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INTRODUCTION: 
1. This paper is based on notes prepared by the writer 

and discussed at the 6 march 1978 meeting of the 
New Zealand Society of Actuaries (Inc.). 

LlFE INSURANCE COMPANIES: 
l ntroduction 

2. The present New Zealand Basis for taxing life in- 
surance companies is simple in concept: 

(a) assessable income comprises distributed surplus; 

(b) tax is payable at the rate of 30% of this assess- 
able income. 

Historical Summary 
3. The current tax basis had its origins in 1930 legis- 

lation which inter alia sought to prevent overseas life 
offices (which dominated the industry in New Zea- 
land) from so arranging their affairs that little or no 
tax was payable in this country. That legislation spec- 
ified braodly that assessable income comprised - 
(a) surplus funds allotted to provide reversionary 

bonuses for New Zealand policies; 

plus 

(b) a share of dividends paid to shareholders o ~ l t  of 
the profits derived from life business in New 
Zealand; 

less 

(c) exempt income, being mostly dividends received 
from N.Z. companies which were not themselves 
exempt from income tax. 

The rate of tax was 9/20 of the standard rate of com- 
pany tax (then 42.5%,after the first slice) or 19.125%, 

, this last figure being an approximation to the aver- 
age individual rate of tax. The standard company rate 
of tax was in fact 50% but a company transacting 
any life business - including a composite company - 
was not required to pay the 7.5% social security tax. 

4. "Surplus funds" were those disclosed in the life of- 
fice's published reports as being allocated to provide 
reversionary bonuses, or a proportion thereof where 
the office did not publish separate figures in respect 
of its N.Z. business. Assessable income was there- 
fore significantly affected by the method and basis 
of valuation employed in the offices' published ac- 
counts. In post-war years it became increasingly 
common for offices to value N.Z. with-profit busi- 
ness on a bonus reserve valuation basis: the artifi- 
cally low interest rate ususally employed in conjuc- 
tion with the net premium method of valuation over- 
stated the cost of current bonuses by including in 
the taxable income the reserve established for future 
bonuses. 

In 1966 sections 149 and 150 of the then Land and 
Income Tax Act were amended to spell out in great- 
er detail the derivation of taxable income, although 
the general principles were retained. The dividend 
exemption (section 3 item (c) above) was phased out, 
and the social security tax exemption was restricted 
only to assessable income derived from life insurance 
business. The definition of surplus funds was pre- 
scribed at the same time so that reversionary bonuses 
were valued on A1949-52 Ultimate mortality with in- 
terest at 4.5% p.a., the basis still in use today. 

Subsequently those sections have been amended to 
include surplus distributed in forms other than re- 
versionary bonuses - for example, terminal bonuses. 
The rate of tax was also altered from 9/20 to 40% of 
of the company tax rate, which itself was changed to 
45%, so that the rate of tax on life offices just prior 
to 1976 was 18% of an assessable income whose de- 
finition had not varied greatly for some years. 

In 1972 a Supreme Court decision changed the way 
in which "non-life" business transacted in life funds 
was taxed. 

In 1973 a new section 149A was inserted to speci- 
fically apply to life reinsurance offices the tax code 
set forth in section 149 for direct life offices. 

In the 1976 Budget the rate of tax paid by lifeoffices 
was increased from 18% to  30%. In the Budget the 
Minister of Finance stated: "Historically the basis of 
fixing the rate was related to the average marginal 
rate of tax payable by an individual. Thus, the in- 
crease brings the life insurance company rates more 
closely into line with today's individual average mar- 
ginal tax rate." The timing of this increase wasshrewd 
because life offices' investment earnings rates were 
increasing and the Government no doubt relied on the 
desire of the offices not to reduce bonus rates to keep 
individual policyholders largely unaware of the 
change in tax. 

