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helps provide that information.
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standards set forth by the U.S. General Account-
ing Office.  These standards pertain to the
auditor's professional qualifications, the quality
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professional and meaningful reports.  The stan-
dards also have been endorsed by the American
Institute of Certified Public Accountants and
adopted by the Legislative Post Audit Commit-
tee.

The Legislative Post Audit Committee
is a bipartisan committee comprising five sena-
tors and five representatives.  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 Minority
Leader.

Audits are performed at the direction of
the Legislative Post Audit Committee.  Legisla-
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all completed performance audits are available
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Representative Dan Thimesch Senator Chris Steineger 

This report contains the findings, conclusions, and recommendations from
our completed performance audit, Employee Credits Against Premium Taxes:
Reviewing Issues Related to Those Credits. 

The report includes a recommendation for appropriate legislative committees
to explore options to bring premium tax receipts closer to earlier estimates, if such
legislative interest exists. The report also includes several recommendations for the
Kansas Insurance Department to help ensure that insurance companies don’t claim
salary credits they are not entitled to, and to ensure that salary credits that are
claimed meet the requirements of the law. 

We would be happy to discuss these recommendations or any other items in
the report with any legislative committees, individual legislators, or other State
officials.

Barbara J. Hinton
Legislative Post Auditor
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EXECUTIVE SUMMARY
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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 potential liability from such
lawsuits could be as much as $500 million.  

To address the problem, the 1997 Legislature equalized tax rates at 2% for both in-
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.
  

Question 1: Why Did Insurance Premium Taxes Decline
So Much More Than Expected After the Legislature

 Changed the Premium Tax Law in 1997?

Compared with fiscal year 1998, premium tax collections
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 fiscal year 2000.  Instead,
the drop was about $12 million in 1999, and almost $25 million in
fiscal year 2000. 

. . . . page 7

The drop in premium tax receipts was so much greater
than expected because far more out-of-State companies were
able to take the salary credit than the Department had
projected.  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

. . . . page 8
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Kansas.  The Department’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 claimed the salary credit in
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 companies that didn’t qualify for the salary credit.

. . . page 11

If the Legislature granted more in premium tax breaks
than it intended, salary credits could be adjusted to bring tax
receipts back in line with original projections.   The Insurance
Commissioner provided the 2000 Legislature with several options,
and we explored some of those same options.  For example, based
on 1999 tax returns:

! reducing the maximum credit from the current 1.25% of taxable
premiums to 0.75% would have increased premium tax receipts
by about $12.8 million

! reducing the percent of salaries used in computing the salary
credit from 30% to 10% would have increased collections by an
estimated $8.5 million

. . . page 12

Question 1 Conclusion: . . . page 13

Question 1 Recommendation: . . . page 14

Question 2: Are the Insurance Department’s Procedures
Adequate To Ensure That Insurance Companies Claim Only

the Salary Credits They’re Entitled To?

Insurance companies could claim more in salary credits
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.”

. . . page 15

Despite some strengths, the Insurance Department’s
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
computing the salary credit when they think they need it.   However,

. . . page 16
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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 Internet at LPA@lpa.state.ks.us.

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
statutory 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-related operations.  

We found 19 discrepancies in the salaries reported by
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 for unemployment tax purposes, but reported
nearly $2 million in salaries to the Insurance Department on their
1999 premium tax returns.  If the numbers reported to the
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.  In these cases, however, the
salaries reported to Human Resources still were enough to allow
the salary credits they got.  

Finally, in some cases, it was difficult to determine which
companies were affiliated and sharing credits as one group.  The
risk is that companies could inappropriately claim affiliation and get
more salary credits than they were entitled to.

. . . page 17

Question 2 Conclusion: . . . page 19

Question 2 Recommendations: . . . page 20

APPENDIX A:  Scope Statement . . . page 21

APPENDIX B: Agency Response . . . page 24
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Employee Credits Against Premium Taxes:
Reviewing Issues Related to Those Credits

Life, property, and casualty insurance companies doing business
in 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
companies.  The 1997 Legislature amended the premium tax law
to equalize the tax rates, but allowed companies to take a credit
against that tax based on a percentage of the salaries they paid to
Kansas employees.  Under State law, the Insurance Commissioner
must verify the premium tax returns companies file and assess the
appropriate 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 Committee
directed the Legislative Division of Post Audit to conduct a
performance audit answering the following questions:

1. How does the Insurance Department plan to ensure
that companies receive only the tax credits to which
they are entitled? 

