand
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several states amended their premium tax statutes to equalize tax
rates applicable to foreign and domestic life insurance companies.

The tax base to which the premium tax is applied also differs
among the states. Although a number of states tax premiums on all
types of insurance policies issued by life insurance companies, many
states differentiate among the different life insurance products.
Approximately two-thirds of the states do not impose the premium tax
on premiums paid in connection with annuity policies. Most other
states subject annuity premiums to the premium tax at a reduced

Table 3-3 in Part 111, Section 2, describes the treatment
of annuities in states which tax them.

The exemption or reduced taxation of annuity premiums may reflect
the fact that, in dollar terms, most annuity premiums are paid in
connection with qualified pension plans. 33 For federal tax
purposes, qualified pension plans receive favorable tax
treatment. 33 If annuity premiums were subject to the premium tax,
it is likely that the pension benefits ultimately received by the
plan beneficiaries would be reduced. To promote retirement savings
in a manner consistent with the federal tax treatment of qualified
pension plans, the states have treated annuity premiums in a
tax-favored manner.

The second major difference among the premium tax bases of the
states involves the treatment of policyholder dividends. A
policyholder dividend is an amount paid or credited to a policyholder
by a life insurance company that depends on the actual investment or
mortality experience of the company. Approximately three-fourths of
the states reduce the premium tax base by the policyholder dividends

actually paid out in cash to policyholders. 34

A portion of the policyholder dividend paid may be a refund of
excessive premium charges previously collected from the

policyholder. 35 Alternatively, a portion of the policyholder
dividend paid may represent either a payment in the nature of

interest or a dividend-like distribution of corporate profits. To
the extent that a policyholder dividend represents a refund of

premiums previously paid to the company, and previously included in
the premium tax base, then the premium tax base should be reduced by

the amount refunded; only the net amount was paid to and used by the

insurance company in its insurance business. However, to the extent

that the policyholder dividend represents a payment in the nature of

either interest or corporate dividends, then no adjustment to th

premium tax base is appropriate. For purposes of determining th.

premium tax base, no state attempts to separate the policyholder

dividends into these component parts.
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B. State Taxation of Life Insurance Company Income

income of life insurance companies
,ning states have enacted some form
ipanies. In several of these
imposed only on domestic life

Most states do not subject the
to any form of taxation. The rema.
of income tax on life insurance coi

states, however, the income tax is
insurance companies, and it is imposed in lieu of the premium tax to
which foreign life insurers are subject.

In most of the remaining states, both foreign and domestic life
insurance companies are subject to an income tax in addition to a
premium tax. However, these states generally provide that either:

the premium tax paid can be used as a credit against the
lany's income tax liability; or (2) the income tax can be used as

a credit against the company's premium tax liability. In either
case, the imposition of the income tax generally does not increase
the total tax liability to the state. (Income tax systems are
described in Table 3-2 of Part 111, Section 2.)

In addition to Massachusetts, two states fall outside of these
general patterns: New York and Connecticut. Like Massachusetts,
these states are the domicile of a large life insurance industry that
operates nationwide. New York imposes an income tax on both foreign
and domestic life insurance companies, in addition to its one percent
premium tax. The income tax is set at nine percent of a company's

Presumably to avoid the imposition
its domestic companies, New York
any life insurance company to 2.6

net income allocated to New York,

of excessive retaliatory taxes on

limits the total tax liability of
percent of premiums.

tax only on its domestic life
imposed in addition to the premium

Connecticut imposes an income
insurance companies. This tax is
tax that is imposed on all life insurance companies. The tax is
equal to 11.5% of the net income of the life insurance company's

income apportioned to Connecticut.
Retaliatory Taxes: A Barrier to Change

For over a century, states have attempted to favor domestic
insurance companies over foreign competitors. The initial premium

tax imposed in the United States was imposed by New York, and was

limited to premiums collected by agents of insurance companies
domiciled outside of New York. It appears that this tax was intended
to provide New York insurance companies with a competitive advantage

over their out-of-state competitors.

Reaction to this law was swift. At the time of the enactment o

New York premium tax, Massachusetts did not impose any premium
xes on insurance business conducted within its borders. However

,e to the New York law, Massachusetts enacted a tax that wa
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limited in application to insurance companies domiciled in states
that imposed a tax or fee on Massachusetts companies selling
insurance within that state. 36 The effect of this provision was to
establish ground rules for an interstate game of chicken: a state
could impose disproportionately high taxes on foreign insurance
companies only at the peril of subjecting their domestic insurance
companies to higher levies when they sold insurance policies to
residents of other states. This was the first "retaliatory" tax
enacted in the United States: it was imposed only in retaliation
against unfair taxes imposed by other states.

In 1856, Massachusetts refined the retaliatory tax mechanism.
The Massacusetts provision stated that a company domiciled in a state
that imposed any tax (or similar obligation) on Massachusetts
insurance companies transacting business in that state would become
subject to tax in Massachusetts on a comparable basis. The amount of
tax due would equal the tax that the other state would impose on a
Massachusetts company that conducted comparable insurance business
therein. 37

The use of retaliatory tax provisions has continued to the
present day. In addition, retaliatory tax provisions have been
enacted throughout the United States: as of 1977, 47 states had
enacted retaliatory insurance tax legislation. 38 Massachusetts has
in effect retaliatory insurance tax provisions applicable to both
life insurance companies and to property/casualty insurance
companies. 39 The validity of state retaliatory taxes under the
U.S. Constitution has been sustained. 40

The retaliatory tax provisions were enacted to counter a New York
state provision that favored insurance companies incorporated in New
York over Massachusetts companies doing business in New York.
However, even where a state treats foreign and domestic insurance

companies in an identical manner, the insurance companies
incorporated in that state may become subject to retaliatory
legislation in other states. In effect, a retaliatory tax provision
operates to induce other states "to show the same consideration to
corporations of the enacting state doing business therein as is shown

;ate[s] doing business in theto corporations of such foreign s

enacting state." 41
iatory tax laws has created anationwide system of reta

to show insurance companies

form and rate of taxation. 4
powerful incentive for the states

'consideration": i.e., a uniform
general effect of currenThis can be demonstrated by exam.

ms. Under most retaliatory taxretaliatory insurance tax proviso

provisions, including the provisions in effect in Massachusetts, a
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foreign insurance company will be subject to a tax equal to the
greater of:

(1) the tax imposed under the normal tax provisions of the
taxing jurisdiction; or

(2) the tax that would be imposed on a domestic insurancecompany of the taxing state conducting the same amount of
insurance business in the state of domicile of the foreign
corporation.

This operation of a retaliatory tax can be illustrated as
follows: Assume that Massachusetts imposed a tax on all insurance
companies in an amount equal to three percent of premiums paid by
residents of Massachusetts. Assume further that New Jersey imposed a
tax equal to two percent of premiums paid by New Jersey residents.
Although the three percent tax rate imposed by Massachusetts exceeds
the two percent tax rate imposed by New Jersey, insurance companies
of both states will pay the same rate of tax on premiums collected
from Massachusetts residents, i.e., three percent. Absent a
retaliatory tax provision, insurance companies of both states will
pay the same rate of tax on premiums collected from New Jersey
residents, i.e., two percent.

However, given New Jersey's retaliatory tax, Massachusetts
insurance companies operating in New Jersey would pay additional
taxes to New Jersey. In this example, they would pay a tax to New
Jersey at the three percent Massachusetts rate on premiums sold to
New Jersey residents, even though New Jersey generally imposes a tax
at the two percent rate.

The creation of a nationwide system of retaliatory insurance
taxes was supported by the insurance industry, which sought to
maintain low premium tax rates throughout the country. 43 The
constraining effect of this system on states that consider increasin'
taxes can be illustrated by considering the effects of an increase
the premium tax rates in Massachusetts.44 First, the taxes imposed
on insurance industry operations in Massachusetts will increase
Assuming that the tax increase is applied in a non-discriminatory
fashion, the relative competitive position of Massachusetts and
foreign life insurance companies should not be affected. Second, the
out-of-state operations of Massachusetts insurance companies wil
also be affected. Due to the operation of the retaliatory tax
provisions, the tax liability of these companies to other states wil
increase to reflect the higher Massachusetts tax rates. This
increase in taxes paid to other states will tend to place
Massachusetts insurance companies at a relative competitive
disadvantage in all states having both retaliatory tax provisions and
tax rates lower than Massachusetts.
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* * flassachusetts Taxation of Life Insurance Companie

All life insurance companies operating in Massachusetts are
subject to a two percent premium tax. 45 In computing the tax base
of this tax, gross premiums received by the life insurance company
are reduced by the policyholder dividends paid in cash to
policyholders. 46 This tax is imposed on premiums paid for life
insurance and for accident and health insurance. Annuity premiums
paid in connection with both qualified pension plans and nonqualified
arrangements are not subject to this premium tax.

From 1969 to 1974, domestic life insurance companies were subject
to a surtax of between 41 and 46 percent of their premium tax
liability attributable to premiums other than annuity
considerations. These surtaxes applied only to domestic life
insurance companies for which less than forty percent of non-annuity
premiums were allocable to Massachusetts. An additional surtax was
imposed under the Capital Resource Company Act during the years 1977
and 1978. 47

In addition to the premium tax, each domestic life insurance
company is subject to an "investment
percent of net investment income. 48
investment income tax is computed by
modifications to "taxable investment
privilege excise tax does not define

privilege excise tax" of 14
For purpose of this tax, net
making specified adjustments and
income." The investment
taxable investment income

explicitly; rather, it incorporates the definition of this term
previously contained in the Internal Revenue Code. 49 However, the
provision of the Internal Revenue Code that defined taxable
investment income was repealed in 1984. 50

Use of the pre-1984 federal definition of taxable investment
income as the tax base for the investment privilege tax creates
several problems. First, any shortcomings of the federal tax
structure are Incorporated automatically into the state investment
privilege excise tax. For example, in computing taxable investment
income under pre-1984 federal law, life insurance companies ware
allowed to overstate the portion of their gross investment income
properly allocable to the policyholders by use of certain ad
in computing "policy and other contract liability requiremen

More significantly, the federal structure attempted to
distinguish between investment and other sources of income. D

the later part of the 1970 s and the early 1980s, many life insuran

companies entered into reinsurance and coinsurance agreements that

had the effect of converting investment income, which was subje

the Investment excise tax, into non-investment income, which wa

Second, the repeal of the Internal Revenue Code
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defined "taxable investment income" eliminated the rationale for
using this term in the investment privilege excise tax. Previously,
use of a federal measure of income simplified compliance by taxpayers
since a single set of computational and interpretative questions had
to be resolved. The administrative burden imposed on the Department
of Revenue was also reduced, since the Internal Revenue Service
applied its audit and legal resources in insuring compliance with the
statute. With the repeal of the relevant Internal Revenue Code
provisions, these benefits no longer exist.

In addition to the 14 percent investment privilege excise tax,
the Capital Resource Company Act imposed a supplemental investment
privilege excise tax. For 1977, the additional tax was 31 percent of
net investment income; the tax rate was reduced in each subsequent
year if "qualified investments" made by the Capital Resource Company
met or exceeded specified dollar amounts. s2 Since these target
were met, the additional investment privilege tax was eliminated
beginning in 1983. The qualified investments were made with funds
provided by the life insurance industry.

Only net investment income apportioned to Massachusetts is
subject to the investment privilege excise tax. A life insurance
company's total net investment income is apportioned between
Massachusetts and all other jurisdictions by use of a statutory
allocation formula. Under this formula, the percentage of total net
investment income allocable to Massachusetts will equal the sum of:

(1) 90 percent of the percentage of total premiums derived in
Massachusetts; plus

(2) 10 percent of the percentage of total compensation paid in
Massachusetts. 53

For purposes of determining the excise tax liability of a

corporation other than an insurance company, income is allocated to
Massachusetts under a different formula. Under this formula, the
percentage of total income allocated to Massachusetts will equal the
sum of:

(1) 50 percent of the percentage of the company's total sales
derived in Massachusetts; plus

(2) 25 percent of the percentage of the company's total
compensation paid in Massachusetts; plus

(3) 25 percent of the percentage of the company's real and
tangible personal property owned or rented and used that is
located in Massachusetts. 4

As indicated in Table 3-2 in Part 111, Section 2, states
currently use three principle methods to apportion life insurance

company income: premium share; payroll-premium share; and the three-
factor formula.
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For domestic life insurance companies in the Commonwealth, a
three-factor formula would tend to allocate the greatest amount of
total nationwide income to Massachusetts, and the premium share
formula would allocate the least. This is because Masaohusetts
companies in aggregate sell only between 8 and 10% of their premiums
in-state. Any apportionment formula that Increases the emphasis on
premiums diminishes their Massachusetts taxable income. 55

A three factor formula applicable to other corporations cannot be
applied to life insurance companies without modification. This is
because most of the assets of life insurance companies are financial
assets, such as bonds and mortgages. For the purpose of
apportionment, the proper situs of these assets is difficult to
determine. Thus, it may not be appropriate to give significant
weight to the assets of life insurance companies unless a method were
developed to allocate these types of assets. It should be noted that
the same difficult issue arises in apportioning income of banks that
operate in more than one state, and states are attempting to develop
workable and meaningful rules.

Foreign life insurance companies are not subject to the net
investment income excise tax. The preferential treatment of the
'oreign life insurance companies was enacted at the request of the

domestic life insurance industry. At the time that the investmen-
icome excise tax was enacted, the state needed additional revenue

and a decision was made to raise a certain amount from the life
insurance industry. If this revenue had been raised by increasing
the tax liability of all life insurance companies operating i
Massachusetts, a significant portion of the revenue collected would
have been imposed on the foreign life insurance companies. However
Massachusetts life insurance compan:
additional taxes in other states by
system of retaliatory insurance tax

es would have become subject to
operation of the nationwide
provisions. This additional tax

liability would have exceeded the additional Massachusetts taxes that
would have been paid by the foreign life insurance companies. To
minimize their total tax liability, the Massachusetts life insurance
companies agreed to pay the additional taxes that otherwise would
have been imposed on the foreign companies.

5. Exemption From Taxation for Certain Medical Insurers

Many insurance companies sell medical insurance policies.
Premiums paid to insurance companies for this coverage are subject t
the premium tax. Other entities charge a specified fee in return fo

which they either provide specified medical services without

additional charge or reimburse the policyholder for medical expenses
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incurred. Included in this group are Blue Cross/BXue Shield and
their affiliates, as well as certain non-profit health maintenance
organizations (HMOs). Historically, these organizations have been
taxed differently from insurance companies.

