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In Brief: Insurance and Investment Outlook

Are

ahead ? Insurers’ investment
income will continue to suffer
from a low interest rate envi-
ronment. Despite the antici-
pated improvement, through
2010, of the corporate bond
and equity markets, Swiss RE
chief economist, Thomas
Hess, warns that low invest-
ment yields will force insur-
ers and reinsurers to focus
on underwriting profitability.
Using an asset leverage
value of 278% (in 2008),

more tough times

Hess calculates that to main-
tain the same ROE after a
1% point drop in investment
yields would require about a
3% point improvement in a
typical P&C insurer's com-
bined ratio. Adding to the
challenge is a third quarter
report from Aon stating that
“(The) marketplace continues
to be extremely competitive,
with rates trending down,
ample capacity, and the
broadest terms and condi-
tions seen in years”.

Economic Review

What . e

ence a year makes:
from one extreme to
another in twelve
months. Most sectors
of the bond market
have recovered from
the distressed levels

Real GDP is expected to grow
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What’s missing? It is equally
important that Insurance
executives fine-tune their
investment program. Having
the portfolio optimized to
maximize after-tax, risk ad-
justed returns will relieve
underwriting pressure may
steer assets into new asset
classes with relative value
advantages under current
economic forecasts. Stay
tuned for ideas that will gain
competitive advantage for
our readers in 2010....

tization) remains a
fraction of its former
10 self. This combined
with the weak state of
the banking system
will limit future growth.
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- The labor market is
quite weak and job
growth is not expected
to be strong enough to
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longest post-WWII
recession appears

to be over.
had positive GDP growth for
the first time in a year at
3.5% in 3Q09 (up 1.9% ex-
autos). Technically, reces-
sions are periods when
broad measures of produc-
tion, employment, real in-
come and real sales are
falling.

Fiscal and monetary policy,
both here and abroad, have
been effective in preventing
a collapse of the system.
However, the long-term
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costs of these policy
choices are now of grave
concern as policy un-winds
are contemplated amidst
still-lwidening budget deficit
projections. These con-
cerns affect our outlook for
the economy in a number
of ways:

- While the markets have
recovered in a big way, the
shadow banking system
(otherwise known as securi-
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reduce the unemploy-
ent rate mean-

ingfully for at least
another year. This weak
outlook is affecting con-
sumer spending behavior,
which in turn will limit fu-
ture growth in the near
term.

Some key factors underly-
ing our outlook for a weak
recovery are outlined below.

Highlights
Employment

During this cycle, the econ-

Continued on page 3



Dan Kusaila, CPA has

significant  expertise  in
taxation of traditional prop-
erty & casualty insurance
companies, life insurance
companies, and captive
insurance companies.
Specific areas of concen-
tration include: Federal &
State tax compliance, FAS
109 financial statement
reporting, and SSAP 10
financial statement report-
ing; Fin 48 compliance;
captive insurance com-
pany structuring.

0 .determining the
amount of
premiums subject
to the excise tax
can, in some cases,
be difficult. 0
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Over the past year, we

have seen a significant in-
crease in the time and ef-
fort that the IRS is investing
in the examination of fed-
eral excise taxes due on
premium payments to off-
shore companies. This scru-
tiny has extended beyond
the captive insurance mar-
kets to traditional insurance
companies and even to non-
insurance companies. In
light of this heightened
scrutiny, it is important to
ensure that affected com-
panies have a basic under-
standing of the federal ex-
cise tax laws, common mis-
conceptions surrounding
the scope and application
of such laws, and the areas
of IRS recent focus.

In general, IRC §4371 im-
poses a 4% excise tax upon
each direct policy of casu-
alty insurance or indemnity
bond issued by a foreign
insurance company with
respect to any U.S. person
or company insuring risks or
liabilities located within the
United States, unless other-
wise exempted by treaty. An
excise tax is imposed at a
rate of 1% upon each policy
of reinsurance, life insur-
ance, sickness and accident
policy or annuity contract
issued by a foreign rein-
surer. If the risks are lo-
cated in the U.S., the excise
tax applies regardless of
whether the premiums are
paid by a U.S. person/
company or by a foreign
person/company. All excise
taxes are reported and re-
mitted with a quarterly ex-
cise tax return, IRS Form
720.

