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INTRODUCTION
Taxation of the insurance industry, particularly the life insurance industry, has long been one of the more
problematic areas of taxation for tax policy makers. The industry has generally developed under a separate
regulatory regime from other financial institutions. Its accounting systems are unique, as it is difficult to
apply appropriate accrual taxation principles to the calculation of insurance income, which is based on
complex actuarial computations. As a result the taxation of this industry varies widely across countries and
often insurers face a tax regime which is quite different from that applied to other industries in a country.
The unique nature of the industry means that specialised knowledge about its operations is often
concentrated in the companies, who place less reliance on outside tax advisors than do many other
industries. The effect is that it can be difficult for a tax policy designer to develop a working knowledge of
the income calculations of the industry. And so it can be difficult to design an effective income tax system,
particularly for life insurance.
The analysis, which is developed below, examines the issues that arise in trying to tax the insurance
industry under income taxation principles. It focuses mainly on the taxation of the industry itself and less
on the taxation of individual policyholders.
The paper begins by briefly placing the insurance industry within the context of other financial institutions
to provide a context for judging the appropriate taxation of the industry. In the next section, the nature of
the regulation of the industry and its relationship to taxation is explored. A number of general taxation
issues, which are common throughout the insurance industry, are then presented. The following sections
look in more detail at the specific taxation issues that arise with property and casualty insurance,
reinsurance, and life insurance respectively, with a brief reference to issues of policyholder taxation. A
number of alternative ways of taxing the industry through non-income taxes are reviewed. The paper
concludes with a glossary of technical terms used in the paper. In addition to a policy analysis, each
section concludes with a table showing the tax treatment of the industry across different OECD countries.
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INSURANCE AS PART OF THE FINANCIAL INDUSTRY

THE ROLE OF FINANCIAL INTERMEDIARIES
Financial intermediaries play a number of important roles in the functioning of a modern market economy.
These roles include:
 facilitating the accumulation of savings by individuals by providing a secure place to keep their
funds and by offering a return on the capital which is invested;
 intermediation between sources and uses of capital with deposits and investments made by
individuals being provided in the form of debt and equity to borrowers;
 diversification of risk through the pooling of funds of different investors so that their capital can be
spread over a wide variety of different investments;
 a variety of administrative functions such as record keeping and the evaluation of the creditworthiness of borrowers and the protection of investors interests in the case of bankruptcy
proceeding; and,
 insurance of persons and property to provide private, rather than public, protection from
catastrophic events.
In addition to providing insurance, the insurance industry acts as a financial intermediary as insurance
companies receive premiums from policyholders and invest the surplus of premiums over claims, and so
they contribute to the more general benefits from financial intermediation.
DIFFERENT INSTITUTIONS
There is no single universally agreed definition of “financial institution”. Rather a “financial institution” is
one label applied to many diverse bodies. While there are some commonly recognised financial
institutions, such as banks and insurance companies, there are others that undertake some of the activities
of a “financial institution” without formally being considered to be one.
There are many types of institutions. While they can differ considerably in their apparent form, each plays
a part in fulfilling the roles noted above although the emphasis they place on each facet will differ. They
will also differ in the types of products that they offer, depending on the financial needs they fill.
Examples of financial institutions include:
Deposit-taking institutions
including banks, savings and loan companies, building societies and trust companies; traditionally
they accept deposits and then lend the funds in the form of loans to borrowers;
Property and casualty insurance
accept premiums from policyholders for the insurance of risks related to damage or loss of
property or third party liabilities;
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Life insurance
accept premiums from policyholders for the insurance of risks related to loss of life or long term
disability;
Pension funds
accept contributions from beneficiaries or as part of a group pension plan for long term investment
in order to fund the payment of pensions after retirement;
Investment funds
accept funds from individuals, which are invested collectively in a variety of debt and equity
investments;
Leasing companies
offer financing in the form of financial leases; and,
Financing companies
a variety of institutions, which do not accept deposits directly from the public but offer loans,
generally associated with consumer purchases; they may often be subsidiaries of manufacturing
companies which aid in the financing of its products.
SPECIAL NATURE OF FINANCIAL INDUSTRY
The ordinary rules in the income tax are not well adapted for the financial industry. The industry will often
be subject to special accounting regimes which may be developed under the authority of the regulator and
which may differ from normal accounting rules, e.g. by allowing/requiring the marking to market of
certain assets and liabilities. The industry has special products such as insurance policies, which require
precise mathematical specification. Accordingly, the industry will often have separate rules in the tax
system. For example a general allowance for bad debts may be allowed without the requirement, which
applies to ordinary businesses, that the amounts previously have been included in income. Deductions for
certain types of contingent liabilities, such as for risks arising as part of an insurance contract, may be
allowed before the liability to payment has become fixed and determinable, unlike for ordinary taxpayers.
COMPETITION AMONG SECTORS
In the past, the different sectors had developed in distinct fashions, generally under different regulatory and
accounting regimes. Accordingly, the taxation regimes often included substantial differences in treatment
across the industries of what were economically similar transactions. However more recently there has
been a blurring of these distinctions among industries. Their products increasingly are substitutes. Life
insurance policies, or their close relatives, annuities, compete directly with certificates of deposit offered
by banks in the market for long-term savings, particularly for retirement. Increasing inter-sectoral
ownership, often in response to a relaxation of previous rules enforced by regulators that prohibited crossownership, means that different institutions can now offer or market directly competing products. Finally,
the traditional distinction between credit and other forms of risk is blurring with insurance companies
beginning to insure particular risks, (such as crop failure or exchange movements) as part of financing
deals. In such circumstances it is important that the tax system treats what are economically equivalent
7

transactions the same. Unfortunately, most traditional tax systems, as applied to the insurance industry in
particular, fail this test.
TREATMENT OF DIFFERENT INSTITUTIONS
It is instructive to make a comparison of how the two principal financial industries, deposit-taking
institutions and life insurance companies operate and are taxed. The basic situation described is that of the
standard income taxation of financial income. In many countries special rules that will diverge from the
paradigm described below apply to certain types of savings vehicles. The important point to recognise is
that, in principle, while the calculation of income is substantially different for deposit-taking institutions
and insurance companies, the two methods can be made equivalent if properly constructed.
Deposit-taking institutions receive deposits of principal from the depositor and make investments with
these funds, on which they earn interest.
They pay interest to the depositor while the deposit is
outstanding and eventually return the principal to the depositor, generally at the maturity of the contract,
which may be fixed or on demand.
Insurance companies receive premiums from policyholders. They make investments with premiums and
eventually make a payment of insurance proceeds to the policyholder on receiving a claim or in some cases
on maturation of the policy. There may be a substantial difference in the time of receipt of the premium
and the payments of any claims on the policy. The premium partly pays for the insurance for risk and
partly contains a savings component. For the life industry, the savings component may be large. In some
cases the product may be sold as primarily as a savings vehicle, with a return of investment at maturity
even if no claims are made under the risk portion of the contract. For P&C companies, the savings element
is small for most products and so the product is rarely sold as savings vehicle.
Tax Treatment of Amounts - Deposit-taking Institutions
Institution
The principal received from (returned to) the depositor is not taxable (deductible), as an equal and
opposite liability is established (extinguished) as the asset is received (returned). The income
earned on the investments made with the funds is taxable in the hands of the depositor and the
interest paid to, or accrued on behalf of, depositors is deductible in calculating the income of the
institution.
Investor
Similarly, the principal is neither deductible nor taxable in the hands of the depositor and the
interest that is received is taxable.
Tax Treatment of Amounts - Life Insurance Companies
Institution
The entire premium received is taxable to the company. Any investment income that is earned on
the funds is taxable. When payments for claims are made they are deductible - including both the
amounts which correspond to interest earned on behalf of the policyholder and the return of
principal. In order to avoid significant upfront taxation of the premium that is received, a reserve
provision is allowed for the future liability of the company implicit in the contract. The calculation
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of the reserve generally implies that an interest expense with respect to the policy is deductible as
it accrues. The crucial problem, which leads to this different form of taxation, is to distinguish
between the portion of the premium which is a purchase of protection from risk (an act of
consumption) and the portion which is in effect a payment of principal for the savings component
inherent in the premium. (This description only covers countries that seek to separate the income
accruing to the company from the income accruing to the policyholder. I-E systems, which tax the
entire income accruing on the policy, are described elsewhere in the report.)
Business policyholder
For businesses the purchase of insurance is a legitimate business expense and so the premium is
deductible. Accordingly, any payment that is received should be taxable. This mismatch of timing
gives rise to the possibility of a deferral of tax, unless accrued interest on the policy is taxed which
it generally is not.
Individual policyholder
Under an income tax the premiums paid by individual policyholders should not be deductible nor
should the pure insurance proceeds be taxable. In fact the treatment of premiums paid by
individuals varies widely among countries. Any interest accruing with respect to the policy should
be taxed as it accrues on behalf of the individual policyholder. Again treatment varies widely. In
many instances there is no taxation of accrued interest; in some countries, it is implicitly taxed at
the company level; and in others it is taxed at cash surrender or possibly on the receipt of a claim.
Substitution of Instruments
Life insurance policies can be designed so that savings, rather than insurance, is the primary motivation for
the purchase of the policy. Generally, if much of the premium is returned through certain payments, which
may occur at a fixed date if there is not a death claim on the policy, then the policy is more of a savings
vehicle than an insurance policy. Much of the premium, which is paid today, is returned in the future in a
manner similar to the return of principal to a depositor. The policyholder receives some compensation for
time value of money, which is an implicit interest return. Without special rules this interest may escape
taxation. Other products offered by the insurance industry, such as fixed term annuities, are direct
substitutes for deposits. Deferred annuities are a bundling of deposit and insurance components. Even in
the P&C industry, where most contracts are of short-duration, deferred or structured settlements have an
implicit saving component. Accordingly, rather than being distinct instruments when compared to
deposits, insurance policies form a continuum which at one end has close substitutes to deposits and other
forms of savings.
Separating Income of Investor and Company
The challenge in designing the tax system for insurance is to split the return which is made on the
deposit/premium between that which is earned by the company and that which is earned by the individual.
(I-E systems seek to avoid this by taxing the entire investment return at the company level.) For deposittaking institutions, the accounting is simpler since an explicit interest amount is generally credited to the
depositor and can be deducted by the institution and taxed as income in the depositor’s hands. However in
the case of insurance, part of the premium is a contribution of principal to be returned to the policyholder
and part is a payment for insurance. Interest accrues over life of the policy and part of insurance proceeds
is a return of interest that has accrued over the life of the policy. That interest has been implicitly deducted
by the company as it accrued through the operation of the policy reserve and so can be considered to have
been earned on behalf of the policyholder. To have a parallel treatment with interest earned on deposits
and bonds, it should be taxed as it accrues.
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NATURE OF INSURANCE
Contracts of insurance pool risks among many risk averse persons through the payment of an amount
(called a premium) to be indemnified against the risk of financial loss. The premium is usually a small
amount compared to the amount that is possibly lost under an insured event. For example, for a small
premium a business owner can insure its warehouse against fire, theft and other property risks. If one of
these events occurs and the insured did not provide false information on the contract and the accident was a
random occurrence or Act of God, the insured is indemnified for the amount of the value of its losses.
Insurance contracts typically have a coinsurance clause where the insured shares some portion of the loss.
The pooling of risks that insurers perform is a form of financial intermediation -- that is, the insurer acts to
collect funds from persons wishing to insure themselves against certain risks. The pricing of the premiums
must take into account the expected losses of the “pool of insureds” over the term of the insurance contract.
This computation is made more predictable with historic data as there are a large number of insureds -- that
is; the law of large numbers applies. As premiums are usually collected in advance of payments for
claims, the funds are invested by the insurer to earn a return, i.e. a form of financial intermediation, even if
the policyholder does not explicitly have an investment motive. The investment return will be included in
the insurer’s computation of the appropriate level of premium.

Risk Pooling

50
Policyholders

Beneficiary
Claim 90

Risk Shifting
Insurer’s Underwriting Profit
Premiums
100
Claims
90
Profit
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Risks are shifted to the insurer to the extent that the insurer cannot adjust premiums in an ad hoc manner to
compensate for losses. The result from the insurer’s perspective is that it assumes an underwriting risk
equal to the amount by which claims and expenses could exceed premiums. Insured persons are able to
transfer risks to the insurer and ultimately to current or future policyholders and/or shareholders of the
insurance company.
To the extent that an insurer assumes underwriting risks (that is, it is unable to pass on the underwriting
risks to current and future policyholders), it will command a risk premium that will compensate





5LVNQHXWUDORUULVNORYLQJSHUVRQVZLOOFKRRVHQRWWRLQVXUH
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shareholders for the risks they are assuming. Thus for an insurer that takes on very risky forms of
insurance, the return required by the insurer will be higher than for less risky forms of insurance.
The insurance industry is generally broken into two segments. Property and casualty insurance (P&C or
general insurance) and life insurance. In fact, many countries do not allow insurers to sell both property
and casualty and life insurance business in the same corporate entity due to the difference in the nature of
risks assumed by the insurer. P&C insurers generally insure the risk of financial loss arising from damage
or loss of property through fire, theft or third party liability. Life insurers concentrate on replacing
financial loss due to death or sickness of individuals. While each industry has particular issues with their
taxation, they do share a number of concepts in common.
Insurance intermediation is performed by stock insurers (those with share capital), mutual insurers (no
share capital, policyholders are effectively the owners), co-operatives (such as farmer co-operatives), and
fraternal benefit societies (which may be created by athletic associations, religious or ethnic groups).

11

REGULATION OF THE FINANCIAL INSTITUTION INDUSTRY

WHO IS TO BE REGULATED?
As noted above there is no simple definition of what constitutes a financial institution and the term can be
considered to cover both the formal financial institutions and others that are more informal. For regulators,
the question is to determine what are the most important characteristics of what will be formal, and
therefore regulated, financial institutions.
There are two main activities in financial intermediation which would generally be considered to be part of
the work of a financial institution. These are receiving funds from the public and then passing them on in
some form to those who would use those funds. For the most part, regulators are most concerned with the
acceptance of funds, be they in the form of deposits in banks, or premiums for insurance policies. Their
concern is with the solvency of the institution for the protection of the depositor/policyholder/investor.
Therefore regulators will target those institutions which accept funds from the public.
For taxation authorities, this distinction may not in itself be sufficient when there are special tax rules for
financial institutions, for example to determine the ability to claim reserves for bad debts against income or
in the computation of interest. In such cases a more general definition may be necessary. In other words,
not all companies, which are considered to be financial institutions for taxation purposes, will be subject to
financial regulation.
Nevertheless, there are a number of types of institutions that are generally recognised to be financial
institutions and will subject to strict regulation. These include: insurance companies - life and property and
casualty insurers; banks and other deposit-taking bodies -- savings and loans or credit unions; pension
funds; investment funds; and securities dealers.
Others, such as leasing companies, dealers in factors/derivatives/currency, consumer finance operations of
retailers and finance conduit companies in corporate groups, will have some aspects of financial activity
and so may be subject to certain financial regulations. These may be contained in general laws for which
there may not be a specific regulatory authority.





7KLVVHFWLRQLVVXEVWDQWLDOO\EDVHGRQDSUHVHQWDWLRQSUHSDUHGE\*UDHPH&RRSHUIRUWKH2(&'¶V7D[
3URJUDPPHIRUQRQ0HPEHU&RXQWULHV
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LAWS REGULATING ACTIVITIES OF FINANCIAL INSTITUTIONS
The consequence of this diversity of companies with a financial component to their businesses is that the
regulation of these bodies is covered in many different laws. Some of these laws are specific to the
institution being regulated and comprehensively cover most aspects of regulation. Others are more
general, applying to non-financial corporations as well and may cover many different areas. Examples
include:









corporations law (for all corporations)
banking laws
insurance company laws
investment fund / social security laws
securities + commodity dealers regulations
stock / futures / commodity exchange regulations
consumer credit laws (if giving credit to customers)
consumer protection laws (if offering investments to the public)

AREAS COMMONLY REGULATED
In general, the government will wish to regulate four aspects of financial institutions operations. These
are:





constituting the financial institution;
daily operation of the financial institution;
dealings with the public; and,
behaviour of the financial institution when making investments with invested funds.

But the government won’t regulate all four aspects for all financial institutions.
The principal objective of regulating financial institutions is to protect investors’ funds by ensuring
adequacy of capital to meet obligations. Accordingly, financial institutions that rely on capital markets for
funds, rather than taking funds directly from the general public will typically face a less comprehensive
regulatory regime than those that solicit funds from small investors directly.
It is important that the regulatory regime be strong in order to ensure investor confidence. This is the basis
of the intermediation function and is necessary so that capital markets can be formed to act as a bridge
between diverse savers and large borrowers
CONSTITUTING THE FINANCIAL INSTITUTION
A number of laws may be concerned with the establishment of the institution. Some, such as those
concerning the legal form, will be of general application. Others will be specific to the type of financial
institution in question, particularly when the institution is subject to a special regulatory regime. Taken as
a whole the laws will contain provisions covering a variety of issues.

13

The institution will typically be in the form of a separate legal person, which implies that it has its own
name, has the ability to sue and be sued and has a perpetual life. Provisions will also be included which
divide the rights to profits and assets among owners, investors and creditors. In many cases for deposittaking institutions, the form of the institution will be as a corporation or joint stock company. However for
other institutions some other form may be possible and even normal. Other possibilities include trusts,
mutual companies or co-operatives.
Separate laws will cover aspects of the institution, which are specific to it and which may reflect particular
policy objectives. For example, there may be a requirement for a minimum amount of invested capital, as
a means of protecting depositors/policyholder/investors by ensuring that there is sufficient economic and
financial substance to the enterprise. Other rules may limit the extent of foreign ownership that is allowed
or may restrict the percentage holding of any particular shareholder, to ensure that the companies are
widely-held.
OPERATIONS OF FINANCIAL INSTITUTIONS
The regulatory laws will also contain provisions about the conduct of managers with respect to their
appointment and removal and their responsibilities and powers. The laws will have restrictions on
managers dealing with the institution in order to avoid conflict of interest situations where the manager
could make an undue profit from transactions with the corporation over which he could have influence or
control. Managers will also be prohibited from engaging in insider trading whereby they profit from
knowledge gained as part of their duties.
The law will also outline the required accounts and reports. For regulated financial institutions this will
usually be contained in their special regulatory law. It will list the prescribed information to be reported,
the form and content for preparing accounts and often the major accounting methodology to be employed.
These accounts may in some instances depart from the standard accounting rules followed by ordinary
corporations. It is in the area of accounting that the greatest overlaps between taxation rules and regulatory
rules occur.
DEALINGS WITH THE PUBLIC
Regulatory and consumer protection laws will contain rules designed to ensure that consumers are fully
informed about the nature of their financial transactions. The law will contain rules about the manner of
soliciting for depositors and investors. Extensive information will be required so that investors can analyse
the financial consequences of their decisions. Interest rates will need to be reported on a standard basis to
facilitate comparison. For other types of investments, it will be necessary to make profit projections and
disclose financial information relevant to the potential for gain and loss of the investment.
The supporting documentation should also reveal the management fees and profits of the promoters and the
nature of the investor’s interest in the institution, the investors’ ability to trade in interests and the power of
the institution to redeem an interest. Finally, reports will be required to disclose the results of the
investment to the investor.
MAKING INVESTMENTS AND MARKET BEHAVIOUR
Many of the most important rules involve what forms of business the institution may be involved in and
rules that are designed to protect the funds of depositors and policyholders.
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Types of activities
One set of rules will determine what types of activities a particular institution may be engaged in. There
may be rules prohibiting certain kinds of investments or carrying on certain kinds of businesses. For
example banks may be prohibited from selling insurance. In many countries there has been a tradition of
separating the pillars of the financial intermediation industry -- deposit-taking institutions, insurance and
securities dealing. One motivation for this was to insulate the different sectors from solvency shocks in
other sectors -- i.e. to prevent the spread of weakness in the insurance sector into the banking sector. It
also made the job of regulators easier as they could concentrate only on certain types of systemic risk. On
the other hand it also insulated existing firms in the market segments from direct competition from other
sectors, (a major factor no doubt in the reluctance of some sectors, notably insurance to see the fall of the
three pillar concept).
The reality is however that financial products in different sub-sectors do compete. And this competition
has become more explicit as institutions have found ways to tailor their products to provide the types of
benefits more traditionally found in the products of other institutions. For example, life insurers have
traditionally provided annuities. With a life annuity or deferred annuity there is a strong insurance
component as the amount of payment is a function of the life expectancy of the annuitant. However
defined period annuities, which may be transferable on death to the beneficiaries, function economically
like a certificate of deposit in a bank, even if the legal form is different.
Accordingly, in many jurisdictions the old regulatory distinction among the different pillars is breaking
down. The change recognises economic reality and is intended to promote competition and more efficient
financial arrangements.
Solvency regulations
At the heart of the regulatory regime for any financial institution are the solvency regulations. It is this
aspect of government oversight that is fundamental to providing depositors and investors with confidence
in the integrity of their financial institutions. This confidence, in turn, is fundamental to securing the funds
from depositors that are needed to start the financial intermediation process. The Great Depression and
recent events in Asia have underlined the extent to which a fall in confidence in the banking sector of a
country can have a substantial damaging impact on real activity through a collapse of the availability of
credit.
Accordingly stringent, and increasingly sophisticated measures, are applied to ensure that financial
institutions have sufficient capital and reserves to withstand adverse shocks on the financial system, such
as an abnormally high number of defaults in the case of banks or a large natural disaster in the case of
insurance. These rules may be buttressed by additional restrictions, for example requiring minimum
deposits with government or investments in government securities or restrictions on borrowing to reduce
the potential claims on the assets of the institution in the face of bankruptcy.
Prudential investment practices
For some institutions, such as pension funds and mutual funds, the restrictions may be less in the form of
capital adequacy ratios and may be targeted at ensuring a “prudent” investment policy is followed. Such
restrictions may be in the form of maximum percentages of a portfolio in a single investment, a maximum
percentage interest allowed in a single company or the necessity that the firm being invested in has
maintained a history of dividend payments.
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RELATIONSHIP BETWEEN REGULATION AND TAX
The taxation and regulatory regimes share a similar objective in that they seek to measure the economic
well-being and strength of financial institutions: the former in order to determine the taxation capacity of
the institution; the latter in order to ensure that the institution remains financially healthy. Accordingly,
they cover many of the same issues, particularly in the area of accounting. If the regulatory regime is well
designed and well administered, then it should be possible to rely upon the regulatory regime for some tax
purposes as well. The regulatory regime will often have a special accounting system more appropriate for
the industry than the general accounting rules. These rules may be different in some important aspects
from those which are generally applied by tax administrators. Financial institution regulators will
generally have more specialised skills and knowledge about industry, for example in evaluating the degree
of bad or doubtful debts. This can be particularly important in countries, which are just developing
financial sophistication, both within and without the government, where there will likely be a shortage of
skilled financial analysts.
But the principal objective of financial institution industry regulators is safeguarding investor’s funds and
ensuring that the balance sheet of the institution is sound. This is achieved by controlling the level of risk
undertaken by financial institutions, requiring financial institutions to disclosure their activities and
performance in a standard form and maintaining minimum capital requirements for financial institutions.
This objective is seen in rules about risk-weighting of investments, capital adequacy ratios, conservative
valuation of assets, special reserves for future liabilities and computing profits that can be returned to
investors. The income in the year is not a critical issue and in fact the regulator may prefer rules which
allow a smoothing of income fluctuations over the business cycle.
In contrast, the principal objective of tax system is to collect the revenue that is properly owed, based upon
the current year’s profit. In pursuing this objective in a manner that minimises tax avoidance, the tax
authorities prefer precise rules that do not depend upon estimates.
Therefore the goals of regulators and tax system do not always coincide and the provisions in the two
systems may differ in significant ways. While both systems try to be accurate, the regulatory rules are
intended to ensure that profits and therefore capital are not over-estimated, while tax authorities are
concerned with the opposite tendency to minimise reported income.
Differences between the two goals will be seen in:
 regulatory rules which are focused on the accurate computation of net capital, not net income;
 regulatory rules for computing profit which require conservative valuation of assets (i.e. lower of
cost or market) and special reserves for future liabilities (i.e. general contingent reserves or income
smoothing accounts); the corresponding tax rules could be mark-to market for assets and the denial
of a deduction for contingent reserves; and,
 the form and content of accounts and reports will differ because the items that are considered
critical are different depending upon the questions that are focused on at audit stage.
A further problem is that many important tax questions will not be explicitly addressed in regulatory laws,
as they are not critical to its operation and objectives. For example, is the institution a separate taxpayer or
is it simply a flow-through vehicle? What is the precise legal form of the investment made by the
depositor/ policyholder/ investor? Is it a bank deposit, insurance policy or mutual fund? How are special
reserves required by regulations treated for tax purposes? Capital adequacy rules may allow (insist on)
special kinds of debt interests as part of capital i.e. subordinated debt and permanent debt. These may be
treated as capital for regulatory purposes but give rise to tax deductible interest payments rather than
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dividends. What is the jurisdictional source of income and how are expenses to be allocated across
jurisdictions? Regulators may be more concerned with ensuring that there are enough assets to cover
future claims arising within their jurisdiction, rather than the allocation of each type of the income to the
different jurisdictions.
Accordingly the exact relationship between the tax and regulatory rules must be carefully examined and
specified in detail. Clearly the establishment of a sound financial sector, a cornerstone of which is rigorous
regulation, is a fundamental goal of economic policy and an important condition for sustained economic
growth. While the tax system should not jeopardise this goal, it is not necessary for the tax system to adopt
all aspects of the rules and deductions mandated under the regulatory regime.
The tax system rules can help to promote critical parts of the regulatory accounting regime. For example, a
reasonable provision should be made for the deduction of expenses. Including a deduction for specific bad
debts, which have been reported to the regulator, increases the incentive for the institution to comply with
the regulatory authority. On the other hand allowing deductions for general reserves, based on formulae,
provides tax benefits when there may not be a cost to the institution without increasing an incentive toward
better disclosure.
In conclusion, there will be permanent differences between the regulatory accounts and the tax accounts.
Tax rules can be based in part on regulatory accounts but with special entries reversed, the profit
computations will need to be largely reconstructed and there must be explicit rules about some special
factors. In determining the extent of the differences that should be allowed, a number of considerations are
important. First, the tax authorities, particularly in the early years of establishing financial markets may
lack experience with the complicated transactions found in the financial world. To the extent that this
expertise resides with the regulators, the tax administration may wish to rely as much as possible on the
audits performed by the regulators. In this case, differences would arise from the denial of specific
categories of reserves, for example, rather than an independent valuation of the potential for loan loss by
the tax inspector. The second consideration is the compliance burden imposed on the institutions in order
to maintain two separate sets of accounts. To the extent that entries can be the same, this burden is
reduced.
CONCLUSION
The regulatory regimes directed at the financial sector play an important role in establishing a sound and
effective financial sector. On the other hand, the tax regimes are essential in preserving government
revenues. Both cover many of the same aspects of the economic behaviour of the financial sector. While
where possible consistency should be maintained between the two to reduce compliance and administrative
burden, some differences are inevitable, given the differing objectives of the two systems.