In its deliberations concerning the Tax Reform Act of 1986,
Congress examined the extent to which tax-exempt organizations
engaged in the insurance business. In proposing to repeal the tax
exemption for Blue Cross and Blue Shield and their affiliates, the
Ways and Means Committee of the U.S. House of Representatives noted

The committee further believes that the provision of insurance to
the general public at a price sufficient to cover the costs of
insurance generally constitutes an activity that is commercial.
In addition, the availability of tax-exempt status under present
law has allowed some large insurance entities to compete directly
with commercial insurance companies. For example,the Blue
Cross/Blue Shield organizations have historically been treated as

is group of organizations is now
insurers in the United States. 6

tax-exempt organizations
among the largest health care

iption for Blue Cross/Blue Shield
■al income tax exemption of health
changed. sB

Congress repealed the tax exe;

and their affiliates. 57 The fede:
maintenance organizations was not

Similarly, some states have questioned the exemption from the

premium tax of Blue Cross/Blue Shield organizations. Fifteen states
subject Blue Cross/Blue Shield subscriptions to a premium tax at the
same rate as is imposed on regular health insurance premiums paid to
domestic insurance companies. s9 Approximately half of the states
do not impose any tax or per-subscriber fee on the Blue Cross/Blue
Shield affiliates. Almost all of the states subject health insurance
premiums to the premium tax. However, in a handful of states where
domestic life insurance companies are not subject to a premium tax,
health insurance premiums received by domestic companies are not
subject to a premium tax. For these companies, profits earned with
respect to health insurance policies will be subject to the Income
tax.

To the extent that an organization provides insurance protection

a manner and on terms comparable to that offered by commercial
insurance companies, it should be taxed in the same fashion.
However, to the extent that such an organization provides coverage
a manner that furthers an important governmental purpose, special tax
treatment might be justified. In its reconsideration of the
tax-exempt status of Blue Cross/Blue Shield organizations. Congress

noted only one possible justification for treating Blue Cross/Blue
Shield organizations differently from other health insurers: they

ght have unusually high loss experience on individual and small
group policyholders. 50 However, this factor was not deemed by
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e

,e

Congress to be sufficient to justify the continued federal
tax-exemption of these organizations.

6 • Taxation of Life Insurance Policyholder:

As discussed above, a cash value life insurance policy can be
viewed as a combination of term life insurance protection and a
savings account. With respect to the term insurance component, the
cost of the insurance protection is paid out of either the premium
paid by the policyholder to the life insurance company or the
accumulated cash value of the policy. Any cash value remaining will

icreased by interest
Under the Internal Revenue Code, taxpayers are required to

include in their gross income all interest received during the
taxable year. 61 In some circumstances, amounts in the nature of
interest that has economically accrued to the benefit of a taxpayer
will be included in income even where there has been no amount
actually received. 62

However, the interest-like increase in the cash value of a life
insurance policy is not included in the current income of the polic;
owner. 63 In addition, if the policy remains in effect until the
death of the insured, the accumulated interest paid as part of the
death benefit is excluded from the gross income of the
beneficiary. 64 Consequently, any interest credited to the policy
is, at a minimum, taxed to the policy owner on a tax-deferred basis
and often will be exempted from the federal income tax.

This federal exclusion from income of the interest credited on

the cash value of life insurance policies generally is incorporated
into state income tax provisions. Most states that impose a state
income tax use, as a the starting point in the computation of taxab:
income, one of the income measures used in the Internal Revenue
Code. For example, Massachusetts computes taxable income by apply
modifications to, and deductions from, gross income as defined in
Internal Revenue Code. 65 Since the interest on life insurance

policies is excluded from gross income under the Internal Revenue
Code, it is automatically excluded from taxation under the
Massachusetts state income tax.
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PART 3; ANALYSIS AND ALTERNATIVES

Determining the optimal method of taxing the life insurance
industry requires that policy goals be established at the outse-
analyzing the existing tax system
approaches, the following will be

and in evaluating alternative
the most significant criteria

should bear their "fair shareFairness: All taxpayers
This criterion would beof the total tax burden

satisfied if comparable tax burdens are imposed on:

(a) companies operating in different industries; and
(b) competitors operating within a given industry.

2. Neutrality; The tax system should not distort the
economic decisions of the taxpayers, or distort the
market in which the taxpayers operate.

3. Simplicity: The tax system should be administrable and
understandable to the taxpayers and to the officials who
must administer the system.

Often, greater success at achieving one policy goal may be
achieved only by sacrificing another. This is particularly true in
analyzing the taxation of the life insurance industry which suffers
from a unique and substantial complication: the nationwide system of
retaliatory taxes. Massachusetts, home to a sizable life insurance

industry that operates nationally, does not want to burden unduly its
domestic companies in terms of their ability to compete with their
out-of-state competitors. However, given the system of retaliation,
it is possible that imposing comparable tax burdens on all life
insurance companies as well as other corporations may subject
Massachusetts companies to additional tax burdens nationwide. Faced

with this reality, all choices may be suboptimal. The most common
policy solutions chosen by other states are as follows:

(1) Impose a tax burden on the insurance industry that may be
lower than that imposed on other businesses operating in
state. 66

(2) Increase the level of taxation on all insurance companies

operating within the state, while acknowledging that ou

of-state operations of domestic insurance companies may
be subject to additional burdens in other states. This
alternative is most attractive to states whose domest
insurance industry does not operate outside of the state

to a substantial extent
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(3) Increase the level of taxation on only domestic insurance
companies, and thereby place them at a competitive
disadvantage within the state vis-a-vis their out-of-
state competitors.

Each of these approaches creates an inequity that is readily
apparent. Before discussing alternative approaches, several
questions will be addressed. First, does the life insurance industry

bear its "fair share" of taxes in Massachusetts? If the industry's
tax burden is higher than that of competitors within the state, then
consideration should be given to reducing the industry's tax burden

in a manner that equalizes the treatment of competing companies. If
the industry's tax burden is lower than that of other businesses,
then consideration should be given to increasing the industry's tax
burden. In discussing the tax burden of the life insurance industry,

issues surrounding the incidence of the premium tax are examined, and
the tax burden facing Massachusetts life Insurance companies is
compared with that of other states.

After discussing the tax burden on life Insurance companies, the

relationship between insurance industry taxation and company growth
will be explored. Then, alternative methods of restructuring the

existing life insurance company taxes will be considered. First, the
advisability of repealing the investment privilege excise tax will be
discussed. Second, possible modifications to the existing taxes will
be evaluated to determine if fairness can be improved even where
retaliatory taxes are imposed. Third, current exemptions from the
existing taxes will be analyzed to determine if they should be
retained.

Analysis of The Tax Burden of the Life Insurance Industry

A threshold consideration in analyzing the taxation of life
insurance companies is the level and incidence of taxes paid by the
industry. The domestic life insurance companies have asserted that
their tax burden is excessive, and that the investment privilege
excise tax should therefore be repealed. This argument is based

large part on comparisons of the tax that Massachusetts collects from
its life insurance companies with the tax that would be imposed if
those companies were domiciled in other states. Of equal

significance in determining the fairness ofthe existing tax system

however, is whether the tax burden of the life insurance companies

operating in Massachusetts is comparable to that on other business

operating within the state. The premium taxes paid by life insuran
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companies and the investment privilege excise tax paid by domestic
life insurance companies to the Commonwealth during the years
1977-1985 are shown in Table 3-1.

le 3-:'a!

MASSACHUSETTS TAXES PAID BY LIFE INSURANCE COMPANIES, 1977-85

($1000's)

Domestic Domestic Foreign Foreign
Companies' Net Inv. Life Co. Life Life Co. A&H

Premium Tax Income Tax Premium Tax Premium TaxYear Premium Tax Income Tax Premium Tax Premium Tax

1977 6,967 21,958 10,831 7,154
1978 6,990 23,488 11,377 6,428
1979 5,901 22,636 12,043 6,517
1980 5,906 18,960 13,641 7,584
1981 6,205 15,689 13,773 8,120
1982 6,378 13,253 15,105 8,913
1983 7,015 10,261 16,451 9,981
1984 7,588 10,070 17,764 10,530
1985 7,398 10,398 19,194 13,249
Source: Massachusetts Department of Revenue

1. Analysis of the Premium Tax

Approximately 80 percent of the taxes paid by all life insurance
companies in Massachusetts in 1985 were premium taxes. In evaluating
the fairness of the existing tax system, it is necessary to determine
whether the premium tax should be considered as a tax borne by the
life insurance company that pays the tax. Even though two businesses

lentical incomes may pay the same amount of tax to th
Commonwealth, they may experience different effective tax burdens.

One of these businesses may pay only a sales tax collected on reta
sales, while the other may pay only a tax based on net income. If
the incidence of the sales tax falls on the consumer rather than the
seller, then the first business will have a lower effective tax

len than the second.
The amount of a general sales tax borne by individuals is

proportional to their level of taxable expenditures. Since a sales

prices of goods and services, i
msume the item subject to the

,ax usually changes the relative
.ends to be borne by those who c

be borne by the seller if the
.s not changed as the result of the

:ax. ' However, a sales tax may
selling price of the taxed item
imposition of the tax. This is more likely if close substitutes are
available in the market. If untaxed substitutes are not readily
available, it is more likely that the tax will be passed on to the
consumers.
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la the life Insurance premium tax a sales tax? No, it is not. A
sales tax is separately stated and directly charged to the purchaser
of the product. The premium tax is a gross receipts tax that is
explicitly charged to and paid by the insurance companies. Also,
general sales taxes (though not selective sales taxes) have been
deductible from individual income for federal tax purposes. Premium
taxes have not been allowed as deductions for individuals.

However, it is reasonable to ask whether the insurance premium
tax and the general sales tax are similar in terms of their
incidence. That is, because of the market structure of the life
insurance industry, the presence or absense of untaxed substitutes,
and the elasticities of demand for life insurance products, are the
incidence of the two taxes similar? If the incidence of the premium
tax is comparable to the incidence of the sales tax, then the life

insurance company that pays the premium tax would be less likely to
bear the burden of the tax. If the incidence of the two taxes is
comparable, the premium tax paid and the sales tax paid should be
treated in the same fashion in comparing the relative tax burdens of
the life insurance industry and other business enterprises in
Massachusetts.

In determining whether the incidence of the premium tax is

comparable to that of a sales tax, it is necessary to examine the
markets in which the insurance products are sold. Life insurance
companies sell three types of products: life insurance, annuities,
and accident and health insurance. These separate products are sold
in different markets. In its respective market, each product faces
competition from other products that are subject to sales or premium
taxes to differing degrees. These differences may affect the
incidence of premium taxes imposed on the different insurance
products.

The following discussion of the markets for Insurance products is

suggestive. It is intended to inform policymakers of the nature of
the issues surrounding the tax burdens faced by life insurance
companies. Firm conclusions about the nature of these markets and

the consequent incidence of the premium tax would require an analysis
of a depth and thoroughness that is beyond the scope of this

report. A final caveat about the burden of the premium tax relates

to the fact that the terms of an insurance policy involve fixed

contractual obligations between the company and policyholder that

extend far into the future. If the rate of a premium tax were

increased, the increase could not be passed on to the holders of

existing policies. At best, the increase could be passed on to new

policyholders, and the company would be forced to absorb losses on

their old policies that were Issued under the lower tax rate.
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The Marketplace for Life Insurance. No close substitute exists
for life insurance. Term insurance, which provides almost pure
insurance protection, is not subject to competition from products or
services other than other products sold by insurance companies.
Consequently, there is no close substitute for term insurance that is
exempt from the premium tax. The incidence of the premium tax is
probably similar to that of other goods subject to a sales tax.

Most other types of life insurance contracts, including
"Whole-life" and "Universal" life insurance, incorporate a bank
account-like feature that provides a cash surrender value in the
contract. As discussed above, the life insurance companies credit
interest-like amounts to the cash surrender values. Although these
life insurance policies also incorporate life insurance protection,
the presence of the cash surrender value feature both allows and
forces these contracts to compete with all other financial
Investments. These other financial investments are not subject to
either a sales tax or a premium tax. If they are close substitutes
or cash value life insurance policies, then competitive forces could
ause the life insurance companies to absorb all or part of the

,en of the premium tax, rather than pass it on to their customers
It can be argued that in most instances, other financial

investments are not close substitutes for cash value life insurance.
As alluded to above, the tax law creates a competitive advantage for
this product: the income credited to the policyholder is not taxed
to the policyholder by either the federal government or the
Commonwealth of Massachusetts. The value of this tax exemption is
substantial. Following the enactment of limitations on tax-favored
investments in the Tax Reform Act of 1986, few financial investments
are taxed as favorably as cash value life insurance. In fact, the
preferential federal and state tax treatment of the investment return
under a cash value life insurance policy almost certainly makes life
insurance more attractive than it would be in a tax-free economy.

The Marketplace for Annuities. The Massachusetts premium tax is
not imposed on premiums received in connection with annuity
contracts. This exemption of annuity premiums reflects the existen
of close substitutes available in the financial services market.
Many annuity contracts are similar to interest-earning investments;
the insurance element in these contracts can be relatively

significant. Moreover, most annuity contracts are issued in
lection with qualified pension plans. Competition among financial

istitutions and investment managers for the right to manage the
assets of the pension plans is intense. The presence of this level

of competition would make it unlikely that a life insurance company
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could shifw the burden of a premium tax imposed on amounts paid in
connection with these plans to the pension plan.

It should be emphasized that the presence of investments not
subject to the premium tax in the competitive market in which
annuities are sold does not place life insurance companies at a
competitive disadvantage. The exemption from the premium tax for
annuity premiums means that life insurance companies can sell an
untaxed product as well. Of course, if life insurance companies were
not subject to any income based tax, then they would have an
advantage in the competition to manage pension plan assets.

It is unclear whether there are close substitutes for
non-gualified plan annuity contracts. Similar to the situation with
cash value life insurance, these contracts receive tax-preferred
treatment under both the federal and state income tax. This benefit
could offset the effect of a premium tax on investor demand for these
products, if the premium tax were to be extended to these types of
contracts.

isurance. The market for health
insurance is more complicated. The health insurance policies
provided by life insurance and property/casualty companies are sold
in direct competition with health insurance policies sold by Blue

Cross/Blue Shield organizations. Premiums paid to purchase health
insurance from a life insurance company or from a property/casualty
insurer will be subject to a premium tax. However, premiums paid to
Blue Cross/Blue Shield are exempt from this tax. Consequently, the
presence of a close substitute that is exempt from the premium tax
would tend to make it difficult for the insurance companies to pass
the premium tax on to their policyholders.

: premium tax could be extended to
by Blue Cross/Blue Shield

As will be discussed below, thi
health insurance premiums received
organizations. If this were done,

insurance premiums would be subj ec

absence of any untaxed substitute

then virtually all health
; to a premium tax. Due to the
or health insurance, it would be

more likely that the life insurance companies would be able to pass
the tax through to their customers.

Conclusion. The economic burden of the premium tax can be borne

iy either the life insurance companies or their policyholders. I

the burden falls on the life insurance companies, then the premium

tax may serve to equalize the tax burdens of the life insurance

companies and other businesses operating in Massachusetts. If this

were the case, then the imposition of an income tax could cause life
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insurance companies to be overtaxed. However, if the incidence of
the premium tax is shifted to the customers of the life insurance
company, then in the absense of an alternative tax, life insurance
companies would have a lower effective tax burden than other
businesses operating in Massachusetts.