Although the definitions

I
capVvisor Associates. 11 C
S —

be

sound straightforward, de-
termining the amount of
premiums subject to the
excise tax can, in some
cases, be difficult. Because
the IRS does not define the
terms “insurance” or
“insurance contract” for
federal income or excise tax
purposes, the definition of
these terms has evolved in
the courts and through IRS
rulings. Both the IRS and
the courts consistently cite
Helvering v. Le Gierse,312
U.S. 531 (1941) which held
that an arrangement must
involve risk shifting and risk
distribution to qualify as
insurance for federal in-
come tax purposes. The
requirements of risk shifting
and risk distribution have
become the bases of deter-
mining whether a contract
is an insurance contract for
federal tax purposes.

Therefore, in determining if
an excise tax liability exists,
the transaction must first
be analyzed to determine if
it qualifies as insurance for
tax purposes. If the transac-
tion does not contain risk
shifting or risk distribution,
an excise tax will not be
imposed. Conversely, if an
insurance contract exists for
tax purposes, the tax would
need to be remitted on pre-
miums paid. Complex trans-
actions (such as those in-
volving brother/sister risk,
retroactive reinsurance or
finite reinsurance agree-
ments) should be carefully
examined to assure proper
compliance with the excise
tax rules, including calcula-
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of f

tion of the tax on premiums
paid and compliance with
the rules regarding remit-
tance of the tax to the IRS.

All too often, when deter-
mining “premiums paid” for
excise tax purposes, taxpay-
ers will reduce premiums by
expenses paid to the in-
surer. Such a "netting"
methodology is incorrect
and is easily detected by
the IRS. The excise tax is
imposed on premiums actu-
ally paid, including a de-
posit in lieu of an undeter-
mined premium. For these
purposes, the “premium
paid” is the gross premium
paid, without reduction for
expenses incurred in con-
nection with underwriting
the insurance contract
(such as ceding commis-
sions, losses or loss adjust-
ment expenses, excise
taxes, agent commissions,
etc.), and without regard to
whether the contract pro-
vides that a net premium
amount be paid. “Premiums
paid,” however, are properly
reduced by experience re-
funds and other forms of
refunded premiums.

What’s New?

The IRS had been focusing
recently on what has be-
come known as "cascading"
excise tax transactions.
That is, the excise tax ap-
plies sequentially to every
insurance and reinsurance
arrangement regarding the
same U.S. risk without re-
gard to whether such risk
has already been subject to
the 84371 excise tax. IRS
Revenue Ruling 2008-15

Continued on page 5
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Economic Review

omy has lost 7.2 million
jobs and the number of un-
employed is around 15.6
million. The pace of decline
was very rapid and abrupt
due to the Lehman bank-
ruptcy and the rescue of
AIG. The current unemploy-
ment rate is about 10%.

Weekly claims have trended
lower since April and have
declined to low/mid 500K
area, but this level is still
consistent with 150K+ of
monthly job losses. Claims
must fall below 450K for
job growth to be possible.

Continuing claims have also
trended lower, partially due
to recalls and partially due
to benefit exhaustion. The
average duration of unem-
ployment is very high at
over 6 months.

Prime age male unemploy-
ment is now at a record
high of 10.4% compared to
the previous peak of 9.3%
during the '81-'82 reces-
sion.

The Fed’s Beige Book noted
“labor market conditions
remained weak across all
Districts,” although a slight
pickup in demand for tem-
porary workers was noted in
eight Districts and several
noted a decline in the pace
of layoffs.

The number of unemployed
and underemployed is mas-
sive and likely will not go
down fast. The unemploy-
ment rate is a key variable
in determining when the
Fed will begin to tighten
rates. Too early and the Fed
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(Continued from page 1)

will come under enormous
political pressure, which
might be fine any other year
but they are facing increas-
ing challenges from Con-
gress on oversight and
transparency.