17

GENERAL ISSUES OF TAXATION

Insurance companies, like other financial institutions, face a variety of issues related to the timing of
recognition of income and expenses. Companies naturally seek to advance the recognition of expenses and
to defer the recognition of revenue in order to reduce their effective rate of taxation. Much of the
complexity associated with the measurement of the income of insurance companies arises from issues of
timing.
ACCRUAL OF INCOME
Under accrual taxation principles, which apply to the calculation of income from most businesses,
revenues and expenses are accounted for as they are earned or incurred. In general, a realisation, i.e. a sale,
at which time the liability becomes fixed and determinable, must occur to trigger the recognition of the
amount in income. While, in general, insurance companies account for their income according the accrual
principle of accounting, there are a number of significant differences in how the accrual rules are applied to
the industry. These arise from the particular nature of the industry and the need to be more precise in the
specification of the income arising on financial products given their importance in determining income.
Accrual of Interest
While many taxpayers report interest on a receivable or payable basis, financial institutions use a pure
accrual basis. Interest is calculated on a daily basis, and then assigned to the taxation year in which it has
accrued. Some instruments are issued at a discount (an original issue discount, OID), where the price paid
for the bond at issue is less than the principal that will be returned at maturity. The discount yields an
implicit yield to maturity depending upon the term to maturity. The yield to maturity reflects a market
interest rate. Discounted instruments can also be created by “stripping” bonds; that is, separating the
stream of interest payments from the repayment of principal at maturity. In effect two instruments, a level
payment annuity and a discount bond are created.
Without special rules, the discount may be treated as a capital gain on maturity or sale, which is taxed only
at maturity and perhaps at preferential tax rates. To avoid this, most countries accrue the discount as
“interest” which is allocated to the tax years in which it is accumulated, on a compound yield to maturity
basis.
Problems with Realisation Taxation
Discounts can also occur as a result of movements in the market rate of interest after a bond has been
issued, where the coupon interest rate (if any) on a security traded in the secondary market is above or
below market interest rates.
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For example, a discount bond paying 100 in one year’s time has a value of:
91 if market interest rate is 10% (100  1.10)
87 if market interest rate is 15% (100  1.15)
So if interest rates go up (down), bond prices go down (up)
For ordinary taxpayers, the discount is treated as a capital loss on realisation (i.e., the sale of the bond).
This can give rise to problems with both the timing of taxation and the characterisation of income.
Insurance companies typically have a large portfolio of bonds and similar investments and so these
problems are particularly acute for them.
If gains and losses of bonds are treated as capital gains and if capital gains are taxed preferentially relative
to ordinary income, then the firm can deduct its costs of borrowing against income (i.e. through the reserve
calculations), but has part of its revenues taxed at preferential rates. Given the thin margins in the
intermediation businesses, this advantage can substantially reduce taxable income. One policy response is
to treat all income on financial assets of financial institutions as income, rather than as a capital gain.
Income treatment is appropriate on the basis that the trading of investment assets is part of the ordinary
business of the company and the gains and losses arising on the purchase of investment assets are an
integral part of the expected return.
Even if the gains and losses are treated as income, realisation taxation gives rise to four timing problems:
Deferred recognition of income
When assets are purchased at a market discount, the total yield to be earned from the bond is the
coupon rate of interest plus the yield to maturity rate of return on the difference between the
purchase price and the face value of the bond at maturity. On the other hand the financing costs
with respect to the funds invested are implicitly deductible as part of the policy reserve calculation.
Therefore, there is a timing mismatch between the deferred recognition of the income arising from
the discount (recognised at maturity) and the immediate deduction of the related costs.
Acceleration of Loss
As interest rates fluctuate, financial assets will go up and down in value. A timing advantage can
be gained by selling an asset that has declined in value and replacing it with another that is
substantially similar. The result is a deferral of tax: deduct the loss now and accrue higher income
over the remaining term of the replacement asset.
Example:
Bond #1 acquired Jan 1 1999 for 83 (interest rate 10%)
Face value of 100 at maturity Dec. 31 2000
Discount of 17 accrued over 2 tax years
Bond #1 sold Dec. 31 1999 when interest rate is 15%. Loss on sale is the market value at Dec. 31
1999 of 87
(100 1.15) minus the amortised cost of 91 (83 of cost plus 8 of accrued interest
that has been subject to tax) for a loss of 4.
Bond #2 acquired Jan 1 2000 for 87, maturing Dec. 31 2000. Discount of 13 (100-87) accrued as
interest in 2000.
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The following table compares the tax results of holding Bond #1 to maturity and the case where it is sold at
the end of 1999 and replaced by a Bond #2, with the same date of maturity. Overall the total income that is
taxed is the same, 17, but in the latter case some of the income is deferred until the second year. If interest
rates continue a steady decline over a period of years, the deferral period can be substantial.
L
1
2
3
4
5

1999
8
8
4
-4

Accrual (no sale)
Accrual Bond #1
Loss on sale
Accrual Bond #2
Profit (L2-L3+L4)

2000
9

13
13

Assets Versus Liability Adverse Selection
An insurance company tries to match its assets and liabilities. If interest rates go up, it can sell its assets at
a loss and buy an asset with a higher yield. This is an artificial loss as the associated liability has also
declined in value, but the loss is not recognised. This is a general problem with financial institutions. In
the case of insurance companies, most of the liabilities are in the form of reserves, which are computed at
the implicit rate of interest at the time of entering into the insurance contract, and for which there is no
corresponding adjustment of value.
Example:
Jan 1 1999: Insurance company issues a 2-year insurance contract and receives a premium of 83. Contract
matures on Dec. 31 2000 with a cash surrender value of 100 (market interest rate of 10 percent). Policy
reserve of 83 established at issue, reserve increases at rate of interest of 10 percent, i.e. 8 in 1999 and 9 in
2000.
Jan 1 1999: Insurance company uses the funds from the premium to buy Bond #1 for 83 maturing on Dec.
31 2000, face value of 100, matching its assets to its liabilities.
Dec. 31 1999: The market interest rate rises to 15 percent. Bond #1 is sold for 87. Bond #2 is acquired for
87, maturing on Dec. 31 2000 for 100.
L
Scenario 1 (no sale)
1
Premium received/Reversal of reserve
2
Income Bond #1
3
Establishment of reserve/Payment of claim
4
Accumulation of Reserve
5
Profit (1+2) - (3+4)
Scenario 2 (sale of Bond #1/acquire Bond #2)
1
Accrual Bond #1
2
Gain on sale
3
Accrual Bond #2
4
Net Expense of policy reserve 3+4 - 1
5
Profit (with sale) (1+2)- (3+4)
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1999

2000

83
8
83
8
0

100
9
100
9
0

8
-4
8
-4

13
9
4

Assets Versus Asset Adverse Selection
Insurance companies hold large portfolios of equity investments. They can “adverse select” among such
assets under a realisation basis of taxation. In this case, companies continue to hold shares that have
accumulated unrealised gains and sell shares that are in a loss. Thus taxation is deferred on the unrealised
gains, but the losses are deducted immediately.
A variety of rules are employed to minimise this possibility. If the trading of equity is considered to give
rise to a capital gain, then it is typical to allow capital losses to be deductible only against capital gains that
have been realised on other assets. However, if the sale were treated as giving rise to ordinary income,
then typically there would be no restriction. A loss may be denied for artificial “wash sales”, where the
asset sold is replaced by another assets which is substantially the same within a fixed period, (say 30 days
after or before the sale).
Mark to market
While anti-avoidance measures exist for some of the problems noted above, others are inherent in the
system of realisation taxation. Accordingly a number of countries have sought a more comprehensive
solution to the problems. The approach, which has been adopted, is to apply a “mark-to market” principle.
Under mark to market, a market valuation is made of the net value of all financial assets and liabilities at
the end of the year. The total of these amounts is then compared to the net value of assets minus liabilities
at the opening of the year plus the net value of assets minus liabilities that were acquired/incurred during
the year.
Market valuation of all assets and liabilities eliminates adverse selection as both losses and gains are
recorded as they occur. For example, asset to asset adverse selection is eliminated as both gains and losses
are recognised as they occur, so that it is not possible to defer the recognition of gains while recognising
losses. Asset to liability adverse selection is similarly eliminated when liabilities are also marked to
market. As assets and liabilities are in principle matched in term and characteristics by financial
institutions, the amounts recognised should generally be offsetting. Acceleration of losses however is not
prevented to the extent that there is a net assets position, not offset by liabilities subject to mark to market.
In fact, one effect of mark to market is to recognise losses immediately, reducing income to the extent that
the losses have not been hedged by a gain on the corresponding liability. However, unhedged gains can no
longer be deferred, and are now taxed as they occur and so over time the two effects will balance.
Mark to market implies that all (financial) assets need to be valued. Valuation is certainly complex, with
millions of assets and liabilities for large financial institutions. In some cases, determining market value
may be difficult. Appropriate valuations may not exist for thinly traded assets (illiquid markets).
Questions arise as to which values to use, bid, ask or midpoint price, the treatment of future administration
charges (deduct from market value which requires subjective estimation) and treatment of creditworthiness
£ increased risk may be reflected in the market value, but the recognition of the valuation may not be
consistent with loan loss provisions allowed for taxation purposes. However by their nature, many assets
are tradable and for those which are not, standard techniques exist for valuation and are employed in the
financial institutions own portfolio management. Moreover, standard accounting for the insurance industry
is moving toward mark to market. Sophisticated insurance companies have the capacity for the
calculation.
A particular problem for insurance companies is that the bulk of their liabilities are contained in their
reserves. In principle, the value of reserves should reflect the discounting of future liabilities. However, in
many countries, P&C insurance companies do not use discounting in calculating claims reserves. And life
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companies, which do discount, may not revalue reserves as market interest rates change. In such cases a
number of the mismatching problems noted above may occur, since the offsetting gain or loss on the
liabilities is not accounted for as the loss or gain on the assets is registered.
Another concern is that mark to market can cause uneven patterns of income and losses, as market values
fluctuate. This can certainly occur for inherently volatile assets such as stocks. In this case, tax may be
paid before the sale of the assets, potentially causing cash flow problems. For most taxpayers, this is one
of the principal arguments for realisation taxation. But financial institutions have the capacity for selffinancing. Furthermore, for many assets, the corresponding liabilities are matched and so the net impact is
greatly reduced. Even if swings do occur, loss carry-overs can smooth large swings.
BAD AND DOUBTFUL DEBTS
Insurance companies like other financial institutions make loans and purchase bonds issued by
governments and corporations. Some portion of these instruments will suffer from a full or partial default,
that is they give rise to a bad debt.
For most taxpayers, bad debts may only be recognised to the extent that an amount has previously been
included in income. This is a necessary consequence of accrual taxation, which recognises income as it
accrues, before payment is made. If it is eventually determined that payment will not be received then it is
appropriate that the previous income inclusion be reversed. However for financial institutions, i.e. those
companies which are in the business of lending money, it is appropriate to relax this restriction and allow
bad debts to be deducted even if they represent the principal of a loan, rather than the reversal of an amount
that has previously been accrued into income. The reason for this is that the interest income of a financial
institution includes a risk premium which is intended to compensate for the possibility of default on the
loan. Therefore, the deduction of the bad debt offsets this income inclusion.
The timing of the deduction is also an issue. A number of countries, the United States and Australia for
example, require that a debt be bad before a deduction is allowed. No deduction is allowed for doubtful
debts, so the recognition of loan losses is deferred. The policy reason for this is that is that it cannot be
determined with certainty if the doubtful loan will eventually go bad. However, as noted above, the risk
premia, which are earned on loans, are taxed as they accrue. Accordingly, allowing a deduction for
doubtful debts achieves a matching between the income and deductions.
The area of bad and doubtful debts is an important area of common concern to both regulators and tax
administrators. For tax purposes, a link to regulatory reserves provides some protection against excessive
claims. Amounts transferred to reserves reduce capital reported to the regulator and reduce income
reported to shareholders. However, regulatory reserves are generally conservative so simply using
regulatory reserves may allow some deferral of tax. Some doubtful debts will eventually become fully
paid off. It is for that reason that Canada allows a deduction for only 90 percent of doubtful debts. Bad
debts are fully deductible.
Doubtful Debts (Specific provisions)
A doubtful debt or specific provision is taken when the financial institution determines that the value of the
loan is impaired due to doubtful repayment. This may occur before the loan is determined to be bad and
removed from company’s books.
A specific provision is computed on a loan-by-loan basis based on the probability of recovery net of
salvage value (partial write-off). In general it requires a precise estimation of the likely value of recovery.
22

It therefore can be contrasted to a general reserve, which is a form of contingency reserve taken to account
for risks which may occur in the future. Some classes of small loans may have experience-rated reserves
based on historical data. In this case the task of loan by loan determination would be burdensome, but
there are enough similar loans that it is possible to estimate the number which are doubtful, based on the
historical experience with that category of loan.
A variety of tests can be applied to determine whether a loan should be categorised as doubtful. These
include:
 calculation and charging of interest has ceased and the account is closed (in suspense account);
 reminder notices have been issued and telephone and mail contact has been attempted without any
success:
 a reasonable period has elapsed since the original due date for payment of debt (depends on type of
credit whether 90, 120, 150 days overdue); and,
 formal demand notice has been served and no payment has been made.
When Is A Debt Bad?
The considerations to determine that a debt is bad are generally more stringent than for a doubtful debt. A
debt is not bad until the debtor has:






died without assets (or insufficient assets);
cannot be traced and creditor is unable to ascertain the existence or whereabouts of any assets;
become insolvent and estate has been distributed;
the debt is statute barred and the debtor is relying on this as a defence (or may use as a defence);
for corporate debtors, the creditor received final amounts from the liquidator or the debtor is wound
up; and,
 judgement entered into on delinquent debtor
Rules are required for the recovery of previously claimed bad debts, if some value is eventually received.
Partial Write-offs
Financial accounting allow creditors to write down security if there is a permanent decline in the
creditworthiness of debtor. In the case of a doubtful debt, a partial write down would occur to the extent
that there is a likelihood that there will be some recovery of value. Partial write-offs may occur in the
establishment of a bad debt after the debtor sells its assets and transfers the proceeds to the creditor or the
creditor seizes and liquidates debtor’s assets. A partial write off may also occur after a debt for equity
swap. In this case, the institution would write-off the difference between the loan’s face value and the
market value of the share. Where the debt is a security, the creditor might have to dispose of the security
to realise loss for tax. In some countries, i.e. Germany and Austria, the creditor may write down the
security to its market value market value in case of loss. Such treatment can be considered to be a form of
hidden reserve since no corresponding adjustment is made in the case of an appreciation in the value of the
security.
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General Provisions
Regulators may require financial institutions to set aside general provisions, which are additional
provisions for unidentified loan losses in the overall loan account. Examples would include; country risk
provisions linked to countries with high sovereign debt or sector specific provisions based on the
performance of a sector (e.g., real estate). In such cases, the actual status of individual loans would not be
taken into consideration.. The EU Directive permits the creation and maintenance of general reserves to a
maximum general provision of 4 percent of loans.
General provisions may designed to smooth income as they provide pools of contingent deductions which
can be used to cover exceptional losses on loans or securities. In such cases amounts that can be
transferred into the reserve would be capped to a given percentage of income and specific provisions
would be funded first out of the general reserve, before reducing income.
For the tax system the important question is whether general provisions should be deductible for tax
purposes. In general they should not be as they represent a reserve for contingencies, rather than an actual
decline in value. In some cases, general forms of provisioning have been allowed for tax purposes. For
example during the sovereign debt crisis of the 1980’s, a number of countries established regulatory
categories of Sovereign debt which allowed a general reserve to be taken out against such loans. In this
case, there had been an actual decline in value, but it was felt better to establish a general reserve rather
than use specific provisions. The use of a general provision was felt necessary because of the thinly traded
markets for such debts in which prices were variable and possibly undervalued and in order to avoid the
need to write down specific loans, thereby possibly inviting partial repayment.
New Methods of Provisioning
New “actuarial” accounting standards are replacing specific and general provisions in North America for
financial accounting purposes. In this case an “allowance for loan impairment” is allowed as a deduction.
An allowance for loan impairment is the investment in a loan less the “estimated realisable amount”. The
“Estimated realisable amount” is the present value of cash flows discounted at the contractual rate of
interest adjusted for fees and related costs and any discounts or premiums on acquisition. Such accounting
applies to consumer instalment and credit card loans, residential mortgages, commercial loans, loan
substitutes (such as term preferred shares), income bonds and debentures, direct financing leases, and other
“in substance loans”.
The new provisioning requires a loan-by-loan computation (i.e., assess creditworthiness of each loan).
Homogeneous categories of loans can be grouped.
The effect of the new provisioning is to smooth loan loss provisioning thus providing a better match with
the default premium in interest rates.
RESERVES
Under ordinary tax accounting in many countries, expenses may not be recognised until they become fixed
and determinable. Future expenses cannot therefore be recognised while there is still an element of
contingency in their determination. The purpose of this rule is to avoid subjectivity and estimation, which
provides opportunities for tax avoidance or deferral, can lead to disputes between taxpayers and tax
administrators over the appropriate value to use and may result in an uneven application of tax among
companies. On the other hand, insurance contracts, particularly for life insurance, give rise to liabilities
which may not be realised for many years. Even for P&C insurance, where contracts generally are for one
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year, claims may not be settled or even reported for many years. On the other hand, the premium income
associated with those future expenses is received and reported as income in the current year. A portion of
the premium income is simply to fund future expected payments. It is similar to the receipt of the principal
of a loan. Accordingly it is appropriate to set aside an amount in the form of a reserve to reflect the future
repayment of that principal.
Accounting for reserves
Reserves for future costs must be re-evaluated each year. Opening reserves are added to income and
closing reserves are subtracted. In the example below, it is estimated in year one that 50 will be payable in
year 3, and a reserve for that amount is set aside. As the opening reserve is zero this gives rise to a net
deduction of 50 in the first year. In year two, the estimate of the expense has risen to 90. Accordingly a
reserve of 90 is established, from which is deducted the opening reserve of 50 to yield a net deduction of a
further 40. In year 3, an expense of 75 is actually incurred. Accordingly there is a deduction for the
expense of 75 and an addition to income of the opening reserve of 90, yielding a net inclusion in income of
15.

1
50
0
50
0
(50)

Estimated expense
Opening reserve
Closing Reserve
Actual Expense
Net Income

2
90
50
90
0
(40)

3
-90
0
75
15

Discounting
In principle, future payments should not be reflected at face value. The cost to be deducted should reflect
the time value of money. Accordingly, the reserve should be the discounted present value of the payment.
Thus in the example above, the amounts to be deducted (calculated at a 10 percent discount rate) would be:

1
50
0
41.3
0
(41.3)

Estimated expense
Opening reserve
Closing Reserve
Actual Expense
Net Income

2
90
41.3
81.8
0
(40.5)

3
-81.8
0
75
6.3

Using the face value of expenses overstates the value of the future expense today.
When using discounting, changes in reserves come from two sources. First the assumptions used to
estimate the future expenses may change with the receipt of more information. For example, the total
amount expected to be spent may be revised or the rate of interest at which the discount is to be calculated
may change. Second, even with unchanged assumptions, the reserve will increase as the present value of
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the future expense rises with the passage of time. In the case where there is no change in the underlying
costs, the increase in the reserve is simply the interest rate times the opening value of the reserve.
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The opening value of the reserve at time, t, for an expense, E, payable at time, T, is:
Rt = E/(1+i)(T-t)
and at time t+1 is:
Rt+1 = E/(1+i)(T-(t+1))
so that:
Change in reserve = Rt+1 - Rt = (1+i)E/(1+i)((1+i)(T-(t+1)) - E/(1+i)(T-t) = (1+i)Rt -Rt = iRt
This amount represents a form of accrued interest expense for the insurance company which is comparable
to the accrued interest on a discount bond. It is known as the inside build up of the insurance policy and is
an expense which funds the future policy claim.
It is interesting to note that in a case where amounts of assets and liabilities are being adjusted for inflation,
in order to measure real income, that a similar adjustment should be made to the reserves as would be
made to an ordinary debt liability. Failure to do so would ignore the benefit accruing to the company of
the reduction in the real value of its future liabilities and so would overstate its costs and understate its
income.
Transition
The issue of transition can arise when there are legislated changes in the methods of calculating reserves.
At any given point in time, the current level of reserves will have built up over a considerable period of
time. The net increase in the reserves is a fraction of the total reserves which have been established. If the
expected future claims is smoothly increasing at rate, g, then the increase in reserves will be simply gRt.
On the other hand, if reserves are to be recalculated due to a change in legislation, the entire amount of the
change will occur in the first year in the absence of some form of transition, since reserves from the
previous year (calculated under the old rules) are added back to income and this year’s reserves (calculated
under the new rules) are deducted. Three possibilities arise: no transition, a fresh start (where the policy
induced change in base level of reserves is simply ignored), and a prorating of the special reserve inclusion
over a number of years.
The argument for no transition would reflect a recognition that the amounts accumulated in reserves have
already been deducted from income and represent a deferral of tax. If it is determined that the reserves
have been excessive, then immediate inclusion in income would end this deferral immediately. Immediate
inclusion could give rise to a substantial payments of tax, (likely to exceed the current year’s income, when
the change in reserve is large). If this is considered to be too large an impact, then a mixed form of
immediate inclusion/transition could be allowed. No transition may be appropriate where deficiencies in
the tax law, including overly generous reserves, has allowed a build up of losses (or unclaimed reserves)
which are being carried forward from earlier years. In this case, amounts, which in part reflect the
previous level of reserves, will be available to be deducted from present income. In such cases a reserve
inclusion can be required to the extent of these carry-forwards, bringing firms to taxation more quickly.
Under a fresh start, the opening balance of reserves would be calculated under the new rules, and the
calculation of income for the year would use this new amount as the inclusion from prior year reserves.
This has the effect of completely eliminating the change in reserving levels due to the new method from
income. Obviously this is the policy which would be preferred by the industry. On the other hand, this
change in the level of reserves reflects amounts that have already been deducted from income. Thus a
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fresh start would allow the industry to turn the deferral advantage of the over-reserving into a permanent
reduction in tax. (In the absence of the change in reserve methods the deferral only lasts until such time
that the amounts being reserved against actually are paid. In the case of life insurance companies this is
often a very long time indeed.)
The intermediate position is to calculate current income with a recalculated opening reserve as under the
fresh start approach. However rather than forgiving the total amount of the difference in reserving
methods, this difference can be added to income over a reasonable period, (which depends on the size of
the change and its impact relative to the income of the industry and the length of the deferral that would
have resulted in the absence of the change). This method can be combined with the first method, if the
transition is applied to the net of the change in reserving levels above loss-carry-forwards.
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ISSUES IN INTERNATIONAL TAXATION

International taxation issues have typically been among the most complex aspects of insurance company
taxation. In some ways this is surprising since the traditional regulatory model of the insurance industry
stresses the link between a company selling insurance and its customers. In many cases only resident
companies could make sales of policies within a country. The intention of this type of restriction is to
satisfy the prudential goal of ensuring that there are sufficient assets within the country to fund any claims
which might arise under the policies written on behalf of resident policyholders. This link is further
strengthened with mutual companies, where the policyholder is also in a sense the shareholder. And even
stock companies have close equity-type links to their policyholders through the use of participating
policies. Nevertheless, the existence of groups of companies that carries on an insurance business in
different jurisdictions, often in the form of branches, and the variety of transactions that can be used to
transfer value and income among jurisdictions has meant that international tax issues have been important
and difficult.
Recent events are changing the international environment for insurance and, from the point of view of tax
administrators, making a complex world even more complicated. As reported in a recent OECD
publication, Liberalisation of International Insurance Operations, the insurance industry has not escaped
the liberalising trend in international trade in services. The major liberalising initiatives have been the EU
Third Insurance Directives, which has in principle have allowed all classes of insurance to be placed on a
cross-border basis among EU/EEA countries. In many countries in the OECD insurance contracts can
written be by non-residents if the insured initiates the contract, at least for certain types of business. While
restrictions on trade do remain in the area of insurance services, further liberalisation can be expected.
This section provides a brief introduction to the issues in international taxation in the insurance industry,
many of which are discussed in greater detail in the industry-specific sections that follow.
ALLOCATING INCOME AND EXPENSES
While the insurance industry has not traditionally been able to sell products across international borders,
there has been a large amount of international investment by companies, either operating through offshore
branches or subsidiaries in the foreign jurisdiction. Such international operations are natural, as there are
risk diversification advantages for both the companies, who are not exposed to one market only, and to
policyholders, who have the security of holding a policy offered by a large diversified company. As
illustrated in the table, for some countries in the OECD, the level of penetration of non-resident insurers in
relatively large. And of course each non-resident insurer in one country represents an offshore branch or
foreign subsidiary of a company resident in another. Finally, OECD countries are large net exporters of
insurance services to non-OECD countries.
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Foreign Companies Market Share in Domestic Market, Non-Life
1997, (Gross premiums Basis)
Country

Foreign Market Share

Australia

32.9

Austria

49.2

Canada

63.7

Czech Republic

28.4

Denmark

28.6

Finland

0.1

Germany

12.7

Hungary

90.9

Japan

3.6

Korea

0.4

Luxembourg

31.7

Mexico

11.0

Netherlands

24.0

Norway

21.0

Poland

15.0

Spain

27.3

Turkey

8.7

United Kingdom

37.3

United States
8.8
The problem this raises for tax administrators is to ensure that there is an appropriate matching between
income and expenses with respect to policies. Net profit of an insurer is the difference between two
relatively large numbers, income in the form of premiums and investment income, and expenses. Even
small errors in their allocation across can lead to substantial understatement of profit in any given taxing
jurisdiction.
For certain types of income and expenses that are directly linked to specific policies, such as premiums,
commissions and policy reserves, allocation is greatly simplified when the policy is sold by a resident
insurer to a resident policyholder. However, for some lines of business, i.e. multiyear life insurance and
long-tail property insurance claims, there will be substantial investment income. Allocating this
investment income across policies has proven to be very difficult. Simply relying on the regulatory
approach of the allocation of assets to jurisdictions leaves open various tax minimising strategies.
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These already substantial problems will be exacerbated when policies can be more generally written across
borders. In that case it will be necessary to allocate the costs and benefits within individual policies. In
principle the functions of selling, administering and covering the risk of an insurance policies can be
divided among a number categories, including:











Advertising
Commission on selling the policy
Judging the risks of the policy
Registering the policy
Administering receipt of premiums
Covering the risks of the policy
Investing the net premiums
Adjusting claims
Paying claims
Overheads, such as regulatory compliance, payroll, etc.