The preceding brief description of the markets in which life
insurance products are sold suggests that the incidence of a
significant portion of the premium tax may be borne by the customers
of a life insurance company. This is most likely in the case of life
insurance. Some portion of the incidence of the premium tax imposed
on health insurance premiums is likely to be borne by the life
insurance companies. This is because in Massachusetts, premiums
received by Blue Cross/Blue Shield organizations are not subject to
the premium tax. Finally, annuity premiums are not subject to the
premium tax; however, if they were made subject to the premium tax,
the burden of the premiums paid in connection with qualified pension
plans probably would be borne by the life insurance industry.

2 • Interstate and Intrastate Comparisons of Tax B'

e Massachusetts premium tax is applied uniformly to all life
insurance companies operating in Massachusetts: the tax rate and the
tax base are the same for both foreign and domestic companies.
Consequently, the premium tax does not cause any disparities between
life insurance companies within the state. Unlike the premium tax,
the Massachusetts investment privilege excise tax is not imposed
uniformly: only domestic life insurance companies are subject to it.
Since this tax represents a cost of doing business in Massachusetts,
it places domestic life insurance companies at a disadvantage
vi s-a-vis their competitors domiciled in other states. In an ideal
system, the income of all life insurance companies operating within
Massachusetts should be subject to tax on the same basis. This cou
be achieved either by eliminating the investment privilege excise
tax, or by extending its coverage to all life insurance companies
operating within the Commonwea

How does the Commonwealth compare with the rest of the nation in
taxation of life insurance companies? Tables 3-2 and 3-3 compare

premium and income taxes on domes and foreign life insurance
companies among the fifty states,

most states Massachusetts imposes
life insurance companies. Massacl
its taxation of of life insurance

,ey indicate that relative to
. high tax burden on its domest
•setts is similar to most state

a

premiums. It uses the most
commonly applied rate of 2%, and like most states, it does not give
preferential tax treatment to domestic firms. 16 states levy a



(1) Domestic coooamies may choose either income or premium* tax,

whichever is l««er.
(2) Federal taxable income, or taxabla investment Incan..
(3) Domestic firms only (D); demesne and foreign firms (D»F).
(4) 1/3 weighting a< state share of total coopany payroll, aaaets,

(5) Stata shara o< total commny premium.
and premium.

(7) uilgh?‘^ssi^^*ra'^nt«al'com>any W™" « Ira et *JX.

8 £r£t St in— from local sourca. "that than ,nC °“'

(9) Insurer'! total taxes cannot axceed 2.61 of K.T. premium.

Source: Coemerc. Clearing House, Stata Tax Oufda, vol. 1-2 (1936-873.
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Table 3-2
STATE LIFE INSURANCE TAXATION

..^T??!^na TiX R *tB Taxation of Net Income

.....

Foreign
' "pr»i.!n

***** Companies Tax Base Firms Rate Apportionment Tax Credit

Alabama 1.002 3.002
Alasxa 2.702 2.702
Arizona 1.702 1.702
Arkansas 0.002 2.502 Net Inc. (2) 0 (3) 6.00 3-Factor (4)California 2.352 2.352
Colorado 1.002 2.252
Connecticut 2.00 X 2.00 X Her Inc. D 11.50 Proeiue sh.re (5) Ho
Delaware 2.002 2.002
florica °- 00x 2.002 Net Inc. O+F 5.50 Preniun share YesGeorgia 2.252 2.252
Hawaii 1.922 3.202
Idano 3.002 3.002
Illinois 0.002 2.002 Net Inc. D+F 6.50 Premium share Yes
Indiana 2.002(1) 2.002 Net Inc. 0 (1) 7.00 3-Factor No (1)
lowa 2.002 2.002
Kansas 1.002 2.002
Kentucky 0.002 2.002 Assets 0 0.70 Direct (6)
Louisiana 2.25 2 2.252 Net Inc. O+F 8.00 Premium share Yes
Maine 2.002 2.002 -

Maryland 2.002 2.002

Massachusetts 2.002 2.002 Met Inc. 0 14.00 Payroll-P.S. (7) Ho
Michigan 0.002 2.002 M.l.* Payroll 0 2.35 3-Factor
Minnesota 2.002 2.002 Net Inc. O+F 12.00 Premium snare Yes
Mississippi 3.002 3.002 Net Inc. (8) O+F 5.00 Direct (8) Yes
Missouri 2.002 2.002
Montana 2.752 2.752
Neorasxa 1.002 1.002 Net Inc. D+F 6.65 3-Factor Yes
Nevaoa 2.502 2.502
New rtamosnire 2.002 2.002 Net Inc. D+F 8.00 3-Factor Yes
New Jersey 2.002 2.002

New Mexico 3.002 3.002
Hew York 1.002 1.002 Met Inc. O>F 9.00 Payroll-P.S. Partial (9)
North Carolina 1.752 1.752
North Dakota 2.002 2.002
Ohio 2.502(1) 2.502 Assets 0 (1) 0.60 Direct (6) Mo (1)
Oklahoma 4.002 4.002
Oregon 0.002 2.252 Net Inc. 0 7.50 3-Factor
Pennsylvania 2.002 2.002
Rhode Island 2.002 2.002
South Carolina 0.752 0.752

South Dakota 2.502 2.502
Terviessee 1.752 2.502 Net Inc. O+F 6.00 Premium share Yes
Texas 2.502 2.502
Utah 2.252 2.252
Vermont 2.002 2.002
Virginia 2.252 2.252
Uasnington 2.002 2.002
West Virginia 3.002 3.002
Wisconsin 2.002 2.002
Wyoming 2.502 2.502

National Average: 1.842 2.222

MOTES:
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Table 3-3

Foreign Domest,
Companies CompaniesSt

1.00 %

2.35
1.00 %

2.35
Alabama
California
lowa 2.00 2.00

0000s
2.00Ken

Mai 2.00
2.00Mississi;

Nebraska
Nevada 2.502

1.751C;
1.251.25South Dakota

West Virginia 1.00 1.00
1.001■ng

other states do-not tax annuity premiums.

Mace: American Council o ■ance

igher rate on the premiums of domestic firms than the Commonwealth,
6 levy a lower rate, and only 10 states offer domestic preference.

Fully 23 states levy a higher premium tax than the Commonwealth on
foreign firms. Because of the retaliatory tax system, the higher

it effects on the total nationwide
is domiciled in those states. 69

sign rates can have significa

:e tax burden of domestic fir
its taxation of life insu: ance company income, however, the

ferent from most states in severalrealth is significantly di
at 14% of net :he rate in theivestmen

t nation. However, differing
iss states make it difficult to

iwealth is the highest in t'.

definitions of taxable income ac

are effective rates with prec ,sion. Second, besides
ect life insurance companies to aMassachusetts, only 11 states sub'
and nine of them offer either apremiums and incomes
icome tax liability. Massachusett:
axes both income and premiums

partial credit against

,e of only three states tha
a partial premium tax credit. 70without offering either a total o:

■ables 3-4 and 3-5 present a second comparison of Massachusetts 1
:her states. They compare the tota;ce taxation with that of o-

domestic plus foreign tax liabi :y of a hypothetical
impany if it were domiciled i;

:e company's tax liability is
"representative'' life insurance c
of the 50 states. A life insuran

ion of the home office and thefactors: the locadetermine'

states. Because of the retaliatoryof its clients among
ion between these factors that canhere is a complex interac-lP

STATE TAX RATES ON LIFE INSURANCE ANNUITY PREMIUMS
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have a significant effect on a company's total tax liability. For
example, the most common tax rate on life insurance premiums is 2%.

a company were domiciled in California (premium tax rate 2.35%),
Texas (2.5%), or Ohio (2.5%), its premium tax liability in its home
state would obviously be higher than if it located in Massachusetts
(2.0%). More importantly, the company's foreign tax liability would

be substantially higher since it would be charged the higher home
state premium tax rate whenever it did business in states where the
foreign tax rate was lower. Since larger life insurance
providers have a national market orientation, the potential impact of
retaliation on total tax liability is substantial

Following Wheaton (1983, 1984) the representative firm is a
posite of the firms that comprise the Life Insurance Association

of Massachusetts (LIAM). Using 1985 data these firms had combined
premiums receipts of about $7.7 billion. About one-third of this was

ir annuities or premiums paid out of dividends. A figure of $6OO
million for unapportioned taxable income is used throughout the
analysis to estimate state income tax liabilities. 72

8.5% of premium sales are assumed to occur in the home state, and
%of the company payroll is attributed to the home state. These
gures roughly correspond to the current distribution of premium

sales and payroll by LIAM firms. Investments, as well as the
remainder of company sales and payroll are distributed evenly among
the remainder of the 49 states in proportion to each state's
population. The assumption on the distribution of out-of-state sales

,s not a precise representation of reality since most major life
isurance companies have some regional orientation. However, since

each state, indeed each company has its own unique distribution of
out-of-state sales, this assumption is necessary in order to
establish a clear and unbiased comparison among states. Also, as the
tendency toward an open national market in life insurance continues,
the actual distribution of sales will continue to approach the one

assumed here
ig different assumptions about theWo alternative simulations usi

in Appendix 1. In the firdistribution of company sales appea

;otal sales are distributed evenly among states in proportion to the

state's population. In the second, the proportion of sales in the

home state is set equal to the state's percentage of the nationa

population times a multiple of three. In each case the remainder of

sales is distributed evenly across states in proportion to

population, and the assumptions regarding the distribution of payr

and investments remains unchanged. Full methodological notes ar

included in Appendix 1
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Thus, in the first of the alternatives, Massachusetts sales would
represent 2.5%, and in the second 7.5% of of total sales of the
representative firm if Massachusetts were the state of domicile.
It is reasonable to expect the representative firm to do
proportionately more business in the state of domicile than in other
states. Indeed, in 1985 LIAM firms did about 8.5% of their business
in Massachusetts (about the same proportion as the second alternative
assumption) even though the Commonwealth represents oniy about 3% of
the national market for life insurance, and about the same proportion
of the nation's population. Similarly, one could expect California,
Texas, or New York firms to do more than 8.5% of their business, and
West Virginia domiciled firms to do less than 8.5% in the state of
domicile.

The first two columns of Table 3-4 show the premium and income
tax liability to the home state before premium or income tax credits
are applied. The third column shows the total tax liability to the
home state after credits are calculated, and the fourth shows the
total out-of-state tax liability. Although premium taxes account for
most of the total tax liability, a small portion is for out-of-state
income tax liability. The final column shows total domestic and
foreign tax liability. These results are summarized in Table 3-5,
which compares the domestic foreign and total tax liability of the
representative firm domiciled in the Commonwealth with its liability
in a selection of states that are host to a significant life
insurance industry.

The following facts emerge from Tables 3-4, 3-5, and the Tables
in Appendix 1:

1. Comparing the three sets of simulations, domestic tax liability

varies directly with the amount of business that the
representative firms does in the home state. This seems
obvious enough, but it is well to note, since it is not
altogether certain which of the simulations corresponds most
closely to reality. Second, there is a remarkable similarity
in the results over all three sets of simulations.
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REPRESENTATIVE INSURANCE COMPANY STATE TAX LIABILITIES CSM.LL.ONS)

NET INCOME X PREmu" SALES IN NONE STATE 8.5

TAX LIABILITY TO NONE STATE
LIABILITT TO TOTAL TAXTOTAL OTHER STATES LIABILITY

STATE PREMIUMS INCCME

Alaska 999 2'°° J*78 120.09 123.79
Arizona 6.‘S OQQ

!*!! 108 ‘ 91 118 - 90
Arkansas 0.00 7*u t’f? 87.26 93.55
California 349 q'a., 101.52 108.66
Coloraoo 3 70 QQO

!*£ 97 ’ 26 105 * 96
Connecticut 7IS 537 .1™ 9^27 97

- 97
Delaware 7 40 q‘oq HS I °l-95
Florida 0 00 ‘ ™ «•??M° 0-00 7M 95 •£S'SS 2 ' B' 2 ' 31 <CJ 85-01 51-31

r'in S'SS 8 ' 32 54.32 I° 2 - 65,7:2 2-22 .MS 127- 2 a 134.38
Illinois 000 33, ’J-’O 120 - 0 a 131.18
Indiana 7 S H? J'JJ <C) 89.02 92.33

« : <c> S- -

SSSS. J'S 7-'«> S:S ll;fa
5'S ‘- 03 8 '32 <c> 102.62naine 7.40 n (in 7 in 00

Z .

'- 40 0.00 7.40 83 61 M(11Maryiand 7.40 0.00 83*73 £*?J7.40 ,0.63 15.03 S.’t? ms,MlCl ’ ,9V’ 0.00 4.70 4.70 ft* o, S?.
;

a °- ao ‘-TO 4.70 3392 9361MlnrAsot, 7.40 6.12 7.40 tC, 83.22 96 12:“”!l pp ' "•’? <=■“ "-'O 120.03 ,3,;is
1 7.40 0.00 7.40 38.73 96 15Montana 10.17 0.00 ,0.17 1,0.77 iJSiwNeorasta 3.70 7.37 7.87 Id 98.8, « u98.3, ,06.63

9.
N6M HancsMr. 7.40 9.43 9.43 (0) nsiw lasisOay Jersey 7,40 0.00 7.40 88 85 96 25Ney M.xirn n an n -a .. .. 00.07 yO.O
Key Mexico „.,0 0.00 ,1.10 ,20.08 13,18I°rk 3 - 70 6 ‘ 67 9.62 (C) 87.95 97.57North Carolina 6.47 0.00 6.47 87 69 94 ,6
North Dakota 7.40 0.00 7.40 88.59 93 99*° 9' 2! 0.00 9.25 , 01.59 ,10.34’-25 101.59 110.34JKLanoca 0.00 0.00 0.00 15932 150 32

°- 00 3.94 3.94 103.20’efmsyivama 7.40 0.00 7.40 *0 ot
«

,rennsyivania 7.40 Q.QO 7.40 89 03 96 4'Rhode Island 7.40 0.00 7.40 m ad ox’ni
South Carolina 2.77 0.00 2.77 85.05 87.8;C/Vlfh A 1C A am _

0

120.08 131.18
88.74 96.140.

110,

Note: (C) indicates that a premiums tax credit is applied against
the income tax liability

Source: M. al Commission on Tax Reform, Life
■ance Tax Simulation Model, 1987M-
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'able 3-5

SUMMARY TABLE FOR SELECTED STATES
(Dollar amounts in millions)

HOME DOMESTIC FOREIGN TOTAL DOMESTIC FOREIGN TOTAL
STATE LIABILITY LIABILITY LIABILITY MA/HOME ST MA/HOME ST MA/HOME ST

California 8.69 97.26 105.96 2.07 0-91 1.01
Connecticut 13.26 88.68 101,95 1.36 1.00 1.05
Illinois 3.32 88.72 92.33 5.44 1.00 1.16
Indiana 7.40 88.77 96.17 2.44 1.00 1.11
lowa 7.40 88.67 96.07 2.44 1.00 1.11
Massachusetts 18.03 88.79 106.81 1.00 1.00 1.00
Michigan 4.70 88.92 93.61 3.84 1.00 1.14
Minnesota 7.40 88.72 96.12 2.44 1.00 1.11
Hew Jersey 7.40 88.85 96.25 2.44 1.00 1.11
Hew Tor* 9,62 87.95 97.57 1.87 1.01 1.09
Ohio 9.25 101.59 110.84 1.95 0.87 0.96
Pennsylvania 7.40 89.03 96.43 2.44 1.00 1.11
Texas 9.25 101.64 110.89 1.95 0.87 0.96

Avg (50 states) 7.78 98.23 106.01 2.32 0.90 1.01
Highest 18.03 159.32 159.32 1.00 0.56 0.67

Source: Massachusetts Special Commission on Tax Reform, Life
Insurance Tax Simulation Model, 1987.

