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Date

MINUTES OF THE HOUSE TAXATION COMMITTEE

The meeting was called to order by Chairman Richard Carlson at 9:09 a.m. on March 1, 2010, in Room 783
of the Docking State Office Building.

All members were present except:
Representative Tom Hawk- excused
Representative Mario Goico- excused

Committee staff present:
Gordon Self, Office of the Revisor of Statutes
Scott Wells, Office of the Revisor of Statutes
Chris Courtwright, Kansas Legislative Research Department
Brandon Riffel, Kansas Legislative Research Department
Marla Morris, Committee Assistant

Conferees appearing before the Committee:
Bob Tomlinson, Assistant Insurance Commissioner, Kansas Insurance Department
Marlee Carpenter, Kansas Association of Health Plans (KAHP)
William Sneed, Polsinelli Shughart, American Health Insurance Plans
David Hanson, Kansas Insurance Association, PCI, and AFLAC
Bill Smoot, Legislative Counsel for Blue Cross Blue Shield of Kansas and the American Insurance
Association

Others attending:
See attached list.

Bob Tomlinson, Assistant Insurance Commissioner, Kansas Insurance Department, defined the history of the
insurance tax credits, explaining the credit has produced 10,000 jobs in Kansas. His testimony provided insight
to the value of the tax credits, and possible repercussions should the credits be repealed (Attachment 1). Tax
credits that don’t go through the Department of Revenue are listed in the post audit report, he agreed those that
are recommended in the post audit for repeal related to insurance should be eliminated. He stood for questions.

Marlee Carpenter, Kansas Association of Health Plans (KAHP). The KAHP would oppose elimination of the
insurance tax credits because it would increase the cost of doing business in the state. Elimination would
penalize the companies that Kansas wants to continue to do business in the state—those that create jobs. Ifthese
tax credits are eliminated, companies may choose to move their employees to a state in which the tax treatment
is more favorable, taking with it jobs, income tax, property tax and sales tax (Attachment 2). She stood for
questions.

William Sneed, Polsinelli, Shughart, provided background on the inception of insurance tax credits, resulting
from the successful passage of HB 2082 - Insurance tax reform, by the 1997 Legislature. The legislation
required tax credits to be equal between domestic and foreign insurance companies (Attachment 3). For
information purposes Mr. Sneed provided the 2001 Performance Audit Report on Employee Credits Against
Premium Taxes: Reviewing Issues Related to Those Credits. He stood for questions.

David Hanson, represents domestic insurance companies and the Kansas Insurance Association, PCI and
AFLAC. He stressed the current difficulties of doing business in Kansas with the disastrous storms and
struggling economy. The loss of the insurance salary credit will result in loss of companies in Kansas
(Attachment 4).

Brad Smoot, Legislative Counsel for Blue Cross Blue Shield of Kansas and the American Insurance Association,
offered information on the history and inception of the insurance tax credit (Attachment 5). He stood for

questions.

Chairman Carlson welcomed Representative Melany Barnes to the Taxation Committee. She was appointed
to serve in the absence of Representative Hawk.

The next meeting is scheduled for March 2, 2010.
The meeting was adjourned at 10:25 a.m.

Unless specifically noted, the individual remarks recorded herein have not been transcribed verbatim. Individual remarks as reported herein have not been submitted to
the individuals appearing before the committee for editing or corrections. Page 1
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TESTIMONY ON
Insurance Department Tax Credits

HOUSE TAXATION COMMITTEE
March 1, 2010

Mr. Chairman and Members of the Committee:

Thank you for the opportunity to appear today regarding the insurance company credits that may be used
against premium tax liability. Due to its size and usage relative to other tax credits we understand that the
employee salary tax credit has come under particular scrutiny. Today I have two goals, to explain the
history of how this tax credit came about and to explain how it is being utilized by insurance companies
doing business in our state.

In 1997 the Kansas Insurance Department taxed domestic insurance companies (those domiciled within
our borders) at 1% of their gross premium volume while taxing foreign insurance companies (those
domiciled outside our borders) at 2% of their gross premium volume. With the precedence of a 1985
Supreme Court ruling that states must equal their premium taxes for insurance companies foreign and
domestic; the foreign companies threatened a lawsuit in the vicinity of $500 million dollars. To avoid
this liability the Kansas Legislature explored two options. The first was to lower the foreign premium tax
to 1%. The second was to raise the premium tax for domestic insurers to 2% and extend these tax credits
to insurers both foreign and domestic based upon the wages they pay to Kansas employees. The later
path was chosen which brings us to today.

The law allows for a credit of 15% of the wages a company pays to Kansas employees. This credit is not
unlimited however. For affiliated insurance companies and their subsidiaries 15% of Kansas wages may
only be used up to 1% of the company’s gross domestic premiums. For un-affiliated insurance companies
the cap is higher at 1.25% of the company’s gross domestic premiums.

In 2008, the tax credit was utilized by insurance companies for $52,013,855.66. From 2004 to 2008 the
utilization of this tax credit increased by an average of $1.62 million per year. Our records show that 133
licensed insurance companies employ 9,906 Kansans with total wages of $648,657,078.87. That works
out to a mean salary of $65,481.23 per year, with a median of what we believe to be between $45,000 and

$50,000.

It also must be stated that in the event this tax credit is repealed, it is a possibility that other states may
enact retaliatory taxes against domestic Kansas insurers. The consequences of repealing the Insurance
Department employee salary tax credit are not fully clear, but what is certain is that repeal would mean
insurers within and without the state would have less incentive to employ people within our borders.

Thank you for the opportunity to appear and I will stand for questions at the appropriate time.

Bob Tomlinson . House Taxation
Assistant Insurance Commissioner Date: 3- /- /p

Attachment: /
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Kansas Insurance Clipboard

Confidentiality of KDOL Salary Information
KDOL salary information shall be used only in support of KID's responsibility to administer the proper collection of insurance premium taxes.
KID employees shall protect it from any other use and from unauthorized access or disclosure.

2008 KDOL Insurance Company Salaries

Number of Companies: 138
NAIC #'s: 388

Total KDOL Wages: $648,657,078.87

Total KDOL Employees: 9,906

Note: includes in-progress and unsubmitted companies, and ones that may have been entered in error.

O view table
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Kansas Association
of Health Plans

815 SW Topeka Boulevard, Suite 2C (785) 213-0185
Topeka, Kansas 66612 marlee@brightcarpenter.com

March 1, 2010

Insurance Department Tax Credits
Testimony Before the House Taxation Committee
Marlee Carpenter, Executive Director

Chairman Carlson and members of the Committee;

| am Marlee Carpenter, Executive Director of the Kansas Association of Health Plans (KAHP). The
KAHP is a nonprofit association dedicated to providing the public information on managed care health
plans. Members of the KAHP are Kansas licensed health maintenance organizations, preferred
provider organizations and other entities that are associated with managed care. KAHP members
serve the majority of Kansans enrolled in private health insurance. KAHP members also serve the
Kansans enrolled in HealthWave and Medicaid managed care. We appreciate the opportunity to
provide comments about the insurance tax credits to this committee.

Health insurance companies are businesses, like any other business that operates in the state of
Kansas. Health insurance companies create jobs and employee thousands of individuals. Insurance
companies have seen a dramatic increase in the cost of unemployment insurance as well as an
increase in other business costs and have been effected by the weakening economy in the state.
Because of these increased costs, companies are struggling to keep employees and to continue to
operate in the state. | have attached information to my testimony that shows the direct and indirect
impact of health insurance related jobs in Kansas. This only represents health insurance companies,
not life insurance or property and casualty insurance companies.

Insurance companies do not pay income tax, but pay a premium tax on the amount of premiums that
are paid in the state. In the late 1990’s, the premium’s tax for domestic insurance companies was
increased from 1% to 2% to equalize the rate between foreign and domestic companies. Foreign
insurance companies continued to pay at the 2% rate. To offset the increase to domestic companies,
a tax credit was put into place so that companies could take a tax credit for the number of employees
in the state. This tax credit has been used to grow the insurance industry in Kansas.

KAHP would oppose elimination of this tax credit because it would dramatically increase the cost of
doing business in the state. Elimination would penalize the companies that Kansas wants to continue
to do business in the state—those that create jobs. If these tax credits are eliminated, companies
may choose to move their employees to a state in which the tax treatment is more favorable, taking
with it jobs, income tax, property tax and sales tax.

We encourage you to not repeal the insurance the credit for employees in the state. In these tough
economic times, job creation is critical to economic recovery.

Thank vou for vour time and | will be happv to answer anv auestions.

House Taxation
Date: 3-/-10
Attachment: 2




ProPLE WITH PRIVATE HEALTH INSURANCE COVERAGE

b People Covered by Private Insurance ................... 2,033,000

KANSAS

PERCENT OF EMPLOYERS OFFERING HEAITH INSURANCE

b Individual Market Single .........................L $2,363

b Individual Mark~t Family .................. $5,011
P Small Group Market Single ............................. $3,588
b Small Group Market Family ............................. $9,420

P Total State Premium Taxes Collected
from Insurance Companies’ ...................... $122,027,000

JoBs IN HEALTH INSURANCE INDUSTRY?

B Payroll Direct Jobs ..., $197,516,000"
b Payroll Other Insurance-Related Jobs.......... $379,156,000'
b Average Wage Direct Jobs..................... $49,690
b Average Wage Other Insurance-Related Jobs ......... $38,753

Center for Policy and Research - America’s Health Insurance Plans

A-L



Polsinelli
/"’S‘ ughartu Memorandum

TO: The Honorable Richard Carlson, Chairman
House Taxation Committee

FROM: William W. Sneed
Polsinelli, Shughart pc

SUBJECT: Insurance Tax Credits
DATE: March 1, 2010

Mr. Chairman, Members of the Committee: My name is Bill Sneed and I am a partner
with the law firm of Polsinelli, Shughart pc. As many of you know, a majority of my practice is
comprised of lobbying, and within that practice I have represented the insurance industry for a
number of years. During 1995 and 1996, I was involved with a group of insurance industry
representatives, along with the Kansas Commissioner of Insurance, regarding a problem Kansas
had relative to its premium tax situation, and I appreciate the opportunity to present this
background for your review.

Prior to July 1, 1997, Kansas domestic insurance companies were taxed annually at 1% of
their premium income, and foreign, or out-of-state, insurers were taxed at a 2% premium tax
rate. In 1985, the United States Supreme Court, in Metropolitan Life Insurance Co, v. Ward,
held that a similar tax differential imposed by the State of Alabama was unconstitutional. A
number of state supreme couits also invalidated their premium tax statutes because they taxed in-
state and out-of-state companies at a different rate.