Business Activity

The “cash-for-clunkers” pro-
gram caused production to
rise sharply for a brief pe-
riod of time, leading to a
gain in industrial activity
and accounting for 1% of
3Q09 GDP.

Industrial output grew by
5.2% annualized from the
2nd to the 31 quarter of
2009. Still, September’s
index of industrial produc-
tion remained a deep
12.4% under its cycle peak
of December 2007. This
situation has produced a
wide gap between potential
GDP and actual which will
take time to close.

Capacity utilization at
70.5% is up from June’s
record post-WWIl low of
68.3%, but is still below
each of its annual readings
from 1947 through 2008.

In the 31 quarter, China’s
exports grew by 17.7% for
the steepest advance of the
past 11 years and Eurozone

industrial production has
also increased for five
straight months. Much of

this strength is due to gov-
ernment stimulus that can-
not be sustained.

The proliferation of internet-
based management tools
has increased the speed of

the global economy’s re-
sponse function: enterprise
software provides a fast,
precise read on sales, pro-
duction and industrial sup-
ply chains. In theory, this
mechanism could work
equally well on the upside.

Consumer Activity

3Q09 consumer spending
rose 3.4%, the most since
1Q07, but much of this was
due to “cash-for-clunkers”
and the new home tax
credit which helped spend-
ing on durable goods. Core
retail sales grew in Septem-
ber and were up 0.1% for
the quarter after four
straight sequential drops
but remain lower than one
year ago by 3.6%.

Consumer confidence lev-
els, while off the lows, re-
main quite weak (at or near
the lows reached in '81-82
and '91 recessions).

Consumer behavior has
been impacted by the sud-
den and dramatic toll the
recession took on equity
values, and we cannot
count on mortgage equity
withdrawal to bail us out or
pump up spending (asset-

dependency vs. income-
dependency).
Measures of consumer

wealth peaked in May 2007
and plunging wealth has
sapped consumers’ propen-
sity to spend.

International Trade

3Q09 exports rose 14.7%
weak dollar is beneficial to
US exports.
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OFiscal and monetary
policy, both here and
abroad, have been
effective in preventing a
collapse of the system.
However, the long-term
costs of these policy
choices are now of grave
concern as policy un-winds
are contemplated amidst
still-widening budget

deficit projections. 0
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Rich Litchfield, VP

Imports also rose by 16.4%,
so the US still has a huge
trade deficit, but it has di-
minished from the peak.
This remains one of the
most intractable global eco-
nomic problems with few
solutions on the horizon.
Necessary steps include
reducing US dependence on
foreign sources of energy
and economic policies

Excess supply and underuti-
lized resources are likely to
help contain inflationary
pressures for some time.

Some fear a precipitous
drop in the dollar (“dollar
crisis”), policy errors or ex-
pansionary fiscal policy will
produce inflation. | believe
this issue is being over-
blown and the Fed has

fiscal house in order.

Equities

3rd quarter earnings were

largely better than ex-
pected: cost cuts have
helped stabilize margins

and some CEOs are becom-
ing cautiously optimistic.

While the majority of S&P
500 companies have re-
ported better-than-expected

Rich is Head of Trading
and Portfolio Manage-
ment with a prominent
Insurance Asset Manager
and a CapVisor Network
member. With more than

enough tools and political
will to prevent it from get-
ting out of control, but the
real danger is Congressional
meddling that may force or
inhibit the Fed’s power and
resolve to act.

(primarily of developing
economies) that encourage
exports and discourage con-
sumption.

earnings, not as many have
reported better-than-
expected revenues. At
some point, cost cutting will
not be enough to grow earn-
ings: we need revenue
growth to sustain equity

China and Germany remain
highly export-dependent
(China is about to overtake

15 vyears experience

managing tax and liabil-
ity sensitive portfolios,

his group advises over
in

$6.5 billion
ance.assets.

insur-

Japan as the #2 economy

and Germany as the #1 ex-

porter). Therefore, dollar

weakness vs. euro will likely

be limited since a strong

euro would cripple the EU.