2. In the scenario summarized in Table 3-4, there is substantial
variation in domestic tax liability ranging from $2.04 million
in Illinois, the state with the lowest tax burden on domestic

companies, to $18.03 million in Massachusetts, the state with
the highest. The Massachusetts burden is 36% greater than that
of Connecticut, the next highest "commercially significant"
state, and 124% above the national average.

Columns 1 and 4 in Table 3-5 compare the domestic tax burden
in the Commonwealth with a selection of 12 other commercially
significant states. These states are drawn from Appendix 3,
which presents a list of the largest fifty life insurance
companies and their states of domicile. The domestic burden in
the Commonwealth is significantly above all of the commercially

significant states. How could it be otherwise? The
Massachusetts premium tax rate is at the national norm, its
income tax rate is the highest in the nation, and, unlike most
states, there is no credit of one tax liability against the
other.
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3. The variation in foreign tax liability is not as
as that in domestic tax liability. However, there is a
significant difference between South Carolina, the state wh< ie

companies would experience the lowest foreign tax liability a
$35.05 million, and Oklahoma the highest at $159.32 mxllio

The reason for this diffe: •ence is the retaliatory tax
against South Carolina whosesystem. No state retaliates

premium tax rate on foreign firms of 0.75% is the nation's
lowest. As a result. South Carolina firms would pay the norma
foreign tax rates imposed by other states. However,
Oklahoma-based firms would suffer the full brunt of the
retaliatory system. They would pay a 4% premium tax whereve
they do business.

On the other hand, most states whose firms would be
significant targets for retaliation such as Oklahoma, Hawaii
and Mississippi are not host to significant insurance
industries. Exceptions are Texas and Ohio whose premium tax
rates of 2.5% trigger significant retaliatory effects.

foreign tax liability of Massachusetts firms is only 56
of the highest state and 90%
2 and 5 of Table 3-5 compare
commercially significant sta

of the national average. C
the Commonwealth with other
:es in foreign tax liab

Massachusetts is roughly the same as most of these states. The
reason is straightforward enough: most states that are home
a significant insurance industry impose similar taxes on
foreign firms, a 2% premium tax and no tax on income

’he variation in total tax liability reflects the
of both domestic and foreign tax liabilitiescon

the case of the Commonwealth, the higher domestic liab
substantially offset by a moderate foreign liability.

Although Massachusetts has the highest domestic lia
ranks 18th in total liability. Its total liability is 61% o

the highest state and is exactly at the national average. Mo
of the states whose total liability is higher than that o

Massachusetts are not host to major insurance industries, bi;

once again, Texas and Ohio are significant exceptions. Columns
■e Commonwealth with the other3 and 6 of table 3-5 compa

.es. The Massachusetts taxcommercially significant sta

liability ranges from 4% below to 17% above the liability ofo

most of these state:
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A final interstate comparison of insurance taxation appears in
Table 3-6. This table compares several measures of the total tax
burden borne by insurance companies in Massachusetts with the
insurance tax burden in other states.

It presents data on total direct taxes levied on insurance

providers in FYBS on a per capita basis, as a percent of state
personal income, and as a percent of total state tax revenues. These
data provide only a rough comparison. They do not distinguish
between domestic and "foreign" insurance companies or between types
of insurance providers. These may be important considerations. It
has been observed that many states provide some form of preference

for domestic insurers while in Massachusetts domestic insurers are

e 3-6

INSURANCE TAX REVENUES, FY 1985

Insurance Tax Insurance Tax
Total Insurance Tax Revenue Revenue as Revenue as X

State Tax Revenue Per Capita Rank XPI Rank Total Tax Revenue Rank

Alabama $90,046 $22.39 17 0.23 X 10 3.08 X 9
Alaska $17,557 $33.70 1 0-20 X 15 0.93 X 50

$90,046 $22.39 17

Arizona $55,436 $17.39 31 0.15% 27 1.88% 38
Arkansas $40,181 $17.03 33 0.17% 21 2.30% 22
California $654,557 $24.83 13 0.18% 20 2.26% 23
Colorado $43,647 $13.51 44 0.10% 47 1.91% 35
Connecticut $92,840 $29.25 5 0.18% 19 2.65% 17
Delaware $17,378 $27.94 9 0.21% 13 2.13% 27
Florida $187,634 $16.51 35 0.13% 37 2.25 - 24
Georgia $91,310 $15.28 42 0.14% 36 2.02% 29

Hawaii $29,417 $27.91 10 0.22% 11 2.16% 26
Idaho $20,546 $20.44 19 0.20% 14 2.30% 16
Illinois $116,027 $10.06 50 0.07% 50 . 26%
Indian. $70,558 $12.83 47 0.11% 45 1.63% 40
lowa $55,632 $19.29 21 0.16% 25 2.41% 20
Kansas $73,666 $30.07 3 0.23% 9 3.85%
Kentucky $107,457 $28.84 7 0.28% 2 3.57% 4
Louisian. $124,311 $27.74 11 0.26% 3 3.2 a 8
Maine $19,023 $16.34 37 0.15% 28 1.89%
Maryland $82,248 $18.73 25 0.13% 40 1.90% 36

Massachusetts $163,684 $23.11 8 0.19% 6 2.47%
Michigan $116,994 $12.87 46 0. 0% 46 . 35% 44
Minnesota $76,525 $18.25 29 0.14% 35 1.46% 42
Mississippi $54,084 $20.70 18 0.24% 6 2.98% 2

ississiooi $54,084 $2O. /U 10
° --

issouri $99,088 $19.70 20 0.16 X 24 2.96 X 13Missouri sw.uao c t -)lv 7
Montana .20,798 $25.18 12 0.24. 5 3.24 S 7
Nebraska .29,540 .13.39 27 J.15% 3 1 |
Nevada *28,420 *30.36 2 0.23 X 7 Z. O2X
■ « Hamoshire $19,080 119.12 22 0.15 S 30 4.40 S J
New Jersey .102,004 .13.49 45 0.09 X 49 1.32 X
Mew Mexico $42,297 $29.17 6 0.29* 1 2.9« 1‘
New York $292,962 $16.47 36 0.12% 43 1.42% 3

north Carolina $115,030 $18.39 28 0. 7% 22 2.21% “

North Dakota $12,635 $18.45 26 0. 5% 29 . 83% -

Ohio $170,805 $15.90 40 0.13% 41 1.97% 33

Oklahoma $97,681 ' $29.59 4 0.25 % 4 3.28% 6

Oregon $41,414 $15.41 41 0.3% 38 2.09% 40

Pennsylvania $204,758 $17.27 32 *
tt 2*01% 31

Rhone island $17,308 $17.83 0 04% 33 .

% JjRhode Island $17,303 w
~

41
south Carolina M2,438 *12.6* « °- 13* 42 '- SSX

Sooth Dakota $16,275 122.99 15 0.21* 12 4.58* J
Tennessee $90,994 119.11 23 0 . 9* 8 3.04* >

Texas *378,649 «■» It S’ 2 JJ 32
•nnessee

T..j; *378,649 *<65.1.5 I** V.IT*
.. -----

.

Utah 526,554 *16.14 38 0.17 X 23 2.01 X
Vermont M,853 *16.55 34 0.15 X 26 1.93 X U
Vtrainia *108,633 *19.04 24 0.15 X 32 2.43 XSl2JS£n $61,3« .13.53 « »•"* « ’-3« «
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S,gble 3-6 (Continued)

INSURANCE TAX REVENUES, FT 1985

Insurance Tax Insurance TaxTotal Insurance Tax Revenue Revenue as Revenue as X
Per CaP' ta «•"* * H*nk Total Tax Revenue Rank

V,,? fni * $22." Tj" M '0'.235 8 TzSX V,'
“,seonl,n SS3 ni.lT 49 0.095 48 {‘Si J,*11.17 49 0.091! 48 1 05X Is“V="'"9 *8,192 *16.09 39 0.13* 39 l.Si* „

All States *4,533,973 *20.17 0.175 2 .33 %

Massachusetts as
Per Cent ofPer Cent of 139.40 X 113.10 Z in* ncrNational Average

* 106.09X

SOUrCe: Fin^fJ ta^L!^SaU ° f the Census ' State Government

subject to discriminatory taxation. Also, in the Commonwealth amany other states, life insurers and property and casualty insur.are subject to different tax regimes. However, the proportional
distribution of total insurance taxation between life and properand casualty insurers in Massachusetts is similar to the nationsaverage.

To the extent that the prop,
•enues among states is simila:

■°nal distribution of insurance t
■he data presented in Table 3-6 a

;a

reasonably accurate compar if the tax burdens borne
;y providers.ranee and property and casu

■e following facts emerge Table 3-6

Insurance tax revenues per person in the Commonwealth anhigh. At $23.11 per person in FYBS they were 39.4% abov.

Commonwealth are
■so: 85 they were 39.4% above

■a national average of $20.17. According to this measure
Massachusetts ranks Bth in the nation. It is si

■anked Conner ($29.25), another major nationa
ice provider, and substantially above 36th-rankel

Yi

ranee tax revenues in the Commonwealth as a percent
personal income or as a percent of total state tax reven
are much more in line with the national av>

.9% Mas. ax revenues as a pe

ie were 13% ab> ,e national average in FYB
Similarly, at 2.47% insurance tax a percent of tota

•ate tax revenues in the ■ealth were 6.09% above the nat
average. According to es, M etts ranks 16t
18th respectively
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The effect of state and local taxation on business location and
expansion is an important and hotly debated topic. Does a state's
system of taxation discourage firms from locating or expanding within
its borders? An emerging consensus among experts suggests that
interstate tax differences have very little effect on business
location and growth. There are several reasons for this:

1. Actual tax differences across states tend to be narrow. Few
s*" ates ever allowed tax burdens on business to get very
far out of line from other states.

2. These narrow differences in tax burdens are often
overshadowed by differences in other locational determinants
such as attractiveness of the labor climate, proximity to
supplies and cheap energy sources, proximity to existing
company facilities and ease in obtaining environmental
permits. 73

3. Tax burdens may be positively correlated with valuable
public services that are important to businesses and the
well-being of their employees. The adequacy of such
facilities as roads, bridges, schools, and police and fire
protection have a demonstrated impact on a firms locational
choice.

A study commissioned by the Massachusetts Special Commission on
Tax Reform lends credence to the view that interstate tax
differentials exert only a minor influence on business location
decisions. It found that differences in after-tax rates of return
caused by differences in state and local taxes between Massachusetts
and its principal competitor states in a selection of manufacturing
industries "are so small that it is virtually impossible to choose a
best or worst site on the basis of tax burden". 74

Do these tentative conclusions apply with equal force to life
insurance companies as well as non-financial manufacturing and
service industries? It is uncertain. Table 3-7 demonstrates that
the domestic industry's share of the Massachusetts life insurance
market has declined significantly since 1977. It is also claimed
that, in general, Massachusetts-based life insurance companies have
experienced lower asset growth than companies domiciled in other
states. Are the declining domestic share of the Massachusetts life

ranee market and the alleged lower growth rates of
Massachusetts-domiciled companies results of the Commonwealth's
system of taxation?
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3

Share of Market for Life Insurance
Products Held by Domestic Firms in Massachusetts

.977-1985
Year 19 1981 1983 19851979

,ar 9.7% 29.6% 29.0% 28.2% 25.9%

'otalTotal Life 29.6% 28.8% 28.1% 27.1% 24.7%

Acoiden
and Health and
Annuity

23.8% 24.1% 22.3% 22.2% 21.0%

Source: Bests Executive Data, 1977-1986

A recent study by William Wheaton dealing with the influence of
state and local taxation on life insurance company growth sheds ligl
on the issues surrounding this contentious topic. Wheaton finds
that many factors exercise a powerful influence on life insurance
company growth. 7s For example, company size is important once
companies reach a certain size and maturity it is increasingly
difficult for them to sustain high rates of growth because of
institutional factors and diseconomies of scale. Second, much of tl
asset growth in the life insurance industry has centered around
growth in annuities contracts and relatively new forms of insurance
such as variable and universal life, and not all companies have
participated equally in the development of these products. A third
factor influencing insurance company growth is the skill and good

;e of the firms' portfolio managers. Finally, 1
y growth is strongly influenced badustries, life insurance compa

the condition of the overall mac

Wheaton concluded, however,

■oeconomy

.at once the effect of these fa
is accounted for, "domestic stati taxation on insurance

have quite a significant, nega ect on company grow

y of the underlying data make
ision the magnitude of the

Severe shortcomings in the quali-
impossible to calculate with pre<
relationship between the tax var anceable an

aton study settled on aFor purposes of discussion" the
for the tax variable of -0.6estimated regression coefficien

signifying that for every $lO million by which the domestic tax

liability of the "prototypical firm exceeds the sample averag

annual asset growth would decline by 0.68%. However, the weak

in the underlying data are such that the true relationship bet

taxes and growth could easily be a fraction or a multiple of this

estimate. Wheaton's study is discussed in greater deta

Appendix 2.
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These caveats aside, the Wheaton study does find statistical
evience for a negative relationship between insurance taxes and life
insurance industry growth. Why might there be an observable negative
relationship between taxation and industry growth for life insurance
when evidence of a retarding effect of taxation has proven elusive
for so many other industries? An explanation suggested by Wheaton is
that interstate differences in insurance taxation may be
significantly greater than for other businesses. He emphasizes,
however, that presently interstate differences are much smaller than
they were in the past. This is especially true for Massachusetts,
where the income tax liability of life insurance companies has
declined substantially since 1977 as the Commonwealth moved from a

tax on gross investment income to a tax on net investment income with
progressively lower rates. It should also be noted that interstate
differences in total domestic plus foreign tax liability are less
pronounced than differences in domestic tax liability. This is
especially true of the Commonwealth where a relatively high domestic
tax burden is offset by a low foreign tax burden because of the
state's low vulnerability to retaliation.

Another set of explanations relates to the highly competitive
nature of the life insurance industry. The product of the industry
is relatively homogeneous, the market is national in scope and
product demand is relatively elastic. The intensity of competition
among firms within the industry has increased since the 1960 s as the
ongoing revolution in financial markets involving electronic data
processing and electronic funds transfers has made it increasingly
easy for firms to operate nationally. The introduction of new
products such as variable life and universal life has contributed to
the high level of competition by "unbundling" the component parts of
the policy and separately stating their prices, thereby encouraging
purchasers to engage in comparison shopping. It is asserted that in
this environment, any cost disadvantage, however small, resulting
from state taxes or any other factor will tend to be translated into
lower rates of growth.