2. Are insurers complying with State law in the way they
calculate and apply employee salary credits? 

To answer these questions, we interviewed 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 information 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 purposes
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was at least as much as the amount of salaries the companies
claimed credit for on their premium tax returns.  Where
discrepancies were found, we provided that information to
Insurance Department officials for follow-up.
  
A copy of the scope statement for this audit approved by the
Legislative Post Audit Committee 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.  Accordingly, we modified the questions slightly for
reporting purposes.

In conducting this audit, we followed all applicable government
auditing standards set forth by the U.S. General Accounting
Office.
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An Overview of Premium Taxes in Kansas 

Companies that sell insurance policies in Kansas pay premium
taxes in lieu of the corporate income taxes that other businesses
pay.  Premium taxes are imposed 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 were more than $8.5 billion for
tax year 1999.  

Until recently, Kansas’ 40 domestic or in-State insurance
companies (companies incorporated in Kansas) paid a tax of 1%
on their taxable premiums.  The more than 1,400 foreign or out-
of-State companies paid 2%.  These companies aren’t
incorporated in Kansas, but they do sell policies insuring the
lives or property of people in Kansas.

In 1996, the
Insurance Commissioner

Proposed Raising the
Premium Tax Rate on 

In-State Companies, but
Offsetting That Increase

With a Salary Tax Credit 

In 1985, the U.S. Supreme Court ruled that states couldn’t charge
out-of-state insurance companies higher premium taxes than in-
state companies without violating the equal protection clause of
the U.S. Constitution.  After that ruling, out-of-State insurance
companies started paying their Kansas taxes under protest,
threatening to sue the State.  According to the Insurance
Commissioner, companies had won such lawsuits in every state
where this issue had gone to court.

The Commissioner’s proposal was intended to avoid possible
lawsuits and a potential liability of up to $500 million.  It called
for the Legislature:

3. to equalize premium tax rates at 2% for both in-State and
out-of-State companies

4. to allow companies with Kansas employees to take a tax
credit in an amount equal to 25% of these employees’ annual
salaries, up to a maximum of 1% of a company’s taxable
premiums in Kansas

This second provision was intended to help offset the higher
taxes that were being imposed on in-State companies.  But to
meet the Supreme Court’s mandate, it had to apply to all
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Statutory Changes Made in 1997 That Could Have Affected
The Amount of Premium Taxes Paid

Changes that lowered the premium taxes companies had to pay:
• Creating a salary tax credit for insurance companies with Kansas employee salaries
• Repealing the privilege tax. This was the tax every domestic life, fire and casualty, hail, and county mutual fire

insurance company paid for the privilege of doing business in Kansas.  The tax was equal to 5% of a company’s
net income.

• Extending the Firefighters Relief Fund credit and Fire Marshal credit to out-of-State companies.   The fire fighter
relief credit is for taxes paid for fire and lightning premiums written in Kansas.  The Fire Marshal credit is for tax
paid to fund the Office of the Kansas State Fire Marshal.

• Creating an education tax credit for companies spending more than 2% of the company’s total payroll costs on
education and training costs.

• Creating a machinery and property tax credit for insurance companies paying taxes on specific types of
equipment, such as commercial and industrial equipment.

• Creating a small insurance company tax credit for companies with premiums of less than $15 million.
• Repealing taxes on annuity sales effective January 1, 1997.

Changes that increased the premium taxes companies had to pay:
• Raising premium tax rates for in-State insurance companies from 1%  to 2%.
• Repealing the investment tax credit for in-State companies that had 30% of their assets invested in Kansas

securities.
• Reducing the Health Insurance Association Assessment credit. Certain insurance companies must belong to

the Association and pay assessments proportional to their health insurance premiums in Kansas.  The tax credit
of 80% of the assessment was phased down to 60% for tax year 2000 (fiscal year 2001).

companies that paid salaries 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% level. 
The Insurance Department assumed in-State companies would be
eligible 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
economic 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 was introduced, it included a provision allowing insurance
companies that “affiliate” with each other to share their salaries
among the group.  (To be considered affiliates, the parent
company had to own 100% of the voting stock of the “affiliated”
companies.)  This provision wasn’t part of the Insurance
Commissioner’s proposal.  It was included in a draft proposal for
legislation prepared by insurance industry representatives.
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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 bill increased the salary credit to 30% of eligible
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
summarized in the box on the previous page.