Splitting profits among jurisdictions would require allocating the appropriate portion of the profit to each
of these components. In general, the OECD Model convention employs the principles as stipulated under
Article 7 and 9 of the convention. In that case the profits to be determined for a branch (or permanent
establishment) of a non-resident company in a country are those which would arise if the company were a
separate entity. Typically this would be calculated on a transaction be transaction basis. And in particular,
the arm’s length principle would be applied to such transaction under Article 9.
However, such general principles have proved difficult to apply in all circumstances for the insurance
industry. Accordingly, a number of countries have used apportionment rules for certain circumstances as
allowed under Paragraph 4 of Article 7. The commentary on that Article states, “The essential character
of a method involving apportionment of total profits is that a proportionate part of the profits of the whole
enterprise is allocated to a part thereof, all parts of the enterprise being assumed to have contributed on the
basis of the criterion or criteria adopted to the profitability of the whole. The difference between one such
method and another arises for the most part from the varying criteria used to determine what is the correct
proportion of the total profits. It is fair to say that the criteria commonly used can be grouped into three
main categories, namely those which are based on the receipts of the enterprise, its expenses or its capital
structure. The first category covers allocation methods based on turnover or on commission, the second on
wages and the third on the proportion of the total working capital of the enterprise allocated to each branch
or part. It is not, of course, possible to say in vacuo that any of these methods is intrinsically more accurate
than the others; the appropriateness of any particular method will depend on the circumstances to which it
is applied. In some enterprises, such as those providing services or producing proprietary articles with a
high profit margin, net profits will depend very much on turnover. For insurance enterprises it may be
appropriate to make an apportionment of total profits by reference to premiums received from
policyholders in each of the countries concerned. In the case of an enterprise manufacturing goods with a
high cost raw material or labour content, profits may be found to beUHODWHGPRUHFORVHO\WRH[SHQVHV. In
the case of banking and financial concerns the proportion of total working capital may be the most relevant
criterion. It is considered that the general aim of any method involving apportionment of total profits
ought to be to produce figures of taxable profit that approximate as closely as possible to the figures that
would have been produced on a separate accounts basis, and that it would not be desirable to attempt in
this connection to lay down any specific directive other than that it should be the responsibility of the
taxation authority, in consultation with the authorities of other countries concerned, to use the method
which in the light of all the known facts seems most likely to produce that result.”
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REINSURANCE
Reinsurance plays an important part in the management of risk by insurance companies. This is
particularly the case for non-life companies, where reinsurance accepted represents over 10 percent of total
gross premiums. Reinsurance contracts implicitly raise all of the cost allocation issues noted above and
can be used to shift surplus and income. Between related parties, reinsurance raises the traditional issues
of transfer pricing of ensuring that the premium received adequately covers the true costs of the insurance
that is purchased. Between unrelated parties, reinsurance can be used for transferring losses and shifting
income to be sheltered in offshore tax havens. Reinsurance is discussed in greater detail below.
CAPTIVE INSURANCE COMPANIES
Insurance captives are insurance companies established in offshore jurisdiction often by non-insurance
companies (i.e. banks, large automobile makers or retailers). They started as way to self-insure risks that
insurers would not assume (hazardous waste, toxic tort, or credit liability). In many jurisdictions noninsurance companies cannot establish reserves for such future contingent expenses. They may only
recognise expenses when they become fixed and determinable. In such cases, a liability would be reported
on the company’s financial statements, but the company could not claim a reserve for tax purposes in
respect of the future liabilities. (Insurance companies are allowed to establish reserves under special
provisions.)
To avoid this situation, companies set up special purpose insurers to gain a deduction for premium
payments to the insurer. The companies were established offshore to avoid domestic regulatory
requirements and to avoid domestic tax on the profits arising from the transaction. This opens the
opportunity to transfer assets and income to the offshore captives by earning the investments income
offshore and through transfer pricing arrangements that increase the deductible premiums paid.
Insurance firms may also establish offshore captive insurers to reinsure their policies, with the effect that
underwriting profits and surplus, and its related investment income, are transferred to an offshore
jurisdiction in a tax haven.
APPLICATION OF TAX TREATIES
Tax treaties provide an important role in facilitating the conduct of business across national borders by
codifying the relationship between the tax systems of different countries. Tax treaties cover a variety of
issues including:
 the types of taxes to be considered to be income taxes and therefore eligible for double taxation
relief;
 the determination of the country of residence of a business;
 methods of allocating profits among different jurisdictions; and,
 the treatment of different payments to non-residents.
A number of issues specific to insurance companies arise in the application of these provisions.
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Double taxation relief
One of the principle purposes of tax conventions is to prevent double taxation of the same income by two
different jurisdictions. This can be done by either exempting foreign-sourced income or by taxing such
income, but allowing a credit for foreign taxes paid. One of the special features on insurance taxation is
the variety of ways in which countries tax insurance, particularly life insurance. With such different taxes,
some may not qualify as income taxes and so may not be creditable. For example the Australia, Ireland
and the U.K. use I-E taxation, (described in the chapter on policyholder taxation), which taxes the
investment profits accruing to both the company and the policyholder and Canada uses a minimum tax
based upon the capital the company.
Problems can also arise in the taxation of income accruing to the policyholder. If the income arising in the
insurance policy is taxable in the country of residence of the policyholder, but the policy is written by a
company in another jurisdiction, double taxation may result. In some cases, taxes are paid by the company
on behalf of the policyholder (Canada with the investment income tax (IIT), Denmark with its real interest
rate tax and with the I-E tax). Such taxes would not be creditable against any policyholder taxation arising
in the policyholder’s home jurisdiction. These types of issues will become more prevalent a more policies
are written across national borders.
Permanent establishment
In order to determine if a company has enough presence in a country so that it should be considered a
resident of that country for taxation purposes, the OECD Model treaty has introduced the concept of a
permanent establishment. In general a permanent establishment means a fixed place of business. Under
the traditional regulatory regime, where a clear link must be established between the insurer and the
jurisdiction where policies are to be sold, most insurance operations would be carried out through a
permanent establishment. However for some types of business, or in the case where regulations now allow
insurance policies to be sold across borders, other paragraphs of the Article would need to be relied upon if
a state where to be able to tax the income of a company selling policies in its jurisdiction. For industries
such as the insurance industry which often make sales through agents, paragraph 5 of the Article has
introduced the concept of an agency relationship which is sufficient to be considered to be a permanent
establishment. It states, “where a person - other than an agent of an independent status to whom paragraph
6 applies - is acting on behalf of an enterprise and has, and habitually exercises, in a Contracting State an
authority to conclude contracts in the name of the enterprise, that enterprise shall be deemed to have a
permanent establishment in that State in respect of any activities which that person undertakes for the
enterprise”. For these purposes an independent agent is, “a broker, general commission agent or any other
agent of an independent status, provided that such persons are acting in the ordinary course of their
business”.
When applied to the typical manner of conducting business in the insurance industry the strict application
of these concepts can lead to problems. Paragraph 6 of the Commentary on Article 5 of the OECD Model
Treaty states.
“According to the definition of the term "permanent establishment" an insurance company of one State
may be taxed in the other State on its insurance business, if it has a fixed place of business within the
meaning of paragraph 1 or if it carries on business through a person within the meaning of paragraph 5.
Since agencies of foreign insurance companies sometimes do not meet either of the above requirements, it
is conceivable that these companies do large-scale business in a State without being taxed in that State on
their profits arising from such business. In order to obviate this possibility, various conventions concluded
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by OECD Member countries include a provision which stipulates that insurance companies of a State are
deemed to have a permanent establishment in the other State if they collect premiums in that other State
through an agent established there-other than an agent who already constitutes a permanent establishment
by virtue of paragraph 5-or insure risks situated in that territory through such an agent. The decision as to
whether or not a provision along these lines should be included in a convention will depend on the factual
and legal situation prevailing in the Contracting States concerned.”
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TAXATION OF PROPERTY AND CASUALTY INSURANCE COMPANIES

This section will concentrate on the business and tax policy aspects of P&C or general insurance. The
P&C business is a purer insurance business than the life insurance business as its contracts are generally of
a short term (one year) and do not have an explicit savings motive. For this reason, the taxation of P&C
insurance has generally been less problematic that the taxation of life insurance. Nevertheless many basic
concepts are shared with the life insurance business, particularly for certain types of risks, and so form a
useful introduction to the calculation of income for tax purposes for life insurance.
TYPES OF P&C INSURANCE POLICIES
Property and casualty policies generally relate to the risk of financial loss due to accident, theft, and natural
disasters such as fires, storms, wind, and earthquakes. Lines of business usually required to be identified
by insurance regulators are as follows:











motor: third party liability and other classes
third party liability
fire (industrial, commercial, residential)
theft and other damages to property
marine, aviation and transport
professional indemnity (medical, legal, engineering)
workers compensation
credit and surety
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COMPUTATION OF INSURANCE PREMIUM
Insurance premiums will be set at a level which covers the insurer’s expected costs of claims, its costs of
administration (including sales commissions) and a profit return. The amount of profit required will vary
according to the perceived degree of risk for the different lines of business. The degree of risk may also
depend upon the locality of the risk (i.e. a high crime area), the nature of the insured (i.e. higher premiums
for young drivers or the possibility of exceptionally large claims (natural disasters).
Premiums may be written many years before the settlement of claims for some lines of business. The
insurer may dispute settlement of the claim; settlement may be on a periodic basis; or claims may be
incurred but not reported (IBNR) for some disease related cover (see below).
The “prepayment” of premiums in respect of future claims is similar to a loan from the insured to the
insurer. The insurer invests the premiums to earn investment income to help fund future claims.
Accordingly, the premium is lower than the ultimate cost of future expected claims, expenses and profit
margin, as these amounts must be discounted back to the time that the premium is paid to reflect the time
value of money.
Strangely, while discounting is part of the pricing, i.e. setting the premium, its use for accounting is less
widespread and even more limited in the case of taxation. Lack of discounting provides a hidden reserve
to insurers, as discussed below.
ACCOUNTING OF INCOME
P&C insurers report two elements of income: underwriting and investment returns. Underwriting income is
the insurers net income excluding returns and gains on investments. It is accrued with the use of reserves
(technical provisions). Underwriting income may vary because premiums are low due to competition or the
policies are new business with little historic claims experience volatility of claims (high standard
deviation) or due to catastrophic claims (natural, environment or nuclear). This split is historical, and may
be one source of the conservative accounting noted above, since in reality the earning of investment
income (on premiums, if not capital) is an intrinsic part of the insurance business.
In many countries accounting guidelines are provided by the insurance regulators, rather than using
Generally Accepted Accounting Principals (GAAP). In the Economic Union, the Insurance Accounts
Directive 91/674/EEC (IAD) provides guidelines for financial reporting. These rules would be
supplemented by individual country practice that can differ widely, even within the EU.
Insurers are allowed a number of different types of reserves. The nature of the insurance business is the
acceptance and intermediation of risks. These risks are funded by premiums that are included in the
income of the insurer. It is accordingly appropriate under the matching and accrual principles that the
insurer can reflect a provision, or reserve, for the future claims and expenses. Other reserves are allowed
for technical reasons to provide a better matching of income and expenditure. This treatment contrasts with
the treatment in many countries of other types of business, where reserves are not allowed and expenses
can only be recognised when they become fixed, determinable and legally binding.
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SIMPLIFIED EXAMPLE
The basic mechanics of insurance reserves, and the taxation issues that arise from them, can be illustrated
with a series of simple examples. In the following tables the following assumptions are made:
1. As is typical for the P&C industry, the duration of the insurance contract is for one year.
2. The premium of 100 is payable at the inception of the contract, assumed to be July 1.
3. Expenses of 20 are incurred in establishing the contract.
4. All claims of 90 are paid out 2½ years after inception of the contract
5. Funds invested earn a 10% return.
Cashflow
The following table outlines the cashflows that arise in the above example. If all expenses and receipts
were accounted for only as they become due and payable, the insurer would report a substantial profit in
the first year, and a large loss in the final year, illustrating the need for a more sophisticated accrual
accounting in order to match income and expenses.
Cashflow Example
1

2

3

1

Premiums written (due and receivable)

100

0

0

2

Expenses (due and payable)

20

0

0

3

Claims (due and payable)

0

0

90

4

Underwriting cash flow (1-2-3)

80

0

-90

5

Investment return

4

8.4

9.2

6

Cash flow (4+5)

84

8.4

-80.8

Notes to Table:
Line 5: Year 1 has only six months between inception and the accounting year end resulting in interest of 4 = (5% x
80). At the end of the first year, assets are the net premium of 80 plus the investment return of 4.
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INCOME AND BALANCE SHEET STATEMENTS
In order to more properly reflect the annual income of the insurer, accrual accounting techniques must be
employed. The basic adjusts which must be made to cashflows in order to arrive at a figure for profits are:
1. Unearned premium reserves - to spread the premium over the term of the contract, to match it to the
presumed accrual of risks;
2. Outstanding losses reserves - to reflect claims as they are incurred, rather than paid; and,
3. Deferral of acquisition expenses - to match the acquisition costs to the period that the premium income
is recognised.
Unearned premium reserves
The unearned premium reserve defers a portion of the premium that is due and receivable from the
policyholder in the current accounting year to the next accounting year in order to match the premium
income to the time that the risks are outstanding. The concept of due and receivable usually starts from the
time the underwriter (or the broker acting on the insurer’s behalf) agrees to underwrite a person. Whether
premiums are payable at the inception of the contract or on a periodic basis (e.g., semi-annually or
monthly), all of the premium is due and receivable in the year of the contract’s inception (at the point of
the insurer’s acceptance which may be before the first premium is paid). This reserve computation
assumes that claims are incurred uniformly over the contract period or cannot be predicted using historic
data (see Article 25 and 57 of IAD). There are three apportionment methods: percentage apportionment,
24th basis, and daily basis.
Percentage apportionment defers a fixed proportion (say 50%) of premiums to the subsequent accounting
year. The 24th basis defers premiums based on an allocation of premiums on a fortnightly basis (if the year
end is December 31, the unearned premium reserve for policies written on February 14 would be 3/24th of
premium written on February 14). Daily basis defers premiums according to the day they were written
(44/365 for premiums written on February 14), and is the most appropriate method under the assumption of
an even spread risks (and easily calculable in the age of computers).
Some types of P&C insurance business do not exhibit uniform distribution of (incurred) claims over the
contract period and therefore the simple unearned premium reserve is not appropriate. In this instance an
insurer may be permitted to set aside an additional reserve -- a reserve for unexpired risks -- where historic
data supports the assumption that claims increase over the contract period. This is determined by
computing the ratio of claims incurred to earned premiums for a number of years. These reserves are
usually accepted for tax purposes.
Outstanding losses (or claims)
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An outstanding losses reserve is for events that have occurred (Article 60 of IAD). Outstanding losses is
the total amount of losses incurred as at the end of the accounting year. There are two parts to outstanding
losses:
 Losses reserves are losses reported and computed on a case by case basis, with the amount likely to
be paid out on each claim being separately estimated. (Also called claims reserves)
 Incurred But Not Reported Reserve (IBNR) are losses that were incurred but not reported as at the
end of the accounting year. These losses require an actuarial estimate based on historic data.
Outstanding losses should include direct policy costs and should be net (i.e., reduced) by the value of the
property after salvage or subrogation.
IAD permits discounting for financial reporting purposes where the average settlement is date is 4 years or
more (using prudential assumptions). Discounting for tax is required in some countries.
Not all claims have been reported at the time an insurer draws up their books of account. Such losses are
reflected in the (IBNR). In some cases this may reflect delays in the reporting of claims. In other cases, it
may reflect the fact that an insurable event has occurred, without the insured being aware of it. Therefore
the claim may not occur for several years, at the time that the problem eventually becomes apparent.
Major sources of IBNRs are diseases that take a long time to develop. A claim is incurred when a disease
is contracted (i.e. when exposed to a nuclear disaster or asbestos) and not later when the disease manifests
itself, which is the event that establishes the right to a claim. It is the insurer at the time of the exposure
that is liable to settle the claim, not the insurer at the time that the disease is diagnosed. Consequently, an
insurer must establish an IBNR reserve for claims that may be reported in the future once the disease is
detected and a claim reported.
Prepaid expenses
Prepaid expenses are acquisition costs and other costs of underwriting new business (Article 18 of IAD)
including commissions paid to agents and brokers, premium taxes, marketing and research expenses.
The treatment of prepaid expenses under accrual accounting is to defer the recognition of the expenses
until the period to which the services that are received for them occur. In the case of insurance, this occurs
over the period of coverage. The ratio to be used parallels that used for the income received in the form of
premiums. (An alternative way of recognising prepaid expenses is to reduce the unearned premium
reserve as a way of matching acquisition costs with earned premiums (Article 18(2) of IAD); i.e.:
Net unearned premium reserve = (100-20)/2 = 40
Earned premium (year 1) = 100 - 40 = 60)








'LUHFWSROLF\FRVWVLQFOXGHORVVLQYHVWLJDWLRQDQGDVVHVVPHQWFRVWVDQGGLUHFWORVVVHWWOHPHQWFRVWV
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The accrual accounting for a claims, expenses and unearned premiums is illustrated in the following
example.
$FFUXDO$FFRXQWLQJ
1

2

3

Income Statement
1

Earned premiums

50

50

2

Expenses

10

10

3

Claims incurred

45

45

0

4

Underwriting profit (1-2-3)

-5

-5

0

5

Investment return

4

8.4

9.2

6

Profit (4+5)

-1

3.4

9.2

92.4

11.6

Balance Sheet
7

Investments

84

8

Prepaid expenses

10

9

Unearned premium reserve

50

0

10

Outstanding Claims

45

90

0

11

Profit/Loss Balance

-1

2.4

11.6

Notes to Table:
Line 1: Earned premiums is equal to direct written premiums (100) less the change in unearned premium reserve.
Line 3: The claims incurred ratio (claims incurred/earned premiums) is constant at 90%.
Line 7: The value of investments is total underwriting cash flows (premiums minus expenses) plus accrued interest
income.
Line 8: Half of acquisition expenses are deferred to year 2 to match premiums and reported separately.
Line 9: Unearned premium reserve is 50% of gross direct written premiums.
Line 11: The profit and loss balance shows the total accumulated profits - current year and those brought forward from
prior years - that have not been distributed to shareholders or policyholders

Most countries require that prepaid expenses be spread over the contract period for tax purposes.
However, Germany, Austria and Italy do not require deferral of expenses over the contract period. This
provides a tax incentive for the insurance industry. The next table shows what would happen if the
expenses were not deferred. A loss would be created in the first year, to be offset by higher profits in the
second. While over the period total taxable income would be the same, a deferral of tax results.
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1

2

3

1

Earned premiums

50

50

2

Expenses

20

0

3

Claims incurred

45

45

0

4

Underwriting profit (1-2-3)

-15

5

0

5

Investment return

4

8

9

6

Profit (4+5)

-11

13.4

9.2

Reserve for unexpired risks
The reserve for unexpired risks is used when claims are not incurred uniformly and the claims pattern can
be determined actuarially. Where the insurer defers acquisition expenses, more prepaid expenses are
deferred to subsequent years of income. This will ensure that the claims incurred ratio (claims incurred 
earned premiums) and the expense ratio (expenses earned premiums) are constant over the term of the
contract.
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1

2

3

Income Statement
1

Earned premiums

33.3

66.7

2

Expenses

6.7

13.3

3

Claims incurred

30

60

0

4

Underwriting profit (1-2-3)

-3.3

-6.7

0

5

Investment return

4.0

8.4

9.2

6

Profit (4+5)

0.7

1.7

9.2

Claims incurred to earned premiums

90%

90%

92.4

Balance Sheet
7

Investments

84

11.6

8

Prepaid expenses

13.3

9

Reserve for Unexpired Risks

66.7

0

10

Outstanding Claims

30

90

0

11

Profit/Loss Balance

0.7

2.4

11.6

Notes to Table
Line 8: A portion of expenses are deferred to year 2 (66.7/100 x 20 = 13.3)
Line 9: Reserve for unexpired risk is often reported as: unearned premium reserve (50) plus additional reserve for
unexpired risks (17) reserve (Articles 26 and 58 of IAD).
The claims incurred ratio should be constant.

Discounting
One of the more controversial issues in accounting for P&C insurance for both tax and regulatory purposes
is discounting, that is reducing future claims by an interest factor when computing reserves for future
payments. From an economic point of view discounting is appropriate. This is consistent with the
important role that the time value of money plays in determining premiums and is the counterpoint to the
large amounts of investment income earned by insurers. For regulatory purposes the lack of discounting
perhaps reflects the natural conservatism of actuaries and regulators, both of whom would like to avoid
nasty surprises. For tax purposes, the industry would obviously prefer the method that delays the payment
of tax, i.e. non-discounting. However, when future claims are not discounted, then there is a deferral of tax
and an implicit tax incentive for the industry.