After the Metropolitan Life Insurance Co. decision in 1985, over 50 foreign insurers
continued to pay their premium taxes to Kansas but did so under protest. The Insurance
Department estimated that in 1997, if the Kansas tax were challenged and overturned, and if the
Court ordered the state to pay back all foreign premium taxes above the 1% domestic rate, the
State of Kansas would have to refund five hundred million dollars. Because of this huge
potential tax refund, during 1996 the Kansas Insurance Department met with members of the
insurance industry to formulate a resolution to the tax differential, and at the same time address
the potential effect such tax increase could have on the Kansas domestic industry, and to find a
way to “hold harmless” those carriers.

All of this was completed with the successful passage of H.B. 2082 by the 1997
Legislature. Although there were several components to the bill, the major piece increased
domestic insurance premium taxes to 2%, while at the same time enacting a tax credit against
premium taxes for salaries paid to Kansas employees. By doing this, the Kansas Legislature
corrected the constitutional problem, and by allowing for the tax credits, lessened the adverse
effect of the increase in premium taxes, predominantly for domestic insurers, and as an
additional benefit, created an economic tool to encourage employment in the State of Kansas.
That is not to say foreign companies could not take advantage of the tax credit for their

555 South Kansas Avenue, Suite 101
Topeka, KS 66603
Telephone: (785) 233-1446
Fax: (7§40¢ie!Bkation
Date: 3-/-/0

Attachment: 3




The Honorable Richard Carlson, Chairman
House Taxation Committee

March 1, 2010

Page 2

employees inasmuch as whatever tax proposal was passed, it had to be the same for domestics
and foreign insurers. Thereafter, as a result, the state benefited by not having to pay out over
five hundred million dollars in tax refunds, as the industry agreed to waive those claims as a part
of getting this legislation passed.

Another point that should be made is that these credits against premium tax, although
they may fluctuate some, will remain fairly stable over time. The benefit to the state, in addition
to the relief given of the five hundred million dollar potential liability, is that premium taxes
continue to increase inasmuch as they are based on a percentage of premiums paid. As I am sure
most of you recognize, insurance premiums continue to increase, and it was demonstrated to the
Legislature in 1997 that those increases in premiums multiplied by the additional premium tax
would exceed the credits against the premium tax over time.

As you can see, there is a massive amount of detail in this particular area, and by way of
summary, I hope I have not unintentionally left out any specific information the Committee
would deem relevant. I will be happy to provide additional information to the Committee at its
convenience.

Respectfully submitted,
William W. Sneed

WWS:kjb
cc:



' PERFORMANCE AUDIT REPORT

N ,E,mployee’cre:dit's Agéinét PrémiUm'Taxés§
~Reviewing Issues Related to Those Credits

- A Report to the Legislative Post Audit Committee
| - By the Legislative Division of Post Audit
| A ~ State of Kansas

February 2001




Legislative Post Audit Committee

Legislative Division of Post Audit

THE LEGISLATIVE POST Audit Committee and

~ its audit agency, the Legislative Division of Post

Audit, are the audit arm of Kansas government.

. The programs and activities of State government
now cost about $8 billion a year. As legislators

and administrators fry increasingly to allocate tax -
" doltars effectively and make government work .

- “more efficiently, they need information to evalu;
"+ ate the'work of governmental agencies..” The

audit work performed by Legislative Post Audit ’

helps prowde that information. -

» We conduct our audit work in accor-‘_
- dance with applicable -govemnment auditing
" standards setforth by the U.S. General Account-.

ing Office. .These' standards pertzin fo the
auditor’s professional qualifications, the quality

of the audit work, and the characteristics of -
professional and meaningful reports. The stan-

dards also have been endorsed by the American

Institute of ‘Certified Public Accountants and-
-adopted by the Legxslahve Post Audxt Commlt- L

tee.
“The. Leglslahve Post Audlt Commlttee
. is a bipartisan committee comprising five sena-
_ tors and five representanves-_ Of the Senate
* members, three are appointed by the President

of the Senate and two are appointed by ‘the -

Senate Minority Leader: .Of the Representa-
tives, three are appointed by the Speaker of the

‘House and two are appointed by the Mmonty' ‘

" Leader.

Audits are performed atthe dxrectlon of
the Legislative Post Audit Committee. Legisla- -

torsor oommlttees should make their requests

for performance audits through the Chaimman or
any other member of the Committee. Copies of

all completed performance audits are ava"lable :

from the Dmsxon 's office.

- LEGISLAT[VE POST AUDIT COMMITI'EE rrrrr R ——

Representatxve Llsa Benlon, Chair

- Representative Richard Alldritt
‘| Representative John Ballou
] Representative Dean Newton

: Representaﬁve Dan Thimesch

.| senator Lynn Jenkms V'ce-Chanr :

Senator Anthony Hensley

1-Senator Dave Kemr’

‘Senator Derek Schmidt

~ Senator Chris Steineger

LEGISLATIVE DIVISION OF POST AUDIT
800 SWJackson
Suite 1200 ’

'Topeka, Kansas 66612-2212
‘| Telephone (785) 296-3792

FAX (785) 296-4482"°

E-mail: LPA@Ipa. state-ks us

Website: . )
htt_pJlskyways.ﬁbks-us/lsleglPAUDlhomepage.html
Barbara J. Hinton, Legislative Post Auditor

- The Legislative Division of Post Audit supports full access 1o the services of State government for all citizens. Upon request,

Legislative Post Audit can provide its audit reports in large print, audio, or other appropriate alternative format to

accommodate persons with visual impairments. Persons with hearing or speech disabilities may reach us through the

Kansas Relay Center at 1-800-766-3777. Our office hours are 8:00 a.m. {0 5:00 p.m., Monday through Friday. 3 -ﬁf



- LEGISLATURE 'OFK4NSAS

LEGISLA TIVE DMSION OF POST AuDIT

800 SOUTHWEST JACKSON STREET, Surre 1200
ToPEKA, KANSAS 66612-2212

TELEPHONE (785) 296-3792

Fax (785) 2964482

E-MaLL: Ipa@lpastate ks.us

February 22, 2001

To: Members, Legislative Post Audit Committee

Representative Lisa Benlon, Chair ~ Senator Lynn Jenkins, Vice-Chair

Representative Richard Alldritt = - Senator Anthony Hensley
- Representative John Ballou— 4 "~ SenatorDave Kerr—— —-
‘Representative Dean Newton =~ - Senator Derek Schmidt '

- Representative Dan Thimesch - Senator Chiis Steineger

- This report contains the ﬁndmgs conclusmns and recommendatlons from
. our completed performance audit, Employee Credzts Agaznst Premium T axes:
- Revzewzng Issues Related to Z?zose Credzts . :

The report mcludes arecommendatlon for appropnate legislative commrttees
" to explore optxons to bnng premium tax receipts closer to earlier estimates, if such
legislative interest exists. The report also includes’ several recormendations for the
- Kansas Insurance Department to help ensure that insurance compames don’t claim
' salary credits they are not entitled to, and to ensure that salary cred1ts that are
clalmed meet the reqmrements of the law. ’ : .

We would be happy to drscuss these recommendatlons orany other items in .
"~ the report with any Ieglslauve commlttees mdlwdual leglslators or other State
officials. _ A ,

- Barbara J. on
: Leglslatlve Post Audltor




EXECUTIVE SUMMARY
LEGISLATIVE DivisioN oF PosT AuDIT

_ Background

Despite the fact that the U.S. Supreme Court ruled in 1985 that states couldn’t
charge out-of-state companies higher premium tax rates than in-state companies,
Kansas continued to tax in-State and out-of-State insurance companies at different .
rates. As a result, companies began paying premium taxes under protest and
threatened to sue to recover taxes levied contrary to the Supreme Court ruling. By
. 1997, the Insurance Commissioner estimated the potentlal liability from such
lawsuits could be as much as $500 million. '

T To address the problem the 1997 Legislature e equalized tax Tates at 2% for both ir-
- State and out-of-State companies. It also approved a tax credit for salaries.paid to
-insurance company employees located in Kansas. The allowable credit in the first
year was 25% of qualified salaries up to 1% of taxable premiums. For all subse-
quent years, the credit was increased to 30% of salaries up to a maximum of
1.25% of taxable premiums.  Other provisions of the law allowed “affiliated”

. . companies to share unused salary credits with each other.

Questlon 1 Why Did lnsurance Premium Taxes Declme’
So Much More Than Expected After the Legislature
Changed the Premlum Tax Law in 1 9977

Compared with f' scal year. 1998 -premium tax collectlons .... page7
dropped by about $20 million the first year after the law was ‘
.changed, and by nearly $27 million the second year. Most
- changes to the premium tax law became effective for tax year -
1998, so most of the monetary impact showed up for the first time
in fiscal year 1999. The Insurance Department initially estimated
that premium taxes attributable to salary credits would drop $3.7
million that first year, and $7.1 million in fi scal Yyear 2000. Instead,
the drop was about $12 million in 1999, and almost $25 million in
fiscal year 2000.

The drop in premium tax receipts was so much greater .... page 8
~ than expected because far more out-of-State companies were
able to take the salary credit than the Department had
pro;ected Some had operations in Kansas the Department was
unaware of. They accounted for about $6 million of the unexpected
drop that first year, and about $11 million the next year. In addition,
" more than 90 out-of-State companies claimed a salary credit they
otherwise wouldn’t have been entitled to because of the affiliate
- provision in.the law-they could use their affiliate companies’
unused salary credits, even though they didn’t have employees in

EXECUTIVE SUMMARY
Legislative Division of Post Audit
February 2001



Kansas. The Depan‘ment S estimates didn’t include. any impact
from this provision. We estimate it reduced tax collections by as
much as $4 million in fiscal year 1999, and potentially by as much

-as $7 million the next year. -

" Insurance companies that clalmed the salary credit in ... page 11
1999 paid an average tax equal to 0.63% of taxable premiums.

- That's compared with an average tax rate of about 1.8% for a
- sample of companzes that didn‘t qualnj/ for the salary credit.

If the Leglslature granted more in premium tax breaks ... page 12

than it intended, salary credits: could be adjusted to bring tax
.receipts back in line with original projections. The Insurance
- Comm:ss:oner provided the 2000 Legislature with several options, .