After the 1997 changes went into effect, premium tax
collections dropped off fairly significantly.  For fiscal year
1999–the first year the changes would have been felt–premium
taxes collected were almost $21 million lower than they’d been
in fiscal year 1998.  The following graph shows those tax
receipts from fiscal years 1997 through 2002.
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The Kansas Insurance Department
AT A GLANCE

Authority: Created by K.S.A. 40-101.  The Department determines which companies are 
authorized 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 
and fees.

Staffing: The Department has 164.5 full-time-equivalent positions and 2 other unclassified 
positions. 

Budget: In fiscal year 2000, the Department collected more than $84 million in taxes and fees 
paid by insurance companies.  Almost $61 million of that amount went to the 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 summarized below.

FY 2000 Funding Sources FY 2000 Expenditures
Type                                       Amount          % of Total

Firefighters Relief Fund           $5,202,437             24%

Insurance Co. Regulation          6,940,167             32%

Insurance Co. Examination          986,636              5%

Workers Compensation             7,868,115            36%

Group-Funded Workers
Compensation                                45,068             0.2%  
     
Municipal Group-Funded 
Pools                                              35,002             0.2% 
  
Dept Service & Capital
Improvement                                511,109              2%

Type Amount % of Total

Salaries/Wages                 $6,510,295                 30%

Contractual Services           2,694,686                  13%

Commodities                           225,695                   1%
  
Capital Outlay                          62,635                    0.3% 
 
Debt Service                            73,286                    0.3% 
  
Aid to Local Govts.              5,207,157                  24%

Other Assistance                 6,376,957                  30%

Capital Improvements             437,823                    2%

Total Funding:             $21,588,534       100% Total Expenses: $21,588,534 100%
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 1997?

Compared with fiscal year 1998, premium tax collections dropped
by more than $20 million 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
premium tax receipts by only about $3.7 million the first year and
$7.1 million the second.  

The drop was so much greater than anticipated because more out-
of-State companies were able to take the salary credit than the
Department projected, either because they had operations in
Kansas the Department was unaware of, or because of the affiliate
provision.  Because of the 1997 changes to the law, the effective
tax rate for the 238 companies that took the salary credit in 1999
averaged 0.63%.  If the Legislature granted more in premium tax
breaks than it intended, several options exist for bringing those
rates back to earlier levels.  These and related findings are
discussed in more detail in the sections that follow.

Premium Tax Collections
Dropped by About

$20 Million the First Year
After the Premium Tax

Law Was Changed, and by
Even More the

Second Year

Most changes to the premium tax law became effective 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 penalties.)

As the table shows, a significant portion of the drop in premium
tax receipts was caused by the salary tax credit.  For this reason,
and because salary credits were a major concern when this audit
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
(tax year 1998)

Fiscal Year 2000
(tax year 1999)

Premium Tax Receipts:    

  FY 1998 base year = $84.9 million $64.3 million $58.0 million

Decline from fiscal year 1998 base year
(before the law was changed)... - $20.6 million - $26.9 million

Amount of decline attributable to
equalizing tax rates plus authorizing the
salary credit (a)...

-$12.0 million

In-State         + $    .3 million
Out-of-State   - $12.3 million

-$24.9 million

In-State         - $  2.8 million
Out-of-State  - $22.1 million

Number (%) of companies claiming the
salary credit...

150

In-State          =   27  (71%)
Out-of State   = 123  ( 9%)

238

 In-State          =   28  (78%)
Out-of-State   =  210  (15%)

(a) In fiscal year 1999, almost all the reduction is attributed to out-of-State companies taking the salary tax credit.  Most in-State
companies took the salary tax credit that year–up to the maximum of 1% of taxable premiums.  But because their premium
taxes also had been increased from 1% to 2%, the credit and tax increases almost offset each other. 