42

Insurers in Australia, Canada, and USA are required to discount future claims. Germany, Portugal,
Greece, the U.K.. and Luxembourg do not discount. Other EC members discount long-tail business (4 or
more years average settlement date, Article 60 of IAD).
'LVFRXQWLQJ
1

2

3

Income Statement
1

Earned premiums

50

50

2

Expenses

10

10

3

Claims incurred (discounted)

37.2

44.6

8.2

4

Underwriting profit (1-2-3)

2.8

-4.6

-8.2

5

Investment return

4

8.4

9.2

6

Profit (4 +5)

6.8

3.8

1.1

Claims incurred ratio CI/EP *100

74%

89%

Claims Incurred
12

Outstanding claims reserve (end of current year)

37.2

81.8

0

13

Outstanding claims reserve (opening balance)

0

37.2

81.8

14

Claims (due and payable)

0

0

90

15

Claims incurred (12-13+14)

37.2

44.6

8.2

Discount Factor/(1.10)-year

0.826

0.909

Discounting with margins
Another area on potential controversy between regulators and actuaries on one hand and tax authorities on
the other is the treatment of margins for adverse deviations. The actuarial profession would include a
margin for adverse deviation (prudence margin) in computing discounted reserves £ thus increasing the
reserve and lowering profit. From the conservative point of view of regulators, this is prudent and
increases the margin of error in ensuring solvency. The margin is in fact a form of hidden capital.
However from a tax point of view, a deferral of tax again results, on average, and so such margins are not
appropriate for taxation purposes. Nevertheless, unwinding such calculations may prove to be difficult and
so other ad hoc adjustments could be made, as in Canada, where tax reserves are equal to 95% of the lesser
of the regulatory reserves and actuarial liabilities.
In the example, a margin is added to future expected claims (+10%) in case claims experience is worse
than expected in the premium calculation and deducted from the discount interest rate (-1%), in case
investment experience is worse than expected. Most of the profit is not recognised until the completion of
the entire contract, i.e. when the insurer is “released from risk”.
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1

2

3

1

Earned premiums

50

50

2

Expenses

10

10

3

Claims incurred

41.7

49.2

-0.8

4

Underwriting profit (1-2-3)

-1.7

-9.2

0.8

5

Investment return

4

8.4

9.2

6

Profit (4+5)

2.3

-0.8

10.1

Claims incurred ratio CI/EP *100

83%

98%

Claims Incurred
12

Outstanding claims (current)

41.7

90.8

0

13

Outstanding claims (prior)

0

41.7

90.8

14

Claims (due and payable)

0

0

90

41.7

49.2

-0.8

0.842

0.917

15 Claims incurred (12-13+14)
Discount Factor (1.10)/(1.09)-year
COMPARISON OF PROFIT METHODS

The various methods of computing profit yield markedly different patterns of income recognition.
&RPSDULVRQRI3URILW0HWKRGV
1

2

3

1

Conservative accounting model

-11.0

13.4

9.2

2

Outstanding claims (OC) undiscounted

-1.0

3.4

9.2

3

OC discounted

6.8

3.8

1.1

4

OC discounted with margins

2.3

-0.8

10.1
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The conservative accounting model (1) of not deferring prepaid expenses and not discounting outstanding
claims creates a large upfront loss and so defers tax payable. The use of technical reserves (2) provides a
smoother recognition of profit over the period at risk. However significant deferral of tax remains as all
reserves are recognised at the ultimate cost rather than taking into account the time value of money.
Discounting of outstanding claims (3) brings forward profit to the years the claims are incurred, and is the
method which the most favourable to the tax system as it eliminates deferrals. Discounting outstanding
claims with margins (4) for adverse deviation reports profit as the insurer is released from risks. This
method again has the effect of deferring profit recognition. Each approach generates the same 11.6 of total
profit over the period.
OTHER RESERVES
Many jurisdictions allow P&C insurers to deduct a reserve for certain future contingent risks (claims that
have not been incurred as at the end of the accounting year). These reserves include:





equalisation reserves for business with a high (historic) standard deviation of claims
catastrophic reserve for low probability/high financial loss insured events
rate stabilisation reserves for termination risks of group business
investment valuation reserves for the possible (contingent) decline in the value of assets

Equalisation reserves
Some countries require the deduction of an equalisation reserve for tax and accounting purposes (Article
30 of IAD) to reduce underwriting volatility. In Germany, for example, the reserve is required for lines that
have a standard deviation of claims incurred ratio of more than 5% over the prior 15 years (30 years for
hail, credit, guarantee and fidelity insurance). The maximum reserve = 450% * standard deviation of
claims incurred ratio * earned premiums --- 450% factor represents the present value of expected above
average claims experience. (A 600% factor applies for hail, credit guarantee and fidelity insurance).
While regulators would like this type of reserve as it smoothes income flows in a notable volatile industry,
there is little tax justification for equalisations reserves, particularly when adequate loss carry-overs are
provided.
Catastrophic reserves
Some insurable events have a low probability of occurrence but a large financial loss if the event occurs
(natural disasters and credit risks). Many regulators require insurers to deduct a provision for catastrophic
losses. The increase in the catastrophic reserve offsets the additional risk load in the premium, and
therefore has a theoretical justification. If the provision is permitted, the maximum reserve and annual
transfers in and out are usually an arbitrary proportion of premiums.
The argument against a catastrophic reserve is that it is not possible to compute a reasonable actuarial
estimate of an insurer’s liability. The amount of claims and the probability of a catastrophic event cannot
be predicted. Moreover, most insurers attempt to limit the impact of catastrophes through reinsurance, and
so the catastrophic reserve should, in principle, be reduced by any reinsurance of the risk. Even if no
catastrophic reserve is allowed, the correct present value of tax is collected when the claims are only
recognised as they are incurred. In such cases adequate loss carryovers may be needed to allow an insurer
to fully offset the resulting loss.
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Rate stabilisation reserves
Premiums for large group insurance policies are often computed solely on the experience of the group.
That is, the premiums and claims of the group are not pooled with other group plans.
The insurer has little underwriting risk under these large group plans due to the law of large numbers.
However, there is a termination risk that can result in a loss for the insurer because the policyholder can
terminate the policy before the insurer has recovered its losses. The insurer may reduce the termination risk
by conditionally crediting the policyholder a refund of premiums for favourable (low) claims experience
until the end of the contract period; or until conditional refunds are large enough to exceed any reasonable
termination loss.
The insurer will set aside amounts that it has conditionally credited to the policyholder in a rate
stabilisation reserve (claims fluctuations reserve) and will credit interest to the policyholder and the
reserve. Stabilisation reserves can be a source of tax deferral if the policyholder deducted the premiums in
computing income unless the income credited to the fund is allocated to the insured for tax purposes. The
reserves should be equal to the present value of the expected termination losses.
Investment valuation reserves
Financial reporting allows/requires insurers to report an investment valuation reserve. The reserve is an
appropriation of surplus. It is intended to set aside some a portion of surplus for the possibility that
investment returns may fall. There is little if any tax policy justification for such reserves.
Another approach used by Germany, Austria and a few other countries is to allow companies to report
investments at the lower of their cost or current market value. Both cases under-report investment earnings.
This will result in losses for tax purposes.
OUTSTANDING CLAIMS COMPUTATION
Auditors will look at a pattern of assumed claims settlement over time to judge whether the assumptions by
a company are consistent over time. If they are not then the auditors will require a satisfactory explanation
of the differences. The runoff of outstanding claims over a development period is computed using a
triangulation method. For any category of business the ratios among the years will be expected to remain
constant.
Different categories of business exhibit different patterns of claim settlement. Short tail business is where
claims are reported and settled within a short time (12 months) after occurrence of the insured event.
Examples would include auto collision. Long tail business is where there is a lengthy delay between the
underwriting year and either the emergence or settlement of claims, or both. Examples would include
certain types of illness or third party liabilities that may involve lengthy court proceedings.
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Under-

Outstanding Claims for Year "t"

writing

Claims

Development Year

Year

Reported

t+1

t+2

t

54

16.3

10.9

t-1

50

9.9

5.0

t-2

45

4.5

Total

30.7

t+3
5.4

15.8

5.4

Annual growth of reported claims is 10%
PREMIUM TAXES
Most countries apply premium taxes on general insurance. Tax revenues are large and easy to collect. The
tax is imposed on the insurer. Brokers (or agents) may have to pay the tax where the policy is underwritten
by an insurer that sells insurance through a broker or agent. Rates vary from 2% to 30% of premiums.
Premium taxes are low in North America due to retaliatory provisions. Premium taxes are sometimes used
to replace sales taxes or VAT. In some cases premium taxes are ear-marked, (premiums on fire insurance
may be used as a fire brigade revenue source).
Reinsurance is usually excluded from premium tax on the basis that tax is already paid on direct written
premiums. Inward reinsurance (reinsurance of foreign risks) is therefore exempt from tax. Where premium
taxes apply only to non-residents or to outward reinsurance, they may be subject to challenge under the
WTO.





0RVWVWDWHVLQ$PHULFDOHY\SHQDOW\WD[HVRQRXWRIVWDWHLQVXUHUVZKRVHKRPHMXULVGLFWLRQVLPSRVHSUHPLXP
WD[HVRQWKHLULQVXUHUVDWDUDWHKLJKHUWKDQVRPHWKUHVKROG RIWHQSHUFHQW HYHQZKHQWKHWD[LVLPSRVHG
XQLIRUPO\RQORFDODQGQRQUHVLGHQWLQVXUHUV
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COMPARISONS OF SELECTED OECD COUNTRIES: TYPES OF TAXES ON GENERAL
INSURANCE COMPANIES 

COUNTRY

Australia

INCOME TAX

RATE
36%

No VAT

PREMIUM

TAXES
0%-11.5%

Austria

34%

Exempt

1%-10%

Belgium

40.2%

Exempt

Canada

38-46%, (varies by
province)

Exempt (zerorated for
Québec tax)

3%-9.25%
(compensatory
funds: 0.25%10%)
1%-4%
(5%-15% sales
taxes)

Denmark

32%

Exempt

1%-50%

Finland
France

28%

Exempt

22%

33.33%
(24% for mutual
health benefit
societies)

Exempt

7%-30%
(comp. funds:
1.9%-85%)

Germany

40% plus local
taxes
28%

Exempt

2%-15%

Exempt

2%

1% share capital

37%

Exempt

Special tax on securities

Luxembourg

30%

Exempt

2.5%-21.25%
(comp. funds:
1%-6.5%)
4%-6%

Mexico

35%

Netherlands
New Zealand
Norway

35%

15%: Life and
Agricultural
Insurance are
exempt
Exempt

7%

33%

Exempt

3.8%

28%
(Fire and cattle
mutual insurers are
exempt)
34%

No VAT

No

No

Yes,
recoverable on
a pro rata basis

0.45-12%

License Fees: high rates

Ireland
Italy

Portugal

VAT

10%

CAPITAL, PAYROLL AND OTHER TAXES
State Payroll Tax: 1.5% payrolls > $200,000
Superannuation Guarantee Levy: 5% payroll > $500,000
Financial Institutions Duty: vary by State 0.6-0.1 per receipt
Capital duties (Gesellschaftssteuer): 1% of contributions;
Stock exchange turn over tax (Borsenumsatzsteuer); 0.04%0.15% 0f bonds and shares
0.17% on value of goods held by non-profit pension fund
organisations

9.25% tax on profits policies
Large Corporations Tax: federal tax of 0.225% of capital >
C$10 M
Capital tax is also imposed in two provinces
4.5% of 190% of payroll (compensation for VAT exempt
status) -- 0.6%-4% on deeds
N/A.
Financial Institution Overhead Tax: payroll, external payments,
depreciation (1%) -- VAT election in lieu
Employers Payroll Tax: 4.25%-13.6%
Social Contribution Tax: 0.1% turnover tax on value of shares,
stocks, real estate -- Registration, stamp duties based on
consideration paid or market value
Profit Sharing Plan: 50% of profits > 5% return on capital
Professional Tax: 15-25% on rental value of immovable
property

Municipal Business Tax: varies -- i.e., 10% in commune of
Luxembourg
Wealth Tax: 0.5% of market value of net assets
Municipal Business Tax on Capital: 0.2% of net wealth
Capital Investment Tax: 1% of initial capital contribution and
increases
Asset Tax: min. tax of 1.8% of average value of net assets –
excluding financial assets

1% of share capital
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6SDLQ6ZLW]HUODQGDQG8.KDVEHHQXSGDWHGWR2FWREHU2WKHULQIRUPDWLRQPD\EHGDWHGEXWKDVEHHQ
LQFOXGHGDVLQGLFDWLYHRIWKHDSSURDFKHVWDNHQE\GLIIHUHQWFRXQWULHV
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COUNTRY

Spain

Sweden
Switzerland
United
Kingdom
United States

INCOME TAX

RATE
35%
(25% for mutuals
and 20% for cooperatives)
28%

VAT

Exempt

15%

35%

Exempt

2.5%-5%

30%

Exempt

5%

35% plus state and
local

No VAT

3%-4%

Exempt

PREMIUM

TAXES
6%
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CAPITAL, PAYROLL AND OTHER TAXES
1% tax on capital formation

0.5% on shareholders equity

States capital and franchise taxes

COMPARISONS OF SELECTED OECD COUNTRIES: TREATMENT OF GENERAL
INSURANCE RESERVES AND PROVISIONS UNDER THE INCOME TAX 

COUNTRY

Austria

DISCOUNTING
Yes, more than 4 year
payout
No

Belgium
Canada

No
Yes

Based on specific rules, (historical standard
deviation, annual premiums in the current
and prior two years, 2 Mio., ATS, etc.)
No
No

Denmark

No

Credit insurance (as required by regulator)

Finland
France

N/A.
No

Based on historic standard deviations
No

Germany

No

Ireland
Italy
Luxembourg

No
N/A.
No

Conditions:
(1) annual premiums in current and prior 2
years exceed DM 250,000
(2) business not reinsured
(3) one underwriting loss in last 15 years
(4) standard deviation of claims over prior
15 years exceeds 5% of average claims for
that period.
Annual additional reserve = (current year
claim - the historical average experience)*
current year earned premiums + 3.5%
notional investment return
Maximum cumulative reserve = current year
earned premium * 450% * standard
deviation (see 4 above)
No
No
Permitted (as required by regulator) for
special types of insurance with large varying
risk factors (e.g. credit, hail) as a percentage
of net premiums

Mexico

No

Australia

EQUALISATION RESERVE
No

No



CATASTROPHE RESERVE
No

No
Nuclear: 100% of premiums net of
reinsurance less commissions
Earthquake: 75% of premiums net of
reinsurance
Based on statistical fluctuations in rate of
damages
No
Hail: 200% of premiums
Natural hazard: 300% of premiums
Space: 300% of premiums
Nuclear: 500% of premiums
3rd Party pollution: 500% of premiums
Credit: 134% of premiums
Maximum addition to reserve is limited to
75% of underwriting profit for each class of
business Reserves must be added back into
revenue within 10 years
Nuclear

No
No
Only for reinsurance business
Overall limit is a percent of average net
premiums over a 5 year period, varying from
1250% to 2000% according to line of business
Transfers to reserve may not create a loss and
transfers from reserve are required when line
of business incurs loss
Earthquake and Volcano eruption Insurance:
100% of premiums
Tax Deductible Allowance
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COUNTRY

Netherlands

DISCOUNTING
No

EQUALISATION RESERVE
Maximum annual transfer to reserve is lesser
of
- 0.09% of mathematical reserve
- 22.5% of retained profit
- taxable profit in the year
Reserve must be reduced if:
- other reserves strengthened
- debit balance of net capital gains or loss in
the year.
Total reserve can not exceed 22.5% of net
premiums
No
Required
Permitted as required by regulator
Permitted as required by regulator
No

New Zealand
Norway
Portugal
Spain
Sweden

No
No
No
No
No

Switzerland

No (unless approved by
regulator)

No

United
Kingdom

No

No

United States

Yes (discount and
claims payout rates are
prescribed)

Credit insurance. Same as regulatory reserve
(50% of premiums) except that funds must
be invested in federal non-interest bearing
"tax and loss" bonds Reserves must be
added back into revenue no later than 10
years
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CATASTROPHE RESERVE
Nuclear
Annual additions to reserve are the lesser of
50% profits on nuclear related risks, and
retained profits (before the reserve).
Total reserve may not exceed total amount
insured for these risks.

No
No
No
No
Permitted up to max. 25% of profits which has
the effect of reducing tax rate to 25% from
28%
For some lines of business -- mandatory for
credit and motor liability as required by
regulator
Annual transfers to reserve as a percentage of
net written premiums are:
Property (3%), pecuniary loss (3%),pecuniary
loss mortgage (12%), marine and aviation
(6%), nuclear (75%), non-proportional
reinsurance (11%)
Maximum reserves as a percentage of net
written premiums of prior 5 years are:
Property (20%), pecuniary loss
(20%),pecuniary loss mortgage (150%),
marine and aviation (40%), nuclear (600%),
non-proportional reinsurance (75%)
No

COMPARISONS OF SELECTED OECD COUNTRIES: PREMIUM AND OTHER TAXES
APPLYING TO THE GENERAL INSURANCE SECTOR

COUNTRY

Australia

Austria

GENERAL
 0%-5% for motor,
aviation, disability, crop,
livestock, hospital and
occupational indemnity
insurance
 5%-11.5% for other
11%

Belgium

9.25% except marine hull
(sea only), construction
risks and cargo insurance

Canada

2-4% provincial taxes
excludes reinsurance

STAMP DUTIES

OTHER

Additional 8% fire
protection tax
3% on liability insurance
for fire and explosion, paid
to security fund for fire and
explosion

exempt

Hail: 0.2 ATS for every
1,000 ATS amount insured
 10% health-disability tax
on private auto insurance
 5.5%-7.5% for social
reclassification of
handicapped (levied on
private and commercial
vehicles)
 0.25% for Red Cross
(levied on transportation
vehicles)
 Ontario/Québec: 5%
sales tax on auto insurance
and 8% and 9% on other
general ins.
 Newfoundland: 15%
sales tax except on
accident and sickness,
marine and some forms of
bond, fidelity and surety
insurance
 DKK 10 per policy for
flood damage
 1% on sum insured for
yachts/hull with home port
in Denmark
 15% tax on lorries > 6
tons loaded
 40% tax on buses
 DKK 230 tax on mopeds
 50% tax on other vehicles

1-1.25% provincial taxes

DKK 0.92 per DKK 1000
of sum insured on
buildings in Copenhagen
and Fredericksberg

Denmark

Finland

FIRE

 DKK 0.25 per DKK 5000
of sum insured or 12% of
premiums (except if issued
by a mutual insurance
company or if sum insured
is less than DKK 10,000)
 Additional DKK 5 per
policy on mortgage
guarantee business

22% except personal,
credit, medical
malpractice, reinsurance,
and cargo and transport
insurance
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COUNTRY

France

Germany

Ireland
Italy

Luxembourg
Mexico
Netherlands

New Zealand
Norway

GENERAL
 19% on yachts and sport
boats
 18% on cars
 9% on other insurance
 Fare paying transport,
aircraft and trucks are
exempt

FIRE
 7% on fire insurance on
professional assets
 30% on other fire
insurance

 15% general rate as of
1995
 13.75% for building
insurance
 14% for household and
personal effects insurance
 2% for sea ship damage
insurance
2% except marine, aviation
and transport insurance

5% on fire insurance
policies (12% for public
insurance institutions)

 21.25% on liability and
household ins.
 12.5% on rail and
agriculture risks (fire and
liability)
 2.5% on nuclear and
agric. risks (harvest,
livestock)
 7.5% on sea risks
 2.5% on personal
accident and health
 12.5% on motor
4%

21.25%

No

No

STAMP DUTIES

OTHER
Special taxes levied to
finance specific
compensatory funds:
 Fund for accidents of an
agricultural nature: 65%
or 85% on agric. work
accident insurance,
subscribed to by farmers
(3.5% if subscribed to by
non-salaried agric.
workers)
 Fund for automobile
accidents: 1.9% on civil
liability risks covered by
auto ins.
 Fund for agricultural
risks: 5% to 10% on agric.
risk insurance (other taxes
also levied on specific
agric. risks)
 Fund for construction:
8.5% to 25.5% on civil
liability insurance
subscribed by builders
(other temporary taxes also
applicable)
 Social security
contributions: 15% on civil
liability risks covered by
auto insurance
 Fund for guarantee
against acts of terrorism:
fixed tax rate (1 to 5 FRF)
from each insurance
contract

IEP 1 per policy except
marine, aviation and
transport insurance
 1% on all classes for
solidarity fund for victims
of extortion
 1% on motor for Road
Victims’ Fund
 6.5% on motor for
emergency treatment fees
(paid to local tax authority)

6%
No

7% except casualty,
sickness, disability
annuities, reinsurance, and
marine and transport ins.
3.8%
applies on reinsurance
premiums paid offshore
No
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No

COUNTRY

GENERAL
 0.45% federal tax
 1.75% State tax

Portugal

FIRE
 12% on fire and
workman’s compensation
insurance
 6% on agricultural and
cattle insurance

STAMP DUTIES
6-9%

OTHER
 Pension Updating Fund:
0.75% on workmen’s
compensation
Harvest Insurance
Compensation Fund:
0.15% on harvest insurance
 Motor Guarantee Fund:
2.5% on motor insurance
 National Medical
Emergency Institute: 1%
sickness, workman’s
compensation and car
insurance

6%

Spain
Sweden
Switzerland

15%
 5% except reinsurance,
unemployment, hailstorm,
cattle, fire, theft, etc.
 2.5% on life insurance
5%

United
Kingdom

GBP 35 per GBP 1 million
gross value of property
insured against fire in
Greater London Area

State taxes at 3-4% -exclude reinsurance

United
States
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UHWDOLDWRU\SURYLVLRQLQWKHSUHPLXPWD[OHJLVODWLRQ7KHUHWDOLDWLRQSURYLVLRQRULJLQDWHGLQWKHWKFHQWXU\ZKHQ
WKHSUHPLXPZDVPRUHRIDWDULIIRQLQVXUHUVIURPRWKHU86VWDWHV7KDWLVWKHWD[ZDVGHVLJQHGWRHQFRXUDJH
RXWRIVWDWHLQVXUHUVWRHVWDEOLVKUHVLGHQF\LQWKHVWDWH7KHVHWDULIIVHYROYHGIRUUHYHQXHUHDVRQVLQWRSUHPLXP
WD[HVOHYLHGRQDOOLQVXUHUVFDUU\LQJRQDQLQVXUDQFHEXVLQHVVLQDSDUWLFXODUVWDWH+RZHYHUWKHUHWDOLDWRU\DVSHFW
RIWKHWDULIIUHPDLQHGDQGFDQEHTXLWHRQHURXV&RXQWU\=PD\LQWURGXFHDSUHPLXPWD[RULQFUHDVHDQH[LVWLQJ
WD[RQDOOLQVXUHUVFDUU\LQJRQDQLQVXUDQFHEXVLQHVVZLWKLQLWVERUGHUV,QVXUHUVUHVLGHQWLQ=ZKLFKDOVRVHOO
LQVXUDQFHLQD86VWDWHPD\EHVXEMHFWWRDKLJKHUSUHPLXPWD[LQWKDW86VWDWHWKDQGRRWKHULQVXUHUV7KHIDFW
WKDW=¶VSUHPLXPWD[GRHVQRWGLVFULPLQDWHDPRQJVWLQVXUHUVLVQRWUHOHYDQWLQWKHFRPSXWDWLRQRIWKHUHWDOLDWRU\
WD[7KHUHWDOLDWRU\UDWHWDNHVLQWRDFFRXQWDOORWKHUWD[HVVXFKDVFDSLWDOWD[HVDQGZLOOWDNHLQWRDFFRXQWEUDQFK
RIILFHVDQGVXEVLGLDULHV7KDWLVWKHUHWDOLDWRU\WD[FDQQRWEHDYRLGHGE\PRYLQJLQVXUDQFHEXVLQHVVLQWRD
VXEVLGLDU\
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TAXATION AND REINSURANCE

INTRODUCTION
Reinsurance is a mechanism through which insurers can manage risks by shifting them to other insurers in
exchange for the payment of a premium. By allowing insurers to tailor their risks, it plays an important
role in the efficient functioning of insurance markets in OECD countries. Reinsurance can be particularly
important in the process of establishing viable insurance markets in economies where an insurance industry
has not previously existed as it is a means for start up firms to offload risks for which they have
insufficient capital. However, as with many other financial products, it can be the source of manipulation
and tax avoidance if it not properly treated within in the tax system. As always, the challenge is to find a
system of taxation of reinsurance which does not inhibit its important contribution to the establishment of
an insurance market while at the same time is not vulnerable to tax avoidance.
THE BASIC MECHANICS OF REINSURANCE
The reinsurance market has a number of actors. The first is the Insurer or Direct Writer of the policy.
The insurer writes the policy for the policyholder and is contractually responsible for any payments to the
policyholder that come due under the policy, even if those risks are eventually covered as part of a
reinsurance contract. The insurer markets the policy, bears the costs of its sale and on-going
administration and receives the premium income associated with the policy.
In a reinsurance contract, the insurer (Cedant) cedes the risks to a Reinsurer in return for the payment of
the reinsurance premium. As the contract is between the insurer and the reinsurer, any claims arising from
the contract give rise to payments between those two parties. The insurer remains responsible for settling
any claims with respect to the original insurance contract.
A reinsurer may in turn reinsure the risks that it takes on through a Retrocession of risks to a
Retrocessionaire. Such arrangements allow a reinsurer in turn to manage the risks which it takes on.
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TYPES OF RISKS COVERED UNDER REINSURANCE
Depending upon the type of reinsurance contract which is written, a number of types of risk can be
transferred from the direct writer to the reinsurer. While all of these risks could be present in a typical
reinsurance contract, depending upon the terms and conditions of the contract some may not be present.
The types of risks that are transferred will be related to the underlying motivation of the reinsurance
contract.
The most basic risk which can be reinsured is the Underwriting Risk that claims will be more than
expected and so the premiums which have been received by the insurer will be insufficient to cover all of
the claims which are made under the policy (or group of policies). This type of risk arises most typically in
types of P&C business, which can experience volatility in claims experience, for it can be difficult to
establish an appropriate premium. A particular example occurs where there is the possibility of major
catastrophic events which may give rise to a very large single claim or an unexpectedly large number of
related claims, (such as after an earthquake or hurricane). Accordingly the major motivation for entering
into reinsurance contracts which involve the transfer of significant amounts of underwriting risk is to
protect the insurer from events which could have the possibility of endangering its profitability and
possibly solvency. They have the benefit of reducing the capital required to support the business written
by the insurer.
Reinsurance contracts can also be used to manage other types of risk, which can arise after the basic claim
has been submitted, but before it is finally settled. Timing Risk arises from the possibility that the
payment of claims may occur before they are expected to be clamed, therefore increasing the present value
of the claims stream. Reinsurance can fix the present value of the claims at the amount of the premium
that is paid. Investment Risk arises due to the possibility that the yield on investments may be lower than
expected. In such cases the funds set aside in reserves to pay the future claims settlement will be
insufficient. Again, the use of reinsurance matches the value of premiums to the present value of the
claims.
Finally, for certain types of reinsurance contracts, the reinsurer shares in the cost of administering the
policy. In this case, the Expense Risk that administrative expenses exceed amounts expected is
transferred.
In addition, the reinsurer assumes a Credit Risk that the insurer may not pay premiums when due, that
subrogation rights may not be enforceable or that the retrocessionaire may be unable to pay amounts owing
on subsequent reinsurance taken out by the reinsurer. On the other hand, reinsurance contracts introduce a
new credit risk for the insurer; that the reinsurer does not in fact make good on its obligations.
TYPES OF REINSURANCE ARRANGEMENTS
There are two basic forms of the reinsurance agreements: reinsurance treaties and facultative reinsurance.
Under a Reinsurance Treaty, a one-year contract is undertaken where the reinsurer agrees in advance to
accept a specified amount of all risks or losses defined in the treaty. Accordingly, the reinsurer does not
have the right to examine and select from among those risks that meet the defined risks under the contract.
With a Facultative Reinsurance Contract, the reinsurer assesses each policy before agreeing to assume
risks. Facultative reinsurance is usually limited to large insurance policies.
Under either type of contract, the reinsurer and insurer will share risks on some agreed basis. There are
two main types of risk sharing arrangements. The first are Proportional Reinsurance Arrangements 56

where a constant proportion of each risk is shared - in effect an insurance partnership. In this case
reinsurance acts to reduce the overall size of the risks retained by the insurer, for all patterns of claim. For
example this can be used when the capital available to the insurer is limited relative to its capacity to
market policies.
Non-Proportional Reinsurance Arrangements, on the other hand, can be used to limit the maximum risk
faced by an insurer. This has the effect of protecting the insurer from those types of events, which would
directly affect its solvency, while maintaining the risks associated with more normal claims patterns.
These limitations can operate in a number of different ways. For example the insurer could retains risks up
to a maximum amount per claim (such as 20 000). The reinsurer would pay any claim above that amount.
This is called ‘per risk excess of loss’ reinsurance. Some agreements have limits on the amount payable
by the reinsurer for any particular event (an occurrence limit) which may give rise to a number of claims
triggered by the same event. Under a Per Occurrence Limit, the reinsurer accepts risks per event until a
“per occurrence” limit is reached. For example, an “occurrence may be an earthquake and its after shocks (may include an "Hours Clause" to limit the time period which qualifies as a single occurrence). Some
agreements are on an ‘aggregate portfolio’ rather than a per claim basis (called ‘aggregate cover excess
of loss’). In such cases the reinsurance will be triggered when the total claims for the insurer reach some
defined limit during a year.
Non-proportional arrangements are more common in P&C than life insurance, as P&C insurers generally
experience greater volatility of claims pattern. In addition, the amount of the claim may be subject to
considerable variation, (i.e. court settlements), while for life insurance the amount of the claim is generally
set out in the policy. Life insurers will generally use proportional reinsurance in order to manage the
capital required to support the business written.
The premium may be computed based on the insurer’s historic claims experience and what proportion of
premium would have been “burned up” by the reinsurance claims (Burning cost)
EXAMPLES OF REINSURANCE TYPES
Proportional reinsurance arrangements, assuming a 40 percent risk reinsurance
Claim #