_and we explored some of those same options. For example based
~on 1999 tax retums :

o reduc:ng the max:mum credlt from the cutrent 1. 25/; of taxable

premiums fo 0.75%. would have increased premium tax recelpts
- by about $12.8 million- .
o reducmg the percent of salaries used in computmg the salary

- credit from 30% to 10% would have lncreased collecilons by an

estlmated $8.5 million ..
Qﬁeétion 1 ,Co'nél_us._izon:. ... page 13

- Question 1ﬂ_Recemmendaﬁon': ... page 14

Questzon 2: Are the lnsurance Department s Procedures
Adequate To Ensure That Insurance Companies Claim Only
: ' the Salary Credlts They’re Entitled To?

lnsurance compames could claim more in salary credits ... page 15

‘than they’re entitled to in several ways. ' By law, eligible salaries

are those paid only to employees located in Kansas and only for
insurance-related operations. They can't include commissions or
amounts paid to independent contractors. If companies share
salary credits, they must meet the statutory definition of “affiliation.”

- Despite some strengths, the Insurance Department’s . page 16

- procedures for ensuring that companies aren’t claiming too

much in salaries have several weaknesses. The Department
has good procedures for ensuring that taxable premiums are

- accurately reported and that mathematical errors are caught.
‘Department staff also request verification of salaries used in

computmg the salary credrt when they think they need it. HoweVer

it

EXECUTIVE SUMMARY
Legislative Division of Post Audit
February 2001




only 11 of the 20 company files we reviewed had acceptable
documentation in the files supporting the amount of salaries the
companies used in computing the salary credit. Also, the
Department doesn’t check whether companies are meeting the
statufory. requirements of affiliation, so it has no way of knowing
whether companies that share salary credits are in fact eligible to
do so. Finally, the Department doesn’t check to ensure that
reported salaries were only for insurance-refated operations.

' We found 19 discrepancies in the salaries reported by ... page 17
197 companies we reviewed, but those discrepancies didn’t
- affect the credits they could claim. One group of 6 affiliated
companies reported only $544,000 in salaries to the Department of
Human Resources foi unemployment tax purposes, but reporfed
nearly $2 million in salaries to the Insurance Department on their

-~ «~»~—-'-——_——.——i~f—~~—?jv~1999—premium-taxretums_—f:lf the-numbers reported to-the - N —

- . Department of Human Resources were correct, it would mean the
~ group claimed about $41,000 in salary credits it wasn’t entitled to.
" An official representing this. group told Insurance Department
officials the group had mistakenly under-reported salaries to the -
- Department of Human Resources and .would file amended reports.
In addition, 8 other groups and 10 single companies in our sample
reported more salaries to the Insurance Department than to the
Department of Human Resources. Inthese cases, however, the
- - salaries reported to Human Resources still were enough to allow

" the salary credits they got:
- Finally, in sb_me'_céées, it was difficult to determine which
. ‘companies were affiliated and sharing credits as one group. The -

' ' risk is that companies could inappropriately daim affiliation and get
-more salary credits than they were ‘e_ntiﬂed fo. :

-Quesﬁon_ 2 thdusion: ... page 19

Qures_tioniz Rét':ommend;tior_isvzi .. - ‘page 20 )

' APPENDIX A_;.. Scope Statement ... page 21

' | 'APP;ENDlX'B:.Agency.-Response ... page 24

“This audit was conducted by Katrin Osterhaus, Jill Shelley, and Kate Watson. Leo
Hafner was the audit manager. If you need any additional information about the audit’s
findings, please contact Ms. Osterhaus at the Division’s offices. Our address is: _
Legislative Division of Post Audit, 800 SW Jackson Street, Suite 1200, Topeka, Kansas .
66612. You also may call us at (785) 296-3792, or contact us via the Intemet at
LPA@Ipa.state ks.us. T : S

EXECUTIVE SUMMARY o : - it
Legislative Division of Post Audit ‘



Employee Credits Against Premium Taxes:

Reviewing Issues Related to Those Credits

Life, property, and casualty msurance companies doing business
i Kansas pay an annual tax based on the amount of premiums
they collect for policies on people or property located in the

State. In the-past, out-of-State companies paid a higher rate than

in-State comparies. The 1997 Legislature amended the premium
tax law to equalize the tax rates, but allowed companies to take a
credit aganst that tax based on a percentage of the salaries they
paid to Kansas employees. Under State law, the Insurance
Comm1ssmner must verify the premium tax returns compames

file and assess the appropnate taxes..

Premium tax receipts dropped much more than expected after the
changes in the law, raising legislative concerns about why the
drop was so great. Legislators were particularly concerned with
whether insurance companies were claiming higher salary credits
than allowed by law. To.address these concerns, the Commiﬁee

- directed the Legislative Division of Post Audit to conduct a

performance audit answering the following questions:

L How does the Insurance Department plan to ensure

that companies receive only the tax credlts to which
they are entltled" '

° Are insurers cbmplying with State law in the way they

calculate and apply employee salary credits?

To answer these questions, we intervie_wed Insurance Department
officials to determine how they estimated the fiscal impact of
equalizing tax rates and granting the salary credit. We reviewed

~ the 1999 premium tax returns for all companies that took the

credit. We also evaluated the Department’s procedures for
checking the accuracy of mformation reported on 20 premium
tax returns, and we determined whether Department staff
appeared to be following good procedures on those returns.
Finally, we reviewed quarterly wage statements filed with the
Department of Human Resources for a sample of 197 companies

~ that took salary credits in 1999 to determine whether the amount

of Kansas salaries the companies reported for unemployment tax

PERFORMANCE AUDIT REPORT
Legislative Division of Post Audit
February 2001

1
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pmposes was at least as much as the amount of salaries the
companies claimed credit for on their premium tax returns.
‘Where dlscrepanmes were found, we provided that mformatlon to
Insurance Department officials for follow-up

A copy of the scope statement for ﬂns audit approved by the
Legislative Post Audit Comm1ttee is included in Appendix A.
Because the majority of the drop In premium tax receipts was
attributable to the salary credit; we focused the majority of our
work on it. Accordmgly, we modified the questions shghﬂy for

repomng purposes ‘

In conducung this audl’r, we followed all applicable govermnent
’ audmng standards set forth by the U.S. General Accountmg
Office

- PERFORMANCE AUDIT REFORT
Legislative Division of Post Audit
February 2001

310



An Overview of Premium Taxes in Kansas

~ Companies that sell Imsurance policies in Kansas pay premium
taxes in Heu of the corporate income taxes that other businesses
pay. Premium taxes are 1mposed on the “taxable” premiums
insurance companies collect (because of certain statutory
exemptions, not all premiums are subject to the premium tax).
The Insurance Department currently doesn’t compile information
about companies’ taxable premiums, but those companies
reported their gross premiums wWere more than $8 5 b1]110n for

- tax year 1999. ’

T : -Until recently, Kansas’ 40 domestic or in-State insurance
a . companies (companies mcorporated in Kansas) paid atax of 1%
on their taxable premmms The more than 1,400 foreign or out-
of-State companies paid 2%. These companies aren’t
mcorporated n Kansas, but they do sell pohc1es msunng the
lives or property of people m Kansas .

Inl 996 the In 1985 the U.S. Supreme Court raled that states couldn’t charge
Insurance Cammzsswner out-of—state msurance companies hlgher premium taxes than m- -
Prqposed Ratsmg the ' state compames Wlthout v101atmg the equal protection clause of
‘ Premzum Tax Rate on . the UsS. Consututlon. “After that ruling, out-of-State insurance
In-State Compames, but'~ .compames ‘started paying their Kansas taxes under protest,
Oﬂ%ettmg That Increase threatening to sue the State. Accordmg to the Insurance - '
With a Sqlary Tax Credit Commissioner, companies had won such lawsuits m every state
i I .wherethlsmsuehadgonetocomt. o

. ,The Commssmner s proposal was mtended to avo1d possible
- lawsuits and a potentlal hablhty of up to $500 million. It called
for the Leglslature i

® to equahze premmm tax. rates at 2% for both m-State and
~ -out-of-State compames .
® to allow companies with Kansas employees to take a tax
credit i in an amount equal to 25% of these employees annual
' salaries, up to a maximum of 1% ofa company s taxable
: premmms m Kansas ' S

| This second prowsmn was intended fo help offset the higher
 taxes that were bemg imposed on in-State companies. But to
meet the Supreme Comt s mandate, it had to apply to all
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' ‘companies that paid salanies to Kansas employees. Under this
' proposal, companies that could claim the maximum salary tax

credit would reduce their effective tax rates back to the 1% Jevel.
The Insurance Department assumed in-State companies would be

_ eligfble' for the full salary tax credit, but most out—of—State -
companies generally wouldn’t be able to take advantage of it..

Legislators, the Commissioner, and members of the business
community also hoped the new tax credit would serve as an
ecoriomic development incentive for insurance companies to
move more jobs to the State to take advantage of the credit.

The legislation that passed in 1997 contained a number of
new and amended premium tax credits. As the premium tax

—bill wa’s’in’troduced’, 'it‘ino‘luded' a provision allowing insurance :
companies that “afﬁhat > with each other to share their salaries
, among the group (To be considered afﬁhates the parent
company had to own 100% of the voting stock of the “affiliated”
E compames.) This provision wasn’t part of the Insurance .
~ Commissioner’s proposal It was included in a draft proposal for
: leglslanon prepared by insurance mdustry representahves

-

‘-

;. The Amount of Premlum Taxes Pald

1 Changes that Iowered the premlum taxes compames had to pay:-

Creating a saldry tax credit for insurance companies with Kansas employee salanes
Repealing the privilege tax. This was the tax every domestic fife, fire and casualty, hail, and county mutual fire.

. Insurance company pand forthe pnvﬂege of doing busmess in Kansas. Thetaxwas equal to 5% of acompany’s

net income.
Extending the Firefighters Relief Fund credit and Fire Marshal creditto out—of-State companies. The firefighter

- - relief creditis for taxes paid for fire and lightning premiums written in Kansas. The Fire. Marshal credit i is fortax |
’ pald to fund the Office of the’ Kansas State Fire Marshal. -
- Creating an education tax credit for compames spendmg more than 2% of the company S total payroll costson

education and training costs.. -
Creating a machinery and property tax credit for insurance compames paymg taxes on spec:f ic types of

" equipment, such as commercial and industrial equipment.

Creating 2 small insurance company tax credit for companies with premiums of less than $15 million.

Repealing taxes on annuity sales effective January 1, 1897.