Alternatives to the Existing Tax Provisions

1. Repeal the Investment Privilege Excise Tax

The 14 percent Investment privilege excise tax is applied to

domestic life insurance companies. Should this tax be repealed? The

principal arguments in favor of repeal are that this tax: (1)

discriminates against Massachusetts life insurance companies; and (2)

causes domestic life insurance companies to be overtaxed.
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is clear that this tax discriminates against domestic
companies, and that such discrimination is not desirable. However
discrimination in this fashion may be the necessary result of tax
the life insurance industry similarly to other businesses opera
in Massachusetts. At a minimum, if the investment privilege excise
tax were repealed, then no tax would be imposed in the Commonwea
on either the premiums paid for, or income earned in connection wit
annuities. As discussed above, the annuity business has been the

ist rapidly growing part of the life insurance industry's

operations

addition, it is possible that much of the tax burden of the
premium taxes is borne by the companies' customers. If this is true

then repeal of the investment privilege income tax would virtua

eliminate the life Insurance industry's tax burden.
The equity of the Investment privilege excise tax would be

greatly enhanced if the tax could be applied to foreign life
insurance companies. Unfortunately, extending this tax in this

manner would give rise to retaliatory taxes. Possible ways to av

or mitigate these retaliatory tax problems will be discussed below.

2. Revise the Scope and Structure of the Investment Income Ta>

A. Change the Base of the Ta:

'he existing net investment income tax is intended to subje

life insurance companies to a tax on corporate business pro
limilar to other business corporations. However, it serves

in a flawed manner. Use of a federal definition of taxable
investment income that was repealed in 1984 and has no effect for
federal tax purposes, caused serious problems.

A possible alternative tax base would be a modified ver:

life insurance company taxable income, as defined curre
section 801(b) of the Internal Revenue Coi
several significant advantages. First, taxpayer complxance and

understanding should be facilitated since every affected

subject to these provisions for federal income tax purposee

this measure represents a more accurate estimate of a

any's annual eco
definition of taxable inv

B. Prem
anMost states that tax

ax liaipartial crei
axy. If a full p
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1985, domestic life insurance firms' tax liability would have been
reduced by $7.4 million.

C. Credit to Reduc •»

If a modified income based tax were applied to all life insurance
companies operating within Massachusetts, then Massachusetts
companies would become subject to retaliatory taxes in other states
in which they operate. 77 As will be discussed at greater length in
the discussion of property/casualty insurers, the adverse effects of
the retaliatory taxes can be reduced by allowing a credit for all, or
a specified percentage, of retaliatory taxes paid against a
Massachusetts life insurance company's tax liability. As discussed

taxes that would be imposed on
as the revenue cost of such a

above, the amount of retaliatory
Massachusetts companies, as well
credit, would be affected by the
Massachusetts and other states.

formula used to apportion income to

in New York. New York subjects bothSuch a system already exists

foreign and domestic life insurance companies to a tax equal to nine
percent of income. In addition, it imposes a one percent premium
tax. Presumably to minimize retaliatory tax concerns, two additional

provisions apply. First, the combination of the premium tax and the
income-based tax cannot exceed 2.6 percent of premiums paid. Second,

domestic companies are allowed a credit equal to 90 percent of the
retaliatory taxes paid. A combination of provisions such as these
could subject domestic life insurance companies to a tax burden that
is similar to non-insurance companies operating in Massachusetts, as
well as to foreign life Insurance companies.

On the other hand, there are potential drawbacks to taxing

domestic and foreign firms in this manner and introducing credit
against retaliation. First, it is possible that the revenue gains
from taxing the income of foreign firms would be eliminated by the
revenue cost of the retaliation credit. At the very least, the
revenue gains would be offset. Secondly, this system is complex.

The potential gain of fairness would have to be balanced against the
loss of simplicity.

D. Revise the Premium Tax to Avoid Retaliation

Another possible method for reducing domestic life insurance

company's vulnerability to retaliation is changing the form of the
7 8premium tax. An alternative tax could be either a sales tax or,

in the case of cash value life insurance, an excise tax imposed in
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lieu of current incone taxation of the investment income earned by
the policyholder.

Enactment of such a change could be criticized on both practical
and policy grounds. The most significant practical problem is that
other states are almost certain to assert that the retaliatory
provisions will continue to apply to whatever is enacted. The likely
success of these retaliatory disputes would depend on the specific
provisions of the statutory change. For example, if the tax is
legally imposed on the policyholder and paid by the policyholder, it
is likely that a retaliatory tax would not be imposed on
Massachusetts companies. However, administration and enforcement of
the tax would be more efficient if the tax were collected and paid to
the state in the same manner as the existing sales tax. If this were
done, the practical liability for the tax remains with the life
insurance company, and a retaliatory tax argument would be much more
likely to succeed.

Further, as a matter of policy, it may be inappropriate to
subject life insurance products to a sales tax without considering
whether a sales tax should be imposed on services provided by all
financial institutions. This is a serious issue. Absent any other
factor, premiums paid for life insurance products should not be taxed
more heavily than amounts paid for other financial products such as
bank deposits, mutual fund shares, and stock and bond

isactions. 79

3• Eliminate Exemptions From the Premium Tax Base
At present, premiums paid for health insurance to Blue Cross/Blue

Shield organizations are not subject to the premium tax. Howeve
medical insurance policies.sold by other insurance companies are
subject to the premium tax in the Commonwealth. The conventiona
justification for granting the tax exemption to health insurers is
that they perform some special public interest function.

It was noted above that in the Tax Reform Act of 1986, The United
States Congress eliminated the tax exempt status of the Blue Cross/
Blue Shield companies at the federal
tax premiums paid to Blue Cross/Blue
Elimination of the tax exempt status
Companies in Massachusetts, moreover
consequences for the Commonwealth.® 0

level. Fifteen states alrea

Shield and their affiliates,

of the Blue Cross/Blue Shiel
could have significant reven
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:OW OF PROPERTY AND CASUA: COMPANIES

Property and casualty insurance companies comprise the second
major segment of the insurance industry. These companies provide
insurance protection against a wide range of risks for both
businesses and individuals. The types of insurance protection
provided by property and casualty insurance companies include
automobile liability, automobile physical damage, medical
malpractice, fire insurance, homeowners insurance, workmen's
compensation and general liability. 81

The life insurance industry is larger than the property/casualty
Insurance industry. Their relative sizes in 1984 are indicated by
the national measures shown in Table 4-1.

Table 4-1

NATIONWIDE MEASURES OF SIZE
LIFE AND PROPERTY/CASUALTY INSURANCE COMPANIES

(Dollar figures in $1,000,000 1 s)

Life Property/Casualty
Insurance Insurance
Companies Companies

Direct Employees 536,700 472,700
Total Premiums 5 134,804 S 118,166
Assets $ 722,979 $ 264,735
Investment Income S 59,213 $ 17,660

Source: 1986 Life Insurance Fact Book, and 1985-86 Insurance Facts

Even though they are smaller than life insurance companies by

almost any measure of size, property and casualty insurance companies
pay significantly greater amounts of premium taxes to the states than
do life insurance companies. On a nationwide basis in 1984, property

and casualty insurance companies paid premium taxes of $3.97
billion;82 life insurance companies paid premium taxes of $1.64
billion. 83 In Massachusetts, property and casualty insurance

companies paid more than two-thirds of the total taxes paid by the

insurance industry.

In Massachusetts, property and casualty insurance companies ar

taxed in a manner similar to life insurance companies. Again, two
different types of taxes are imposed. First, a premium tax is
imposed on both domestic and foreign insurance companies. However,

the premium tax rate is 2.28 percent, rather than the two perc
rate applicable to life insurance companies. 84 Second, domest

and casualty insurance companies are subject to a tax eqv
to one percent of the company's gross investment income. 88to one percent o

taxes paid by the property and casualty insurance co

’ART 4

shown in Tabg the yea
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Table 4-2

($1,000*8)

Domestic P&C
Foreign P&C
Premium Tax

Premium and Gross
investment Income TaxYear

19 15,839
17,620
20,008
23,156
25,861
28,354
30,763
34,109
39,390

34,444
36,5701978
40,711
44,519
49,843
53,811
58,960
65,537
80,067

1979
1980
1981
1982
1983
1984
1985

Source: Massachusetts Department of Revenue

Policy Goals

policy goals set out in the analysis of the life insurance
tax provisions are equally applicable to the taxation of property and
casualty insurance companies. The first policy goal is that the tax
burden imposed upon property and casualty insurance companies be set
at a level comparable to that imposed on other types of business
operating within Massachusetts. The second policy goal is that the
competitiveness of the domestic property and casualty insurance
companies should not be compromised. This means that the domes'

companies should be taxed no more harshly than foreign insurers

Problems Created bv Retaliatory Tax System

The nationwide retaliatory tax system makes it difficult to

fashion a tax system that satisfies both policy goals. Under one
possible scenario, an income-based tax could be imposed on both

foreign and domestic property/casualty insurers. Absent any

retaliatory taxes, this would be more equitable than the existing

investment income excise tax, which is imposed solely on

Massachusetts insurers. The enhanced equity could disappear sine

Massachusetts companies will become 6'

ither state.
'he competitive position of the Ma

isurers would be preserved, even if reta

if these companies were allowed to credit retaliatory ta

igainst their Massachusetts tax liability. 86 In general, such a

credit would insure that Massachusetts companies wouia noc pay

additional taxes as a result of the retaliatory system. However

a portion of the taxes that otherwise would have been pa

Massachusetts will be paid to other stat

MASSACHUSETTS TAXES PAID BY PROPERTY/CASUALTY
INSURANCE COMPANIES, 1977-1985
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Enactment of such a retaliatory tax credit would make sense only
if the revenue raised from foreign insurance companies operating
within the Commonwealth from a given tax provision exceeded the
retaliatory tax that would be imposed on Massachusetts insurance
companies on their non-Massachusetts business as a result of that
tax. Otherwise, a tax increase would have the net effect of costing
the Commonwealth tax revenues. For example, if the credit mechanism
were enacted for life insurance companies, the revenue foregone from
use of the credit would exceed the additional raised from increasing
the tax payments of foreign life insurance companies. 88

The fiscal costs of the retaliatory tax credit may be relatively
smaller for the property and casualty insurance companies. It
appears that, for a given tax, more revenue would be raised from
foreign property/casualty insurance companies than would be imposed
on Massachusetts companies under the retaliatory taxes of other
states. This tentative conclusion is based upon the experience of
Liberty Mutual Insurance Company ("Liberty Mutual"), the largest

property/casualty insurer in Massachusetts and the fifth largest
property/casualty insurer nationwide.

Liberty Mutual paid approximately 40 percent of the taxes paid by
domestic property/casualty insurance companies in 1985. 89 Due to
Massachusetts' taxation of property/casualty premiums at a 2.28
percent rate, Liberty Mutual paid total retaliatory taxes to other
states of $2.76 million. By comparison, use of the 2.28 percent tax
rate, instead of a 2 percent rate, raised an additional $lO million

from foreign property/casualty insurers. The total retaliatory tax
paid by other Massachusetts property/casualty insurers is not known.

However, unless the portion of their premiums earned outside of
Massachusetts is disproportionately large compared to the experience
of Liberty Mutual, the total retaliatory taxes paid will be

significantly less than $lO million.

Evaluation of the Taxes Imposed on Pronertv/Casualtv Insurance
Companies

1. The Premium Ta-
The premium tax is the source of most of the tax revenues paid to

the Commonwealth by the property/casualty insurance companies. In
determining the tax burden of the property/casualty insurance
companies, the incidence of the premium tax should be taken into
consideration. In general, property/casualty premium taxes are
viewed as taxes borne by customers (or policyholders) rather than the
businesses that actually pay them. This view of the premium tax is
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recognized implicitly by the Insurance Information Institute, an
organization supported by approximately 300 property/casualty

insurance companies, which has stated:

Premium taxes are taxes imposed on gross premiums or adjusted
gross premiums, and as such amount to an additional form of
taxation on policyholders. 90

2. The Gross Investment Income Tax

In an ideal system, the economic income of the property/casualty
insurance companies should be taxed in the same manner as other
business corporations. In such a system, property/casualty insuranc
companies operating within Massachusetts would be subject to a tax
computed on net income, rather than gross income. In addition, the
tax base would not be limited to investment income; to the extent

:e

that the company earned a profit or loss from non-investment sources
it would be reflected in the tax base. Finally, only the portion of
the company's income properly allocable to Massachusetts would be
subject to tax by the Commonwealth.

The existing gross investment
system in the following signifies:

income tax differs from this ideal
respects:

o only Massachusetts proper ,y/casualty insurers are
subject to this tax;

o the tax base is gross rat .er than net income;
o any underwriting gain or loss does not affect

company's tax liability: and
o no attempt is made to limit the tax to income properly

allocable to Massachusetts

spite of these deviations from an ideal tax, use of a g
a reasonable, albeit crudeivestment incone tax may repress

.ry. The problems inherent in
:asualty insurers can be seen by

method of taxing an unusual Indus'
computing the income of property.

der the Internal Revenue Codeexamining the federal experience

provisions applicable to these compan

ie prcoerty/casualty insurers have paid little, federal income

tax during the last decade, despite having earned tens of bi

dollars of profits during this period. 91 This difference betwee:dollars of profit
■esult of two significant facprofit and taxable income is the

irst, extensive investments by this industry in bonds that a

subject to federal income tax has greatly reduced its federal taxa

Income. 92

A second and more serious problem with using federig federal taxable

me lies in the difficulty of measuring income of a

property/casualty insurer. The most difficult problem concerns t

treatment of reserve liabilities. Similar to life



[JuneHOUSE -No. 578558

companies, property/casualty insurers receive premium income
currently that is likely to give rise to liabilities that will be
paid in future years. However, the amounts that will be paid in
future years, as well as the time when the payments will be made, is
difficult to determine. The difficulty stems from two facts.
First, the occurrence of the events insured against by

property/casualty insurance companies is uncertain and
unpredictable. Second, even in the event that a liability is

created, the amount of the liability will depend upon factors, such
as the level of jury awards, that cannot be determined with
confidence during the current taxable year. Any tax base that
permits a deduction for these reserve liabilities necessarily
introduces a major source of complexity and uncertainty into the
system. 93

For federal income tax purposes, The Tax Reform Act of 1986 took
one step towards producing a more accurate estimate of the future
liabilities that represent a cost of doing business in the current
year. 94 While the federal measure of the reserve liabilities is
imperfect, conformity with the feaeral code carries many advantages
in terms of simplicity and compliance. Also it may be clearer than
measures of reserve liability derived solely for purposes of a state
income tax. Consequently, use of these reserve figures may be the
best choice if a net income base were to be enacted.