1

2

3

4

5

Claim

50,000

75,000

20,000

10,000

30,000

Retention

30,000

45,000

12,000

6,000

18,000

Cession

20,000

30,000

8,000

4,000

12,000

In this case the insurer transfers to the reinsurer 40 percent of the risks on the policies which it has sold. It
will retain the contractual obligations with the insured and will administer the policies.
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Excess Of Loss Reinsurance, reinsuring any excess (per risk) above 20,000
Claim #

1

2

3

4

5

Claim

50,000

75,000

10,000

40,000

5,000

Retention

20,000

20,000

10,000

20,000

5,000

Cession

30,000

55,000

-

20,000

-

Retention per risk

20,000

In this case, the insurer pays any claims up to the limit of retention per risk, 20,000, and the reinsurer pays
the balance of the claim. It is settled on a claim by claim basis.
Excess per risk with Occurrence Limit of 80,000
Claim #

1

2

3

4

5

Claim

50,000

75,000

10,000

40,000

5,000

Retention

20,000

25,000

10,000

40,000

5,000

Cession

30,000

50,000

-

-

-

Retention per risk

20,000

Occurrence Limit

80,000

In this case, the reinsurer accepts risks on a claim above an excess per risk of 20,000. But if the claims
arise from the same event (i.e. an earthquake), then the total claim payable by the reinsurer is capped, in
this case at 80,000. The reinsurer does not assume the risk of a catastrophic claim. The insurer would
need to take out additional reinsurance to cover the possibility of major claims arising from a single
catastrophic event.
FINANCIAL GOALS OF REINSURANCE
Reinsurance can be used to achieve a variety of financial goals and so plays an important role in
facilitating and supporting a sound insurance market capable of assuming a large variety of risks. In
particular it can help to diversify and spread risk and so is particularly helpful for smaller companies and
markets. However reinsurance contracts can also be used in a variety of situations where there is little
transfer of risk, (i.e. after claims have been submitted or with predictable lines of business such as life
insurance) and then it can be directed at other financial goals, other than pure risk management. Such
reinsurance is known as financial reinsurance.
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Equalisation/catastrophic protection
Excess of loss reinsurance reduces the possibility that an insurer will suffer extraordinary losses in a given
year. This can be particularly important when there is the possibility of a single event giving rise to
significant third party claims, such as an oil spill or damages arising from a civil suit. As such it smoothes
income and puts an upper bound on losses, improving the consistency of financial performance over time
and providing solvency protection.
Surplus relief
Reinsurance transfers risks and premiums to the reinsurer, effectively reducing the size of the business,
thus reducing the amount of capital that is required to maintain a given ratio of risks to capital.
Proportional reinsurance can be used to increase surplus when the reserves calculated on transferred risks
exceed the true market value of the risks as measured by the reinsurance premium. This will occur when
outstanding claims are not discounted or acquisition expenses not deferred in the reserve calculation so that
the reserve required for regulatory purposes, (and often tax purposes), over-estimates the true value of the
liability assumed by the insurer. In this case the use of reinsurance allows an insurer to sell more business
than their own surplus would justify, so maintaining market share or financing a major expansion of their
business without acquiring additional capital.
In some cases a regulator may not allow reserves to be reduced is the reinsurer is off-shore and therefore
out of its regulatory reach. Some forms of reinsurance (i.e. Modco insurance) can deal with this as will be
illustrated in an example below.
Help start-up insurers
Reinsurance allows a start up insurer to effectively borrow surplus for underwriting new business, when
marketing capacity exceeds capital available to the firm. The transfer of excess risks of financial loss helps
small insurers reduce claims volatility, as they do not have sufficient business to pool risks. The insurer
may also be able to make use of the reinsurer’s underwriting expertise in order to better price and manage
their risks.
Source of “loans”
Reinsurance may be achieved with little or no cash transfer (funds withheld arrangements), and so
becomes a type of loan of funds from the reinsurer. It avoids the appearance of debt on the balance sheet
and may have tax advantages when interest arising from an ordinary loan would be taxed or subject to
restricted deductibility.
Avoiding regulatory restrictions
In some situations, there may be regulatory restrictions imposed on the insurers to the effect that domestic
reserves must be maintained for business which has been ceded offshore. This is intended to maintain the
domestic regulator’s ability to verify solvency. Rearrangements, known as modified co-insurance
(Modco), can be used to circumvent these restrictions.
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SURPLUS RELIEF: NON-DISCOUNTING OF OUTSTANDING CLAIMS
Without
Reinsurance

With
Reinsurance

Difference

41.7

41.7

0

--

(41.7)

(41.7)

L1

Premiums received

L2

Outward reinsurance premium

L3

Claims incurred reserve

45.0

--

45.0

L4

Income (L1-L2-L3)

(3.3)

0

3.3

L5

Assets

41.7

0

(41.7)

L6

Outstanding claims reserve

45.0

0

45.0

L7

Surplus (L5-L6)

(3.3)

0

3.3

Surplus relief of this type, called ‘portfolio loss reinsurance’, is generally accomplished by purchasing
reinsurance with respect to policies on which claims have already been made. Thus it is not directed at risk
management since there is no underwriting risk £ the reinsurer assumes investment risk and some risk
relating to the amount of claim to be settled during the runoff of claims. Rather it increases surplus (net
assets) because the premium reflects the present value of transferred liabilities while the reserve for the
insurer’s outstanding claims are based on the ultimate cost and not the discounted value of the claims.
Differences can also arise when policy reserves of life insurers do not fully defer acquisition costs or use
conservative assumptions in computing the present value. The result is that the policy reserve exceeds the
market value of the liability.
The transfer of liabilities on the balance sheet has the effect of increasing income reported on the income
statement. Accordingly the insurer can use the technique to smooth out its reported earnings in a year
when it has an adverse claims experience. This increases the income of the insurer and could result in an
increase in taxation unless the insurer has sufficient tax losses to absorb the increase. If however, the
claims are already discounted for tax purposes and acquisition costs are deferred, then the transfer does not
have any adverse tax consequences.
Such transactions can also be used to transfer income from taxable insurance companies to those with tax
losses and so can be used for selling tax losses. This is known as reverse surplus relief.
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LOAN: LIFE COINSURANCE (FUNDS WITHHELD), 40 PERCENT REINSURED
None
Net premiums
Net Investment return
Reinsurance allowances
Claims
Net reserve increase
Commissions + premium tax
Acquisition + maintenance
Profit (Loss)
Balance Sheet
Invested assets
Other assets
Policy reserves
Other liabilities
Surplus (current year)

Insurer

Reinsurer

1,000
75
(80)
(250)
745

600
45
100
(48)
(250)
282

400
30
(32)
(100)
188

825

825

80

48
330
447

330
32

745

298

Under funds withheld co-insurance, no cash is transferred to the reinsurer when the premium is due.
Instead the insurer establishes a liability on behalf of the reinsurer for the premium (400 above), in effect a
loan. This premium due is offset in part by a reinsurance allowance (100) representing the share of the
commissions and premium taxes owed by the reinsurer to the insurer with respect to the business that has
been ceded. The insurer credits interest to the net of these withheld amounts (30). These amounts are
combined to leave a net balance outstanding (330). The funds that are withheld are the insurer’s liability
and the reinsurer’s asset (in lieu of cash payments). The reinsurer brings to account the credited interest as
investment earnings. The balances in the account are settled periodically or at the end of the contract.
Where the reinsurer is credited with a fixed interest rate, the funds withheld are equivalent to coinsurance
funded by a loan from the reinsurer.
AVOIDING REGULATORY RESTRICTIONS: LIFE MODIFIED COINSURANCE

Net premiums
Investment return
Reinsurance allowances
Modco adjustment
Claims
Net reserve increase
Modco adjustment
Commissions + premium tax
Acquisition + maintenance
Profit (Loss)
Balance Sheet
Invested assets
Policy reserves
Surplus (current year)

None
1,000
50
(80)

Insurer
500
29
250
40
(80)

(500)
470

(500)
239

(40)
(250)
231

550
80
470

319
80
239

231
231
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Reinsurer
500
21
-

With modified co-insurance, the insurer retains the reserve and usually the investment risks. It is used
when the regulator does not allow the risks associated with business written in its country to be shifted
outside of its jurisdiction and control. In this case the regulator requires the insurer to maintain a full
reserve for future claims for the risks even though they have been reinsured and so in principle any claims
arising from them would be covered by payments from the reinsurer. However the insurer can include in
income a modified co-insurance (modco) adjustment equal to the reinsurer’s portion of the increase in
reserves from writing the policies. In the example the adjustment is paid immediately, if the payment were
deferred it would include an interest rate applied to the reserves. Where the interest rate is the insurer’s
yield on assets, the insurer retains the investment risk. It is similar to a loan from the reinsurer. This can
be used to avoid withholding taxes on interest if the interest portion of any eventual payment is not
characterised as interest.
TAX MOTIVATIONS FOR REINSURANCE
As can be seen from the above discussion and examples, there are many non-tax reasons for the use of
reinsurance. However, these arrangements can also have a tax motivation, especially when the reserves
that are allowed for tax purposes do not accurately reflect the true economic value of the transactions (i.e.
non-discounting or padded reserves). In some cases, reinsurance may be used for domestic tax planning, in
others it may involve international tax planning. Arrangements involving reinsurance include schemes to:
 Transfer losses between taxable and non-taxable insurance companies
 Transfer assets to a non-resident reinsurer to avoid taxation of the associated investment income
 Transfer funds to related offshore reinsurers
Transfer of Losses: 40 percent Quota Share
None
Net Premiums written
Net earned premium (50% of 1)
Net Expenses (20% of 1)
Net Claims incurred
Underwriting profit (2-4-5)
Investment return (10%)
Profit (6+7)

100.0
50.0
20.0
45.0
-15.0
4.0
-11.0

Insurer

Reinsurer
60.0
30.0
12.0
27.0
-9.0
2.4
-6.6

40
20.0
8
-6
1.6
-4.4

Under quota reinsurance the direct writer pays a reinsurance premium to the reinsurer, receives an
allowance for expenses and receives payment for the reinsurer’s share of claims. The reserve established
by the insurer is reduced by the risks that are ceded. In the example, outstanding claims are not discounted
and expenses are not deferred. Accordingly the reserve which is allowed for tax purposes exceeds the
reinsurance premium which reflects the actual economic cost of acquiring the risks. As profits are
computed net of reinsurance ceded to reinsurer this has the effect of transferring losses of 4.4 (40 percent)
to the reinsurer. If the insurer is in a loss position and the reinsurer is taxable then the loss shelters part of
reinsurer’s income from tax, allowing a reduction in the reinsurance premium charged to the insurer.
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If the transaction were made on a funds-withheld basis and the reinsurance premium was paid on
settlement with interest, then the transaction would be a form of after-tax financing, since the insurer
would receive financing at a reduced rate of interest because of the ability of the lender/reinsurer to shelter
other income from tax.
Transfer of Investment Assets: Life Coinsurance (50 percent Quota Share)
None
Net premiums
Investment return
Reinsurance allowances
Claims
Net reserve increase
Commissions + premium tax
Acquisition + maintenance
Profit and loss (current year)
Balance Sheet
Invested assets
Policy reserves
Surplus

1,000
50

Insurer

Reinsurer

(80)
(500)
470

500
25
250
(40)
(500)
235

500
25
(40)
(250)
235

550
80
470

275
40
235

275
40
235

Coinsurance transfers a proportion of all attributes of the underlying policies to the reinsurer (premiums,
expenses, and claims). The scheme can shelter investment income when the reinsurer is offshore.
Effectively the offshore reinsurer earns 50 percent of the investment income. If the reinsurer has been
established in a tax haven, the investment income will be able to accumulate on a tax-free basis, once again
allowing a reduced reinsurance premium. If the reinsurer is related, then the company has effectively
invested the funds offshore to avoid tax.
INSURANCE CAPTIVES
Insurance captives are insurance companies established in offshore jurisdiction typically by non-insurance
companies (i.e. banks, large automobile makers or retailers). They started as way to self-insure risks that
insurers would not assume (hazardous waste, toxic tort, or credit liability). In many jurisdictions noninsurance companies cannot establish reserves for such future contingent expenses. They may only
recognise expenses when they become fixed and determinable. In such cases, a liability would be reported
on the company’s financial statements, but the company could not claim a reserve for tax purposes in
respect of the future liabilities. (Insurance companies are allowed to establish reserves under special
provisions.)
To avoid this situation, companies set up special purpose insurers to gain a deduction for premium
payments to the insurer. The companies were established offshore to avoid domestic regulatory
requirements and to avoid domestic tax on the profits arising from the transaction. This opens the
opportunity to transfer assets and income to the offshore captives by earning the investments income
offshore and through transfer pricing arrangements that increase the deductible premiums paid.
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POLICY OPTIONS
The principle goal of tax policy in this area should be to restrict the possibility of reinsurance being used to
artificially reduce taxes, while maintaining the ability of the insurance industry to use reinsurance for
legitimate risk management and other business purposes. Possible responses to tax planning through
reinsurance include:





Treat financial reinsurance as financing
Premium tax on offshore reinsurance
Restrictions on deductions for insurance premiums
Accrual taxation of profits of captive insurers

Treat financial reinsurance as financing
Financial insurance does not transfer significant risk and so can be viewed as a deposit with the reinsurer
rather than a true insurance premium. The premium amount is deposited with the reinsurer, investment
income accrues with respect to the amount deposited and the original deposit plus an investment return is
paid by the reinsurer to the insurer as the claims are settled. Viewed as a deposit the appropriate treatment
would be no deduction by the insurer for premiums paid to reinsurer and the interest income would be
included in income as it accrues. The reinsurer would not include the premiums in income and would be
allowed a deduction for the accrued interest. The insurer would retain the deduction of the full policy
reserve.
In order to qualify as true reinsurance, Australia and the US require a transfer of insurance risk
(underwriting and timing risk) and exposure to significant loss (computed as the PV of cash flows from a
worst case scenario). While the basic policy is reasonably clear, discovering instances of financial
reinsurance remains a problem during audits, since it is necessary for auditors to review bulky reinsurance
agreements to determine the true characteristics of a reinsurance agreement.
Reinsurance transactions must meet the following conditions under the US Anti-Avoidance Rule (IRC
845):
 transfer of insurance (underwriting) risk;
 a business purpose for the reinsurance; and,
 the transactions must not be entered into to avoid tax (if the parties are unrelated) or involve
avoidance or evasion if the parties are related (a tougher test) - the related company test requires
evidence of significant tax avoidance effects.
A number of characteristics can be used to identify financial reinsurance:
 Finite risk: reinsurer’s risk of underwriting loss is subject to a limit, this may be effected by clauses
such as cancellation provisions, financial guarantees, letters of credit, side agreements, fixed claim
schedules or delay of payment clauses;
 Low risk margin: reinsurer’s expected profit is small and does not follow the fortunes of the insurer;
and,
 Profit commissions: reinsurer returns excess profits based on a percentage of the reinsurer’s net
profit (or incurred loss ratio) of the business or with retrospective adjustments, negative experience
rated refunds, indemnity commission paid in advance but repayable if the policyholder does not pay
the premium (the policy is allowed to lapse), overriding commission over and above the acquisition
64

cost to allow for additional expenses or portfolio commission in additional commission based on
the claims experience under a reinsurance treaty.
USA financial reinsurance accounting standards (see FASB Statement No. 113) cover:
 short-duration contracts, which include most P&C risks, yearly renewable life insurance contracts
and some accident and sickness risks; and,
 long-duration contracts which include most life and accident and sickness insurance risks.
Each contract is tested separately (at the inception of the contract) and takes into account side agreements
or other contracts that could indemnify the reinsurer. The reinsurer must be subject to the reasonable
possibility of beneficial financial loss (not defined). For short-duration contracts there must be a transfer
of significant underwriting and investment risk. Long-duration contracts must transfer significant
mortality and morbidity risk. Transfer of only investment risk (low return or asset defaults), expense risk
(higher than expected expenses), and credit risk (risk that the reinsurer will default on payments), even
when significant, is not sufficient to qualify a contract as true reinsurance.
Reinsurance Premium Tax
Premium taxes generally apply only on premiums paid to the direct writers of insurance. They do not
apply to premiums paid to reinsurers under the assumption that the premium has tax has already been paid
once. However some jurisdictions (i.e. the US) apply premium taxes to premiums paid to non-resident
reinsurers. A premium tax on such payments plays the role of a withholding tax in ensuring that the
country in which the policy has been written receives a share of the revenue arising from the business.
Accordingly countries which levy such a tax may provide exemption through double taxation treaties. A
tax on offshore reinsurance premiums may also be seen to play a role in reducing tax avoidance in an area
that is hard to audit effectively.
The major argument against premium taxes is that they act as a “tariff” on legitimate reinsurance. Unless
the internal market for reinsurance is large and well developed, this will raise the risk and therefore the cost
of using reinsurance. These extra costs will be passed onto consumers and businesses in the country in the
form of higher premiums for insurance.
The tax would apply to the consideration paid or payable to a reinsurer not licensed to carry on an
insurance business in the country. In principle the tax should also apply to certain amounts withheld from
the premium by the insurer in order to tax the gross, rather than the net premium. Such amounts would
include any “premium reserve” established by the insurer to protect against the reinsurer’s default (insurer
credits an agreed amount of interest to the fund), and to amounts deducted for reinsurance allowances and
profit commissions.
Exemptions for some types of reinsurance are difficult to administer where the premium covers many types
of insurance lines of business. The tax should apply to premiums paid by reinsurers and insurance brokers
as well in order to prevent them “fronting” tax avoidance. Fronting occurs when an insurer pays a
premium to a domestic reinsurer on condition that reinsurer cedes the business to a non-resident (usually
related to insurer) or when the insured pays premiums to brokers acting on behalf of non-resident (broker
pays premiums to non-resident).
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Restriction of deduction of reinsurance premiums
Offshore reinsurance could be further discouraged by disallowing a deduction of premiums paid to an
offshore reinsurer even if underwriting risk is transferred (Denmark). The arguments for and against this
treatment are similar to those for premium taxes, except that the effective rate of tax is much higher when a
deduction is denied.
The US IRS does not allow a deduction for premiums paid to another company (captive) within the same
group as, by definition, no transfer of risk is possible within corporate group. Companies that have
offshore subsidiaries that offer insurance to non-related parties as well have challenged this treatment. In
this case, the Court ruled that the premiums can be deducted if there is risk distribution, i.e. if the captive
carries on an active insurance business with unrelated companies£30 percent of gross premiums arising
from unrelated businesses was sufficient
Accrual taxation of offshore income
The general treatment in the country of residence of the parent company of income earned in foreign
subsidiaries is either to defer taxation of such income until it is repatriated in the form of a dividend or to
exempt such income from tax entirely. This treatment is consistent with the concept of capital import
neutrality which requires that subsidiaries face the same tax rate as their competitors who are based in the
foreign country, at least as long as the income is retained in that country. However, a number of OECD
countries have systems designed to limit the tax-free accrual of “passive” income in offshore subsidiaries.
The issues of competitiveness arising with active business income do not occur for passive income and
such income, which would be taxed in the jurisdiction of residence, may be easily moved simply to avoid
taxation. So anti-deferral regimes are explicit anti-avoidance devices, designed to protect the domestic tax
base on mobile portfolio capital.
In a number of countries, profits earned by offshore insurance captives can be brought into this type of
regime. For example, in the US, insurance income earned in a foreign subsidiary from insuring risks of
related parties is included in the Sub-Chapter F accrual tax regime.
A number of questions arise in the application of such a regime.
Should the regime apply only if the captive is in a tax haven? If so, how to define this? Possibilities
include:
 countries with low statutory tax rates;
 countries with low effective tax rates;
 countries where the tax on the income would be “substantially” lower than in the country of
residence; and,
 a list of “black” countries (or a list of “white” countries).
While the foreign subsidiary may be a captive, which has been established abroad in order to avoid
taxation in the country of residence, it might be a legitimate insurance company operating independently of
the parent company. In such cases the rule could inhibit the parent company from purchasing insurance
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from its subsidiary, even if it otherwise offered the most cost effective insurance policy. Accordingly, in
some cases, the accrual tax regime is applied only if there is insufficient activity with unrelated companies,
(i.e. 50 percent share of revenues in the US.)