Chinaéds | ack

safety net is a huge incen-
tive for saving over con-
sumption. A mercantilist
export model is far more
easily controlled by govern-
ment and is more open to
corruption.

Inflation

First, the good news: Core
PCE price index up just
1.4% in 3Q09.

Now the bad news: Com-
modities are increasing in
dollar price terms (due in
part to dollar weakness and
in part to global recovery),
so any commodity imports
are negatively impacting
inflation trends. Base metal
prices are up 60% YTD.

Interest Rates

Market yields have been in
a tight range most of the
year as the market has
come to the realization the
Fed will remain on hold for
an®ftended periédo ¢ i al

Heading in to year end,
there may be some modest
decline in rates as window
dressing occurs and inves-
tors take profits in corpo-
rate bonds and MBS. By
mid-2010, however, rates
will likely be trending higher
as the market tries to as-
sess when the Fed will be-
gin to tighten monetary pol-
icy and the specter of finan-
cial Armageddon fades
from memory.

Longer term, if fiscal policy
is not reigned in, rates could
move sharply higher as in-
vestors lose confidence in
policymakers’ willingness to
support the dollar, keep
inflation at bay and keep its

© Copyright 2009 CapVisor Associates, LLC. All rights reserved.

values.

The DIJIA clearing 10,000
has been a big boost to in-
vestor confidence. Investors
are embracing risky assets
again due in part to lack of
yield in cash instruments.

Other Long-Term Factors to
Ponder

Fed’s task of unwinding its
bloated balance sheet is a
Herculean one. Size of bal-
ance sheet was doubled
and short term rates are at
zero. They have many tools
at their disposal and are
working more closely with
foreign counterparts to
more closely coordinate
policy actions. Era of trans-
parency compels them to
attempt to communicate
more openly with the mar-
ket about their intentions,
but this is extremely chal-
lenging to accomplish.

Massive unfunded liabilities

Continued on page 6
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recently reiterated this posi-
tion, despite the inherent
difficulties and impracticali-
ties of enforcement. In Rev.
Rul. 2008-15, the IRS uses
four examples to illustrate
its interpretation of the cas-
cading of excise tax:

In Situation 1, a U.S. tax-
payer is levied a 4% excise
tax (the rate under §4371
for direct insurance con-
tracts) for its insurance pro-
cured with a foreign insur-
ance company. The foreign
insurer then reinsurers the
U.S. risk with another foreign
insurer located in a different
country. The Service con-
cluded that the FET of 1%
would apply to the reinsur-
ance contract, or second
insurance transaction, be-
tween the foreign insurance
companies.

In Situation 2, a domestic
reinsurance company is is-
sued a reinsurance contract
by a foreigh reinsurance
company. The foreign rein-
surer then enters into an
additional reinsurance con-
tract with another foreign
reinsurance company for the
same U.S. risk. Neither for-
eign country has a tax treaty
with the U.S. that would ex-
empt the premiums from
U.S. federal excise taxes. The
Service ruled that both rein-
surance transactions would
be subject to the 1% federal
excise tax.

In Situation 3, a U.S. tax-
payer insures its U.S. risks
with a foreign insurer whose
country has a tax treaty

[
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which provides an exemption
for U.S. federal excise taxes.
The foreign insurer then rein-
sures the U.S. risk with a
reinsurance company domi-
ciled in another country. The
Service concluded that be-
cause the first foreign in-
surer reinsured with another
foreign reinsurer, and be-
cause there is no tax treaty
between the U.S. and the
second foreign reinsurer's
country that provides an ex-
emption, the insurance pre-
miums paid to the second
foreign reinsurer are subject
to the 4% excise tax. In addi-
tion, premiums paid by the
primary foreign insurer to
the second foreign reinsurer
are further subject to the 1%
excise tax.