Present legislation 
In 1976 the Land and Income Tax Act was divided 
in two, and the main relevant legislation is now con- 
tained in Part IV of the Income Tax Act 1976 under 
the subheading "Business of Insurance", sections 204 
to 207: 

(a) S. 204 applies to certain life companies; 

(b) S.205 applies to certain life reinsurance com- 
panies; 

(c) S.206 sets the tax rate at 30% (actually, at two- 
thirds of the resident company rate of 45%); 
and 

(d) S.207 provides for a rebate of tax on the inter- 
est of certain development debentures issued to 
non-resident life insurance companies prior to 
26 August 1966. 



S.207 is of limited application and will not be con- 
sidered further. The applicability of S.205 is depen- 
dent inter alia on whether or not the direct insurer 
comes within the scope of S.204, and will be consid- 
ered in more detail below. 

Direct life insurance companies 

11. S.204 applies only to those life insurance companies 
transacting business in New Zealand where the Com- 
missioner of Inland Revenue is satisfied that - 
(a) The "greater proportion" of the business is 

withprofits", has a minimum term of at least 5 
years, and involves the investment and mange- 
ment of premium income;and 

(b) The amount allotted to shareholders does not 
exceed 25% of the amount allotted to or for 
policyholders. 

The words "with-profits" mean essentially "withpro- 
fits in respect of which tax is payable". 

12. The assessable income of a life insurance company to 
which S.204 applies is defined to be the sum of - 
(a) the value of reversionary bonuses allotted to 

New Zealand policies, calculated on the A1949- 
52  Ultimate mortality table, with interest at 
4.5% p.a.; 

(b) the amount of any other surplus funds allotted 
to or for policyholders; and 

(c) the amount of dividends paid to shareholders 
and derived from its life insurance business in 
New Zealand. 

The policies described in item (a) and (b) refer to 
those insuring persons in New Zealand, and include 
inwards coinsurance but exclude outwards coin- 
surance. 

13. The Act then goes on to say in S.204 (9) that the 
assessable income as just defined shall be "the tax- 
able income of the company for that year derived 
from its business of life insurance in New Zealand." 
In other words the company may have other "non- 
life" taxable income as indeed does a composite life 
and general insurance company. In particular, fol- 
lowing a Supreme Court decision (The National Mut- 
ual Life Assoication of Australia Ltd. v. Commis- 
sioner of Inland Revenue (1972) NZLR 1021), op- 
tional ancillary benefits such as personal accident 
and sickness riders to  life insurance policies are not 
life insurance business but are separately assessable 
under S.208; the taxable income from those benefits 
is however deductible from the assessable income des- 
cribed in para. 12 to avoid double-taxation. 

Reinsurance companies 

14. S.205 applies only to those life reinsurance com- 
panies engaged in the business of life reinsurance in 
New Zealand where the Commissioner of Inland Re- 
venue is satisfied that - 

(a) The "greater proportion" of the business is 
"with-profits". is reinsured on the co-insurance 
method, is written by direct companiesto which 
S.204 applies, and involves the investment and 
management of premium income; and 

@) The amount allotted to shareholders does not 
exceed 25% of the amount allotted to or for 
the reinsured portion of the policies. 

Where S.205 applies, the reinsurance company is 
taxed in exactly the same way as a direct life insur- 
ance company; the reversionary bonuses valued for 
tax purposes are those that it allots following the di- 
rect company. The net effect therefore is that overall 
a contract reinsured on a co-insurance, or  original 
terms, basis does not affect the combined tax liabil- 
ity of the direct and reinsuring offices. 

Where S.204 or S.205 does not apply 

15. It is apparent that there may be life insurance com- 
panies who are not eligible to be taxed under S.204 
because they cannot satisfy the Commissioner of the 
points listed in para 11. For example an office may 
transact a large volume of non-profit business. This 
situation is even more likely to apply to reinsurance 
companies which nowadays tend to write substan- 
tial volumes of risk-premium business, and whose 
co-insurance/risk-premium business mix is in any 
event largely beyond their control. 

16. In that situation the Commissioner presumably ass- 
esses the life office as if it were a general insurance 
company under S.208 (despite the fact that S.208 
specifically excludes "life assurance".) General 
insurance companies are taxed as trading companies 
with the special benefit of being allowed to build up 
yearend reserves from pre-tax income, although 
there appears to be no specific authority in the 
Income Tax Act for such a special benefit. In manu- 
facturing terms this is tantamount to full deduction 
of replacement stock at current cost. 