COMPARISONS OF SELECTED OECD COUNTRIES: TREATMENT OF REINSURANCE

COUNTRY
Australia

Austria
Belgium
Canada
Denmark

Finland
France
Germany
Ireland
Italy
Luxembourg
Mexico
Netherlands
New Zealand
Norway
Portugal
Spain

Sweden
Switzerland
United Kingdom
United States





GENERAL
10% of premiums added to taxable income of
ceding company. A 3.6% effective tax
Exempt from state stamp duties
exempt
N/A.
Exempt
-34% premium (excise) tax on premiums received
by foreign and domestic resident insurers
0% on premiums received by non-resident insurers
-DKK 50 stamp duty on reinsurance placed in
Denmark
-Exempt from VAT
Exempt
Exempt
Exempt
Stamp duty : 0.1% of sum insured
N/A.
N/A.
3.5% tax on premiums paid to reinsurers, otherwise
exempt
Exempt
3.8% tax on premiums paid offshore
N/A.
Subject to VAT
1.5% withholding tax on non-resident reinsurer on
difference between gross amount and commissions
and indemnities received from non-resident (no tax
if tax treaty)
Exempt
Exempt
Exempt
1% excise tax on premiums paid to non-U.S.
reinsurer (may be waived in tax treaties)

LIFE
10% or premiums included in taxable income of
ceding company (effective rate 3.9%)
exempt
N/A.
Exempt
34% on premiums received by foreign/domestic
resident, (0%) non-resident, DKK 50 stamp duty on
reinsurance placed in Denmark, VAT exempt

Exempt
Exempt
Exempt
Stamp duty: 0.1% of sum insured
N/A.
N/A.
Subject to 10% VAT
Exempt
3.8% of premiums paid offshore
Exempt
Subject to 16% VAT
1.5% withholding tax (exemption through tax
treaties)

Exempt
Exempt
Exempt
Premiums paid to non-U.S. reinsurer (1%)
(exemption through tax treaties)
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LIFE INSURANCE COMPANIES

NATURE OF LIFE INSURANCE
Like P&C insurance, life insurance provides the insurance coverage for policyholders against the risk of
loss. However, unlike the risks of financial loss covered under P&C insurance contracts, which relate to
loss resulting from theft, accident or natural disasters, life insurance provides cover for the risk of
premature death. Thus, life insurance is a form of insurance cover for the loss of potential income resulting
from premature death. Life insurance annuities also provide a form of reverse life insurance where
benefits are paid to beneficiaries over the remaining life of the beneficiary or beneficiaries. Thus,
premature death will result in lower than expected benefit payments.
Like P&C insurers, life insurers operate as intermediaries pooling the premiums and risks of many persons.
The insurance risks are transferred to the life insurer by it taking on underwriting risks. However, due to
the long-term nature of life insurance contracts, the determination of underwriting profit or loss can take
many years. Indeed, not until all policyholders die and claims are paid out can a life insurer ascertain its
actual underwriting profit.
In the case of annual renewable life insurance, the underwriting risks are more similar to P&C insurance
and therefore the insurer will be able to quantify its underwriting loss shortly after the end of the contract
period.
TYPES OF INSURANCE POLICIES
Life insurers generally provide three distinct types of product: non-life insurance such as accident and
health, ordinary life insurance and annuity business. (Life companies may also use their actuarial expertise
to operate pension businesses. In such cases the pension business is “segregated” from the insurance
business in special funds.)
Non-Life Insurance Policies
Life insurers in many markets provide certain forms of non-life insurance related to personal risks. They
include the following:
 dental and medical cost insurance;
 long term insurance which is for residential health care, cost of special needs, and a caregiver in the
event of long-term incapacity in old age;
 disability insurance which provides periodic benefits in the event of disability resultant from an
accident or medical condition which results in the insured person being unable to work;
 dread disease insurance which provides a benefit upon the diagnosis of specified life threatening or
debilitating diseases; and
 accidental death which is usually provided as a rider (addition to) another insurance contract for
high risk occupations or activities or as a separate travel insurance policy.
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Ordinary life insurance
Ordinary life insurance includes, term life insurance, whole life insurance plans, endowment life insurance,
and universal life.
Term life insurance policies provide life insurance coverage to the insured person for a fixed period of
time. For example, yearly renewable term life insurance often provided through group insurance plans
provides life insurance for one year. The premiums may be adjusted upon each renewal of the policy. In
other cases, the term of the life insurance policy might be five, ten, twenty or more years. One particular
term life insurance, term to 100, provides life insurance until age 100£in effect, it is a whole life plan
which does not provide any benefits to the insured other than on death. Some term life insurance policies
are renewable on maturity without the insured having to demonstrate their insurability (that is, they do not
have to pass a medical examination). The renewal premium is higher due to the policyholder’s increased
age and the possibility of anti-selection (unhealthy persons will renew).
Some policies are also convertible to whole life insurance at any time without evidence of insurability.
Whole life insurance provides life insurance coverage to the insured person for the person’s whole life. An
important feature of whole life insurance plans, like most life insurance policies, is for premiums to be
fixed, and payable over many years. In the case of whole life, premiums are often payable until death or
until retirement. As a result, premiums in the early years of a whole life policy greatly exceed the cost of
insurance. Therefore, an important difference between term life insurance £ particularly term to 100 £ is
that whole life insurance policies provide two benefits: a benefit on death equal to the sum insured and an
amount on termination of the policy. The amount payable on termination is called the cash surrender value
and is usually a portion of the assets contributed from the date of effect of the policy until termination.
Some whole life policies are limited pay policies that restrict the number of payment periods to some fixed
number of years. Once all premiums have been paid, the policy is “paid up”. Some adjustable whole life
policies have premiums and/or the sum insured indexed with inflation or asset yields.
Endowment Insurance is similar to whole life insurance in that it builds up capital that is returned to the
policyholder and provides life insurance cover over its term. It differs, however, in that it provides for
payments to be made to the policyholder without the surrender of the policy beginning at a fixed date in the
future. In a sense it combines an insurance feature with a deferred annuity, (see below), and so contains an
explicit savings function for the policyholder.
Universal life insurance takes this process one step further in that it combines two products in a transparent
manner - a term insurance product and a savings vehicle. Under universal insurance, the cost of pure
insurance is deducted from the premium and the balance is kept in an account that earns a market rate of
interest. This interest rate may not be fixed in advance, as it implicitly is in other insurance products, in
which case the policyholder would accept the investment risk, rather than the insurer.
Some policies may be participating, in that they may provide for a basic guaranteed return, with the
possibility of further returns if there is a good profit experience with respect to that line of business by the
company. Policies that have only a fixed (implicit) rate of return are non-par policies.
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SAVINGS IN LIFE INSURANCE POLICIES
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Pure savings contracts£ investment bonds, sinking funds, pure endowment contracts, term certain
annuities and most deferred annuities £do not provide insurance pooling. In these cases the main risks
accepted by the insurer are investment risks.
In contrast ordinary life contracts include both an insurance and savings component. The savings
component is due to the prefunding of death benefits resulting from the fact that premiums initially exceed
benefits on death (death benefit = number of deaths x sum insured). Investment earnings on prefunded
premiums contribute to the funding of future benefits.
Prefunding may be returned (net of expenses) when the policy is surrendered (the benefit receivable on
lapse of the policy is the cash surrender value).
ANNUITIES
Annuity business is a large portion of the business of a typical insurance company and is comprised of two
forms of annuity: immediate annuities and deferred annuities.
Immediate annuities
Immediate annuities provide periodic benefits in return for a capital sum. A Certain annuity has a fixed
number of benefit payments, which will continue to be paid to the survivors of the annuitant in case of
death before the termination of the period.
A Straight Life Annuity provides benefits until death of the annuitant. If the annuitant dies prematurely, a
portion of the capital amount invested is lost. If on the other hand, the annuitant lives longer than expected
actuarially, then the payments exceed the capital amount and its accumulated interest. A variant of straight
life annuities is a Joint survivor life annuity that provides benefits until death of the last annuitant on the
contract (both spouses).
Some life annuity contracts are a blend of life annuity and certain annuity. For example, a life income
annuity with period certain annuity provides a guaranteed minimum number of payments while a refund
annuity guarantees that the benefit payments will return the consideration/capital sum but not interest.
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Variable life annuity provides flexible benefit payments based on the investment earnings of a special fund
and may or may not have an element of the annuity certain.
Deferred annuities
Deferred annuities are usually pension business and are considered to be life insurance only because the
policyholder may purchase a life annuity with the accumulated fund.
COMPANY TAXATION£ACCOUNTING FOR INCOME
Profits on an insurer’s non-life insurance business are usually measured in the same way as P&C insurance
business. That is, premiums and investment returns are the major sources of taxable revenue of the insurer
and commissions, administrative expenses and incurred claims are the major deductions. Outstanding
claims are usually small and “short-tail” compared with P&C insurance.
Most countries tax the profits of life insurance business in a similar way to the P&C insurance business.
However, there are some important differences in accounting that are contained in the financial statement
accounting that are normally transferred to the tax system as well. Moreover, the incurred claims are with
respect to events, i.e. death, which may not actually occur for many years. Thus the claims which are
incurred but not reported form a significant part of the insurer’s accrued expenses. Reserves are therefor
used to account for these liabilities and these reserves are very large. The size of the reserves relative to
income and the number of assumptions which are required in their calculation have traditionally meant that
life insurance companies have been very hard to successfully tax, unlike P&C insurance companies.
Some countries £ Australia, Ireland, New Zealand, Sweden and the United Kingdom £ apply different
forms of taxation principally on the net investment income of the life insurer.
POLICY RESERVES
As previously indicated, the measurement of a life insurer’s profit necessarily involves a long period of
time. Profits vary because premiums are low relative to the level of benefits (competition or little claims
experience on new business), surrenders are high (insurer does not recover prepaid expenses), mortality is
unexpectedly high (i.e. Aids) or investment returns on assets are low.
There are two funding issues for life insurers. One the one hand, the receipt of premiums in excess of
current death benefits results in an asset that the insurer must invest to meet future liabilities. On the other
hand, a common feature of life insurance policies is that commissions are paid upfront to agents selling the
insurance policies. These commissions are usually paid at the time of the insurer accepting to underwrite
the policy. For some types of policies these commissions can be two to three times the amount of the
premiums received in the first year of the policy.
Thus, in the early years of the policy, the premium in excess of the cost of pure insurance can cover only a
part of the expenses, mainly commissions, of the policy. Accordingly, the insurer must use some of its
surplus to pay the agent. In a sense, the insurer borrows funds from the policyholder and its
shareholders/participating policyholders so that it can pay for the commission. It expects to recover that
surplus with interest through future premium receipts and then to begin to build up capital with respect to
the policy.
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These two timing issues create difficulties for the computation of the life insurer’s policy reserve. The
main issues with the policy reserve computation are:





the treatment of expenses;
the premium used in the reserve computation;
the assumptions used (margin for adverse deviation, MAD); and
the treatment of policy dividends.

The policy reserve is a measure of the life insurer’s future liability with respect to its life insurance policies
measured at the end of the current accounting year. This requires a comparison of the present valuation of
future liabilities with the present value of future premium receipts. In terms of the benefit and premium
components, the life insurer must estimate the probability of death each year under the policy. This is
usually easy to do because mortality rates are fairly predictable if the insurer has a sufficiently large pool
of policyholders. What is more difficult for the actuary to estimate is the yield the life insurer will earn in
the future on the assets it holds to pay future benefits. It is also difficult to estimate the probability that a
policyholder will lapse or otherwise terminate its life insurance policy prior to death or the term of the
policy. The most basic reserve calculation is the net premium reserve,
NPRt = PV(b) - PV(rp),
where b is benefits expected to be paid out in a year and rp is the level premium required to fund those
benefits, (that is, it does not include the portion of the premium which is used to fund expenses and to
provide a contribution to the surplus of the insurer). The premium, known as the risk premium, is
calculated as the level premium that sets the reserve to zero at the beginning of the first year of the policy.
A major issue in the computation of policy reserves is the treatment of acquisition costs. Most ordinary
life policies have high acquisition costs in the first year of the policy. Costs later in the policy relate to
policy administration costs including payment of benefits, investment and general overhead expenses. The
insurer prices the policy to recover the acquisition expenses through the premiums (the premium load for
expenses). As noted above, this repayment may take a number of years with multiple premium payment
policies.
Under accrual accounting concepts, acquisition costs should be deferred as they represent expenses that
relate to the earning of future income, i.e. the stream of future premiums. However in the net premium
reserve computed above, the adjustment for acquisition expenses implicitly assumes that they are spread
evenly over the premium paying period, since the adjustment for expense loading is the same for each
premium. Accordingly, the excess of the premium over the cost of pure insurance in the early years of the
policy is treated as if it were available to fund future benefits rather than having been diverted to pay the
upfront costs of selling the policy. Thus the policy reserve, which measures the assets set aside to fund
future benefits, will be positive even though there are no assets to be invested.
In many countries, acquisition expenses are deferred, at least partially, through some form of adjustment to
the net premium policy reserve defined above. The adjustment can be somewhat arbitrary by using a
Zillmerization approach, which is common in the EC for regulatory purposes. This approach adds expenses
(or a portion thereof) to the above reserve computation by treating them as a benefit to the policyholder,
therefore relaxing the assumption that all expenses occur evenly over the premium paying period, such that
the policy reserve is as follows:
PR t = PV (b + e) - PV(p)
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Other reserve computations, described below, can be used to adjust the way the reserve is defined.
DIFFERENT TYPES OF RESERVES
There are a number of reserve computations internationally for tax and regulatory purposes. The different
techniques used seek to address the major policy issues in the reserve calculation in different ways.
As indicated above the net premium reserve does not defer upfront expenses. The reserve is computed only
taking into account death benefits and the receipt of future risk premiums. The reserve at the end of the
first year is positive since it reflects the prefunding that has occurred equal to the premium plus interest
less the cost of pure insurance. (See Column A)
Column B shows a basic form of Zillermization approach which defers an arbitrary amount of acquisition
expenses equal to the first year amount of prefunding - a one year preliminary term reserve. Under this
reserving system, there is no reserve at the end of the first year as the excess premiums received have been
assumed to be used to fund acquisition expenses.
Column C shows the cash surrender value, that is the amount of the accumulated surplus in the policy after
the loan from the surplus of the company used to fund the upfront acquisition costs has been repaid with
interest. It represents the amount that the company would be willing to pay to the policyholder should it
decide to terminate coverage, (i.e. lapse the policy). Ordinarily it will be some percentage of the net assets
built up with respect to the policy. Accordingly it reports a zero amount until such time as there is a net
positive amount in the policyholder’s account.
Different Types of Reserves

Year

A

B

C

D

Net Premium
Reserve

1 Year
Preliminary Term
Reserve
0.0

Cash Surrender
Value

Policy Premium
Reserve

1

5.2

0.0

(7.8)

2

10.9

5.6

0.0

(4.2)

3

17.0

11.7

0.0

0.4

4

23.6

18.2

0.9

6.0

5

30.7

25.2

2.5

12.3

15

129.2

123.6

74.1

116.1

25

265.3

260.4

234.4

250.4

35

432.8

428.9

386.0

418.8

45

609.4

606.7

546.0

598.8

55

760.3

758.6

682.7

760.7

Under Column D, all forms of benefit and expenses are included in the present value computation of the
reserve. This is the policy premium method and it represents the least conservative form of reserving. The
policy premium method implicitly recognises the loan from the surplus of the company in the first years of
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the policy as it accounts for the actual upfront nature of the acquisition costs and the higher premiums in
future years that are required to fund them. Accordingly, it can report a negative reserve in the early years
of the policy, that is an addition to income, until such time as the “loan” from the surplus of the company
has been repaid. This addition to income offsets the immediate deduction that is allowed for the
acquisition expenses.
A major area of controversy in how to calculate reserves for tax purposes is the treatment of margins for
adverse deviations (MADs). MADs are adjustments made by actuaries to account for the possibility that
future expenses (income) may be higher (lower) than expected in the reserve calculation. It could be
argued that the reserve should be calculated using the “best guess” estimates that were used in pricing the
policy. This would have the effect of reporting as profit in the first year the full net present value of the
profit loading of all future premiums. The actuarial profession would argue that this does not adequately
reflect the risks being undertaken by the insurer when it sells the policy. For example, expenses may not
be recovered by future premiums due to higher than expected policy lapses. Other adjustments could be to
lower the rate of interest credited to the policy reserve below that used for setting the premium or to
increase the predicted mortality above the most recent experience, (to anticipate unexpected diseases).
However, unexpected events are by no means always negative to the insurer. Advances in medical science
and improved lifestyles can reduce mortality rates more than expected. Investment performance can
exceed the rate of interest used in the reserve calculation. Accordingly for tax purposes there is a case that
best estimates should be used in calculating the policy reserve. The neutral result would be to allow MADs
to the extent that they return the reserve calculated at the beginning of the policy to zero. Since the reserve
at the end of the first year is negative, as the upfront costs exceed the first years’ premiums, an income
inclusion would result which would offset the deduction of the upfront costs. In that case the profits on the
policy would be reported over the life of the policy as the insurer is released from risk, that is, to the extent
that the actual outcome of the risks assumed by the insurer are better than those assumed in the reserve
calculation.
Many countries such as France, Germany, and Portugal define tax reserves to be the same as those reported
to the Insurance Regulator. In the case of Canada, the general rule is that the lesser of a reasonable amount
and the reserve reported to the regulator is allowed for tax purposes. Other countries such as the USA
define the method and assumptions to be used in computing reserves.
Given the prudential nature of regulatory reserves, it would be expected that they already contain a
conservative element in their calculation. Accordingly there is a strong case that tax reserves should be
less than prudential reserves, and in any case they should certainly not exceed them.
IMPACT OF DIFFERENT RESERVES ON PROFIT
The recognition of profit from life insurance policies is very dependent on the computation of the policy
reserve. If acquisition costs are not fully deferred over the premium paying period, losses will result in the
initial years of a policy. In a fast growing business, losses on new business will offset profits on policies
underwritten in prior years.
Column A shows the net result of the cashflows under the policy. The first year is negative because the
acquisition costs exceed premiums. Other expenses and benefits are small in the early years of the policy
and so cashflows become positive after the first year. This is the prefunding of the policy, which
compensates for the later years when benefits increase and begin to exceed premium income.
The purpose of using reserves is to move from cashflow to accrual accounting. Under the net premium
reserve (Column B), acquisition expenses are almost fully deducted in the first year. The entire surplus of
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premium over benefits is treated as a prefunding of future benefits and added to the reserve. Accordingly
the cashflow loss recorded in the first year is increased. Overall, the policy reports a loss in present value
terms; (this is clearly unreasonable, as the insurer would not enter into contracts on which losses were
systematically expected).
The one year preliminary term reserve, Column C, sets the end of first year reserve to zero, effectively
deferring that portion of the acquisition expenses which are funded by the excess premium over benefits in
the first year. However, the full amount of the “loan” from the surplus of the company is still recorded as a
loss, as acquisition costs usually exceed first year premiums. The loss in the first year is reduced and as a
consequence, the policy reports a small profit.
Column D shows the policy premium reserve, taking into account all future income and expenses. It
effectively defers all acquisition costs over the policy paying period. In the calculation, MADs have been
used to set the reserve to zero as the policy is initiated. In this case the losses in the first years of the other
reserving systems become small profits reflecting the release from risk of the policy. The present value of
profit increases substantially compared to the other methods.
Examples of Profit

A

B

C

D

1 Year Preliminary
Term Reserve

Policy Premium
Reserve

(1.7)

0.8

5.6

Cash flows (no Net Premium Reserve
reserve)
Present
Value
1

(6.5)

(11.0)

(6.5)

0.1

2

4.2

(0.1)

(0.7)

0.1

3

4.7

0.3

(0.2)

0.1

4

5.2

0.4

0.0

0.1

5

5.8

0.3

0.0

0.1

15

8.1

2.9

2.5

0.8

25

3.5

3.3

2.9

2.7

35

(3.5)

9.3

8.9

8.7

45

(9.5)

35.6

35.2

35.2

55

134.0

258.9

258.5

258.8
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Accounting For Income (Algebraic Approach)
It is useful to start with the present value of an amount “X” measured at time “t”, assuming that the
amount is incurred at the beginning of each period, is as follows:
(1)

PV(X)t = [PV(X)t-1 - Xt ]*(1 +it)

The change in this present value from time “t-1” to “t” is as follows:
(2)

DPV(X)t-(t-1) = [PV(X)t-1 - Xt ]* it - Xt

This standard relationship can be used to show the elements of change in policy reserves. The policy
reserve (R) is computed as the present value of future benefits and expenses (PV(b + e)t) minus the
present value of future premiums(PV(p)t)
(3)

Rt = PV(b + e)t - PV(p)t

and
(4)

DRt = DPV(b + e)t - DPV(p)t
= {[PV(b + e)t-1 -b - e]*it -(b - e)} -{[PV(p)t-1 - p]*it -p}
= [Rt-1 + p - b - e]*it + p - b - e
= I + p -b - e

where
I = [Rt-1 + p -b - e]* it
The deduction for the increase in policy reserves in computing a life insurer’s income can be replaced
by (4.3) above
(5)

Income = P + I - E - B - DR
= P + I - E - B - (I + p -b - e)
= (P - p) + (I - I) + (b - B) + (e - E)

where
I-I

is the investment return in excess of interest credited to the policy reserve. It is composed
of interest earned on surplus (S*i) and investment returns in excess of the interest credited
to the reserve. {I - IR = Assets*i - R*iR = (R+S)*i - R*iR = S*i + R*(i-iR )}

b-B

= underwriting profit (loss is negative) from death and terminations

e-E

= expense related profit (loss if negative)

P-p

= any other profit included in the premium in excess of the premium used in the policy
reserve

The amount of the benefits and expenses used in computing the reserve (b + e) will determine how
large the reserve is (and its slope over time).
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IMMEDIATE ANNUITIES
There are two possible approaches to the computation of income on financial transactions involving a
“deposit” of funds with the intermediary. For banks, the receipt of the capital amount of the investment
from the annuitant is non-taxable, since the cash received gives rise to an immediate liability on the books
of the bank in the form of a deposit. Income is calculated annually as investment revenue on the funds
deposited minus the interest credited to the annuitant. The life insurance approach is substantially
different. The capital sum is treated as a premium and so is subject to tax. To compensate for the fact that
the contribution results in a future liability a policy reserve is calculated. The policy reserve is the present
value of future benefits less premiums (nil) using the interest rate and mortality assumptions used in
computing the periodic benefits under the policy. Periodic benefits are deductible as they are paid.
If the annuity is a certain annuity and so does not contain an element of insurance, then all amounts can be
fixed in advance and the calculation of income under the insurance method will result in that same income
flow as with the bank method.
However where not all amounts are fixed in advance, i.e. under a life annuity where the payments depend
upon mortality, the amounts actually paid can differ from the amounts included in the assumptions used in
computing the policy reserve.
Annuities form an important alternative form of investment to ordinary debt instruments and it is important
that the interest element of the reserve is reported as interest income and taxed in the hands of the annuitant
as it accrues.
MUTUAL INSURERS AND PAR POLICIES
Some P&C insurers and life insurers are mutual organisations. Mutual organisations do not have
shareholders. Instead, all or a subset of policyholders are the “shareholders” in that they are entitled to
share in any distributions by the company of surplus arising from their policies, (the participating policies.)
Surplus is accumulated in the participating fund of the company. Where not all policies of policyholders
share in the profits of the participating fund, (non-participating policies), profits released from the nonparticipating fund may be shown as surplus of the insurer.
Stock companies with participating funds are sometimes limited to the amount of profits that can be
transferred annually to the shareholders’ account (90-97.5% in Canada depending on the fund’s size).
The premium of a participating policy includes a contribution to the insurer’s capital. The extra premium is
the present value of future expected policy dividends and bonuses (similar to a share price computation)
Profits of participating policies are distributed by:
 policy dividends, refunds or rebates of premiums
 terminal bonuses added to the sum insured on death or surrender, or maturity of the policy
 reversionary bonuses which provide a guaranteed addition to the sum insured when the bonus is
declared
The declaration of these profit distributions results in an increase in policy reserves which are computed
assuming (implicitly or explicitly) that expected future dividends and bonuses are a policy benefit.
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Terminal bonuses and reversionary bonuses increase the policy reserve by increasing the sum insured and
therefore future policy benefits paid out as claims on death.
Dividends and capital gains on the capital portion of the premium may not be taxed in the hands of the
policyholder. For example an increase in death benefits by way of reversionary bonuses are not taxed
assuming that death benefits are not taxable. Policy dividends may be treated as a return of premiums and
not taxable if the premium was non-deductible. Belgium and US, on the other hand, attempt to impute a
return of capital to policyholders.
INTERNATIONAL TAXATION ISSUES
Some countries do not tax world-wide income of life insurers. This can be another source of difficulty in
taxing insurance companies. In some cases there may be a general exemption from domestic tax on
income of foreign branches regardless of type of business (France), or in the case of insurance companies
there may be an exemption under the mutuality principle. Under that principle, profits of mutual insurers
on foreign branch income are exempt on the basis that surplus belongs to foreign policyholders (the USA
applies the principal for policies sold in Mexico and Canada). Another reason cited why life insurance
companies are not subject to tax on world-wide taxation is the fact that life insurers are subject to very
different forms of tax internationally. As a result of this variance, the general approach of taxing worldwide income with a credit for foreign taxes paid may not work well. Finally, insurers will argue that
world-wide taxation will disadvantage them in foreign markets where local companies are subject to lower
taxation. Since there are commercial advantages of using branches (perceived higher capitalisation
securing the policies), insurers, like banks may use branches rather than subsidiaries.
However, an exemption for foreign branches requires difficult branch accounting allocation rules (see nonresidents).
Non-residents
Where non-residents establish branches to sell policies in a jurisdiction it is necessary to establish rules to
determine the source of income and expenses. In particular:

Premiums
Investment return
Expenses
Claims/benefits
Policy reserves

Determining Source of Income and Expenses
Residency of policyholder or where the insurer is carrying on a business
Factual determination based on financial statements may be of little help
due to consolidation of accounts and solvency computed in home country
(problem in EC)
factual allocation
Residency of policyholder or where the insurer is carrying on a business
Residency of policyholder or where the insurer is carrying on a business

Profit margins are small expressed as a proportion of assets (e.g., 1.5%). Any error in allocation can result
in a significant reduction or elimination of tax payable

78

Determining investment income of a branch
Investment income of non-residents with a domestic branch needs to be computed on a factual basis or
using a formula. These rules may also apply to resident multinationals if they are exempt from domestic
tax on income from overseas branches. Canada, the UK and the USA use branch accounting with special
rules for determining investment revenues and interest costs. These rules stipulate a minimum level of
assets for tax purposes and a minimum return on those assets. The company then designates assets with
respect to its business in the jurisdiction in a manner that is consistent with these constraints.
In the US and Canada, minimum assets are computed as:
 Policyholder related liabilities connected to the branch (based on residency of policyholder but may
also include other policies if underwritten from that branch)
 deemed minimum capital and surplus (based on minimum regulatory requirements or the average
the total world-wide capital and surplus of the insurer)
An average of prior accounting year and current accounting year “deemed” assets is computed. Canada
does not use a simple average. Under proposed legislation applicable from 1999, Canada uses a weightedaverage based on monthly cash flows. Assets are then designated to fill the basket of assets.
Canada and US also have a minimum yield on assets rules. Canada determines the order in which
investment assets may be used to fulfil the required total amount. That is, investments with the lowest tax
effort are the last to be allocated to the business to determine investment income.
Overseas branches of UK companies designate assets in the following order:







assets solely linked to overseas liabilities
non-linked assets that are foreign currency assets
assets under the control of the overseas branch
government securities issued with the condition that they are free of tax to non-residents
assets other than shares in UK companies
shares in UK companies

Gains may be taxed when assets are transferred out of the branch. No deduction may be claimed if
transferred assets have losses (until the asset is sold).
Allocation of debt and interest expenses is problematic. The US uses a fungibility approach. The US limits
the interest deduction to the total interest expenses of the company times the ratio of US liabilities to
Worldwide liabilities.
Austria, and Switzerland prorate worldwide profits of non-residents using formulae based upon liabilities
in the different jurisdictions.
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PREMIUM TAXES
Most EU countries do not levy sales taxes or premium taxes on life insurance policies. This is because life
insurance policies are often pension or savings type products with very little or no life insurance. Life
insurance policies (particularly deferred annuities and investment bonds) compete with similar products
offered by banks, which are not subject to premium taxes. These products are also part of the pension
system in many cases and so benefit from a preferential tax treatment. Where there is a tax, the rate is
usually low and applies to non-life policies and ordinary life policies (not annuities). Premium taxes do
not apply to reinsurance on the basis that the direct insurance writer has already paid the tax.
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COMPARISONS OF SELECTED OECD COUNTRIES: INCOME TAXES ON LIFE INSURERS

COUNTRY
Australia
Austria

BASIS OF TAXATION
36% I-E tax; 36% for friendly
societies and 15% for pensions
34% of accounting profits with
exceptions

LIFE INSURANCE PROVISIONS

Reserve computed using conservative
interest rate, mortality assumptions -reserve cannot exceed cash surrender value
Cash surrender value of policy which may
be less than liability in profit and loss
account
regulatory reserves as of 1996