Changes that -ir_lcreased the premium taxes companies had to pay: -
Raising premium tax rates for in-State insurance companies from 1% to 2%.

Repealing the investment tax cred' t for m—State companies that had 30% of their assets invested in Kansas
securities.:”

- Reducing the Health !nsurance Assocxatxon Assessment credit. Certam insurance companies must belong to

the Association and pay assessments proportional to their health insurance premiums in Kansas. Thetax crednt

Statutory Changes Made in 1997 That Could Have Affected N \ _

of 80% of the assessment was phased down to 60% for tax year 2000 (ﬁscal year 2001)
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Under this affiliate provision, if 3 companies with Kansas
premiums were affiliated and only one of them had employees
located in Kansas, that company could share its unused salary
credits with the other 2 companies, up to the maximum cap.
This provision allowed the other companies to take a salary
credit even though they didn’t have employees in Kansas. (See
the example on page 11 .)

The final bﬂl increased the salary credit to 30% of ehgible
salaries after tax year 1998, and raised the maximum allowable
credit to 1.25% of taxable premiums. Additional credits and
changes to the tax law that were part of this legislation are

f S = S .' = summanzedmthebox ontheprevmus ‘page:—

After the 1997 chang&s went into effect, premium tax
- collections dropped off fairly sxgmﬁcantly. For ﬁscal year
-1999—-the ﬁrst year the changes would have been felt-—premnmx
: taxes collected were almost $21 million lower than they’d been
- in fiscal year 1998. The following graph shows those tax - =~
C recelpts from fiscal years 1997 through 2002 '

Premlum Tax Collectlons B
FY 1997-2000

(ln mlllxons)
$100 — — : :
o 0 1 _TomlTax4nthw
/ < : l Receipts '
. $80 - . . —
-7

$60 ' —
- $20

80—

FYe7  FYs8  FYes  FYoo  FYol  FYo2
: - (est) (est) .

mm These totals don’t include receipts from the privilege
-tax, the fire marshal tax, the retahatory tax, or fines and

.7 \ pehalﬁes | - | ) . | ;
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I Compensatxon

‘ Txge- :

=

and fees.

Stafﬁng: L
L ‘ posmons

Budget.

F%mf":’""

S

- Created by KSA_ 40-1 01. The Department determines which companies are

authonzed to transact insurance business in Kansas, then authorizes, supervises, and
: regulates their operations. It also regulates fraternal benefit societies and health

maintenance organizations in the State and is responsible for collecting various taxes

The Department has 164.5 full tnme—equwalent posmons and 2 other unclassified

In ﬁscal year 2000, the'Department collected more than $84 million in taxes and fees o )
~paid by inéﬁréﬁééEﬁrﬁﬁéﬁiééf"AlfﬁoEt"$61 ‘million of that amount wenttothe State ©~ |
‘General Fund to finance other State operations. Since 1993, the Insurance Department
has been funded entirely by. fees' paid by the insurance industry. The money generated
by those fees, and how the Department spent that money, is summanzed below.

Amount

FY 2000 Fundmg Sources

% of Total ‘

- FY 2000 Expendltures

mé»--

Firefighters Refief Fund  $5,202,437

Insurance Co. Regulation 6,940,167
'Insurence Co. Examination

‘Workers Compensaﬁon_

Group-F unded Workers E
45,068

‘Municipal Group—Funded
Pools 35,002
Dept Service & Capital

Improvement 511,109

" Total Funding: $21,588,534

. 986,636 -

17,868,115

24%
32%
5%

36%

02%

Salaries/Wages

*Contractual Services
" Commodities

Capital Outiay

Debt Service

- "Aid to Local Govis.

02%
2%

100%

Other Assistance

: Capital Jmprovements

Total -Exp'enses:

$21,588,534

Amount 9%, of Total

' $6,510.295 0%

2,694,686 . 13%
 225,695  ' 1%

62,635 0%
73,286 . 0;3%
5,207,i57 24%
6,376,957

437,823 2%

100%

Percentages don’t add to 100% because of rounding.
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Question 1: Why Did Insurance Premium Taxes Decline

So Much More Than Expected After the Legislature

Changed the Premium Tax Law in 19972

Compared with fiscal year 1998, premium tax collections dropped
by more than $20 Imlhon the first year after the law was changed,

~ and by nearly $27 million the second year. Several factors appear

to have contributed; but the new salary tax credit caused the bulk
of the decline-about $12 million in fiscal year 1999 and almost
$25 million in  fiscal year 2000. When the Legislature enacted the
salary tax credit, the available estimates indicated it would reduce

3 premium tax. recelpts by only about $3.7 million the first year and
, $7 1 mﬂhon the second. '

The drop Wwas so much greater than antn:lpated because more out-

| 'of State compames were able to take the salary credit than the
- 'Department projected, either because they had operations in.

Kansas thie Department was unaware of, or because of the affiliate

-.provision. - Because of the 1997 cha:uges to the law the effective
tax rate for the 238 compames that took the salary credlt m 1999
: averaged 0.63%.. If the Leg:lslatme grmuted more in premium tax

. breaks than it mtended, several options exist for brmgmg those

" rates Back to earlier levels. These and related findings are

- dlscussed n more detall in the secuons that follow

Premmm Tax Collectzons _
~Dropped by Aboat :
$20 lelzon the Fzrst Year -

- A ﬁer the Premzum Tax
Law Was Changed, and by
' Even More the

~ Second Year ‘

: Most changes to the premium tax law became effectxve for tax

year 1998 so most of the monetary impact would have shown up
for the first time in fiscal year 1999 The table on the following -
page shows-what happened to premium tax receipts in fiscal years
1999 and 2000. (It doesn’t include privilege, Fire Marshal, or
retaliatory tax receipts, or fees and pehaltics.)

As the table shows, a SIgmﬁcant portion of the drop in premmm

" tax recelpts was caused by the salary tax credit. For this reason,
. and because salaty credits were a major concern when this andit
- was requested,_ we focused our review on salary credits and on

- why they had so much more of an impact than anticipated.
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Premium Tax Receipts and Salary Credits
Fiscal Years 1998-2000

Fiscal Year 1999 Fiscal Year 2000
(tax year 1998) . . (tax year 1999)
Premium Tax Receipts: -
FY 1998 base year = $84.9 million - $64.3 million | sssomilion i
Decline from fiscal year 1998 base year _ N - | ' L |
(before the law was changed)... b . 320.6 fm“,l'o " ‘ - $26.9 million
Amount of decline attributable to o v -$12.0 million ~ :$249 million |
equalizing tax rates plus authorizing the R B . ' -
salary gredit (@)... - - InState ~ +$ 3miion  |In-State  -$ 2.8 million
: Out-of-State -$12.3 million - | Out-of-State - $22.1 million i
Nurnber (%) of compames clamung the . ‘ . 150 o 238 ' - -
B —— -~salary credit— o | R ] B
- In'State . = 27 (71%). . | In-State = 28 (78%)
Outof State =123 (9%) = - | OutofState = 210 (15%).

@ In ﬁsal year 1999, almost all the reduction is atb'ibuted to out—of—State oompames takmg the salary tax credxt. Most in-State
Lo companies took the salary tax credit that year-up fo the maximum of 1% of taxable premiums. But because their prerruum o
‘ _ “taxes also had been mcreased from 1% 2% the cred' t and iax increases almost oﬁset each other. . :

T he SaIany Credtt Caused a Insurance Department esumates pr03 ected that the salary credit
, A Much Larger Dropin would reduce: premmm tax recelpts by $3 7 million in 1999 and
: Premzum Tax Receipts~ $7.1 million in 2000. As the followmg table shows that 1mpact
" Than Anticipated ended up bemg much greater. -

» vvlnsur'aﬁce' ljépamnenf Estimates on the Impact.
of the Salary Tax Credit on Premium Tax Receipts

Fiscal Year 1999 - |~~~ Fiscal Year2000 -
(Tax Year 1998) - ' (Tax Year 1999)
Amount of decline attributable to . L o
equalizing tax rates plus the w!am . - $120 million_ L _ - $24.9 million
credit... - : ' :
rm ofi o T
lnsqrance Department estimate of " =$3.7 million - =$7.1 million
the impact... , _
Unanhcxpated drop in premlum tax - $8.3 million . S -$17.8 million
recelpts.. IR ; T
"To determme why premium tax recelpts had dropped so much more
than an’umpated, we looked for such thmgs as:
8 : , S ' PERFORMANCE AUDIT REPORT
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'® whether the Depaﬁment’s estimates appeared to be based on

reasonable assumptions

" ® whether more insurance companies took the tax credit than expected

(either separately or as “affiliates” of other companies)
® whether companies were claiming more credits than they should

The testwork we did for the last point is discussed more fully
under question 2. As part of that testwork, we reviewed files for a

 large sample of companies that took the salary credit, and

compared what they reported on their premium tax returns with
other salary information they’d reported to the Department of
Human Resources for unemployment tax purposes. In brief, we
ldentlﬁed 19 instances in which companies reported higher

 salaries to the Insurance Department than to the Department of
- Human Resources, but none of these appeared to result in A
"'companies'gettingtoo large 'of"a"s'alary credi — V B

Far more ont-of-State compames took the salary credlt than
~-the Department had assumed. Naﬂmg down the reasons why
- actual salary credits. clalmed were so much larger than anticipated
_ Was ¢ difficult. Staff who prepared those estimates are no longer
‘ ‘AWlth the Department, few records emst, and emstmg records are
B mcomplete. > :

A' '_Based on the mfonnatlon we could rev1eW it appeared

' "Department staff correctly assumed that most in-State ¢ companies

would take the max1mum credrr, and that th15 credit would offset

) the 1% 1 increase in premmm tax rates. However the estimated

1mpact from out-of-State compames taking the credit was too low..

| : We 1dent1ﬁed two pmnary reasons' :

O The Department was unaware of some out—of-State compames

‘that had locatlons and employees in Kansas. The Department

_ xmtnally ‘estimated 26 out-of-State companies would be eligible to

_claim the salary credit because they had Kansas employees. ‘The
first year, a total of 47 out-of-State companies actually had salaries
in Kansas and claimed the credit-or almost twice as many as the
Department thought. Department officials told us their list of out-of-
State companies was put together based on what staff members

~thought was a complete hst, rather than on a survey of all out~of

State: compames :

.Altogether, this reaéon accounted for about $6 million of the
unanticipated drop in premium tax receipts in fiscal year 1999. The
profile on page 10 shows that just 5 large companies accounted for
nearly $5 million of this amount. ' '
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For fiscal year 2000, the |mpact of undercountmg the number of out-
‘of-State companies that could take the salary credit could have
accounted for as much as $10.8 million of the unanticipated drop in
premium tax receipts. (Records aren’t avalable to allow us to be
more precise. )

a The Department didn’t include the impact of companies being
able to share unused salary credits with their affiliates in its
‘estimates. Department officials told us they didn’t think many
companies could take advantage of this proyision. However, it
‘appears from Department records that 93 companies were able to
~ use it for 1999 to claim salary credits they otherwise wouldn’t have
been able to claim, 92 of which were out-of-State companies.