The Salary Credit Caused
A Much Larger Drop in
Premium Tax Receipts

Than Anticipated

Insurance Department estimates projected that the salary credit
would reduce premium tax receipts by $3.7 million in 1999 and
$7.1 million in 2000.  As the following table shows, that impact
ended up being much greater.

Insurance Department Estimates of the Impact
of the Salary Tax Credit on Premium Tax Receipts

Fiscal Year 1999
(Tax Year 1998)

Fiscal Year 2000
(Tax Year 1999)

Amount of decline attributable to
equalizing tax rates plus the salary
credit...

- $12.0 million - $24.9 million

Insurance Department estimate of
the impact... - $3.7 million - $7.1 million

Unanticipated drop in premium tax
receipts... - $8.3 million - $17.8 million

To determine why premium tax receipts had dropped so much more
than anticipated, we looked for such things as:
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! whether the Department’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
identified 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
companies getting too large of a salary credit.

Far more out-of-State companies took the salary credit than
the Department had assumed.   Nailing down the reasons why
actual salary credits claimed were so much larger than anticipated
was difficult.  Staff who prepared those estimates are no longer
with the Department, few records exist, and existing records are
incomplete. 

Based on the information we could review, it appeared
Department staff correctly assumed that most in-State companies
would take the maximum credit, and that this credit would offset
the 1% increase in premium tax rates.  However, the estimated
impact from out-of-State companies taking the credit was too low. 
We identified two primary reasons: 

®®®® The Department was unaware of some out-of-State companies
that had locations and employees in Kansas.  The Department
initially 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 list, rather than on a survey of all out-of
State companies. 

Altogether, this reason 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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Examples of Insurance Companies That Apparently 
Weren’t Included in the Department’s Estimates of the 

Fiscal Impact of the Salary Credit

When the Legislature amended the premium tax law in 1997, it was acting on fiscal estimates provided
by the Insurance Department.  However, the actual 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
difference: many more out-of-State insurance companies took the credit than the Department had anticipated.

Given the information available to us, it appeared the following 5 companies weren’t included in the
Department’s estimates.  These companies–which we selected for further review because of the large salary
credits they took–claimed a total of almost $5 million in salary credits for the 1998 tax year.

® State Farm Mutual Automobile Insurance Company reported paying $16 million in Kansas salaries.  The
company took a salary credit of $2.4 million, based on the 1% cap of taxable premiums.

® State Farm Fire & Casualty Insurance Company reported paying $5.7 million in Kansas salaries.  The
company took a salary credit of $1.3 million, based on the 1% cap of taxable premiums. 

® New York Life Insurance Company reported paying more than $1.9 million in Kansas salaries.  The company
took a salary credit of almost 500,000, based on the 25% of salaries.

® Metropolitan Life Insurance Company reported paying $4.4 million in Kansas salaries.  The company took a
salary credit of almost $418,000, based on the 1% cap of taxable premiums.

® Great West Life and Annuity 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.

For fiscal year 2000, the impact of undercounting 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 available to allow us to be
more precise.)

®®®® 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 provision.  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
introduced did include the affiliate provision.  In preparing a fiscal
note for the bill, Department staff used estimates they’d prepared
earlier that didn’t include any impact of the affiliate provision. 
The impact of the affiliate provision in the law reduced the premium
taxes for out-of-State companies by about up to $4 million the first
year, and by up to $7 million the second year. 



PERFORMANCE AUDIT REPORT 11
Legislative Division of Post Audit 
February 2001

Example of How the Affiliation Provision Can Increase Salary Credits 

Affiliated
Insurance

Companies

KS Employee
Salaries

Potential
salary credit

(based on 30%
of Kansas
salaries)

Taxable
Premiums 

Salary credit
each company

could take
(max of 1.25%

of taxable
premiums)

Salary credit 
taken

Company A $9,000,000 $2,700,000 $2,500,000 $  31,250 $  31,250

Company B $0 $0 $3,500,000 $  43,750 $  43,750

Company C $0 $0 $7,400,000 $  92,500 $  92,500

Total $9,000,000 $2,700,000 $13,400,000 $167,500 $167,500

Because companies B and C had no salaries in Kansas, they wouldn’t have been eligible to take any
salary credits without the affiliate provision. However, as affiliates of company A, which had more than $2.6 million
in unused salary credits, the two companies were able to claim salary credits totaling $136,250.