Belgium

40.2% of accounting profits with
exceptions

Canada

38-46% of taxable income, (varies by
province)

Denmark

32% of accounting profits with
exceptions

N/A

Finland

28% of accounting profits with
exceptions
33.33%(mutual health benefit societies
24%) accounting profits with
exceptions
40%
of accounting profits with exceptions

N/A

France
Germany
Ireland

28% I-E tax

Italy
Luxembourg

37%
30% of accounting profits with
exceptions
35% of accounting profits

Mexico
Netherlands

35% of accounting profits with
exceptions

New Zealand

33% I+U-E tax where U: (1. mortality
profit, 2. premium loading, 3. profit on
surrenders)
28% of increase in life insurance fund - net assets
34% of accounting profits with
exceptions
35%, mutuals 25%, co-ops 20% of
accounting profits with exceptions
20% I-E on E insurance (9% on Pinsurance)
35% (varies by Canton) of accounting
profits
30% I-E tax. Pensions 0%

Norway
Portugal
Spain
Sweden
Switzerland
United Kingdom
USA





35% tax on profits under Internal
Revenue Code

As defined in the Insurance Code

Zillmerized reserves as defined

Tax deductible allowance
Net level premium reserve using interest
rate and mortality assumptions used in
premium setting -- conservative reserve
since no deferral of acquisition costs
None

N/A
Defined by Portuguese Insurance Institute
N/A

SECURITIES
Revenue account on disposition of
securities
Revenue treatment on disposition of
securities (write down investment if
market value < cost)
Shares are exempt

Revenue account. Shares marked to
market as of 1995 and realised gains on
debts securities amortised over
remaining term to maturity
Capital gains treatment on shares if
held > 3 yr. -- taxpayer can elect to be
taxed on unrealised gains
Revenue treatment and asset
appreciation taxed as revenue
Revenue treatment on disposition of
securities, unrealised gains taxed when
transferred to trading account
Revenue treatment on dispositions of
securities (write down investment if
market value < cost
Revenue treatment on dispositions of
securities and unrealised gains if part of
trading profit
N/A
Revenue treatment on disposition of
securities
Ordinary corporate income tax for
realised gains on securities
N/A

Revenue treatment on disposition of
securities. Life assurers assessed
capital gains.
Revenue treatment on disposition of
securities
Revenue treatment on disposition of
securities
Revenue treatment on disposition of
securities
N/A

Revenue or capital gains treatment on
disposition of securities
As defined using conservative mortality and Revenue treatment on disposition of
interest rate assumptions -- some portion of securities -- some securities may be
acquisition costs deferred
marked to market
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COMPARISONS OF SELECTED OECD COUNTRIES: OTHER TAXES ON LIFE INSURERS

COUNTRY
Australia

No VAT

5% of first year premium (term insurance)
0.05-0.1% of sum assured on other life
policies

Austria

Exempt

Belgium

Exempt

Canada

Exempt (GST)

Denmark

Exempt

Finland
France

Exempt
Exempt

Germany

Exempt

Ireland

Exempt

Italy
Luxembourg

Exempt
Exempt

Mexico

Exempt

Netherlands
New Zealand

Exempt
Exempt
(GST)
No VAT

Health 1%
Life and casualty:

pension contributions and special life
insurance (annuities beginning with
retirement): 2.5%

short terms life insurance with single
premium and benefits paid at once: 11%

all other life insurance: 4%
4.4% plus 8.86% on employers’ contributions 0.17% on value of goods held by non-profit pension
of group insurance/pension funds
fund organisations
Capital tax 0.5%
Provincial taxes 2% to 4% except annuities
Large Corporations Tax: 0.225% federal tax on capital >
and reinsurance -- Sales tax in Ontario (8%), C$10m.
Quebec (9%) on group life
Financial Institutions Capital Tax: 1% federal min tax on
capital between C$200m and C$300m & 1.25% on
capital > C$300m
Additional Capital Tax on Life insurers: 0.25-1% min
tax on capital over $10m
Capital Tax is also imposed in some provinces
Stamp duty of DKK 1.5 per DKK 5,000
Payroll tax: 4.5% of 190% of payroll (compensation for
insured. Exception: group policies, policies < VAT exempt status)
DKK 10,000
Stamp duties: 0.6% to 4% on deeds
22% except medical malpractice, reinsurance N/A
5.15% (mutual health benefit societies are
Financial Institution Overhead Tax: 1% of payroll,
exempt)
external payments & depreciation -- may elect to be
subject to VAT in lieu of this tax
Employers Payroll Tax: 4.25%-13.6% (due to VAT
exemption)
Social Contribution Tax: 0.1% turnover tax on value of
shares, stocks, real estate -- Registration, stamp duties
based on consideration paid or market value
Profit Sharing Plan: 50% (profits - 5% return on capital)
Professional tax: 15-25% on rental value of immovable
property
Exempt
Municipal Trade Tax: 0.2% of net assets > DM 120,000
(land, buildings & 50% of long-term debt are excluded)
Net Assets tax: 0.6% of 75% of net assets > DM 125,000
2% plus 0.1% of sum insured
Capital tax: 1% tax on share capital
Stamp duties: immovable property (0%-9%); stocks,
securities (1%)
2.5%
Stamp duties and special tax on securities levied
4%
Municipal Business Tax: varies -- i.e., 10% in commune
of Luxembourg
Wealth tax: 0.5% of market value of net assets
Municipal Business Tax on capital: 0.2% of net wealth
Capital Investment Tax: 1% of initial capital
contribution and increases
Asset tax: min. tax of 1.8% of average value of net
assets – excluding financial assets
Exempt
Capital tax: 1% of share capital
Exempt

Norway




VAT

PREMIUM TAXES

Exempt

CAPITAL, PAYROLL & OTHER TAXES
State Payroll Tax: 1.5% payrolls > $200,000 for training
Superannuation Guarantee Levy: 5% payroll > $500,000
Financial Institutions Duty: vary by State 0.1% to 0.6%
per receipt
Stamp duties: vary by State
See remarks to table on Forms of Taxation

None
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COUNTRY
Portugal

VAT

PREMIUM TAXES

Can be recovered on a
pro rata basis

Premiums (1%), pension fund contributions
(0.1%)

Spain
Sweden

Exempt
Exempt

Switzerland

Exempt

United
Kingdom
USA

Exempt

Exempt
Pension 17.69%, Group life (41.41% of 95%
of premiums), 15% of premiums paid to
foreign assurer
2.5% on redeemable capital life insurance
and pension life insurance policies financed
by single premiums
Exempt

No VAT

State taxes 2% to 3%, except annuities &
reinsurance
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CAPITAL, PAYROLL & OTHER TAXES
License Fees: high rates
Stamp duties: 3%-9% (9% applies to interest charged in
Portugal)
None

Equity tax: 0.5% on shareholders equity
Stamp duty: 0.15% on securities
Stamp duties: 1.25% on securities
Capital and franchise taxes: varies by State

TAXATION OF POLICYHOLDERS

While the focus of this paper is the taxation of insurance companies, the taxation of the companies is
closely related to the taxation of policyholders and so this section briefly explores some of the issues that
are raised in the context of policyholder taxation.
TAX TREATMENT OF PREMIUMS AND BENEFITS
The treatment of premium payments in the hands of individual policyholders varies widely. In principle,
individual taxpayers should not be entitled to deduct insurance premiums in computing taxable income, as
the purchase of insurance is a form of consumption. In such circumstances, benefits should not be taxable
income. This is the treatment in countries such as the US and Canada. The exception to this treatment
could be for some forms of periodic benefit payments where those payments are for income replacement
purposes due, for example, to a disability. In this case deductions should be allowed for the premiums paid
and the benefits received should be taxed.
However in a number of countries, premiums paid on ordinary life insurance may be deductible, at least up
to certain limits. The reason for this is that life insurance is seen as part of the pension and social support
system, and therefore socially desirable. However, unlike the theoretically appropriate way to tax pensions
when contributions are deductible, i.e. as part of taxable income, benefits are often not taxed in this
situation. In these circumstances insurance contracts with a large endowment component can be used as a
tax preferred alternative to ordinary savings, the interest on which would be taxable. For this reason a
number of countries which formerly allowed deductions for premiums paid have eliminated or curtailed
this relief recently.
As discussed in a separate section, sales or premium taxes sometimes apply to premiums paid.
Employers may deduct premiums on policies written on behalf of employees as a business expense. In
such cases the premium should be taxable in the hands of the employee as a form of fringe benefit, when
the employee is the beneficiary.
PREMIUMS OF GROUP INSURANCE
Some group insurance plans are partly (or wholly funded) by employer-paid premiums. The employer is
the policyholder. Premiums are deductible as a business expense. Premium refunds and dividends paid to
the employer should be taxable revenue. Employer-paid premiums should be a taxable benefit to the
employee. Life and health insurance benefits paid to the employee (and their dependants) under the plan
may not be taxable. Employee-paid premiums are, in principle, not deductible.
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INSIDE BUILD UP
Inside build up is the investment return credited to policyholders that is a result of the payment of
premiums in excess of the current insurance claims of the insurer£that is, due to the prefunding of future
benefits. The insurer invests the cash received from premium payments in investments usually matched to
the nature of the liability. Long term liabilities are matched with long term assets.
The investment income earned on these assets is not taxed in the hands of the insurer to the extent that it is
used to fund future benefits, as that amount of income is effectively sheltered from tax by the year over
year change in the policy reserve. This is appropriate as the income accrues to the benefit of the
policyholder. However it is also appropriate that the income be taxed on behalf of the policyholder in
some manner. This happens in some but not all jurisdictions and in a number of different ways.
Under investment bonds and deferred annuity contracts the insurer will credit the policyholder with an
explicit investment return on the deposit (or capital sum) net of expenses. These amounts should be
subject to tax directly in the hands of the policyholder.
However, the savings component in ordinary life insurance policies earns an implicit return. The insurer
implicitly guarantees the policyholder a certain investment return by taking into account expected
investment returns in computing premiums. The savings component is substantial in whole life plans
which provide a cash surrender value to return a portion of the inside build up on termination of the policy
and may be a principal motive for purchasing endowment plans. However, term life insurance contracts
(without a CSV) can also have sizeable inside build up due to the prefunding of benefits.
Universal life insurance plans make the inside build up explicit as they separately identify the savings
component. The policy separates the net cost of insurance (the term insurance premium) from investment
income and expenses.
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METHODS OF INSIDE BUILD-UP TAXATION
There are two general alternatives for taxing the inside build up
 tax the policyholder
 tax the insurer
The policyholder can be taxed
 annually on the interest credited to the cash surrender value of the policy (Norway)
 only when the policy is surrendered and the policyholder receives cash (USA)
The life insurer can be taxed in lieu of taxing the policyholder as a form of simplification. Examples are:
 the I-E tax (U.K.)
 I-E+U (New Zealand)
 Investment income tax (Canada)
Measuring the inside build up in the CSV
Whole life insurance policies include a cash surrender value on termination of the policy (other than by
death) because of the prefunding of future benefits. The premium includes this benefit and therefore the
premium is higher than a comparable term to age 100 policy where there is no CSV. The CSV is a
measure of the policyholder’s share of assets (a portion of cumulative cash flows from policy inception)
CSV = x% * (premiums + interest - net cost of insurance - expenses -dividends and bonuses)
Inside build up on termination =
CSV - Cost of the policy = total interest - total expenses credited to the CSV
Cost of the Policy = premiums paid - dividends - net cost of insurance
The US does not reduce the cost of the policy by the net cost of insurance. Canada does. Annual inside
build up can be measured as
Annual Inside Build up = change in CSV - change in cost of the policy = Income - Expenses in the year
The I-E Tax (UK)
The UK and Australia do not attempt to separate the income of the company and the policyholder and tax
them separately. Instead they attempt to tax all of the investment income accruing to life insurance
policies and it is intended to tax both the inside build up and investment profits of the life insurer. This has
the advantage that it avoids the need to compute policy reserves. A number of adjustments are made to
income and expenses. Investment income is net of franked dividends. Management costs of acquisition are
spread over a fixed 7 year period - including for term insurance policies of less than 7 years.
Miscellaneous sources of income, such as securities underwriting fees, are added to the tax base. Capital
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gains (CG) on disposition of shares and real property are added to the tax base, as they are not considered
to be income in the UK.
Underwriting profits are not subject to the tax. The I-E tax does not attempt to remove underwriting related
expenses. The insurer deducts both investment-related expenses and underwriting expenses against its
investment income.
While the problems of the policy reserves are avoided serious tax planning problems remain with the I-E
tax.
Allocation Issues (I-E Tax)
Less than 40% of business is subject to I-E tax. There are serious allocation issues in trying to exclude
certain businesses from the I-E tax.
Basic Life Assurance and General Annuity Business (BLAGAB) are subject to the I-E tax.
Pension business, business conducted in overseas branches British Offices are taxed on the profit from that
business as reported to the Insurance Regulator rather than through the I-E tax. It would not have been
appropriate to levy tax on pension products sold through life offices if other pension products are not
subject to taxation. Investment income of exempt business is generally removed through a formula, i.e.,
based on average assets or average liabilities attributable to the business.
For overseas business, assets are determined by adding overseas liabilities and appropriate assets and
designating assets in a certain order (see Life Insurance: Company Taxation)
A factual method of allocating investment income may lead to the insurer removing the highest yield assets
from that associated with the taxable business in order to reduce taxes payable. On the other hand, a
formulary approach allocates the average return and surplus across all business, which may not be
appropriate, based on commercial requirements
Reinsurance tax planning (I-E Tax)
I-E tax was subject to significant tax planning through the use of reinsurance. By design the tax was net of
reinsurance. Actual investment income and actual management expenses of an insurer (and reinsurer) were
subject to I-E tax. In response, offshore reinsurance was used to:



* export “I” by transferring assets offshore
* import “E” through yearly renewable term insurance

Inland Revenue has indicated that more than 1 billion pounds sterling of tax revenue was lost with the
reinsurance of single premium policies.
 the policies were reinsured overseas using modified coinsurance
 profit was returned to the UK insurer through profit allowances and experience refunds which are
not assessable as miscellaneous revenue under the I-E tax
Yearly Renewable Term reinsurance of foreign policies imported expenses (reinsurance allowance for
cedant’s costs) but virtually no interest income as this is pure insurance underwriting (I = 0, E =
reinsurance allowance). The solution was that reinsurers are now subject to profit tax (not I-E tax).
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Insurers must increase investment income for reinsurance ceded. I-E tax is now “gross of reinsurance” on
the basis that policyholder tax should be independent of reinsurance.
Canada’s Company Tax on Inside Build-up
Canada has resorted to a simple formula approach to tax the inside build up earned by the company on
behalf of policyholders - the Investment Income Tax (IIT). The IIT is levied at a rate of 15% of a life
insurer’s taxable Canadian investment income. In determining a life insurer’s taxable investment income,
the tax applies an average notional net of expense interest rate to the mean reserves of taxable policies
(55% * notional interest rate * mean reserves gross of reinsurance). The formula attempts to remove
underwriting expenses and match expenses with investment return by assuming that capitalised expenses
are 45% of the interest rate. To avoid double taxation, the insurer deducts inside build-up that
policyholders are taxable on directly.
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COMPARISONS OF SELECTED OECD COUNTRIES: POLICYHOLDER TAXATION

COUNTRY
Australia

Austria

Belgium

Canada





PREMIUMS

EMPLOYER PAID
PREMIUMS

BENEFITS

Not deductible

ROLL-UP

Non taxable benefit Non taxable unless policy held <
10 yr. -- net proceeds taxed -rebate for I-E tax paid by life
office
25% of premiums deductible
No taxable benefit Benefits paid at once(endowment
from income up to a max. of ATS up to a limit of
insurance): taxable if single
10,000/yr (only for straight life
4,000
premium policy held < 10 yr
annuity); add amounts for single ATS/employee per (difference between benefits and
earner and children; reduced/no
year
total premiums paid)
deductibility for
Annuities: taxable after the sum of
income>500,000/70,000;
received annuities exceeds its
pension contributions and special
present value as defined in tax law;
life insurance products; a certain
Pension contributions and special
percentage of premiums paid (up
life insurance products: benefits
to a maximum amount depending
not taxable
on the average yield of bonds) is
deductible from income tax.

I-E tax

Life premiums non-deductible,
however, tax credit of 30% to
40% (limit 15% of first BF
50,000 plus 6% of balance up to
BF 64,000). Pension
contributions deductible up to BF
20,000 (single person)
Not deductible

Non taxable benefit Benefit taxed at 10% -- tax levied
at age 60. Pension benefits taxable
unless paid on retirement or at age
65 in which case subject to 16.5%.

Taxed as part of benefit

Taxable benefit

Annuities and "savings oriented"
life insurance policies taxed
annually in hands of policy
holder. At the insurer level,
other life insurance policies are
subject to a 15% tax levied on
net interest income credited to
life insurance reserves (i.e., 15%
of [(0.55% of an interest rate
earned on mean reserves) amounts credited to
policyholders])

Benefits non taxable

Taxation of the difference
between deducted premiums and
surrender benefit in the case of:

surrender within 20 yr in
case of endowment
insurance;

changes of annuities to
benefit at once or surrender
of annuities.
Taxation of deducted premiums
with flat rate of 30%
In case of pensions contributions
and special life insurance
products: repayment of deducted
income premiums
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COUNTRY

PREMIUMS

EMPLOYER PAID
PREMIUMS

Denmark

Deductible

N/A

Finland

Not deductible

Taxable benefit

France

Not deductible

Germany

Deductible up to limits, if policy
held min 12 yr. – Limit reduced
by social security contributions

Ireland

Not deductible

Deductible (max. L2,500,000) if
held min 5 years
Luxembourg Deductible max. of LUF 18,000
(single person)
Insurance premiums are not
Mexico
deductible except for pension
contributions

Italy

BENEFITS

ROLL-UP

Benefits taxable (penalty tax if age
is < 60)

Long-term savings (life,
pension), the premiums of which
were deducted for income tax
are subject to Real Interest Rate
Tax (RIRT). This tax reduces the
real return to 3.5% on average.
Unrealised gains included in
computation. Negative base can
be carried forward 5 yr. Tax rate
is computed as: t+ 1 - (1.035 *
AvgCOLA - 0.035 * .99) / yield
on assets where; AvgCOLA:
avg. increase in consumer net
prices over prior 3 yr.
Exempt

Benefits non taxable except on
surrender
Non taxable benefit Wealth tax applies on cash value
up to a limit
but no succession duties. Benefits
subject to reduced tax if held > 8
yr.
Taxable benefit
Benefits taxable depending on age
Premium deduction reversed if
policy held < 12 yr.

Deductible for the
employer

1.
2.

Benefits exempt
Pension benefits taxable at
retirement

Non taxable benefit Benefits non-taxable if > 72 yr.
Taxable benefit

Benefits non taxable

Norway

Not deductible

Taxable benefit

Benefits non taxable

Portugal
Spain

N/A
Pension: contributions deductible
(lesser of 20% of salary income
and 1,100,000 Pesetas)

N/A
Taxable benefit

Exempt
Death benefits taxable. Annuity
benefits taxed at rate based on
recipient's age (<40yr. 45%; < 50
yr. 40%; <60 yr. 35%; <70 yr.
25% and >70 yr. 20%). Wealth tax
applies on cash value, benefits
subject to inheritance tax

New
Zealand

If contributions to life insurance
can (in principle) be deducted,
the accruing interest is also tax
exempt. If the benefit is paid out
as a lump-sum, there is no
taxation. In the case of annuity
payments, the interest accruing
after the first payment is subject
to tax.
I-E tax

Benefits not taxable except if
proceeds received by other than
original beneficiary or if
contributions paid and deducted by
employer
Non taxable benefit Benefits non taxable
12.5% on gain element when
benefit received
Benefits non taxable
Exempt

Deductible except term insurance
(max. 500 guilders)
Not deductible

Netherlands

Not taxed as earned. Taxed as
part of benefit .
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1.

Roll-up exempt if the
premiums were paid by the
insured.
2. Roll-up partially or totally
taxed if the premiums were
paid totally or partially by
the employer
As part of benefit if held < 72 yr.
of age
Actuarial formula (change in
reserves + benefits - premiums +
underwriting adjustments/[1 policyholder tax rate]). Tax
credit given for taxes paid by life
office under I+U-E tax
Policyholder taxed annually on
roll up
N/A
As part of benefit

COUNTRY
Sweden

Switzerland
United
Kingdom
USA

PREMIUMS
E-insurance (life and
endowment) premiums non
deductible
P-insurance (pension
contributions) premiums
deductible equal to the greater of
10% of salary income and SEK
35,200 -- maximum deduction is
70,400.
Deductible

Life premiums not deductible
Pension contributions deductible
up to 17.5-40% of earned income
depending on age
Not deductible

EMPLOYER PAID
PREMIUMS
N/A

BENEFITS
Income received from pension
insurance taxable income

N/A

Benefits subject to tax if it is
capital insurance used for old age
security
Non taxable benefit Benefits of qualifying policies non
up to 17.5-40% of
taxable. Non-qualifying policies
earned income
subject to higher rate top-up
depending on age
charge of 17%
Taxable benefit
Benefits non taxable
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ROLL-UP
30% tax on investment income
of E-insurance (endowment).
10% tax on investment income
of P-insurance (pension)

As part of benefit if taxed

I-E tax
Interest element of life annuities
taxable
Exempt if not savings product
otherwise subject to accrual
taxation

ALTERNATIVE METHODS OF TAXING FINANCIAL INSTITUTIONS

Designing and administrating effective taxation systems for insurance companies, especially life
companies, can be very difficult. These difficulties arise for a number of reasons.
First is the complexity of the operations of the industry. Calculations of reserves necessarily rely on a
series of assumptions. Given the conservatism inherent in actuarial calculations, reserve calculations may
lead to a deferral of tax. Moreover, with the advent of new financial instruments, the products used for
investment have become more complicated and further avenues for tax avoidance have been opened up.
Second is the increasing internationalisation of the business. Whether in trying to tax the income of
residents with operations offshore, or in trying to tax the subsidiaries or branches of non-residents,
determining the source of income and expenses can be difficult. These problems are exacerbated by the
existence of low-tax offshore financial regimes that attract taxable income away from normal tax regimes.
Third many avenues for after-tax financing make use of financial intermediaries as the recipients for the
unutilisable losses of others. While the benefits of such schemes usually accrue principally to the loss
making firms, it is the tax of the financial institution that is foregone by the government.
Finally, financial institutions often operate on very low margins. Income is a small residual when costs are
subtracted from revenues. Therefor small percentage deviations in either revenue or costs can have a
significant impact on income.
Because of these reasons, a number of countries have instituted alternative taxes on insurance companies
and other financial institutions in order to ensure that the sector contributes some tax.
ISSUES
There are a number of considerations in assessing whether or not to introduce an alternative tax.
Securing revenues
First and foremost, the goal of an alternative tax is to raise revenues. Insurance companies can be
very profitable and it is reasonable that they should make an appropriate contribution to national
tax revenues. Ideally this should be done through a well functioning income tax. But if this goal
proves elusive, then an alternative tax may offer a second best way of achieving this result.
Recognition of situation of firm
Ideally, the taxes should bear some relationship to the firm’s ability to pay. While it is only
possible to accurately measure this capacity through an income tax, some bases, such as capital,
may be more related to the profitability of the firm over the medium term, assuming that the firm
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earns a normal rate of profit. Other taxes, based on more gross measures such as assets or
revenues, will impose taxes even when the firm is in a loss making position.
Exactly right versus approximately right
Having said this, if the income tax system results in zero tax on a consistent basis, even for
profitable firms, then some positive tax may represent a better approximation of reality overall,
even if firms are required to pay taxes in years of reduced profits or losses.
Treatment of transactions
One of the great sources of complexity in taxing financial institutions is the attempt to achieve the
“right” result for each transaction. In principle this is a worthy objective given the increasingly
precise pricing resulting from the increasingly competitive nature of the financial business.
However the result in the income tax is to add complexity, complexity that can often be exploited
to reduce tax through tax planning. An alternative tax can avoid this complexity, but ideally it
should be designed in a manner which minimises the interference with the efficient pricing of
products.
Foreign tax credit implications
International tax considerations are increasingly important in the financial sector. Many major
capital exporting countries provide relief from double taxation through a system of foreign tax
credits, under which taxes to offshore jurisdictions are credited against the tax payable on the
underlying income in the home country. This feature can be particularly important for insurance
companies, which have traditionally operated through branches, (although there is an increasing
tendency to use subsidiaries). Credits are normally restricted to income taxes. A non-income
alternative tax will generally not be creditable. The impact of this can be reduced through careful
design as discussed below.
Conflict with prudential goals
Taxation, by its nature works in the opposite direction to prudential regulation since it reduces the
profitability of the industry. Two issues arise in the context of regulation. First, if the tax is not
related to income, it may be applied even when the firm is making losses and so will exacerbate
any solvency problems being experienced by the company. Second, the taxation of some bases,
such as capital, may be viewed as providing a disincentive to the very thing that the regulator is
trying to promote.
Relationship to VAT
In theory a VAT should apply to the services portion of a financial contract, but not to the savings
component. In practice a comprehensive approach to the taxation of financial services has not yet
been developed and implemented. Therefore a number of countries have introduced alternative
taxes on the financial sector as a replacement of the VAT, rather than as a replacement of the
income tax.
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POSSIBLE BASES
A variety of tax bases have been used to fulfil, at least in part, the objectives of an alternative tax. These
possibilities include:

Alternative minimum taxes
An alternative minimum tax is based upon a different definition of income that is considered to
more closely approximate economic income. Typically a number of provisions, such as
accelerated depreciation or a partial exclusion of capital gains from income will be reversed to
derive a new, broader tax base. An amount of tax is then computed with respect to this new base.
The company then pays the higher of the newly calculated tax and the ordinary income tax.
Assets or capital
An industry may be assumed to have a typical return to either assets or capital. A low rate of tax
could be applied to this broad base to approximate the tax that would be owing if the firm earned
the average rate of return in the industry.
Premiums
Many jurisdictions apply taxes on premiums of certain types of insurance products. These are
often considered to be a form of sales tax. In a number of jurisdictions, however the premium tax
is treated as a minimum income tax and is payable to the extent that the firm does not pay income
tax.
Reserves
For insurance companies, reserves are the main constituent of liabilities. A form of tax on the
income accruing to these reserves has been implemented in a number of countries to ensure that
the funds accumulated to pay future liabilities are subject to tax.
Dividend relief systems
Certain dividend relief systems, such as an advanced corporations tax, ensure that tax has been
paid at the corporate level when a dividend is paid that will be subject to dividend relief in the
hands of the shareholder. Tax is levied on the paying corporation to the extent that it has not been
paid under the ordinary income tax. This has some of the effect of a minimum tax triggered by
distributions.
Transaction taxes
Taxes on transactions, such as stamp duties are sometimes viewed as a possible supplement to
income taxation in situations where this is difficult to levy effectively on the financial sector.
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INTERACTION BETWEEN ALTERNATIVE TAX AND INCOME TAX
In order to act as an alternative tax to the income tax, rather than an additional tax, it is necessary to ensure
that no alternative tax is payable when “sufficient” income tax has been paid. This is most easily
accomplished by allowing some form of crediting between the two taxes. The goal is to ensure that the
taxpayer pays the greater of the regular income tax or the alternative tax. Crediting raises a number of
technical issues.
Carryovers
In any industry, the level of tax effort can vary from year to year. The property and casualty industry is
notoriously cyclical in earnings pattern; in addition, it experiences occasional catastrophic claims that can
cause substantial losses. In addition, fluctuation of taxes paid can arise from timing differences in methods
of accounting, for example between revenue and costs. In this case any tax foregone is simply a deferral
and does not represent a permanent reduction in the tax base. In such circumstances, while an alternative
tax could be payable at the time the deferral is created, it should be effectively refunded when the deferral
is ended. The simplest way of ensuring this result is to allow carry-overs of potential credits.
If an alternative tax is paid in a year then it should be allowed to be carried forward (for some specified
length of time) to be offset against any income tax which is paid in the future to the extent that it exceeds
the alternative tax payable in that year. In theory, carry-backs could also be allowed. This would however
make the tax system more vulnerable to sudden changes in tax effort by a firm, perhaps in response to a
new tax-planning scheme.
Credit trading
Some firms may not be able to use their excess alternative tax credits against in come tax payable, if for
what ever reason they are not likely to be in an income taxpaying situation for a period of time. In that
case there will be an incentive to trade the unused credits to someone who is currently paying income tax,
in much the same way that loss companies have found ways to trade unused losses. Rules to stop such
trading can be complex.
Direction of crediting
Which tax should be traded against which? In a purely domestic context, it would seem immaterial. When
a company is moving in and out of tax-paying status from year to year, this would be the case. On the
other hand, when a company moves from a pattern of non-payment to one of payment, to one of payment,
or vice versa, the order of crediting can impact differently on firms.
Consider a firm with a history of non-payment of income taxes (perhaps due to deficiencies in the income
tax law). It will accordingly pay alternative tax in those years. If the alternative tax is to be credited
against income tax, then the tax paid in the initial years would be available to be credited against any
excess income tax paid when the company starts paying income tax, (subject to the carry forward period).
If however, the ordering of crediting is reversed, and the income tax reduces the alternative tax payable,
then no relief would be granted with respect to the alternative tax paid in the early years, (unless carrybacks were allowed). One negative result of allowing crediting of the alternative tax against the income
tax would be that the revenue benefits of any tightening of a deficient income tax would be delayed since
the previous alternative tax paid acts as a form of loss carry forward.
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The situation is effectively reversed in a situation where the firm ceases to pay tax. In that case any excess
income tax paid eliminates the alternative tax payable. This is good, if the firm is non-taxpaying due to
losses, but it reduces the effectiveness of the alternative tax in discouraging new methods of tax avoidance.
The other consideration in determining the order of crediting is the interaction of the alternative tax with
the foreign tax mechanisms of the resident countries of non-resident insurers operating in the jurisdiction
imposing the alternative tax. As noted above, non-income alternative taxes will generally not generate
foreign tax credits. Thus, if taxes in the foreign jurisdiction exceed domestic taxes so that the full amount
of domestic income is creditable, the total tax will be higher, if the non-income tax is credited against the
income tax. In that case, the non-income tax will only generate a deduction against income. This effect is
demonstrated in the following table.
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The alternative is to negotiate a tax treaty provision allowing creditability of the non-income tax on the
grounds that it is a proxy for an income tax.
ALTERNATIVE MINIMUM TAXES
An alternative minimum tax is a parallel calculation to the ordinary income tax that does not contain some
of the features that lead to an inappropriate reduction in income tax liability. General alternative minimum
taxes such as exists in the United States operate by substituting more stringent provisions for provisions
contained in the ordinary income tax which have an element of incentive. The theory apparently being that
the incentive is needed to boost the amount of the particular activity, but that overall, everyone should pay
at least a minimum amount of tax.
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Income-based alternative taxes however are not effective when the underlying reason for the lack of tax is
not the provision of identifiable incentives, but rather arises from technical deficiencies in the law. This
latter case typifies insurance (non-)taxation. In that case, if a provision could be devised to achieve the
desired result, then it would presumably be able to be incorporated into the ordinary income tax.
Accordingly, alternative minimum taxes are unlikely to provide an effective response to low taxation effort
by insurance companies arising from the inherent complexity of their operations.
TAXES ON ASSETS OR CAPITAL
Either assets or capital provide a large stable tax base that is not very prone to tax avoidance activity.
Capital in particular is attractive because most insurance companies look to ways to increase their capital
to make themselves attractive to prospective policyholders (little chance of non-payment of claims) and to
satisfy regulators. The use of assets does give rise to some manipulation at the margin if assets can be held
offshore or in non-financial subsidiaries and then leased back. Moreover reinsurance can be used to export
either capital or assets out of the taxing jurisdiction.
Another important consideration is the stability of the relationship of the base chosen to the expected
income of the firm. If assets are chosen, then it must be assumed that the ratio of income to assets is
relatively stable. However for firms which operate in different insurance lines facing different levels of
risk, it is likely that the margins earned are related to risk of business. As riskier lines of business should
also require higher amounts of capital, capital might provide a better guide to expected income than do
assets. Finally, lower levels of capital relative to assets are likely to arise in cases of financial difficulty,
and so using capital as the tax base would again be more appropriate. However it is clear that tax would
likely still be exigible even when the firm was in a loss making position.
The major criticism of using capital is likely to arise from its conflict with regulatory goal of raising the
levels of capital in the companies. The tax is directly on the element of the balance sheet that provides the
financial cushion against insolvency.
There are a variety of structural issues that arise when designing such a tax.
The first is which balance sheet items to use, the tax balance sheet or the accounting balance sheet. To the
extent that the use of tax preferences giving rise to accelerated deductions is a reason that the ordinary
income tax is low, the tax cost of the assets will also be correspondingly low. Therefore using the tax
balance sheet might not be effective. There are a number of other advantages in using the regulatory
balance sheet of the company. The balance sheet of an insurance company is audited by the regulator and
reported to shareholders. It is therefore somewhat less subject to manipulation that would be a special
balance sheet that was only used for the purposes of this tax. In addition for both of these uses the
company has an incentive to report capital, rather than hide it. Finally, using an existing balance sheet has
the advantage of simplicity, for both taxpayers and the tax administration, a useful characteristic when
adding an additional tax.
The treatment of investments made in subsidiaries also raises design issues. The problem is to avoid
double counting, without giving rise to tax planning activities. If the subsidiary is another company
subject to the tax, (i.e. a financial institution if the tax applies to other financial institutions or an insurance
company if the tax is restricted to that industry), then the capital implicit in the equity held of the
subsidiary would be taxed in its hands and so should be deducted from the capital of the parent. On the
other hand, equity held in non-financial subsidiaries, should be treated as any other investment as it does
not give rise to double counting.
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A decision will also need to be made about treatment of foreign assets, if the company operates through
offshore branches. In this case, there are two possibilities. Assuming that the goal is to tax domestic
income, then the tax could be applied only to domestic assets, or to the share of domestic capital that
corresponds to domestic assets. Any alternative tax payable should then only be credited against income
tax arising from domestic operations. Alternatively, the tax could be applied on the whole of the assets or
capital, in which case it would, in theory, be appropriate to allow credits for foreign income taxes to be
offset against the alternative tax. Such crediting would expose the alternative tax to some of the
manipulations of foreign tax credits that are one of the reasons that domestic income tax may be
inappropriately sheltered.
In some cases the tax is only applied to amounts of capital above a threshold. In such cases, the threshold
should be shared among companies in a group. An interesting question would be whether a life and a P&C
company that were joined in a group should each be given an individual threshold. [By giving a threshold
to each company we would penalise integration.]
A number of OECD countries currently levy such taxes as minimum taxes. Canada applies a minimum tax
based upon the capital of a life insurance company, (the tax does not apply to P&C companies although a
similar tax does apply to banks). Mexico applies a general assets tax that is creditable against income tax.
PREMIUM TAXES
Premium taxes are often applied to premiums on non-life insurance as a form of taxes. They also represent
a potential tax base for an alternative tax, (as has been implemented in Estonia). Premium taxes are
simple to levy as they apply to premiums on all domestic policies written by an insurer. They generally do
not apply to reinsurance premiums received under the assumption that they have already been paid by the
direct writer. In looking at the P&C industry the main problem with using premiums as a alternative tax
base is that the profits of P&C companies is highly cyclical, and so the tax will often be applied in
circumstances where the company has low or no profits. In addition, it should be recognised that the tax
rules which apply to P&C companies are relatively simple, the major problem being the use of reinsurance,
and so an alternative tax directed solely at P&C companies may not be appropriate.
Premium taxes are more problematic when applied to life policies. Life insurance contracts are generally
of long duration and can often be considered to be saving vehicles, either implicitly or explicitly.
Accordingly, the premiums paid may incorporate significant amounts of what is essentially a payment of
principal. Taxation of the principal portion of a life policy would put insurance products at a severe
disadvantage relative to competing financial products such as bank deposits. Moreover when viewed as a
alternative tax to an income tax, the company profit inherent in a policy relative to the premiums paid with
respect to it would vary widely as the amount of savings versus pure insurance varies widely across
different insurance policies. Yearly renewable term insurance incorporates almost no savings element,
longer term insurance can have a reasonably significant implicit saving component and whole life
insurance incorporates a significant explicit savings function.
TAXES BASED ON RESERVES
Reserves represent the major liability of life insurance companies. They also represent a significant source
of tax sheltering for insurance companies. As such they could represent a potential target for an alternative
tax to reduce the impact of excessive reserve deductions. However, the problems of a high variance of the
size of reserves for different policies, (due to the need to reserve for the return of the effective principal
component of the premiums that have been received) are the same as for taxes based on premiums.
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However, as noted above, a simple tax on reserves, which taxes a portion of the implicit interest return to
the reserve to fund future liabilities can act as an alternative tax to the taxation of the inside build up in the
policy at the policyholder level.
DIVIDEND RELIEF SYSTEMS
Many countries operate dividend relief systems, which are intended to relieve the double taxation that
would otherwise occur when taxes are paid on income earned at the corporate level and then a second layer
of tax is imposed when dividends are paid out to individual shareholders. In some cases, relief from
double taxation is given only if corporate level tax is paid or a special tax is imposed on the distribution in
lieu of the corporate income tax. In that case, a dividend relief system acts as type of minimum tax on
distributions.
Clearly a dividend relief system is an integral structural part of a tax system which would apply to
companies in all industries. However, a dividend relief system has some attractive features when
considered as a minimum tax as it applies only to firms which have made financial profits, (at least at some
point), as they are able to make distributions. At the same time it allows firms to continue to benefit from
any tax incentives which they may have earned as long as they keep the funds in the company.
On the other hand, it can be said to allow a firm to delay any tax consequences simply by forgoing
dividend payments. Moreover form the point of view of a tax on insurance companies it suffers from a
serious structural problem, as many insurance companies are mutual companies which do not have
shareholders and so do not pay ordinary dividends. Thus stock insurance companies would be placed
under a competitive disadvantage under such a system.
TRANSACTION TAXES
Transaction taxes include many different types of taxes, such as taxes on the value of a transaction, i.e. sale
of securities or stamp duties, which are set fees for the registration of legal documents. Some jurisdictions
impose such taxes as an indirect means of taxing the profits arising in the transaction. In this case, the tax
is similar to a sales tax and so could be seen to be a proxy for the taxation of gains arising on behalf of the
individual investor. However, such taxes applied to transactions involving financial institutions could be
seen as an indirect way of taxing the activity of these companies.
Transaction taxes have a number of serious deficiencies. They are effectively a tax on intermediation that
raises its cost. Given the role of intermediation as a basic input in the allocation of capital with an
economy, this form of taxation penalises the establishment of an efficient market by increasing the cost of
administration. Moreover, the taxes generally bear no relationship to the profitability of the companies as
they may suffer an overall loss from their insurance business even if they are able to make income on the
transactions in the security market. Finally, the site of transactions is highly mobile and so transaction
taxes can often be avoided, especially by sophisticated financial institutions.
Accordingly, transaction taxes are generally not a large revenue source in OECD countries and the trend
has been toward their elimination.
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COMPARISONS OF SELECTED OECD COUNTRIES: ALTERNATIVE TAXES ON
FINANCIAL INSTITUTIONS
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GLOSSARY OF TERMS

Accident and Sickness Insurance
Various kinds of health insurance offering benefits for loss of income or expenses resulting from accidental
injury, sickness, or from accidental death.
Accidental Death Benefit
A payment of a specified sum, in addition to the regular death benefit, in the event of the death of the
insured by accident or by accidental means.
Acquisition Costs
Costs incurred in acquiring insurance business such as agents’ and ‘brokers’ commissions, medical and
selection expenses, issue expenses, premium taxes, etc.
Actuary
The official of an insurance company who handles the mathematical work; a technical expert specially
trained in the mathematics, theory, and practice of life and other kinds of insurance. His duties include
calculations which involve rates of interest, rates of mortality, loading expenses, loss ratios, premium rates,
reserves, dividends to policyholders, etc.
Adjusted Premium
An amount defined by the insurance laws of a government jurisdiction used in the computation of
minimum legal cash surrender values.
Aggregate mortality table
A mortality table made up of both the freshly selected lives (select table) and the experience after the first
few years following medical examination (ultimate table). Such a table of mortality is also called a mixed
table. It is a mixture of mortality rates for some members during the select period and other risks beyond
this select period.
Appropriations
Withdrawal or earmarking of surplus. Life offices are permitted to appropriate as profit (for the benefit of
shareholders or policyholders) only ascertained surplus (see surplus).
Basic Premium
Usually the term used to designate a premium composed of the two elements of mortality and interest. To
this basic premium the third element of expense called loading is added to arrive at the gross premium. See
also Net Premiums.

101

Benefits
The indemnities or payments specified in the insurance contracts. These include, for life policy benefits,
waiver of premiums in event of disability, payments of income because of permanent disability, and double
indemnity.
Broker
A professional adviser who assists a client to arrange his insurance, and who may receive commission on
new business written.
Capital Redemption
Business whereby in return for one or more premiums, a sum or series of sums is to become payable to the
insured in the future, without reference to the death or survival of any life insured.
Cash Surrender Value (also referred to as Cash Value)
The amount of cash which may be realised by the owner of a permanent life insurance policy or annuity
contract upon discontinuance and surrender of the policy or contract prior to its maturity.
Catastrophe
Examples include conflagration, earthquake, windstorm, explosion and other similar events resulting in
substantial losses. Catastrophe losses (the whole loss of an insurance company arising out of a single
catastrophic event) are usually reinsured under excess of loss treaties in order to limit any one such loss to
a specific dollar amount.
Chargeable Event
An event giving rise to an “exit” charge. Maturity, surrender, assignment, part surrender or death can all be
chargeable events.
Claim or Loss
The amount due, or alleged to be due, under an insurance policy following the occurrence against which
the coverage protects.
Commission
1. The remuneration paid to an agent or broker for the introduction of business, usually in the form of a
percentage of the premium.
2. An allowance made by the reinsurer for part or all of a ceding company’s acquisition and other costs. It
may also include a profit factor.
Death Claim
In a life insurance company the death claim is simply a request for the amount due under the policy also
death loss, death benefit.
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Direct Premiums
All premiums (less return premiums) arising from policies issued to afford primary (issuing company)
insurance for a given hazard.
Disability Income Insurance
Provides specific, periodic payments to an individual who becomes totally and/or permanently disabled as
a result of accident or sickness.
Dismemberment Benefit
Payable for loss by accident of arms, legs, hands, feet or eyesight. Usually combined with accidental death
insurance.
Dividend Options
Ways in which a policyholder can elect to receive policy dividends payable under participating life
insurance. Typical choices include: (1) Taking the policy dividends in cash; (2) Using them to reduce
premiums; (3) Leaving them to accumulate as an interest-bearing cash deposit; (4) Convert them into paidup additions to the sum insured; (5) Using them to purchase one year term insurance; etc.
Face Amount (also known as Sum Insured)
The amount stated on the face of the policy that will be paid on the death of the life insured or at the
maturity of the policy. It does not include additional amounts payable under accidental death or other
special provisions, or acquired through the application of policy dividends.
Facultative Reinsurance Contract
The reinsurer assesses each policy before agreeing to assume risks.
Group Annuity
A contract providing annuities at retirement to a group of people in a pension plan. It is usually issued to an
employer for the benefit of employees. The individual members of the group hold certificates as evidence
of their annuities.
Group Life Insurance
Life insurance issued, usually without medical examination, on a group of people under a master contract.
It is usually issued to an employer for the benefit of employees. The individual members of the group hold
certificates as evidence of their insurance.
Initial Premium
Certain policies provide that the actual premium paid shall be determined only at expiration or after certain
information has been developed. A premium is charged at the start. This is the initial or deposit premium
and is subsequently readjusted.
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Inside Build-up
The amount of interest after the deduction of administration expenses which is credited to a life insurance
policy through the calculation of the policy reserve.
Instalment Premiums
All policies in ordinary life are based on annual premium payments in advance. However, instalment
premiums may be made monthly, quarterly, or semi-annually at a slight additional charge.
Investment Bond (U.K.)
Generally a linked, single premium whole of life or endowment policy providing minimal guaranteed death
benefits, and capable of surrender without penalty.
Investment-linked Assurance
Long term business with an investment content whose return is linked to the performance of a specified
investment, group of investments, or index.
Investment reserve
Broadly represents the value of a company’s assets over and above its recognised liabilities to
policyholders, shareholders and others. It may appear explicitly in the office’s accounts as an appropriation
of surplus, or implicitly where assets are given a book value below market value.
Level Premium
Under this plan in life insurance the amount of the consideration is the same (level) for all the years of the
assured’s life during which the premiums are to be paid. The premium remains the same from year to year,
and in general is more than the actual cost of protection in the earlier years of the policy and less than
actual cost in the later years. The excess paid in the earlier years builds up the reserve.
Life Insurance in Force
The sum of the face amounts, plus dividend additions, of life insurance policies outstanding at a given
time. Additional amounts payable under accidental death or other special provisions are not included.
Life/long term business Revenue Account
The income and expenditure account expressing a life company’s life/long term business operations.
Loading
The additional amount added to the valuation or net premium to cover the expenses anticipated in
providing the respective coverage. The valuation premium is derived from mortality tables and an assumed
rate of interest. It is the amount regarded as sufficient to cover the cost of the benefit under the contract.
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Lloyd’s Association
An association of individuals formed upon the plan known as Lloyd’s, whereby each associate underwriter
becomes liable for a stated, limited or proportionate part of the whole amount insured by a contract. It is
also known as The Non-Marine Underwriters, Members of Lloyd’s, London.
Mathematical reserves
The actuarially calculated assessment of a company’s obligations to policyholders, consisting essentially of
the difference between the present value of anticipated benefits to policyholders and the present value of
future premiums.
Margin of Solvency
Under the Insurance Companies Acts the total assets of an insurance company must exceed its liabilities by
a defined amount, known as the margin of solvency.
Morbidity
The state of being diseased, mentally or physically, or of being physically impaired.
Mortality Cost
The assumed cost of insurance for any year is the contribution necessary from each policy to meet the net
death benefits anticipated during that year. It may be calculated by multiplying the net amount at risk at the
beginning of the policy year by the death rate (as shown by the mortality table) at the age attained by the
insured at the beginning of the policy year.
Mortality cover/charges
The pure protection element in life assurance may be funded by appropriation by the life office of all or
part of the premiums or, in the case of investment-linked business, by cancellation of part of the policy
value.
Mortality Rate
Relative number of deaths in a given group of people during a given period of time.
Mortality Ratio
The ratio of actual death benefits of the period to expected death benefits.
Mortality Table
A statistical table showing the proportion of persons expected to die at each age, based on the assumed
mortality which is being defined by the table, usually stated as so many deaths per thousand. Used by
actuaries to measure the probabilities of life and death.
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Mortgage protection
Policy designed to provide decreasing term assurance cover sufficient to pay off the anticipated
outstanding balance of a repayment mortgage.
Mutual Company
A company the only members of which are the holders of policies entitling them to share in the profits of
the company.
Net Amount at Risk
The face value of the policy less the terminal policy liability for the policy year.
Net Premiums
In casualty insurance, net premiums are gross premiums less reinsurance ceded. In life insurance, net
premiums are the portion of the premiums calculated on the basis of a particular mortality table and interest
rate required to enable the insurer to pay benefits as provided by the insurance contracts, no accounting
being taken of expenses, contingencies, or profit.
New business strain
Regular premium contracts often impose initial strain on companies insofar as they may require the
establishment of reserves greater than the company’s net receipts (i.e. after paying commission and other
front-end expenses).
Non-Proportional Reinsurance Arrangements
Where the reinsurer accepts a percentage of risks which can vary as the size of the claim varies. They can
be used to limit the maximum risk faced by an insurer.
Paid-up Insurance
Insurance, including non-forfeiture insurance and paid up additions purchased by dividends, on which all
premiums have been paid. It is payable upon the death of the insured or at the maturity date of the
insurance policy.
Permanent Life Insurance
Includes whole life insurance and endowment insurance and so is another name for cash value life
insurance.
Policy Loans
A loan made by a life insurer to a policyholder on the security of the cash surrender value of the policy.
Premium
The consideration or money the insurer receives for the assumption of the hazard or risk of liability.
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Premium rating
The pricing of contracts, by adding to the basic mortality cost “loadings” to cover expenses, profit, and any
additional benefits.
Premium Tax
Taxes paid as a percentage of premiums received on insurance policies as a form of sales tax. Rates
depend upon the jurisdiction and the type of risk being insured. They are generally low, in most
circumstances.
Proportional Reinsurance Arrangements
A constant proportion of each risk is shared - in effect an insurance partnership.
Proprietary Company
A company that is owned by shareholders.
Reinsurance Treaty
A one-year contract where the reinsurer agrees in advance to accept a specified amount of all risks or
losses defined in the treaty.
Renewable Term Insurance
Term insurance providing the right to renew at the end of a term for another term or terms without
providing evidence of insurability. At each renewal date (every year or every five years) the premiums
increase. There is usually a limit on the number of renewals, or else a limiting age, such as 65 or 70 years.
Reserve
An amount built up in the early years of a group of policies when the level of premiums is greater than
required to meet claims, expenses, etc. It is used to pay claims in the later years when the premiums are
less than required.
Return Premium
A premium refund due the insured, arising from an endorsement or cancellation.
Single Premium
A lump-sum payment to an insurer at the beginning of an insurance or annuity contract as consideration for
the entire contract.
Surplus
The actuarial surplus of a life company is that part of the fund over and above the sum of its liabilities.
Holders of “with-profits” policies are entitled to a share in the surplus, usually by way of a reversionary
bonus added periodically to and payable with the sum assured.
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Term Insurance
A policy of life insurance that covers policyholders for a fixed number of years only.
Uncollected and Deferred Premiums
The net deferred premiums arise because of the practice of permitting policyholders to pay premiums in
instalments, instead of yearly as is assumed on the reserve calculation. Because of the grace period, as well
as bookkeeping work, some premiums payable during the last few months of the calendar year may not be
reported as paid. In reality, however, such premiums are in the process of payment and the policies are still
in force.
Unearned Premium
That portion of the premium on a policy or group of policies, which applies to the time that the policy still
has to run. The company earns its premium as the policy term goes on. The rest is unearned. See Unearned
Premium Reserve.
Underwriting Profit
Money earned by an insurance company in its underwriting operation as distinguished from money earned
in the investment of assets.
Ultimate Mortality Table
A mortality table made up of lives upon which the experience of the first years, usually five, has not been
taken into consideration in the table calculations.
Valuation Basis
The particular set of assumptions and conventions upon which the actuary bases his valuation of the
liability.
Whole (of) Life Insurance
Provides protection for the lifetime of the person insured. The term is sometimes used to embrace ordinary
life, straight life and limited payment life insurance -- it can be “with” or “with-out” profits.
With Profits (Participating) Insurance
Where the policyholder shares in the profits of the company through “bonus” additions or dividends.
Without Profits (Non-participating)
Insurance providing only a fixed sum insured.
Yield
The word yield is used several ways in life insurance. Of considerable importance is the interest yield on
investments or the yield on different types of investments.

108

Zillmerisation
A modification of the net premium reserve method of valuing a long-term policy -- it increases the part of
future premiums for which credit is taken so as to allow for initial expenses.
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