17. The assessable income of a life insurance or rein- 
surance company to which S.204 did not apply 
would thus appear to comprise - 
(a) Premiums received, after deducting any rein- 

surance premiums paid other than those paid 
outside New Zealand (see S.208 (1) (b)); 

plus 

(b) Investment income; 

less 

(c) Expenses incurred or attributable to the trans- 
action of life business, including commissions; 

less 

(d) Claims paid (including maturity and surrender 
claims), after deducting any reinsurance claim 
proceeds other than those paid from outside 
New Zealand (see S.208 (1) (b)); 

less 

(e) lncrease in yearend reserves; 

or plus 

(f) Decrease in yearend reserves; all in respect of 
New Zealand life business. An assessment along 
the foregoing lines could be attractive to a young 
or rapidlygrowing office. 



Superannuation business 
The legislation does not distinguish between Ordin- 
ary and Superannuation business. Reversionary bon- 
uses allotted to  endowment insurance policies used 
to fund superannuation schemes therefore attract 
tax under S.204. This is an anomalous situation since 
privately-funded superannuation schemes are not 
taxed, if they are approved by the Government Act- 
uary. The anomaly is less serious now than it was be- 
fore the  advent of  the (now repealed) New Zealand 
Superannuation Act 1974, since the use of endow- 
ment insurance type contracts to fund superannua- 
tion schemes has probably declined significantly; 
however there are no official statistics which may be 
cited. 

Deposit administration or managed fund policies are 
generally used b y  life offices to fund larger super- 
annuation schemes. In these contracts the group-life 
insurance, investment and managment functions are 
separately identified, and the contracts may gener- 
ally be  unbundled and recombined as desired. Invest- 
ment may b e  arranged either in a "capitalguaranteed" 
or "unit" mode. In both cases the contract isexpress- 
ly declared to  be  nonparticipating so that the alloca- 
tion of investment income is not regarded asanallott- 
ment of surplus funds. It seems illogical that the tax- 
free status of  life office funded superannuation 
schemes should not be available as of right, but  
merely because there is sufficient with-profit Ordinary 
business written by the life office. Sooner or later a 
life office is going to  be in breach of this refinement: 
some may already be unable to satisfy the Commis- 
sioner as required by S.204, but since no statistics 
are available it is impossible to  know. The remedy is 
to  require establishment of  separate published ac- 
counts within the  life fund for approved superann- 
uation schemes, the income from which would be 
tax-free as o f  right provided the statutory investment 
ratios applicable t o  the individual schemes were met 
by the separate account. 

Group-life insurance 

Group-life insurance contracts, whether written as 
part of  a superannuation policy or separately, dis- 
play another problem of the  current tax basis. Most 
group-life contracts are written in the form which is 
effectively "with-profits", in that the favourable ex- 
perience of the contract is reflected in the cost to 
the policyowner; the experience may be  that of  the 
single contract - "self-experience" - or  of a pool of  
similar contracts. The obvious way to do this is to  
charge a premium at the beginning of  each policy 
year, adjust the premium at the end of the policy 
year for changes in the insurance coverage, and make 
a cash refund. Each year's experience is then treated 
o n  its o w n  merits. This is the approach employed in 
Australia for example. However in New Zealand, be- 
cause o f  fears that  the refund would be  treated as a 
"distribution of surplus" and therefore taxable, the 
life offices in practice express the refund as a reduc- 
tion in the subsequent year's premium, very much 
like a no  claim bonus in motor insurance. The over- 
all effect is therefore the same unless the contract 
is terminated when the policyholder loses the last 
year's refund. The life office therefore pays tax o n  

this business only to  the extent that it is a source of 
profits which are distributed to  policyholders as re- 
versionary bonuses or otherwise. 

Gross fund 

Where S.204 applies, the tax basis exerts no influ- 
ence over investment decisions, and the life office 
may be regarded as a gross fund with tax being ig- 
nored. Investment decisions can be made on  the basis 
of return, risk and allied expenses. 