Lastly, in Situation 4, a U.S.
corporation insures with a
foreign insurer, which then
reinsures those risks with
another foreign reinsurer.
The foreign insurer is eligible
for a FET treaty exemption
that grants the exemption to
the extent the insurance
transaction is not part of a
conduit arrangement (series
of transactions). The Service
concluded that the direct
insurance transaction was
not part of a conduit ar-
rangement, and was there-
fore exempt from excise
taxes. However, the reinsur-
ance transaction was subject
to the FET.

Once the FET liability is es-
tablished, §4374 of the
Code provides that the liabil-
ity for payment falls on “any
person who makes, signs,
issues, or sells any of the
documents and instruments

subject to the tax, or for
whose use or benefit the
same are made, signhed,
issued or sold.” Treasury
Regulations §46.4374-1
(issued in 2002) provides
that “the insured person on
the underlying insurance
policy, the risk of which is
covered in whole or in part
by such reinsurance policy,
shall not constitute a per-
son for whose use or bene-
fit the reinsurance policy is
made, signhed, issued, or
sold.” Therefore, it appears
that the only persons poten-
tially liable for the payment
of the cascading FET are
the foreign insurers and
reinsurers under the above
examples.

From an FET enforcement
standpoint, the IRS is faced
with the challenges of (1)
identifying the insurance
and reinsurance transac-
tions that trigger the FET,
and (2) collecting the FET.
The IRS has attempted to
address the enforcement of
collection of the FET in PLR
9621001. In that ruling, the
Service stated that they
may collect the tax under
normal collection proce-
dures from property of the
foreign insurer that may be
held by a U.S. insuredThus,
the collection mechanics
under the FET cascading
theory could potentially
impact a U.S. company pro-
curing insurance from for-
eign entities.

Commentary

Given the increased IRS
activity regarding federal
excise taxes, it is more im-
portant than ever to pay
close attention to your com-
pany’s foreigh insurance
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.the Code provides

that the liability for
payment f al
person who makes,
signs, issues, or sells
any of the documents
and instruments
subject to the tax, or
for whose use or
benefit the same are

made, signed, issued or

sold”
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and reinsurance policies.

We recommend that before
each foreign insurance/
reinsurance contract is en-
tered into, the company’s
tax department or tax advi-
sor be consulted regarding
FET applicability and com-
pliance. Additionally, every
company procuring insur-
ance from a foreign insurer
should be aware of the IRS’
“cascading” FET position,
and should understand the
potential risks posed at
every step in the insurance/
reinsurance arrangement.

BY Dan Kusaila, CPA
Tax Partner

Contributing Editor
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(retirement, health care)
loom large for local/state/
federal governments even
as the Baby Boomers retire
en masse

Globalization has increased
ease of “outsourcing busi-
ness model”, reducing im-
portance and value of any
one jurisdiction for both
manufacturing and service
sectors. This is a huge chal-
lenge that is underesti-
mated by the media and the
public. The global economy
is becoming increasingly
beyond the control of gov-
ernment - 0 The
Curved. 6

Natural resources will con-
tinue to play a critical role in

Wo rcl)nfient with

power struggle between
developed and emerging
economies.

Rising protectionism and
economic nationalism are
big threats to the global
outlook.

Keep an eye on demograph-
ics: By 2030, 65+ popula-
tion in the US will expand to
20% (entitlement spending
will be a huge portion of
budget). By 2045, one out
of three Chinese will be of
retirement age. This situa-
tion will require more social
spending or higher savings.

Sovereign Wealth Funds
(SWFs) have thus far been
low-yielding
government bonds as in-
vestments, but will likely
seek more growth-oriented

© Copyright 2009 CapVisor Associates, LLC. All rights reserved.
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as they push economic
development.

Key take-away from 2008
Crisis: Potential for disrup-
tion of entire global finan-
cial system is increasing
exponentially. This is a
major adjustment for in-
surance companies to
adapt to as climate
change could also make
cats more destructive and
frequent, while life compa-
nies must deal with tight
spreads and potentially
more difficult sales efforts
if consumers become too
risk averse.

BY Rich Litchfield

VP & Porifolio Manager
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