Alternatively, a simpler alternative would be to modify the gross
investment income tax. The tax rate could be set at a level that
would generate approximately the same revenues as would be raised by
a tax imposed on net income using the generally applicable corporate
excise tax rate. However, to maintain a fair balance between
domestic and foreign property/casualty insurers, this tax should be

applied only to the portion of investment income allocated to
Massachusetts. The possible adverse effects of retaliatory taxes
that would be imposed as a result to expanding the scope of the
investment privilege tax could be reduced or eliminated by enacting a

credit against Massachusetts tax liability for retaliatory taxes
paid.
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I. Hass. Ann. Laws ch. 63, 32 (Law. Co-op. 1978). This tax,which is based upon the net income of the corporation, is an
excise tax imposed by the Commonwealth upon the exercise of the
Prlvll®9e of conducting business, exercising a corporate charte
or owning or using corporate property in a corporate capacity
wifki n the commonwealth. Id. These corporations are subject to
an additional excise tax that is based upon the firm's tangible
personal property or net worth allocated to Massachusetts
business activity. Id.

2. This total excludes Savings and Insurance Banks and Ocean and
Marine Insurance Companies. The total revenue collected from
these types of insurance companies has been significantly less
than $1 million annually.

3. The crediting of interest is most clear in the case of Univer
life insurance policies. Many life insurance companies issue
icnthly statements to their Universal life insurance

policyholders. These statements will include the interest
credited to the policyholder during the month. In the case of
deferred annuities, a-policyholder will be informed of changes
the level of the surrender value of his or her policy.

Some group accident and health insurance policies provide
that the insurance company will pay the policyholder an
"experience rated refund." The experience rated refund actual
paid will be based on a formula that credits to the policyhold-
an amount that could have been earned by investing the premium

.nsurance company until thefrom the date of payment to
benefits were paid under the policy.

ipany may anticipate that it wii:
050 to the beneficiaries of a p<

example, an insurance
have to pay out precisely SI
one year after the receipt of the premium payment. The insura
company could charge the purchaser of this policy a premium of
$l,OOO if it anticipates tha
percent return when it inves

it could earn at least a five
s the $l,OOO that it received.

5. In fact, with few exceptions, life insurance companies will no
establish formal accounts for the benefit of any policyholde

6. Term insurance protection will pay a specified death benefi-
beneficiary if the insured dies within the specified period
coverage; however, no cash value is created under a term
insurance policy. The most commonly used period of term covera
is one year. Term insurance coverage can also cover other ter
of coverage, such as one month, or the length of an airplane

7. This assumes that none of these expenses should be capitalize

atey re ig8
.epurposes

interest ayers. See D. Hax
95 Yale

6.986)
. Se-

9. From 1909 to 1920, life insurance companies generally co
their taxable income in the same manner as other corpora

'ever, unlike other corporations, they were allowed specia
deductions for net additions to reserves and benefits paidons TOT net auuiti.uiu coci. *

auu ueudiits pa
isurance and annuity contracts. General Accountin1

g of Dollars are Involved In Tax-a

FOOTNOTES
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9 - WSt]ToPol itan Life Ins Co v. Ward. 105 S.Ct. 1676 (1985) It
should be noted that this case did not invalidate the Alabama
statute in question. Rather, it held that the interests of thestate relied upon by the lower courts in holding that the Alabama
statute did not violate the equal protection clause of the United
States Constitution were not rationally related to a legitimate
state purpose. See, W. Cohen,
A Comment on Metropolitan Life
Stanford L. Rev. 1, 9-11 (1985)
at 674-75.

Federalism in Equality Clothing:
insurance Comnpany v. Ward" 3 8

30. Huebner and Black, s

30. Huebner and Black, 1982, pp.674 6

at 675

sd pension plans are tax-favored arrangements that provide
'etirement income or deferred compensation for employees and
ither individuals. A plan is "qualified" if it satisfies

requirements set out in I.R.C. 401 that insure that the
benefits of this plans will be provided equitably to employees or
other plan beneficiaries. Arrangements that can be treated as
qualified pension plans include pension plans, Keogh plans,
Individual Retirement Accounts, and Salary Reduction ("401(k)")
plans

general, contributions made to these plans are deductible by
the payor, which is usually an employer. I.R.C. 404 (1986)
Income earned by the pension trust is exempt from taxation.

R.C. 501(a). A beneficiary of a pension plan is not taxed
on the amounts paid to the plan until pension benefits are
actually received. I.R.C. 402(a

Under these provisions, the premium tax base is not reduced
the amount of policyholder dividends that is used to purchase
additional insurance coverage. Huebner and Black, supra at 675.
Most of the states that do not reduce the premium tax base by the
amount of policyholder dividends paid exclude from the base any
policyholder dividend that is applied to purchase additions
insurance coverage. Id.

.surance policies often exceedPremiums for participating life
premiums for nonparticipating life insurance policies. The

gher premium may be viewed as a substitute for equity supplied
by shareholders of a non-mutual corporation. In principle,

ewed as a refund of thepolicyholder dividends may be v the
overcharge when it is determined that it is not needed by the
issuing life insurance company

36. Council of State Governments, State Retaliatory Taxation of th
Insurance Industry 3 (1977)

Id. at 4

at 3

39. Mass. Ann. Laws ch. 63, 21 (Law. Co-op. 1978) (retaliat
tax on foreign life insurance companies); Mass. Ann. La
23 (Law. Co-op. 1978) (retaliatory tax on foreign insurance
companies other than life insurance companies). Ma

ipe of its retaliatory taexempts from tne scope or res retaliatory

insurance companies domiciled in any stat a

etaliatory taxes or which, on a reciprocal basis, exemptal basis, ext

Massachusetts companies from the scope of any retaliat
Mass. Ann. Laws ch. 63, 24A (Law. Co-op. 1978).Mas
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40 - Western S Southern Life Ins. Co. v. state Bd. of Equalization 451
O.S. 643 (1981).

41. Coucl mrance 2d at 21.92.

42. The retaliatory taxes discourage states from increasing the level
of premium taxes. The questionable constitutional validity of
laws that provide preferential tax treatment to domestic
insurance companies encourages the enactment of a uniform tax
rate and base within any state.

43. Western and Southern Life Ins. Co. v State Bd. of Equalization.
supra at 669-670.

In most states, the imposition of a retaliatory tax does not
depend upon the type of tax imposed by the other state. Thus,
retaliatory tax liability could result from an increase in the
premium tax rate or the creation of another type of tax, such as
an excise tax based on corporate income.

44.

45 Mass. Ann. Laws ch. 63, 20 (Law. Co-op. 1978)

46 Mass. Ann. Laws ch. 63, 20 (Law. Co-op. 1978). Under this
provision, the premium tax base includes dividends applied to
purchase additional insurance or to shorten the premium paying
period; a deduction is allowed for all dividends paid or credited
to policyholders.

47. Mass. Ann. Laws Spec. L ch. 11, 4 (Law. Co-op. 1979).

48. Mass. Ann. Laws ch. 63, 228 (Law. Co-op. 1978). A credit of
$20,000 is allowed against this tax for companies having
"admitted assets" of up to $200,000,000. Mass. Ann. Laws ch. 63
22C (Law. Co-op. 1978).

49. Mass. Ann. Laws ch. 63, 228 (Law. Co-op. 1973).

50. Pub. L. No. 98-369, 211(a) (1984).

51. I.R.C. 805 (repealed 1984)

52. Mass. Ann. Laws Spec. L. ch. 11, 6 (Law. Co-op. 1978). InMass. Ann. Laws Spec. L. ch. 11, 6 (Law. Co-op. 1978) . In
addition, life insurance companies were exempted from the gross
investment income tax, Mass. Ann. Laws ch. 63, 22A (Law.
Co-op. 1978), so long as qualified investments satisfied another
series of target levels. Mass. Ann. Laws Spec. L. ch. 11, 10
(Law. Co-op. 1978). The targeted levels of investments were met
so that life insurance companies are not subject to the gross
investment income tax.

Mass. Ann. Laws ch. 63 ,
228(4) and (5) (Law. Co-op. 1978).53

Mass. Ann. Laws ch. 63, 38 (Law. Co-op. 1978).54

W. Wheaton, "State Taxation of the Life Insurance Industry" suura
at 9. The indicated reduction results from the fact that
employees of a life insurance company are employed in the
company's home state to a greater extent than premiums are raised
from within that state.

55

It should be noted that the allocation formula chosen would
greatly affect the magnitude of the retaliatory taxes that would
be imposed on Massachusetts life insurance companies if the
investment privilege excise tax were extended to foreign
insurance companies. In general, as the weight given to the
premium factor by Massachusetts increases, the greater would be
the retaliatory tax burden imposed by other states on the
Massachusetts life insurance companies.
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a

,s

• House Wavs and Means Committee Report on HR 3 838 - Tax Ref c
of 1985 664

57. Tax Refora Act of 1986, Pub. L. No 99-514, 1012(b)(1). Under
this provision, these entities will be taxed as stock propert-
and casualty insurers. In addition, they will be entitled to
special deduction that will initially limit their tax liabili'
but which will generally become less significant over time.

58. H. Kept. 99-841, 99th Cong. 2d Sess. 11-346

59. National Association of Life Underwriters, Survey of Extent o
Regulation and Taxation of Blue Cross-Blue Shield Plans (1985

60. House Ways and Means Committee Report on H.R.3838 supra at 66
These concerns related to activities that Blue Cross and Blue
Shield and their affiliates undertake uniquely, and that are
engaged in to a comparable extent by commercial insurers. Id
Apparently in response to these concerns. Congress allowed a
special deduction for all existing Blue Cross and Blue Shield
organizations as well as other health insurance providers of
medical insurance that provide substantial coverage to high r
individuals and small groups in a manner that is likely
subject them to unusually high loss experience. I.R.C.
333(c) (1986

61. I.R.C. 61(a)(4)

62. E.a.. I.R.C. 1272 (gross income includes portion of original
issue discount); 7872(a)(1) (foregone interest included in
income of person lending money at below-market interest rates

63. See I.R.C. 72(e)(5

64. I.R.C. 101(a)(1).

65. Mass. Ann. Laws ch. 62, 1(c) and (d), 2(a) (Law. Co-op
1978) .

65. States that subject life insurance companies solely to a prem
tax are characterized as taxing imposing a low burden on thes
companies. Some have asserted that the premium tax should be
viewed as a tax borne by the insurance industry. If this
assertion were valid, then the tax burden of this industry
be closer to, or possibly in excess of, other businesses
operating within the same state. The incidence of the pre
tax will be discussed infra.

67. J. Pechman, Who Paid The Taxes, 1966-85 28-29 (1985)

O. Clarke, Effective Taxation of Insurance Companies. 40 Proc
,e Nat 1 1 Assoc, of Tax Administrators 57 (19

68. On the other hand, it is sometimes argued that while a
insurance company may not be able to increase its premiums o
existing policies, it might be able to reduce the level of
policyholder dividends credited under those policies. The n
effect of such a reduction in policyholder dividends could b
same as a corresponding increase in premiums. Whether the
prevailing level of competition in the insurance industry wo
n»™it this, however, is uncertain.pe:

gg
_ should be emphasized that the practice

has questionable constitutional validity
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70. New York has a tax rate of 9% levied on the apportioned net
investment income of domestic and foreign firms. Total income
and premium tax liabilities are "capped" at 2.6% of New York
premiums. Also, New York firms are given a credit of 90% of the
retaliation they experience in other states. In Indiana,
domestic companies may choose the lower of a 2% premium tax or a
7% tax on apportioned (3 factor) net investment income.

71. In practice, retaliation is not limited to a comparison of
premium tax rates. A foreign insurer is subject to the greater
of. the tax imposed under the normal tax provisions of the
taxing state, and 2) the tax that would be imposed on a domestic
insurer ofthe taxing state inthe home state ofthe foreign
insurer.

72. The principal Massachusetts-domiciled life insurance companies
are listed below. An indication of their relative size is
provided by their 1985 premium receipts for life, annuity, and
accident and health insurance. Also listed are their premium
receipts from the Commonwealth and the proportion of
Massachusetts receipts to total.

Massachusetts % of MassTotal
Premiums to TotalPremiumsCompany

13.96%$13.5
$36.1

Berkshire Life 596.4
Boston Mutual $82.0
John Hancock $2,504.0
Liberty Life $354.4
Mass. Mutual $2,057.2
Monarch Life $639.2
New England Mutual $1,173.8
Paul Revere $310.1
State Mutual j $490.2

44.02%
10.51%$263.3
16.56%$58.7

6.11%$125.6
3.73%
8.41%
5.95%

$23.8
$98.7
$18.4

t'dUi KCVbl C
'

.

State Mutual j $490.2 $13.9 2.83%

Total $7,707.5 $65271 8 - 46%

Roger Schemmer, Making Business Location Decisions, Englewood,
N.J., Prentice Hall Press, 1982). See also R. Pomp, Tfre
Misuse of Interstate Tax Comparisons, 33 Tax Notes 87-89 (1986).

73

"The Competitiveness of the Massachusetts Revenue System" ,

Robert Tannenwald and Stephen Brooks, Interim Report of the
Massachusetts Special Commission on Tax Reform, 1986.

74

isuranceW. Wheaton, The Impact of State
Company Growth 39 Natl. Tax J. 79 (1986).75

One element of life insurance company taxable income that has
been criticized is I.R.C. 809, which reduces certain
deductions of mutual life insurance companies. Consideration
could be given to simplifying this provision for purposes of a

Massachusetts corporate excise tax. One possible simplification
would be to adopt a statutory "differential earnings rate" that
would not be subject to recomputation. Alternatively, an
entirely different approach to adjusting mutual company
deductions could be developed.

76

Retaliatory taxes would not be imposed in states which, like
Massachusetts, have enacted reciprocal exemptions from the
retaliatory provisions. Mass. Ann. Laws ch. 63, 24A (Law.
Co-op. 1978). New York has enacted such a reciprocal provision

77
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repealed numerous exemptions from its sales tax law,
including the exemption for insurance. Florida Session Laws, c.86-166, Laws 1986. This repeal was made effective for
transactions occurring after July 1, 1987. It is uncertain
whether the Florida legislature considered the application of
retaliatory provisions on sales tax paid under the sales tax. A,
part of this law, a commission was established to recommend

hether the repealed exemptions should be reenacted or allowed toallowe'
expire

. the other hand, it may be argued that for many purchasers of
■sh value life insurance, the preferential treatment under the

state income tax of income credited under the policy is a benefit
that is not available when they purchase other financial
products. This favored treatment by the state may justify the
enactment of an excise tax that is aoplicable to cash value life

isurance, but not to other financial investments. However, this
is a complex and contentious issue that is not likely to be
settled in the near future

Subjecting the Blue Cross/Blue Shield affiliates to the existim
se a significant amount of

1 the life insurance industry
2 percent premium tax would rai
revenue. One representative o
estimated that approximately $ 7 million would have been raised

applied to Blue Cross/Blue ShieL1985 if the premium tax had
premiums

General liability insurance provides coverage against "claims
arising out of the insured's liability for injuries or damage
caused by ownership of property, manufacturing operations,
contracting operations, sale or distribution of products, and
operation of elevators and the like, as well as professional
services." Insurance Information Institute, Insurance Facts
1985-86 Property/Casualtv Fact Book 111 ("1985-86 Insurance
Facts").

ie

82. 1985-86 Insurance Facts at 40

83. 1986 Life Insurance Fact Book at 6'

84. Mass. Ann. Laws ch. 63, 22 (Law. Co-op. 1978). This premium
tax applies to the gross premiums received for insurance o
property or interests in Massachusetts. This premium tax does
not contain any significant exemption; by comparison, annuit;
premiums paid to life insurance companies are exempt from the
premium tax. In 1985, annuity premiums accounted for more than
one-third of the total premiums received by life insurance
companies. 1986 Life Insurance Fact Book at 59.