" The Department’s initial proposal didn’t include the affiliate

provision, but as explained in the overview the bill that was
i ‘introduced did include the affiliate provision. In preparing a fiscal .
Gt oo notefor the bill, Department staff used estimates they'd prepared --

R ' V ’ earlier that didn’t include any 1mpact of the affiliate provision. -
The impact of the affiliate prov:sron in the law reduced the premium
 “taxes for out-of-State companies by about up to $4 mllllon the first
' year and by up to $7 mxlllon the second year.

Examples of lnsurance Compames That Apparently . : \
Weren’t Included in the Department’s Estimates of the : :
S R Flscal lmpact of the Salary Credit

o When the Leglslature amended the pnermum tax law in1 997, it was actmg on fiscal estimates. prov:ded
» by the Insurance Department. However, the actiral impact of these credits was $8.3 million greater than the
Department estimated for fiscal year 1999, and $17.8 million greater for fiscal year 2000. One reason for the
dlfference' many more out-of—State lnsurance companles took the credit than the Department had antxcxpated

: Given the mformatxon avallable to us, it appeared the followmg 5 compames weren’t xncluded in the ,'
- Department's estimates. These companies-which we selected for further review because of the large salary
credrts they took—clalmed atotal of almost $5 mllron in salary credlts for the 1998 tax year.

D_: State Farm Mutual Automobile lnsurance Company reported paymg $16 mtlhon in Kansas salanes The
T company took a salary credrt of $2_4 mxlllon based on. the 1% cap of taxable premlums

Cl. ,State Farm Fire & Casualty lnsurance Company reported paying $5 ¥ mlhon in Kansas salanes The
’ company took a salary credit of $1.3 million, based on the 1% cap of taxable premiums.

0 New York foe lnsurance Company reported payxng more than $1.9 million in Kansas salaries. The company A
. took a salary credit of almost 500,000, based on the 25% of salaries.

o Metmpol'tan Life lnsurance Company reported paymg $4.4 million in Kansas salaries. The company took a
- salary credlt of almost $418,000, based on the 1% cap of taxable premiums. .

[ * Great West Life and Annurty Insurance. Company of Colorado reported paying $6.2 million in Kansas salaries.
. Insurance Department officials learned from the company that it had a location in Fort Scott, Kansas. The

‘company took a salary credit of over $260,000, based on the 1% cap of taxable premiums.
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' Example of How. the Affiliation Provision Can Increase Salary Credits
- Affiliated KS Employee Potential Taxable Salary credit | Salary credit
Insurance Salaries salary credit Premiums each company taken
Companies : (based on 30% oL could take
of Kansas (max of 1.25%
salaries) of taxable
. . ) premiums)
CompanyA | $9,000000 | $2,700,000 $2,500,000 $ 31,250 $ 31,250
Company B $0 $0 $3,500,000 $ 43,750 '$ 43750
Company C $0 $0 - | $7,400,000 | $ 92,500 $ 92,500
Total - | $9,000,000 sz;mo 000 , 313 400,000 $167,500 $167,500
Because compames B and C had no salanes in Kansas, they wouldn’t have been eligible to take any
v salary credxts without the affiliate- provnsxon- However, as affiliates of company A, which had more than $2.6 million
. in unused salary credits, the two compames were able to. c!alm salary credits totaling $136,250

For tax yeax: 1999 the 238 insurance compames that took the
S _ salary credit paid an. average premium tax rate of .63%.
o * Under the 1997 changes to the law, the premium tax rate was set
S at2%. 'However, companies that were able to claim the salary -
 credit that year (up to'a maximum of 1.25% of taxable premiums)
generally could expect to- pay an eﬂ’ectxve tax rate of only 75%.

: The table below shows the average premmm tax rates pald by the
238 companies that took the salary cred;lt and the average rate -
paJd by a sample of23 compames that chdn’t take the credlt.

_ Effectxvé Average Tax Rates For All Companies That -
- Took the Salary Credit and Fora Sample of Compames That '
i Dldn’t Take the Salary Credit In Tax year 1999

Effectxve average tax rate @

v Number ofin and out-of State :

companies for 1999 tax year .
| 28 in-State companies 38% .
| 210 out-of-State companies - | = = = 66%

1.81%

2 in-State companies

21 out-of-State companies - 1.84%
® The effective tax rate includes other credits compames are allowed to claim
’ on thexr premiun tax remms. : :
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. As the table shows, companies that took the salary credit as well

as those that didn’t paid an average tax rate lower than what |
would be expected. That’s due to the effect of other credits

* companies are allowed to claim on their premium tax returns.

' Kansas’ Premium Tax Rate A
ls In Line with Rates in Neighboring States .

Most of the neighboring states have set their premium taxes at about 2%.
The exception is Nebraska which has a tax rate of 1% as shown below.

Kansas = . .2.0% . lowa o 20%

Source' March 11 1997 mfonnanon provnded by the Depan:ment to the Senate -
Cormmttee on Assessment and Taxanon. _

Colorado ' 225% . Nebraska = 1.0% . .
AMissoun e 2.0% e Oklahoma 2.25% e

i ‘Ift.l_ze Legislature

- Granted Morein’
" Premium Tax Breaks

-~ Than It Intended,

Salaty "Credits Could Be:

Atl]usted To Brmg

| AT ax Recezpts Back In Line -
= Wzth Ongmal Pro;ectzons

LA number of remedles emst for retummg premium tax recelpts to

their earlier antlclpated levels. In February 2000, the Insurance

_Deparlment prov1ded mformatlon to the Legislature and the

'_,Budget Division 1dent1fy1ng several optlons for ad]ustmg the
“salary credits. Those estimates were based on the ﬁrst year s
expenence wﬂh the salary credlts

We explored some of those same opnons using the: second year’s
'expenence and assummg everything else stayed the same. ‘Both
' estlmates are summarized i in the table at nght '

- Obviously these optlons could be considered in various

,combmahons. _We didn’t try to esumate their meact, but such

eshmates could be computed

‘12
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'Possible Actions To Return Premium Tax Receipts to Previous Levels

Insurance Department
- ~ estimates
(based on tax year 1998 data)

Legislative Post Audit
estimates -
(based on tax year 1999 data)

Reducing the % of taxable
premiums usedto
compute the maximum
allowable salary credit

impact for every 1/4% reduced:

=a $6.25 million increase in
_premium tax receipts

reducing from 1.25% to .75%:

=a $12.8 million increase in
premium tax receipts

‘Reducing thie % of salaries

‘| that can be claimed for the |

| salary credit

impac_:t for every 1% reduction: .

| =a $1.0 million increasein ~
vpremium tax receipts'

,(These estimates didn’t take mto

account the impact of the

.maximum cap allowed for the
/| salary credit. Most compames are
: subject to’ the cap ) .

.} =a$s8. 5 million i mcrease in prermum
tax recelpts .

reducing from 30% to 20%:

= a$1.2 mxll:on mcrease in premium |

tax recelpts

reducmg from 30% to 10% -

Eliminating the affiliate

-| provision, which allows
.| companies to share unused .
-+ -] salary credits thh thexr

‘ afﬁhates '

- ','estimated impéct not computed .

‘ eliminaﬁng‘ éfﬁliate provision:

= up to a $7 mnlhon mcrease m
premlum mx recenpts

(thls figure would represent the ri_laximum)

CONCLUSI ON By equalizing premmm tax. rates for in-State and out-of-State

" ‘companies, the 1997 Legxslature avoided what rmght have been as
“much as $500 million in lawsuits from out-of-State compames

B that had been assessed higher tax rates for years. And by

allowmg any company with Kansas employees to claim a salary
credit, the Legislature helpe_d offset the impact of the 1%
 premium tax rate increase on in-State companies. However, these
‘changes have cost the State much more than the Legislature
, expepte&. The State will be expéﬁencing. a significant drop n
premium tax receipts when the effects of the salary credit have
leveled off. This annual cut in taxes is about 4-5 times greater

~ than Insurance Department estimates projected.

Those ejsﬁm:nes undercounted'the number of out-of-State
companies eligible for the salary credit, and didn’t consider the
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Legislative Division of Post Audit

13

3-21



- impact of allowing companies to share their unused salary credits

with other affiliates. It’s impossible to say what the Legislature
would have done if it had known these changes were going to
reduce premmm taxes as much as they bave. But armed with

- better cost data, the Legislature may want to revisit the premmm ’
tax law and the level of tax cuts it granted

- RECOMMENDATION

If there’s legislative interest in bringing premium tax receipts
closer to earher estimates, the appropnaie legislative committees
should explore the options presented in this report—or from any

 other source—for adjusting the factors that make up the salary tax

_credit. Those options, most of which also were prev10usly
suggested by Department ofﬁma]s could mclud e

' ® reducmg the percentage of taxable premiums used to compute 4

- the maximum-allowable salary credit, -

e reducing the percentage of salaries thai can be claimed for the .

salary credlt,

o ehmmahng the prowsmn that allows compames to share

" unused salary credits with their afﬁhates or .

o any combmatlon of the above."

14
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Question 2: Are the Insurance Department’s Procedures Adeqimte

To Ensure That Insurance Companies Claim

_Only the Salary Credits They’re Entitled To?

The Department has good procedures for ensuring that taxable
premiums being reported are accurate and that forms are being
filled out correctly, but it doesn’t do enough to verify the
mformation companies report about salaries and affiliates to

ensure that what’s being reported is both accurate and allowable

under law. Our testwork on 197 insurance companies (covering
34 affiliated groups) showed that companies generally paid

‘enough salaries in Kansas to support the amount of credits they

_and their affiliates had claimed. We identified a number of cases

- where i insurance companies had reported higher salaries to the
Insurance Department than they’d reported to the Department of

Human Resources for unemployment tax purposes. However,

" ‘none of these appeared to result in companies getting too large a -

salary’ credxt. ‘We also 1dent1ﬁed several problems related to how

' afﬁhate groups report theix salanes and claim the salary credits.
These and other ﬁnd;mgs are dlscussed mn the secﬂons that follow.