For tax year 1999, the 238 insurance companies that took the
salary credit paid an average premium tax rate of .63%. 
Under the 1997 changes to the law, the premium tax rate was set
at 2%.  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 effective tax rate of only .75%.

The table below shows the average premium tax rates paid by the
238 companies that took the salary credit and the average rate
paid by a sample of 23 companies that didn’t take the credit.

Effective Average Tax Rates For All Companies That
Took the Salary Credit and For a Sample of Companies That

Didn’t Take the Salary Credit In Tax year 1999

238 Companies that took the Salary Credit

Number of in and out-of State
companies

Effective average tax rate (a)

for 1999 tax year

28 in-State companies .38%

210 out-of-State companies .66%

Sample of 23 Companies that didn’t take the Salary Credit

2 in-State companies 1.81%

21 out-of-State companies 1.84%
(a) The effective tax rate includes other credits companies are allowed to claim
on their premiun tax returns.
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Kansas’ Premium Tax Rate 
Is 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% Iowa 2.0%
Colorado  2.25% Nebraska 1.0%
Missouri    2.0% Oklahoma 2.25%

Source:  March 11, 1997, information provided by the Department to the Senate
Committee on Assessment and Taxation.

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.

If the Legislature
Granted More in

Premium Tax Breaks
Than It Intended, 

Salary Credits Could Be
Adjusted To Bring

Tax Receipts Back In Line
With Original Projections

A number of remedies exist for returning premium tax receipts to
their earlier anticipated levels.  In February 2000, the Insurance
Department provided information to the Legislature and the
Budget Division identifying several options for adjusting the
salary credits.  Those estimates were based on the first year’s
experience with the salary credits.  

We explored some of those same options using the second year’s
experience, and assuming everything else stayed the same.  Both
estimates are summarized in the table at right.

Obviously these options could be considered in various
combinations.  We didn’t try to estimate their impact, but such
estimates could be computed.



PERFORMANCE AUDIT REPORT 13
Legislative Division of Post Audit 
February 2001

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 used to
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 the % of salaries
that can be claimed for the
salary credit

impact for every 1% reduction: 

= a $1.0 million increase in
premium tax receipts

(These estimates didn’t take into
account the impact of the
maximum cap allowed for the
salary credit.  Most companies are
subject to the cap.)

reducing from 30% to 20%: 

= a $1.2 million increase in premium
tax receipts

reducing from 30% to 10%: 

= a $8.5 million increase in premium
tax receipts

Eliminating the affiliate
provision, which allows
companies to share unused
salary credits with their
affiliates

estimated impact not computed eliminating affiliate provision:

= up to a $7 million increase in
premium tax receipts

(this figure would represent the maximum)
 

CONCLUSION By equalizing premium tax rates for in-State and out-of-State
companies, the 1997 Legislature avoided what might have been as
much as $500 million in lawsuits from out-of-State companies
that had been assessed higher tax rates for years.  And by
allowing any company with Kansas employees to claim a salary
credit, the Legislature helped 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
expected.  The State will be experiencing a significant drop in
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 estimates undercounted the number of out-of-State
companies eligible for the salary credit, and didn’t consider the
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 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 premium taxes as much as they have.  But armed with
better cost data, the Legislature may want to revisit the premium
tax law and the level of tax cuts it granted.

RECOMMENDATION If there’s legislative interest in bringing premium tax receipts
closer to earlier estimates, the appropriate 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 previously
suggested by Department officials, could include:

! reducing the percentage of taxable premiums used to compute
the maximum allowable salary credit,

! reducing the percentage of salaries that can be claimed for the
salary credit,

! eliminating the provision that allows companies to share
unused salary credits with their affiliates, or

! any combination of the above.
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Question 2:  Are the Insurance Department’s Procedures Adequate
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
information 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 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 credit.  We also identified several problems related to how
affiliate groups report their salaries and claim the salary credits. 
These and other findings are discussed in the sections that follow.