(Law. Co-op. 1978Mass. Ann. Laws ch. 63

Several other states permit domestic life insurance compan
credit a specified percentage of the retaliatory taxes pa
against taxes otherwise due. Among the states allowing such a
credit are New York (credit equal to 90 percent of retalia
taxes paid; retaliatory taxes likely to result from combined

'ect of 1 percent premium tax and 9 percent income tax) am
Oklahoma (credit equal to retaliatory taxes paid; retalia

.kely to result from 4 percent premium tax)

leutralizing effect of this type of credit would occur u
,e total retaliatory ‘taxes paid by a company exceeded
ability to Massachusetts.

xt:
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S3. As discussed above, the impact of a retaliatory tax on
Massachusetts life insurance companies operating in other states
could be reduced, although not eliminated, by allowing a partial
credit for retaliatory taxes paid. The maximum percentage credit
would depend upon the revenue raised under any specific tax
proposal from all companies operating in Massachusetts, as well
as the retaliatory taxes that would be imposed nationwide on the
Massachusetts companies.

89. For 1985, Liberty Mutual's Massachusetts premium taxes and gross
investment income taxes were $15,634,300.

90. 1985-86 Insurance at 40.

91. 1985-86 lets at 20.

92. Use of Internal Revenue Code taxable income as the tax base for a
Massachusetts corporate excise tax could, however, produce
substantial tax revenue: income from bonds exempt from federal
taxation would not necessarily be exempt from taxation in the
Commonwealth.

93. It is possible to design a system that, in theory, would
eliminate benefits or injuries as a result of the deduction of
the reserve liabilities. See United States Department of the
Treasury, Tax Reform for Fairness. Simplicity, and Economic
Growth 273-279 (1984).

94. Pub. L. No. 99-514, 1021 and 1023, (which amended I.R.C.
832(b)(4)(B) and (C) and 832(b)(5)(A)(ii)) and added

I.R.C. 846.
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ALTERNATIVE SCENARIOS FOR THE'E INSURANCE TAX SIMULATION MODEL
Two alternative scenarios on the distribution of premium salesappear below. The results tables are followed by a description ofthe model’s methodology.
In the first additional scenario, the proportion of sales in thestate of domicile is set at the state's percentage of the national

,mes apopulation rimes a multiple of three. m the second, total sales are
distributed evenly among states in proportion to the state's
population. In each case the remainder of sales, out-of-state

1, and all Investments are distributed evenly among states
tion to population.

first alternative scenario may in fact be a reaso

APPENDIX 1

■he alternative ano, are
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Ohio and to a certain extent, California. These states demonstrate
the simple principal that with a higher premium tax rate a state's
companies are vulnerable to retaliation if a significant proportion
of their business is conducted out-of-state. On the other hand, if
they conduct a significant proportion of their business in-state,
their domestic burden is high. Either way, the total tax burden of
these firms is high.

'able

REPRESENTATIVE INSURANCE COMPANY STATE TAX LIABILITIES (SMILLIONS)

PREM. SALES (Sm); 4352.941 X PREMIUM SALES IN HOME STATE 3 X XPOP
NET INCOME (Sm); 600

TAX LIABILITY TO HOME STATE
HOME LIABILITY TO TOTAL TAX
STATE PREMIUMS INCOME TOTAL OTHER STATES LIABILITY

Alabama 2.21 0.00 2.21 124.59 126.30
Alaska 0.77 0.00 0.77 113.24 119.02
Ariiona 2.97 0.00 2.97 91.54 94.51
Arkansas 0.00 6.43 6.48 107.65 114.13
California 33.98 0.00 33.98 70.99 104.97
Colorado 1.77 0.00 1.77 98.83 100.60

3.48 2.76 6.24 93.04 99.29Connecticut
Delaware 0.68 0.00 0.68 96.06 96.74
Florida 0.00 4.73 4.73 (C) 83.35 88.07
Georgia 7.37 0.00 7.37 95.32 102.70
Hawaii 1.11 0.00 1.11 137.80 133.90
Idaho 1.65 0.00 1.65 129.57 131.22

0.00 5.67 5.67 (C) 83.15 88.81
6.03 8.29 6.03 (C) 90.30 96.33Indiana 6.03 8.29 6.03 (C) 90.30 96.33

lowa 3.16 0.00 3.16 93.39 96.55
Kansas 1.34 0.00 1.34 93.90 95.24
Kentucky 4.09 0.00 4.09 92.39 96.48
Louisiana ’5.53 2.71 5.53 (C) 97.23 102.76
Haine 1.23 0.00 1.23 95.42 96.69
Maryland 4.82 0.00 4.32 91.61 96.42
Massachusetts 6.39 9.75 16.13 89.92 106.05
Michigan 0.00 4.92 4.92 86.05 90.97
Mireiesota 4.60 3.80 4.60 (C) 91.84 96.44

4.30 0.00 4.30 126.92 131.22Mississippi 4.30 0.00 4.30 126.92 131.22

Missouri 5.52 0.00 5.52 90.85 96.37
Montana 1.25 0.00 1.25 119.80 121.04
Meoraska 0.88 7.01 7.01 (C) 102.71 109.72
Hevaaa 1.28 0.00 1.28 109.63 110.91
New Hampshire 1.09 8.27 8.27 (C) 123.95 132.22New Hampshire 1.09 8.27 8.27 (C) 123.95 132.22

New Jersey 8.29 0.00 8.29 87.86 96.15
2.39 0.00 2.39 128.84 131.22
9.75 13.46 23.21 (C) 74.59 97.80

New Mexico

Carolina 6.00 0.00 6.00 88.28 94.29
Dakota 0.75 0.00 0.75 95.98 96.73

14.73 0.00 14.73 96.00 110.73
Oklahoma 0.00 0- 00 0.00 166.53 166.83
Oregon 0.00 8.18 8.18 99.52 107.70
Pennsylvania 13.00 0.00 13.00 82.77 95.77
Rhode Island 1.06 0.00 1,06 95.65 96.71
South Carolina 1.38 0.00 1.38 89.03 90.41
Sooth Dakota 0.97 0.00 0.97 109.94 110.91
Tennessee 4.57 2.16 4.57 (C) 104.31 108.88

88
100.86 102.88

59 96.16 96
0,

84 91.59 96
3.19 128.03 131.2

91.15 96.39
10.22 110.92

applied aga

Tax Reform,
ationx

SCENARIO
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Source Life

Table A-2

SCENARIO 1: SUMMARY TABLE
(Dollar amounts in millions)

NOTE DOMESTIC FOREIGN TOTAL DOMESTIC FOREIGN TOTAL
STATE LIABILITT LIABILITT LIABILITY HA/HOME ST MA/HOME ST MA/HOME ST

Avg (50 states) 5.71 100.95 106.66
Highest 33.98 166.38 166.3333.98 166.38 166.33

Massachusetts Special Commission on Tax Reform
Insurance Tax Simulation Model, 1987.

Table A-3

REPRESENTATIVE INSURANCE COMPANY STATE TAX LIABILITIES (MILLIONS)

PREM. SALES (Sa): 4352.941 X PREMIUM SALES IN HOME STATE: XOF POP

NET INCOME (S«); 600

TAX LIABILITY TO HOME STATE
EHE LIABILITY TO TOTAL TAX
STATE PREMIUMS INCOME TOTAL OTHER STATES LIABILITY

0.47 1.27 1.01
2.58 0.97 1.07
2.85 0.98 1.19
2.67 1.00 1.10
5.10 0.96 1.10
1,00 1.00 1.00
3.28 1.04 1.17
3.51 0.98 1.10
1.94 1.02 1.10
0.70 1.21 1-08
1.10 0.94 0.96
1.24 1.09 1.11
0.72 1.02 0.96

2.32 0.39 0.99
0.47 0.54 0.64

California 33.98 70.99 UK.97
Connecticut 6.24 93.04 99.29
Illinois 5.67 91.84 88.31
Indiana 6.03 90.30 96.33
lowa 3.16 93.39 96.55
Massacnusetts 16.13 89.92 106.05
Michigan 4.92 86.05 90.97
Minnesota 4.60 91.84 96.44
New Jersey 8.29 87.36 96.15
New Tor* 23.21 74.59 97.80
Ohio 14.73 .96.00 110.73
Pennsylvania 13.00 82.77 95.77
Texas 22.44 88.17 110.62

Alabaoa 0.74 0.00 0.74 129.02 129.76
Alaska 0.26 0.00 0.26 118.76 119.02
Arizona 0.99 0.00 0.99 94.09 95.03
Arkansas 0.00 6.24 6.24 109.85 116.09
California 11.33 0.00 11.33 94.53 105.35
Colorado 0.59 0.00 0.59 101.63 102.22
Connacti cut 1.16 0.92 2.03 95.63 97.71
Dalawara 0.23 0.00 0.23 96.56 96.79
fieri* 0.00 1.58 1.53 (C) 92.63 94.21
Caoraia 2.46 0.00 2.46 100.50 102.95
kauail 0.37 0.00 0.37 139.03 139.40
Idaho 0.55 0.00 0.55 130.68 131.23
lUfrais 0.00 1.89 1.89 (C) 92.57 94.46
Indian. 2-01 7.65 2.01 <C) 94.78 96.79
low . 1.05 0.00 1.05 95.73 96.79
Fans as 0-45 0.00 0.45 95.89 96.34
rantudrr 1.36 0.00 1.36 95.43 96.79fSCuSi. 1-84 0.90 1.84 (C) 101.11 102.93
a.if,. 0.43 0.00 0.43 96.36 96.79

1.61 0.00 1.61 95.18 96.79
EnaSua.tzs 2-13 6.05 8.18 94.66 102.84

0-00 4.34 ‘-34 93.47 97.81

I X3ta 1.53 1.27 1.53 <C) 95.26 96.79
!•« 0.00 1.43 129.80 131.23

SCENARIO 2
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'able .A—3 (Continued)

REPRESENTATIVE INSURANCE CCMPANY STATE TAX LIABILITIES (SMILLICNS)

PREM- SALES (S«>: 4352.941 X PREMIUM SALES IN HOME STATE: XOF POP
NET INCOME (Sm): 600

TAX LIABILITY TO HOME STATE
LIABILITY TO TOTAL TAXBME

STATE PREMIUMS INCOME TOTAL OTHER STATES LIABILITY

1.84 94.95 96.79
0.42 120.63 121.05
6.83 (C) 103.58 110.41
0.43 110.50 110.93
8.13 (C) 124.41 132-55
2.76 94.02 96.79
0.80 130.43 131.23
8.45 (C) 88.94 97.40
2.00 93.32 95.32
0.25 96.54 96.79
4.91 106.02 110.93
0.00 171.70 171.70
7.84 101.85 109.69
4.33 92.46 96.79
0.35 96.44 96.79
0.46 91.64 92.10
0.32 110.60 110.93
1.52 (C) 108.75 110.27
7.48 103.45 110.93
0.68 102.28 102.95
0.20 96.59 96.79
2.35 100.61 102.95
1.61 95.18 96.79
1.06 130.17 131.23
1.75 95.04 96.79
0.23 110.69 110.93

Missowt 1.84 0.00
Honiara 0.42 0.00
Nebraska 0.29 6.83
Nevaoa 0.43 0.00
New Haaoshire 0.36 8.13
New Jersey 2.76 0.002.76 0.00
New Mexico 0.80 0.00

1 New Tortc 3.25 6.17
1 North Caroline 2.00 0.00
North Dakota 0.25 0.00
Ohio 4.91 0.004.91 0.00
Oklahoma 0.00 o*oo
Oregon 0.00 7.84
Pennsylvania 4.33 0.00
Rhode Island 0.35 0.00
South Carolina 0.46 0.00
South Dakota 0.32 0.00
Tennessee 1.52 0.72
Texas 7.48 0.00
Utah 0.68 0.00
Vermont 0.20 0-00
Virginia 2.35 0.00
Washington 1.61 0.00
West Virginia 1.06 0.00
Wisconsin 1.75 0.001.75 0.00
Wyoming 0.23 0.00

(C) indicates that a premiums tax credit is applied against
the income tax liability.

Note:

Massachusetts Special Commission on Tax Reform, Life
Insurance Tax Simulation Model, 1987.

Source

Table A-4

SCENARIO 2: SUMMARY TABLE
(Dollar amounts in millions)

HOME DOMESTIC FOREIGN TOTAL DOMESTIC FOREIGN TOTAL
STATE LIABILITY LIABILITY LIABILITY MA/HOME ST MA/HCME ST MA/HCME ST

California - 11.33 94.53 105.85
Connecticut 2.08 95.63 97.71
Illinois 1.89 95.26 94.46

0.72 1.00 0.97
3.93 0.99 1.05
4.33 0.99 1.09
4.07 1.00 1.06
7.75 0.99 1.06
1,00 1.00 1.00
1.88 1.01 1.05
5.33 0.99 1.06
2.96 1.01 1.06
0.97 1.06 1.06
1.67 0.89 0.93
1.89 1.02 1.06
1.09 0.92 0.93

3.39 0.90 0.96
0.72 0.55 0.60

1.89 95.26 94.46
Indiana 2.01 94.78 96.79
lowa 1.05 95.73 96.79
Massachusetts 8.18 94.66 102.84
Michigan 4.34 93.47 97.814.34 93.47 97.81
Minnesota 1.53 95.26 96.79
New Jersey 2.76 94.02 96.79
New York 8.45 **88.94 97,408.45 ''88.94 97.40
Ohio 4.91 106.02 110.93
Pennsylvania 4.33 92.46 96.79
Texas 7.48 103.45 110.937.48 103.45 110.93

Avg (50 states) 2.41 105.08 107.49
Highest 11.33 171.70 171.7011.33 171.70 171.70

Massachusetts Special Commission on Tax Reform, Life
Insurance Tax Simulation Model, 1987.

Source

SCENARIO 2
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The Life Insurance Tax Simulation Model calculates the tax burden
of a representative firm located in each of the fifty states. For
each state, tax liabilities to the home state and to all other states
are calculated separately. The tax rates, apportionments, and
procedures are those listed in Table 3-2 in the text.

The model takes retaliation into account in the following way:
the tax the company pays in a foreign (other than home) state is the
higher of: a) premiums tax and income tax calculated by applying the
foreign state's tax system to the income apportioned to that state,
or b) premiums and income taxes determined from the home state's
system applied to the same base.

This is a slight simplification. A few states retaliate in a
somewhat different manner,• using an item-by-item comparison of the
laws of the home and foreign states. Such retaliation is very
uncommon, however, and its omission does not bias the results of the
model. An item-by-item comparison would cause the foreign tax
liabilities for firms domiciled in all states to slightly increase

in equal proportions.
Another simplification involves the retaliatory practices of

Massachusetts and New York, which by mutual agreement do not
retaliate against each other. This arrangement is quite rare,
however, and the sole effect of its exclusion from the model is to
slightly overestimate the foreign tax liability of New York firms.