' Insurance Compames

ﬂzey re Entztled To
In Several Ways

CouId Claim More in
Salary Credits Than
claiming, and their aﬂihated compames Given the way the
salary credit Works insurance compames could mtentlonally or

_ umntentlonally cn'cumvent the law in any of the following ways:

Each year, insurance compames ﬁle premmm tax returns that

. mclude such information as their taxable premmms the salanes

they pay then‘ Kansas employees the salary credit they’re

" '@ insurance compames could report more in salaries than

allowed by law. The law allows companies to claim a credit for
. 30% of their “eligible” salanes (up to the 1.25% cap). To be eligible,
those salaries must be paxd only to employees in Kansas, mustbe
for insurance-related operations only, and can’t include
 commissions or amounts paid to independent contractors. For the
28 insurance companies that took a salary credit based on 30% of’

- their salaries, the risk would be that:

v they claimed hxgher msurance—related Kansas salaries than they
~really had - :

v they clanmed non—Kansas salaries

v they claimed commxssxons or amounts pald o contractors

e insurance companies could share unused salary credits with
companies that don’t meet the legal definition of “affiliate,” or
could double-count the salanes within affiliated groups. By law,

- Legislative Division of Post Audit ~
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~ tobe affiliated one insurance company must own 100% of the voting
_ stock of the other company(ies). ' Affiliated companies are treated
like one big company-if any company in the group can’t use the full
_ 30% of salaries for the credit (because it's subject to the 1.25%
) cap)—the others get fo share those salaries. Thus, an affiliated
group of companies could claim more salary credits collectively than
~ they could as individual companies.

® insurance companies could make mathematical errors.or
incorrectly transfer information from one place to another on
. their premrum tax returns.

Despzte Some Strengths, The Department has good procedures for ensuring that taxable
Ihe Department’ premiums are accmately reported and that maihemahcal errors are
Procedures For Ensung L caught. It also has some good procedures for ensunng that salary S —
 That Compames Aren %t ‘credlts are accurate and alIowable. For example' :
Clazmmg Too Much in- . A . ' ‘
Salaries Haye - . Tne mstructrons on the premiurn tax return ask companies to

. Ser_}erdl Weaknesses - provrde verification that the salaries reported are for compensation
' R Y (21e ¢ commxssxons) for Kansas employees performmg insurance
"company operations in Kansas. They alsoask compames to-
.provxde the lomtlon(s) of thexr opera’uons.

o If compames don’t submlt anythlng to support the saiary credits
_taken, Department staff are supposed tosend a letter requesting
. such information again. That letter indicates the companies could
~ provide copies of the quarterly wage reports they submit to the
R Department of Human Resources. Départment officials also
occasronally request copies of these quarterly wage reports on their
-, ‘own, These réports provide an- independent check on the salaries
reported. While companies may have an incentive to overstate the
‘'salaries they report on their premium tax retumns, they have an
mcentNe to understate the salaries they report for unemployment
- tax purposes. In our review of 20 random companies, 40%
submitted these’ unemployment wage reports for supporting
- _documentatron. :

e |Ifany of the salary information reported appears to be quesﬁonable,
Department staff are,supposed to do additional follow-up work, and.
may deny certain amounts claimed. During this audit, we learned of
one instance in which all of the salaries a company claimed on its

. premium tax retumn were from out-of-State, and the Department
' demed the salary credlt

However we 1dent1ﬁed several weaknesses in the Department s’
procedures or n the way they were carried out:
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® Only 11 of the 20 compan.y files we reviewed had what
we’d consider acceptable documentation to support the
amount of salaries they were claiming. Of the remaining 9

— 5 had no supporting documentation. Department staff
badn’t sent a follow-up letter requesting it, as required
— 4 had letters from the company “attesting” that the
 information reported was accurate. Department staff told
us they accept such letters in lieu of other supporting
documentation, but we don’t consider this to be sufficient
documentation.

® The Departinenf doesn’t check whether companies are .
_ 'me'eting the statutory reqnirements of “aﬁiliaﬁon.” In

returns of a company s afﬁhates to make sure each has
provided identical information, we found at least one mst_ance_
-~ in which such reconciliation didn’t happen.

= @ The Deparfment doesn’t ensure that the salaries being
» - . reported are all related to insurance ooperations. The law = .
| defines insurance operatlons broadly to include medical, legal,
" and investment services related to insurance policies, as well
- aspublic relations, ‘advertising, trammg of sales staff, and
’serv1ces to pohcyholders But if a company has both
" insurance and non-insurarice operations in Kansas, the
' \ Department currenﬂy has no. -way of knowing whether the
oo company was only reportmg salanes related to 1ts msurance
o operatlons : :

‘We Found 19 To determine whether insurance companies may be claiming
Dzscrepanaes inthe salary credits they Weken’t entitled to, we reviewed salaries for
SaIarzes Reported by 197 197 companies that claimed the salary credit on their 1999 tax |
Companies We Reviewed, rteturns. This sample included 182 companies that were affiliated
But Those Dtscrepanczes in 34 groups and 15 md1v1dual compames
_ Ultzm{ztely Didn ’tAjfect" S S . » »
' The Credits They :'For each of the individual companies or groups, we checked the
" Could Claim salaries they’d reported on their premium tax returns against the
C 0 salaries they’d reported for unemployment tax purposes to the
'Department of Human Resources We wanted to see if the
companies had reported at least enough Kansas salaries to Justify
~ the amount of salary credlts they clalmed on their premium tax
 returns. :
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- As mentioned elsewhere in this report, the maximum salary credit an

) followmg information about the 238 companies that took the salary credit

Are Claiming the Maximum Allowed by Law
insurance company can claim on its premium tax return is limited fo 30% of
salanes or 1.25% of taxable premiums, whichever is less. The

on their 1999 retuns shows that most compames have more salanes than
they can claim credits for :

Companies claiming credits based on 1.25% of premidms
Number of e‘ompanies' -210
Reported Kansas Sa:aries -$448,044,562

Reported Taxable Premxums $2,713 590, 716

Most Companies Claiming Salary Credits \ o

Compames cla;mmq credrts based on 30% of salanes
: Number of compames = 28

' Reported Kansas Salanes $9, 366777 o

Reported Taxable Premlums $439 555472 . - j

N

The ,19 discrepeheies :W(? fouﬁd aresilmmaﬁ:eed -below;

L ° 1 group of 6 afﬁhated compames had reported only

~$544,000 in Kansas salaries to the Department of Human

fResources, but they claimed a total of nearly $2 million in
E ;Kansas salanes -on thelr 1999 premium tax returns. These

' 6 companies collect_wely claimed salary credits of $204,400

" (remember, credits are given on only 30% of reported salaries

* up to a maximum of 1.25% of the companies’ taxable

' premiums).. If the salaries reported to the Department of.

- Human Resources were right, the salary credlts claimed
 should have been only $163,000, or about $41,400 Jess.

Atthe time'this’ report was written, a group répresentative told.
’ .Insurance Department officials the group would provide
R _addmonal information to the Insurance Department
__supporting the salaries it claimed for the salary tax credit.
~ Group r,epresemaﬁves also indicated they apparently had
~ under-reported salaries to the Department of Human -
Resources, and would file amended wage reports. We’ll be
' passmg this mformatlon on to the Department .

E
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. company clalme(l The risk here is that one company could clalm o

‘companiés may have reported additional salaries to the
. Department of Human Resources under another company name. -

e 8 ‘groups of affiliated companies and 10 single companies

_ claimed miore Kansas salaries on their 1999 premium tax
retarns thnn they reported to the Department of Human
Resources, but those differences had no impact on the

“amount of salary credits they could claim. That’s because
the salaries these companies reported on their premium tax
Teturns alrmdy were higher than the maximum amount they
could use in computing the salary credit (in other words, they
were subject to the 1.25% cap). Thus, even though the
amount they reported to the Department of Human Resources

~ 'was less than what they claimed on their premium tax return,
that amiount was still more than enough to allow them to take
the maximum credlt. : :

It’s possﬂ)le that some _of these 19 eompanies or groups of

However, we searched records under both the company names

. and the FEIN numbers they listed on their premium tax returns,
and had to make our determinations based on that search because =
" we had no other mformatron to goon.. : ' '

Durmg our file revrews, we also noted some cases Where it Was

_difficult to determine which companres were. afﬁhated as one
- _group. . Compames are supposed to list all their affiliates on the
o salary credit form they fill out, but we found at least one situation

~ Wwhere a company claimed to be affiliated with another, but the
other éo‘rnpany didn’t claim to be affiliated with the first one. In

this instance, it was difficult to venfy the salary credits each

- to be afﬁhated ‘with another company without that actually being

the case, and potentrally could claim salary credits it wasn t

. entltled to.

conczuston

Although we didn’t find er significant problem with companies

~ claiming salary credits they weren’t entitled to, it would be

difficult for: Insurance Department officials to know if they were
That’s because two provisions of the law are nearly impossible to
enforce without detailed audits-using a spot-check or risk- based

approaeh——of insurance company records. One of those provisions -
- allows only salaries related to insurance operations to be claimed

for the credit, and the'other_'allows companies to be considered
affiliates only if one company holds 100% of the voting stock of
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| another. Insurance Department auditors don’t specifically check
- for these thmgs when they audit insurance companies. While
 there are some things the Depar’tment can and does do to help

ensure that salaries claimed are correct, the procedures currently
m place don’t ensure thai all the provisions of law are met.

| RECOMMENDATIONS

- ——for unemployment tax purposes for compames that claim a

1. To help ensure that msurance companies don’t claim salary.
credits for any salaries already claimed by another company, and
that they have sufficient salaries to justify the credits being

claimed, the Insurance Department should do the following:

a. " establish a memorandum of understanding with the
_ Department of Human Resources that will allow the Insurance
Department to obtain copies of quarterly wage reports filed

B _salary credlt

b. . change the premmm tax form to make clear that a]l companies

sharmg salanes must prov1de the followmg mformatron

e how much of the salanes are attn'butable to the company
. filing the premium tax return :

~ ® how much i is being clalmed from afﬁhated compames and

~ the amount coming from each such company
® how much is being shared with other affiliated compames
o and the amount gomg to each such company

. A'I'he information reported by each company in an affiliated
- group should be reconciled to ensure that no salanes are
double cormted '

¢c. for comp:i’nies ﬁling'separately or as part of an affiliated

group, verify the total amount claimed with the amounts.
reported on the quarterly wage reports and on other supporting
‘ docurnentation the companies may submit.