Insurance Companies
Could Claim More in
Salary Credits Than
They’re Entitled To 

In Several Ways

Each year, insurance companies file premium tax returns that
include such information as their taxable premiums, the salaries
they pay their Kansas employees, the salary credit they’re
claiming, and their affiliated companies.  Given the way the
salary credit works, insurance companies could intentionally or
unintentionally circumvent the law in any of the following ways:

! insurance companies could report more in salaries than
allowed by law.  The law allows companies to claim a credit for
30% of their “eligible” salaries (up to the 1.25% cap).  To be eligible,
those salaries must be paid only to employees in Kansas, must be
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:

q they claimed higher insurance-related Kansas salaries than they
really had

q they claimed non-Kansas salaries
q they claimed commissions or amounts paid to contractors

! insurance companies could share unused salary credits with
companies that don’t meet the legal definition of “affiliate,” or
could double-count the salaries within affiliated groups.  By law,
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to be 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 to 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 premium tax returns.  

Despite Some Strengths,
The Department’s

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.  It also has some good procedures for ensuring that salary
credits are accurate and allowable.  For example:

! The instructions on the premium tax return ask companies to
provide verification that the salaries reported are for compensation
(not commissions) for Kansas employees performing insurance
company operations in Kansas.  They also ask companies to
provide the location(s) of their operations.

! If companies don’t submit anything to support the salary credits
taken, Department staff are supposed to send a letter requesting
such information again.  That letter indicates the companies could
provide copies of the quarterly wage reports they submit to the
Department of Human Resources.  Department officials also
occasionally request copies of these quarterly wage reports on their
own.  These reports provide an independent check on the salaries
reported.  While companies may have an incentive to overstate the
salaries they report on their premium tax returns, they have an
incentive 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
documentation.  

! If any of the salary information reported appears to be questionable,
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 return were from out-of-State, and the Department
denied the salary credit.

However, we identified several weaknesses in the Department’s
procedures or in the way they were carried out:
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! Only 11 of the 20 company 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
hadn’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 Department doesn’t check whether companies are
meeting the statutory requirements of “affiliation.” In
addition, while Department officials told us they compare tax
returns of a company’s affiliates to make sure each has
provided identical information, we found at least one instance
in which such reconciliation didn’t happen.

! The Department doesn’t ensure that the salaries being
reported are all related to insurance operations.  The law
defines insurance operations broadly to include medical, legal,
and investment services related to insurance policies, as well
as public relations, advertising, training of sales staff, and
services to policyholders.  But if a company has both
insurance and non-insurance operations in Kansas, the
Department currently has no way of knowing whether the
company was only reporting salaries related to its insurance
operations.

We Found 19
Discrepancies in the

Salaries Reported by 197
Companies We Reviewed,
But  Those Discrepancies

Ultimately Didn’t Affect
The Credits They

Could Claim

To determine whether insurance companies may be claiming
salary credits they weren’t entitled to, we reviewed salaries for
197 companies that claimed the salary credit on their 1999 tax
returns.  This sample included 182 companies that were affiliated
in 34 groups, and 15 individual companies.  

For each of the individual companies or groups, we checked the
salaries they’d reported on their premium tax returns against the
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 credits they claimed on their premium tax
returns.
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Most Companies Claiming Salary Credits
Are Claiming the Maximum Allowed by Law

As mentioned elsewhere in this report, the maximum salary credit an 
insurance company can claim on its premium tax return is limited to 30% of 
salaries or 1.25% of taxable premiums, whichever is less.  The 
following information about the 238 companies that took the salary credit 
on their 1999 returns shows that most companies have more salaries than 
they can claim credits for.

Companies claiming credits based on 1.25% of premiums

Number of companies - 210

Reported  Kansas Salaries - $448,044,562

Reported Taxable Premiums - $2,713,590,716

Companies claiming credits based on 30% of salaries

Number of companies - 28

Reported Kansas Salaries - $9,366,777

Reported Taxable Premiums - $439,555,472

The 19 discrepancies we found are summarized below:

! 1 group of 6 affiliated companies had reported only
$544,000 in Kansas salaries to the Department of Human
Resources, but they  claimed a total of nearly $2 million in
Kansas salaries on their 1999 premium tax returns.  These
6 companies collectively 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 credits claimed
should have been only $163,000, or about $41,400 less. 