Following Wheaton (83,84), several other simplifiying assumptions

were made in developing the model.
First, the base for the net investment income tax was assumed to

be the same among all states. In fact, there are differences among
states. All, however, have some correspondence to the federal code.
Another justification for this assumption is that in most states with

an income tax there is a credit of premium tax liability against the
income tax liability. In most cases the premiums tax liability is
the higher of the two, so the income tax liability is effectively
eliminated.

Second, the premiums tax base is also assumed to be the

among all states. In fact, states differ in their treatment
annuities and policyholder dividends. Annuities are the mo]

important of the two. Only 13 states tax annuities at all,

those that do usually exempt annuities of qualified retires

(and at least 50% of annuity sales are in this category); a

APPENDIX 1:
METHODOLOGICAL NOTES

annuities subject to taxation are taxed at a reduced rat
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the actual differences in premiums tax payments among states because
of differing treatment of annuities should not be great.

It should also be emphasized that to the extent this
simplification introduces bias into the results, it tends to slightly
overstate the tax liability of Massachusetts-domiciled firms relative
to those domiciled in states that do tax annuities.

Several states have unusual points in their tax structures. The

model's treatment of these points is detailed below.
Illinois The base income tax rata of 4% is increased by a

supplemental "replacement tax" of 2.5% (source: form IL1120). The
effective rate is thus 6.5%.

Indiana The domestic corporate tax rate is 3%. A4%
supplemental tax is applied to several categories of institutions,
including insurance companies. Hence the domestic Income tax rate is
effectively 7%.

Kentucky Domestic companies are liable for no premiums tax, and
an income tax applied against assets (taxable capital and reserves).
Since we have no way of estimating assets for the representative
firm, the model uses a simple 2% premiums tax instead to determine
liability. This assumption slightly overstates liability.

Michigan The income tax is applied against a base of both net
income and payroll. Since the representative firm is a composite of
Massachusetts firms' data, the model uses for the payroll amount the
total 1984 life insurance company payroll ($466.9 million, reported

by the Life Insurance Association of Massachusetts), adjusted by the
wage/salary index.

Mississippi A net investment income tax exists, but income tax
liability is applied against premiums tax liability. In 1986, total
Mississippi income tax liability was about ssm, while total premiums
tax liability was about s6sm. Hence the income tax is completely
subsumed within the premiums tax, and the model simply calculates the

premiums tax liability.
New York Domestic firms receive an income tax credit of 90% of

retaliatory taxes paid.
Ohio Domestic firms pay the lower of the premiums tax and a 0.6%

tax on assets (taxable capital and surplus). We have no way to
estimate assets, so the model uses premiums tax liability always.

This assumption slightly overstates liability.
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Comments on "The Impact of State Taxation on Life Insurance Company
Growth," National Tax Journal. Vol. 79, 1986.

In this provocative article, William Wheaton attempts to spec
,e relationship between life insurance industry growth and a

selection of explanatory variables. Below is a description of the
lodel, the variables, and a summary of the results. It is followed
>y a comment on the results.

'he model is based on information on a sample of 77 of the 100
.argest insurance companies drawn from annual surveys by Best and Co.
’otal company assets were chosen as the measure for company size.

The base, or starting statistical model takes the form of the
equation below, estimated by ordinary least squares regression
analysis. Wheaton also uses two additional models to deal with more
complicated specifications of the error term.

/AW j1 +? @k ■*' e<.j

In the equation above, represents the annual rate
of change of total assets for each company. The Xj represent
the independent variables. They are described below:

Variable Name Description

Year 2-16 Dummy variables included to capture year-to-year
variation in the industry's average performance
relative to the base year.

Mutual-Stock A dummy variable across companies which
considered whether the company was a mutual
company (0) or a stock company (1).

Company size A variable measured at the initial period,
reflecting the relative size of each company.
It is included under the hypothesis that larger
companies mature and usually grow at lower rates
than smaller companies.

Sales 1 A dummy variable varying across only firms which
reflects whether the company has its own sales
force (1) or not (0).

APPENDIX 2
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Variable

Sales 2 A dummy variable, related to Sales 1. It
reflects whether a company which has its own
sales force also deals with general insurance
agents (1) or not (0).

Yield This variable varies over time and across firms
and measures the overall portfolio investment
yield of the company.

Annuity Growth This .variable moves over time and across firms
and reflects the growth of a company's annuity
business. The variable was included in the
equations with a 2 period lag to insure that
there was no simultaneity with the dependent
variable.

Tax The domestic tax liability (in billions of
dollars) of the prototypical company. This
variable was constructed by taking a
prototypical firm with the characteristics
listed below and determining its domestic tax
liability each year from the characteristics of
a given state's tax system. Thus, the 1975 tax
variable for Transamerican Occidental, a
California-domiciled life insurance company,
would be the domestic tax liability of the
representative firm using California's 1975 tax
rates. Under the assumption that there is
little interstate variation in foreign tax
liability, only domestic liability is explicitly
Included in the tax variable.

Characteristics of the prototypical firm

$4 billion
$2 billion
$6OO million
5%

Hational Sales (Gross Income):
national Investment Income (Gross):
national Nat (pre-tax) Income:
% Sales in Home State:
% Payroll in Home State: 50%

Variable

3) Parks Auto-1) OLS 2) Fuller-Battese
Variance Components Regressive

.93 (22.6) 1

-.96 (-3.4)

.017 (1.78)

Constant .75 (31.9) 1

Tax -.92 (-3.2)
.87 (78.8)

-.44 (-5.4)

.014 (3.0)
-.022 (-3.3)

Mutual-Stock .0132 (4.0)
Company Size -.028 (-3.0)
Investment

-.008 (-.65)

025 (16.8.018 (6.2)Yield .039 (14.3)
Annuity Growth

.153 (6.2)(lagged) .182 (4.8) .12 (22.8
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.eld

degression Results (Continued)

Variable Ecruations

1) OLS 2) Fuller-Battese 3) Parks Auto
Variance Components Regressive

Sales 1 -.0054 (-1.3) .0008 (.1) -.008 (

Sales 2 -.0050 (-1.3) -.008 (-.8) .0006 (.4)

Year 1 .133 (10.2) .053 (1.1) .079 (18.1

Year 15 .031 (3.5) I .023 (.48) .026 (56.2

R 2 .23
K 1232 1232 12321232

t-statistics in parenthesis
2 Units of measurement and range: tax (billions dollars),

mutual-stock (dummy), company size (continuous 0.0-1.0), investment yi
(percentage points, 4.0-20.0), annuity growth (change in annuity share
0.0-0.4), sales 1-2 (dummy), year 1-15 (dummy).

len

is strongest conclusion that may legitimately be
Wheaton's research is that state taxation may have a statistics

significant effect on company growth. This, incidentally, is the
conclusion that Wheaton ultimately arrives at. Firm statements ab

exactly how much taxes nay affect gn
not an indictment of the research or

iwth are speculative

,e methodology. Indeed, t;

onolusion that taxes may affect growth is interesting

;nd worthy of consideration. The following comments w

study in clearer perspective. They are not intended to dismis:e

or diminish a valuable piece of wo ■k

model explains only 28% of the variation in the depe1
variable. There is much that is unexplained. It is possible

that important explanatory variables are omitted or that a

different specification is called for. Either of these change

would change the magnitude of the coefficient on the tax

variable.
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2. The tax variable is "constructed" from the attributes of each
states' tax system and the characteristics of a representative
firm. Is the same firm equally applicable to all states and
regions in all years? It may not be. Different regions may have
firms that would have a different relationship between taxable
premium sales and taxable income.

3. There is very little variation in the tax variable in the
sample. This introduces a possible source of "instability" in
the value of the coefficient on the tax variable. That is, small
changes in the tax variable may have strong effects on its
coefficient. This may be unavoidable, but under the
circumstances that the tax variable is constructed, it makes one
cautious about interpreting the model's results.

Using Wheaton's original data, the Special Commission on Tax
Reform produced a subsample of the dates set to conduct some
rudimentary sensitivity analysis. In general, the model produced
similar results on the subsample. However, when firms
representing Massachusetts, New York or Connecticut were omitted,
the tax coefficient underwent significant changes. This may
confirm concerns about the stability of the results or it may be
due to the characteristics of the subsample.

4. The tax variable in the model is the domestic tax liability of
the prototypical firm. This raises two issues:

a) Foreign tax liability should also be important because
of the national orientation of major firms and the
powerful potential of the retaliatory tax system.
There should also be interstate variation in foreign
tax liability. This variable should have been
explicitly included in the model. Its omission is a
weakness.

b) In a sense, some foreign component may have been
implicitly included in the model because there is a
high correlation between domestic and foreign tax
liability. In this case the tax variable would pick up
the effect of both foreign and domestic taxation on
company growth. Therefore the interpretation that a
$lO million differential in domestic tax liability
causes a -0.68% differential in annual growth of
company assets is not an accurate reflection of the
model's conclusions.
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;e

1
2

If taxation Is an Important determinant of company growth,
it could be argued that all taxes with an initial impact on
business should be taken into account. This model only
explicitly includes domestic state insurance tax liability

is wo that some states allow local taxa
of insurance company premiums, and some subject life
insurance companies to "underwriting fees" and other fees
and charges that can be high in relation to to the premiur
and/or income tax liability of a company. Also, there is
substantial variation in these practices across states. On
the other hand, it is likely that most of these special fee
and taxes occur in states that are not host to a signifies:
insurance Indus-

Finally, the distinction between a stock and a mutual life
insurance company may be very important for several reasons;

1) Mutual companies have experienced lower growth than
stock companies over most of the period of this study.

2) Mutal compnies have exper
levels of taxation than s

level.

enced relatively higher
.ock companies at the federal

3) There is a relatively higl
companies among the high
industrial northeast.

concentration of mutual
nsurance tax states of the

Does the tax variable in the model pick up any of the effec
of the stock-mutual company distinction? It is true that
the model does adjust for the stock-mutual distinction with

dummy variable. In fact, this may very well be
sufficient. On the other hand, the stock-mutual distinction
may require a more complex specification than a simple dummy
variable.

WITH HIGHEST PREMIUMS SALESLIFE INSURANCE COMPANIES

its in millions)(Dollar amou

Premiums Admitted Insuranci
Home Sales Assets In Fore
State Amount Rank Amount Rank Amount RaLomp

„ , .j -i NJ 14,332 1 91,139 1 560,996
Fruaeniiai NY 7,316 2 76,494 2 482,800Metropolitan L CT 4,271 3 25,572 7 144,145

General CT 3,922 4 22,246 9 113,941 1

Appendix 3

Connecticut General
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Appendix 3 (Continued)
(Dollar amounts in millions)

Premiums Admitted Insurance
_

Home Sales Assets In Fnrracompany State Amount Rank Amount Rank Amount Rank
New York Life NY 3,830 5 27,978 5 178,884 SAetna Life CT 3,594 6 37,889 4 207,881 4Bankers Life IA 3,032 7 14,927 12 65,781 22Transamerioa Life & Ann CA 2,596 8 3,250 47 N AEquitable Life NY 2,595 9 47,990 3 287*823 3Mass. Mutual Life MA 2,432 10 15,579 11 68,636 21
Northwestern Mutual -MI 2,417 11 17,893 10 121,043 11John Hancock Mutual MA 2,351 12 26,256 6 158,973 6Manufacturers Life CN 2,302 13 13,711 13 75,272 20New England Mutual MA 2,300 14 10,908 15 52,186 33Great-West Life CN 2,279 IS 10,050 17 100,019 15
Teachers Ins & Ann NY 2,240 16 23.159 8 15,272 105Sun Life Assurance CN 2,068 17 12,710 14 123,084 10Guardian Life NY 1,771 18 3,172 51 54,101 32Mutual Of Omaha NE 1,732 19 2,283 68 N.A.Mutual Life of N.Y. NY 1,650 20 10,133 16 51,418 34
Confederation Life CN 1,551 21 6,545 22 75,677 18Lincoln National Life IN 1,551 22 5,074 29 129,943 9
Crown Life CN 1/543 23 5,289 27 86,859 17Allstate Life IL 1,527 24 2,692 59 55,051 31
IDS Life MN 1,439 25 5,870 24 16,605 92
Mutual Benefit Life NJ 1,423 26 9,444 18 50,761 36Transamerioa Occidental CA 1,404 27 4,052 36 137,145 8
Connecticut Mutual Life CT 1,392 28 7,923 19 44,868 39
Continental Assurance IL 1,375 29 4,883 31 60,213 28
Executive Life CA 1,366 30 5,598 25 34,971 42Southwestern Life TX 1,349 31 4,894 30 62 253 29Pacific Mutual Life CA 1,296 32 4,617 32 26*954 55
New York Life i Ann DE 1,287 33 3,956 37 29,514 50Canada Life Assurance CN 1,222 34 6,476 23 61,474 26Mutual Life Assurance CN 1,219 35 7,054 20 48 241 37
State Farm Life IL 1,156 36 6,588 21 l6
Northwestern National MN 1,156 37 3,652 41 50 834 35
State Mutual Life MA 1,100 38 3,469 43 30,337 48General American Life MO 1,084 39 3,204 48 60,935 27Equitable Variable Life NY 1,065 40 3,314 45 44,943 38
Provident Life ( Acc TN 1,047 41 2,579 61 55,694 30Nationwide Life .OH 1,044 42 5,377 26 16,810 90
Provident Nat'l Assur TN 851 43 2,864 57 N.A.American Family Life GA 817 44 1,702 86 N.A.Colonial Penn Life PA 812 45 N.A. 14,609 107
Hartford Life & Acc CT 794 46 N.A 42,730 40
Minnesota Mutual MN 750 47 3,094 54 64,520 23Phoenix Mutual CT 714 48 4,310 34 61,683 25
Variable Annuity Life TX 695 49 5,254 28 N.A.Combined Ins Company IL 681 50 1,473 97 N.A.

Note: N.A. » Information not available for companies with ranks
beyond 130.

Source: Best's Agents Guide to Life Insurance Companies. 1986.
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There are three ways to compare the size of life insurance
companies; the value of premium receipts, admitted assets, and
insurance in force. The proceeding table arrays companies by premi'
receipts and also shows the value and rank position of each company
assets and insurance in fore

The following points stand oi. the table:

1) There is a high correlation
company for all measures of
company to have a high rank
and a low rank according to

.n the rank order of each
size. It is quite rare for a

according to one measure of size
another.

2) According to all measures t
dispersion in the size of 1

lere is a high level of
e insurance companies. For

example, the fifth ranked company according to premium
receipts is about 5 times larger than the 46th ranked. The
dispersion in size is at least as great with each of the
other measures.

companies are highly concentrated
; among these are New York and

3) The largest life insurance
in a few states. ’ Prominen
Connecticut. Also importai
and Illinois. New Jersey

it are Massachusetts, California
,s in a class of itself because

is domicile to Prudential, a firm that dwarfs all other 1
insurance companies. Interestingly, seven Canadian life

the fifty largestinsurance companies rank among
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