2. To ensure that msurance. compames claiming the salary credit

are meeting the requirements of law, the Insurance Department
should periodically audit a sample of companies taking those -
credlts Using a spot-check or nsk based approach w111 keep
these audits cost-eﬁ’ectrve '

20
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APPENDIX A
| . Scope Statement
RN - -Thas apﬁendix contains the scope staiement approved by the Legislative Post
SN, e -Audit Commiittee for this audit on August 1 1, 2000. Ihe audlt was requested by -
. - - Representatlve Tomlmson. B
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SCOPE STATEMENT

Reviewing Issues Related to Employee Credits Against Premium Taxes
' - Paid by Insurance Companies

Life, property, and casualty _in'surahce companies doing business in Kansas pay an
annual tax based on the amount of premiurns they collect in the State. In the past, the tax
rate was 1% for companies based in Kansas and 2% for companies based in other states.

~ The 1997 Legislature equalized the rates at 2% for all imsurers, but allowed them to take a
' credit against that tax based on a percentage of salaries paid to Kansas employees. The

credit may not reduce the tax by more than 1.25% of the insurer’ s taxable premiums, but
State law allows isurers to share the credlts Wlth other companies wnh which they are
afﬁhated. S : :

Insurance compames ﬁle an annual retum Wlth the Insurance Commlssmner stating the -

" amount of all premiums recelved inKansas, and provide information on how they calculated

. the salary credit. Under State law, the Insurance Commissioner must venfy the returns and

= _assess the appropnate tax. Insm'ance Department oﬂic:lals said they didn’t audit the CI'Cdlt
mformatlon reported for tax year 1998 but plan to do so for th61999 returns.

‘In ﬁscal year 1998 insurer's paid nearly $85 million in premium taxes; but in fiscal S’ear

1999 thcy paid only $64 million. This drop in revenue is far greater than the $7 million 7
: ~decline zmncrpated m the fiscal” note prov1ded to the 1997 Leglslature when it voted to _
B equahze the rates. Leglslatlve concerns have been raised about why the decline in premmm :

tax revenues has been so much greater than an’acxpated, and spemf cally Whether insurance -

) Acompames are claumng credits only to the extent allowed by the law. The Insurance

' '_ComrmssmnerprowdedtheLeg:slatxvePostAudltCommltteemthmformahonshomngﬂle
~ amounts bemg collected, but that mformaﬁon doesn t show whether those are the
_’ appropnate amounts. '

A performahce auditvirr this area would address the following ciﬁestions:

1. ‘How does the Insurance ﬁepartment plan to ensure that companies receive only

the tax credits- to which they are entlﬂed" To answer this question, we’d Teview

Whether the original estimate of fiscal nnpact was reasonable. We’d interview

E Department officials to see how they plan to venfy premrum and credit amounts
reported by compames and assess whether those procedures. are likely to provide
reasonable assurance that the ammmts reported are correct.

- employee salary credits? - 'We’d review the law to determine what it allows (for
. example, some employees’ salaries can’t be counted toward the credit). We’d doan in-
depth review of a sample of companies , (some based in Kansas, some not) to determine

- whetherthe employees for whom they were claumngthe creditwere eligible. We’dalso

- teview information available from State agencies such as the Department of Humnan

| _-2. ,Are insurers complymg with State law in the way they calculate and apply

22
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Resources and the Department of Revenue to see if the reported salary information

appeared to be correct. In addition, we’d determine the extent to which companies are
sharing credits with their affiliates, and the effect that has had on the total premium tax
_collected. We’d perform other testwork as needed.

Estimated time to complete: 6-10 weeks, depending on availability of data

%
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y ‘-Department Its response is mcluded as this Appendlx

APPENDIXB

Agency Response

e On February 22, 2001 we provrded copies . of the draﬁ audrt report to the

Asa result of drscussrons wrth Department oﬂicrals durmg therrrevrew of the

: draft report, we made some minor clanﬁcatrons to the draft audrt that didn’t affect )
; any of our. ﬁndmgs or conclusrons : . L

24
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LEGISLATIVE POST AUDITA

FEB 22 2001

Kathleen Sebelius
Commissioner of Insurance

Kansas Insurance Department

February 22,2001

o Members of the Legislative Post Audit Committee

and .

" Barbara J. Hinton B
Legislative Post Auditor - :

o . Tam ‘most proud that the Department, the Legrslature and the insurance mdustry
. were able to work together four years ago to craft the Premium Tax Reform Act. This

o law resolved a potential unconstitutional Kansas Law that, 1f unchanged, would have cost
o :the state a mrmmum of$500 O mrlhon ' L :

R Thls relatrvely new v Iaw has resulted in a srgmﬁcant loss of premium tax recerpts
Ny to the State General Fund As soon as the Department nohced the drop in recelpts we

: of the Budget, suggestxons for mmgatmg thls Ioss Your recommenda‘uons arein - -
= agr eement Wlth many of the pomts I ralsed at that time. _ =

1 appreclate the Drvrslon of Leglslatlve Post Audrt S. observanon that the
- Insurance  Department has “good procedures for ensuring that takable premiums bemg
‘teported are dccurate and that forms are filled out correctly ” Further, the report stated
that my Department “has some good procedures for ensurmg that salary credrts are
‘ accurate and allowable L -

Basrcally, this report summarizes posmble changes that can be made to the law to
mitigate loss of revenue. Further, it provides evidence that the Insurance Department is -
accurately applymg current statutes and properly collectmg premmm taxes. =

: : Page two of th1$ Ietter ouﬂmes the pnmary recommendatrons by the Division of
L Legislative Post Audit for Department procedures to enhance accurate application of the
- salary credlt law. Next to those recommendations I've indicated the Department’s
current practices and/or its plans to implement the Division’s recommendations.

| 420 SW 9th Street 7852963071 = Consumer Assistance Hotline 2 23
ks‘:Pd{%Km_sas 66612-1678 Fax785296-7805 - - 1800432-2484 (Toll Free) -3
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Recommendation

Legislative Post Audit

1. The Insurance Department

should establish a memorandum of

understanding with the Department:

of Human Resources that will allow
~ the Insurance Department to obtain

copies of quarterly wage reports filed

~ for unemployment tax purposes for
‘companies that claim a salary credit.

2 Change the premium tax form o

o to reqmre all ¢ compames sharmg
 salaries to provide the following -

- - amount attributed to the companies

- filing the tax return; howmuch is
being claimed from affiliated
companies; how nruch is bemg
shared with other afﬁhated
compames L

: f_'3. ' To ensure that msmance
compames cla.lmmg the salary -
*" credit are meeting the requirements
-" of law, the Insurance Department
- should penodlcally andit a sample
~of compames takmg those credlts

" The Department continues to perfect its premium tax procedures and appreczates- .

Department Response

1. A letter will be immediately
sent to companies that in -
_previous years claimed -
a salary credit. Companies will

- be required to provide copies .

of the quarterly wage reports
that they file with the Department
of Human Resources. Companies
will also be asked to verify

affiliate status, where applicable. -

(See Attachment A.)

_2.The salary credit tax fonn —

.. already includes this o
* information. (Attachment B)
* The form will be modified for .
clarification purposes.
-Documentation to verify
* numbers is largely done
- and information ngorously
reviewed.

3. Currently ALL tax filesare

.audited. A sampling of files-

will be re-audited by accounting

- staff to ensure comphance W1th
audlt procedures

the Division of Legislative Post Audit® s review and thoughtful recommendations.
We recogmze that premium - taxes are a significant revenue source for the State
~ General Fund and we look forward to working with the Legxslature in any way

' possxble to adequately address this srcuauon.

. U:\Word\Post Audit Response Letter.doc

CottonS fols

- Kathleen Sebelius

Smcerely, ’

-




ATTACHMENT A

IMPORTANT TAX INFORMATION

March 2, 2001 Due Date

February 22, 2001

" ATIENTION: TAX DEPARTMENT
: Person Responsible for the Preparanon of Premmm Taxes for Kansas

- RE: COIVIPANIES CLAINIING THE KANSAS SALARY CREDIT

A revxew of our records indicates your company in the- past has c]anned a credlt for employee salaries. Thxs credxt
was taken agamst the premmm tax payable in Kansas. : . . ’

B | The instructions for takmg tlns credit requxre that you provide venﬁcatxon of parncular aspects of the employee
- salary credit portion of the amount shown on Line Al of Schedule A Credxt Summary, of the Annual_ Premium
e ,Tax Statement. Thxs mformatxon is still requlred ' SR

i T _‘tIt w1ll also be necessary for all compames clalmmg the mlary credlt to submxt the followmg v
' 1. : Coples of the Employers Quarterly Wage Report and Contnbutxon Returns (Form K—

— 00) that have been filed _with the Kansas Department of Human Resources. ‘This
- reqnest is for the year endmg December 31 2000 i - N -

: y credxts allocated amon afﬁlxates you must also submit
) ,documentatxon venﬁnng aﬁihate status as deﬁned nnder Kansas Statutes Annotated 40-
252d(b)(1) . R o L

'If your company has already submmed the above-requi_red 'docmnentat'ion,'it is not necessary to submit the .
'_docmnentanonagam E o ST e o

- Any questlons o thxs request Should be addressed to Rogér Swarts (Life Companies) or Mel Scott (Prope_rty
i . and CasualtyCompames) R A

Thank you _,for your, cooperation,

A RogerL.Swarts SR " Mel Scott

‘Phone: 7852967857 . . Phone: 785-296-7838
. Fax: 7852913673 - . Fax 7852913673 B
: Emall rswarts@ksmsurance org "~ Email:" mscott@ksinsurance.org
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~ ATTACHMENT B

- YEAR2000
. INSURANCE DEPARTMENT
STATE OF KANSAS

FIRE AND CASUALTY INSURANCE COMPANY
ANNUAL PREMIUM TAX STATEMENT
: SCHEDULEB

’ EMPLOYEE SALARY/SMALL COMPANY CREDIT

NAME OF COMPANY
EmployeeSalaxyCredxt Calcnlatmn 'A , - : :
' @ S L I S @ : S (O]
Affiliated Insurance - Ka'nmsEmpleyees’ 30% of Amountin  Line7 Annual Premium ~ 125% of Amountin
Companies* "~ -~ Salaries - - Column (b) Tax Statement 'Column (d)
b3 : s : $S_ -~ : 3
3 s - 8 -
s 3 8. s
. - R INERERSSE S 87 -
“$ $_ : 5. $_-
b > s 3 - $
Bl. Totzl Columns (c) and(€)....nrvennanias R ; $
.- $ .