At the time this report was written, a group representative told
Insurance Department officials the group would provide
additional information to the Insurance Department
supporting the salaries it claimed for the salary tax credit. 
Group representatives also indicated they apparently had
under-reported salaries to the Department of Human
Resources, and would file amended wage reports.  We’ll be
passing this information on to the Department.
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! 8 groups of affiliated companies and 10 single companies
claimed more Kansas salaries on their 1999 premium tax
returns than 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
returns already 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 amount was still more than enough to allow them to take
the maximum credit. 

It’s possible that some of these 19 companies or groups of
companies may have reported additional salaries to the
Department of Human Resources under another company name. 
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 information to go on.

During our file reviews, we also noted some cases where it was
difficult to determine which companies were affiliated as one
group.  Companies are supposed to list all their affiliates on the
salary credit form they fill out, but we found at least one situation
where a company claimed to be affiliated with another, but the
other company didn’t claim to be affiliated with the first one.  In
this instance, it was difficult to verify the salary credits each
company claimed.  The risk here is that one company could claim
to be affiliated with another company without that actually being
the case, and potentially could claim salary credits it wasn’t
entitled to.

CONCLUSION Although we didn’t find a 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
approach–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 things when they audit insurance companies.  While
there are some things the Department can and does do to help
ensure that salaries claimed are correct, the procedures currently
in place don’t ensure that all the provisions of law are met. 

RECOMMENDATIONS 1. To help ensure that insurance 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
for unemployment tax purposes for companies that claim a
salary credit.

b. change the premium tax form to make clear that all companies
sharing salaries must provide the following information:

! how much of the salaries are attributable to the company
filing the premium tax return 

! how much is being claimed from affiliated companies, and
the amount coming from each such company

! how much is being shared with other affiliated companies,
and the amount going to each such company.

The information reported by each company in an affiliated
group should be reconciled to ensure that no salaries are
double counted.

c. for companies 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
documentation the companies may submit.

2. To ensure that insurance companies claiming the salary credit
are meeting the requirements of law, the Insurance Department
should periodically audit a sample of companies taking those
credits.  Using a spot-check or risk-based approach will keep
these audits cost-effective.
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APPENDIX A

Scope Statement

This appendix contains the scope statement approved by the Legislative Post
Audit Committee for this audit on August 11, 2000.  The audit was requested by
Representative Tomlinson.
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SCOPE STATEMENT

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

Life, property, and casualty insurance companies doing business in Kansas pay
an annual tax based on the amount of premiums 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 insurers, 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 insurers to share the credits with
other companies with which they are affiliated.  

Insurance companies file an annual return with the Insurance Commissioner
stating the amount of all premiums received in Kansas, and provide information on
how they calculated the salary credit.  Under State law, the Insurance Commissioner
must verify the returns and assess the appropriate tax.  Insurance Department
officials said they didn’t audit the credit information reported for tax year 1998, but
plan to do so for the1999 returns. 

In fiscal year 1998 insurers paid nearly $85 million in premium taxes, but in
fiscal year 1999 they paid only $64 million.  This drop in revenue is far greater than
the $7 million decline anticipated in the fiscal note provided to the 1997 Legislature
when it voted to equalize the rates.  Legislative concerns have been raised about why
the decline in premium tax revenues has been so much greater than anticipated, and
specifically whether insurance companies are claiming credits only to the extent
allowed by the law.  The Insurance Commissioner provided the Legislative Post
Audit Committee with information showing the amounts being collected, but that
information doesn’t show whether those are the appropriate amounts.     

A performance audit in this area would address the following questions:

1. How does the Insurance Department plan to ensure that companies receive
only the tax credits to which they are entitled?  To answer this question, we’d
review whether the original estimate of fiscal impact was reasonable.  We’d
interview Department officials to see how they plan to verify premium and credit
amounts reported by companies, and assess whether those procedures are likely
to provide reasonable assurance that the amounts reported are correct.

2. Are insurers complying with State law in the way they calculate and apply
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
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do an in-depth review of a sample of companies (some based in Kansas, some
not) to determine whether the employees for whom they were claiming the credit
were eligible.  We’d also review information available from State agencies such
as the Department of Human 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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APPENDIX B

Agency Response

On February 22, 2001 we provided copies of the draft audit report to the
Department.  Its response is included as this Appendix.

As a result of discussions with Department officials during their review of the
draft report, we made some minor clarifications to the draft audit that didn’t affect
any of our findings or conclusions.
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