B2. Salary Credit to be allocated (Smaller of the two totals on Line Bl)

B3._

. Afﬁlmted Insurance Compames* o V

.............................

. Allocated Amount from Lme B2
' . per Company )

-B3.

B3.

B3.:

B3

B3.__

A A A

* Atféch a'dditibnal'sheets' if necessary,'fbr other affiliated ‘compe-nies.. ;

‘Small Company Credxt Calculation - : .
(Allowed only for those compames that have pald Kansas employees salanes)'

B4.

Mamnumprermnmswnnen....'-.-i---;.;..--A.-'-.'..-.'A.--‘..-'.‘ © o $. . 15000000
BS. Allprennumswntteninallsmes._..--...-------; _____________ . $_ o
- B6. - Line B4 less Line B5, butnotlessthan $0..... i oiininnnnns 8 o
B7. | DivideLine B6 by 15000,000. ... 0 ..o liiiiiiiiiiiis 2 : :
B8. . Multiply Line B7by 90,000 ... .. ..ooiommniiiiieiaeee s
B9. (82518 51117 S R I PP 3 30,000
Bi0.. -Small company cxedlt (Smaller of Lme B8 or Lme ) 231) DS 3
_BIL Employee salary credit allocated to this company on Line B3 ....- -3
B12. .- Small company credit (FromLime B10) . ... oooeionaaaiaain Y )
B13. .  Total credit prior to limitation (Lme B11 plus Line B12) ........... Y
‘Bl4.- Taxable premium himit ’ .
. (Enter 125%of Line 7, Annual Premium Tax Statement)...-.-_--.--._ $ '
BI5. Employee Salary/Small Company Credit _ o
: (Smaller of Line B13 orLine B14) ... ..o ooiiinnnanonnnnns ‘3 » '
APTS-F&C (2000) Page 3 of 8
Fire and Casualty Division

11/ 00 I \nscrs\f&c\word\(ax\forms\apts—l.doc
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GLENN, CORNISH, HANSON & KARNS, CHARTERED
800 SW Jackson - Suite 900
Topeka, Kansas 66612
785-232-0545

March 1, 2010
TO:  House Taxation Committee
RE:  Insurance Premium Tax Credit for Kansas employee salaries
Mr. Chairman and Members of the Committee:

Thank you for this opportunity to appear before the Committee. I am David Hanson and am
appearing on behalf of the Kansas Association of Property and Casualty Insurance Companies, whose
members are domestic insurance companies in Kansas, and also on behalf of PCI, the Property Casualty
Insurers Association of America, with over 1,000 member companies across the country writing about 38%

of the property-casualty market last year.

In the latter part of 1997, representatives of several of our member companies were invited to join
with legislative leaders, former Insurance Commissioner Sebelius and business development leaders in a task
force to explore ways to improve the business climate for insurance in Kansas. The task force recognized the
positive impact that insurers have on the economy and sent a clear message to insurers that Kansas wants
insurers to bring the jobs and other benefits that only an increased competitive environment in insurance, like
any industry, can bring. One of the reports received by the task force indicated that state regulation on
underwriting restrictions and cancellation/nonrenewal restrictions ranked second most significant of
regulatory burdens of concern to insurers. One of the conclusions reached by the task force was that a
regulatory climate in Kansas that was unnecessarily burdensome would prevent insurers from wanting to
come to Kansas to compete. As a result of its study, the task force recommended that Kansas should pursue
«_.accelerated general deregulation and the movement to open competition...” if Kansas is to remain
competitive with other states. (See Final Report of the Task Force on the Kansas Insurance Industry,
December 1997; Recommendation No. 4)

Consequently, we try to alert you to positive enhancements, as well as to unduly burdensome or
unnecessary restrictions. We realize that this often entails a tough policy decision on your part. Insurers are
also faced with difficult decisions in managing their businesses. The salary credit for Kansas employees goes
to the very heart of the staffing decisions insurers need to be able to make in order to be competitive. And, to
be competitive in insurance means to be able to offer the best coverages at the best rates to consumers.

We are also concerned that this proposal may have an unintended effect of impeding growth and
competition, since companies would generally be reluctant to enter new market areas where there are
significantly increased tax burdens which will be compounded by retaliatory taxes and the likely reduction in

staffing in Kansas.

We appreciate your consideration of our concerns and would ask that the salary credit not be reduced
or repealed in light of these concerns.

Respectfully,

DAVID A. HANSON House Taxation
Date: __3-/- /0

Attachment: </

F:\PROGRAMS\WPWINGO\SEC'Y\ANJA\KAPCIC\Testimonies\0301 2010.wpd



BRAD SMOOT

800 SW JACKSON, SUITE 808 ATTORNEY AT LAW 10200 STATE LINE ROAD
TOPEKA, KANSAS 66612 SUITE 230

(785) 233-0016

LEAWOOD, KANSAS 66206

(785) 234-3687 (fax)
bsmoot@nomb.com

STATEMENT OF BRAD SMOOT
LEGISLATIVE COUNSEL
AMERICAN INSURANCE ASSOCIATION
And

BLUE CROSS BLUE SHIELD OF KANSAS

HOUSE TAXATION COMMITTEE

INFORMATIONAL HEARING ON PREMIUM TAX SALARY CREDITS
March 1, 2010

Mr. Chairman and members:

I am pleased to appear today on behalf of two very different insurance interests. The
American Insurance Association is composed of more than 300 property and casualty
insurers providing auto, home, workers compensation, business and general liability
coverage for hundreds of thousands of your fellow Kansans. Our membership includes
many household names such as Farmers, The Hartford, The Travelers and many more.
AIA member companies employ tens of thousands of Kansans in clean well-paying jobs
with benefits throughout the entire state. AIA member companies are among the largest
employers in Johnson and Sedgwick Counties.

Blue Cross Blue Shield of Kansas is the state’s largest health insurer with nearly 900,000
Kansans carrying a BCBS card. As a Topeka-based mutual insurance company, we are
owned by our policyholders. BCBS, and our 1500 employees most of whom work in
Shawnee County, contribute significantly to the federal, state and local taxes. The state’s
premium tax is the third largest source of the SGF yet it represents just one of the many
taxes that insurers pay.

We appreciate the opportunity to comment on Kansas’ premium tax salary credit, K.S.A.
40-252d. We think it entirely appropriate that the Legislature regularly review various
tax credits, particularly those created solely for the reason of economic development. As
you may know, however, the premium tax salary credit has a much more complex and
significant history. For decades, Kansas illegally taxed out of state insurers at twice the
rate of domestic insurers. After many years, these unfairly burdened carriers began
paying their taxes under protest, creating an enormous liability for the state of Kansas,
potentially in the $100 million range. When the US Supreme Court declared
unequivocally that such disparate tax rates were unconstitutional, Kansas reluctantly
became the last state in the nation to correct the inequity. To remedy this problem, the
Legislature had to change the tax code. But how to do so without damaging the domestic
insurance industry or increasing retaliatory taxes levied by other states on our companies
while getting rid of the $100 million civil liability was no small challenge. The Senate
proposed raising all premium taxes to 2% making Kansas a high insurance tax state and
the House wanted to lower the rate for all carriers to 1%, bringing Kansas in line with
Jower taxing states, thus protecting the domestic insurance industry. The compromise
took months of negotiations and give and take on all sides. In the end, the best solution
was to equalize the tax on all insurers at 2% but give any insurer, whether domiciled in
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Kansas or elsewhere, an employee salary credit against the 2% premium tax for jobs
located in Kansas. This way, domestic insurers were not hit so hard by the doubling of
the tax rate. A cap was placed on the salary credit so that no insurer could pay less than
the original domestic premium tax rate of 1% as a result of the salary credit. As a part of
the arrangement, carriers which had filed their taxes under protest agreed to abandon their
claims and the state treasury retained approximately $100 million dollars. About 4 years
later, the state recognized that it had underestimated the number of insurance jobs in the
state and made an adjustment to the salary credit rate which generated more income to
the state but still met the general parameters of the original 97 agreement.

While the goals of the premium tax salary credit go far beyond the ordinary economic
development objectives of other legislation, the benefits of the salary credit in job
retention and creation is clearly demonstrable. Universal Underwriters domesticated to
Kansas after the salary credit was enacted. Ibelieve they employ well over 1000 in
Johnson County alone. Farmers Insurance moved a large customer service center to
Olathe after the salary credit was enacted, creating more than 500 new jobs.

BCBS, like any insurance company, can do much of its work from almost anywhere. For
example, BCBSKS had been the administrator of Medicare for the US government for
decades. When the government decided to consolidate several states for administration,
BCBSKS bid on the new federal contract in order to keep the nearly 500 Topeka jobs
associated with this business. In the end, however, another carrier was able to win the
contract, taking those jobs elsewhere. The point is that, unlike a fireman, a barber, a
restaurant, a gas station or a home builder, financial institutions, including insurance
companies, can do much of their claims processing and computer work from almost
anywhere. So whether it’s bringing new jobs or trying to retain existing ones, tax rates
and other operational costs determine where the jobs go. Where the jobs go, so go the
state and local taxes associated with them. By my quick count, at least 17 other states
have salary, wage or investment tax credits available to insurers against their premium
tax obligations. Clearly, the competition to retain and attract insurance jobs is keen.

Finally, taxes imposed on insurers are a direct pass through to premium rate payers. Such
fixed costs are understandably approved as part of any rate filing. So while we might not
immediately think of repealing the salary credit as a tax increase, it is. We want Kansans
to buy health insurance. Lenders require businesses and homeowners to buy insurance as
a condition of lending. And the state of Kansas makes it illegal to drive without auto
coverage or run a business without workers compensation. Our state public policy
clearly supports optimizing insurance coverage of all types. Our task is to keep that
coverage affordable. Raising taxes on insurers is not the way to keep insurance
affordable. For these reasons, we urge the 2010 Kansas Legislature to respect the
agreements that were forged more than a decade ago; to stand behind the sound public
policy associated with the premium tax salary credits and allow Kansas to continue to
benefit from a growing insurance workforce and the tax benefits it brings. Thank you for
consideration of your views. I would be pleased to respond to your questions.