Surplus allocation 

The most common way of allocating surplus to  indi- 
vidual policyholders is through the uniform com- 
pound recersionary bonus system. Bonus rates and 
premium rates have tended to  be  lower in New Zea- 
land than in Audtralia for example, reflecting the 
tax position. 

Interim bonuses allotted on death and maturity 
claims during a year are taxed o n  the full value of 
the bonus. Terminal bonuses are taxed when paid, 
o n  death, maturity or  surrender, provided an earlier 
allocation to  policyholders is not made. It is under- 
stood that an appropriation of surplus to  a "terminal 
bonus reserve" for example is not taxable. The Com- 
missioner appears to  be willing to adopt a flex- 
ible approach to definition of  allocated surplus 
where unusual contracts are involved. 

Shareholders' funds 

In a proprietary life office, investment income on 
shareholders' funds is free of tax until distributed, 
when tax at the rate of 30% applies. There appears 
to  be a potential benefit to  a company shareholder 
taxed at 45% since S.63 of the Act provides that 
dividends paid to con~panies resident in New Zea- 
land are exempt from income tax. A general insur- 
ance should insure that its life insurance subsidiary 
company is well capitalised. 

Sources of surplus 

In current conditions the  surplus being allotted as 
reversionary bonuses arises largely from specific mar- 
gins in the premium rates and from investment in- 
come in excess of that anticipated, reduced by ex- 
cess expenses. The tax basis as it applies to with- 
profit policies is therefore equivalent to tax o n  pre- 
miums together with a partial tax o n  investment in- 
come less expenses. In fact a n  argument along the 
following lines has veen advanced to  support the 
present tax basis: bonus distributions represent a 
return in kind to  the policyholder of  premiums paid 
and no longer required by the life office to  ful- 
f i i  its contract, and should therefore be  taxed at 
the rate at  which special exemption from tax was ob- 
tained o n  those premiums by the  policyholder (see 
later.) 

Recent Data 

The following table has been extracted from recent 
New Zealand "Insurance Statistics": 



Year 
Increase in new 
sums assured 

% 

17.3 
25.1 
32.9 
28.0 
11.5 
14.3 
33.8 

3.4 

Notes (1) On investment income. 
(2) On premium income. 

Premium 
Income 

$m 

133.3 
149.3 
167.3 
197.3 
22 1.9 
244.6 
278.9 
313.1 

Investment 
income 

$m 

71.8 
79.7 
88.4 
99.8 

113.3 
127.4 
143.6 
165.7 

The "tax payable" item does in fact contain an un- 
known amount of rates, and the investment income 
item contains an unknown superannuation compon- 
ent. There are other defects in these figures, but they 
are all that are available. The 1976177 figures clearly 
reflect the increase in tax rate. 

POLICYHOLDERS 
Individuals resident in New Zealand can obtain ex- 
emption from income tax of premiums paid on life 
insurance policies under S.59 of the Income Tax Act 
provided the policy - 

(a) is on the life of the individual, or his spouse or 
child, and 

(b) has a minimum term of 10 years (5 years if it 
would mature after age 60) 

There are restrictions on exemption of premiums 
paid where the policy is assigned or mortaged and 
borrowed against. There is also provision for sub- 
sequent disallowance of exemptions where a policy 
is surrendered within 5 years of its commencement. 

Tax 
payable 

$m 

6.3 
8.0 
9.2 
9.9 

10.5 
11.1 
11.6 
14.3 

Rate Rate 
of tax (2) of tax (1) 

% % 

4.7 8.8 
5.4 10.0 
5.5 10.4 
5 .o 9.9 
4.7 9.3 
4.5 8.7 
4.2 8.1 
4.6 8.6 

28. The maximum amount of the exemption is $800 
p.a., or $1,000 p.a. for individuals who are not mem- 
bers of subsidised superannuation schemes (mostly 
the selfemployed). These limits are inclusive of super- 
annuation contributions, contributions to  voluntary 
health insurance premiums. The monetary amounts 
have remained virtually unchanged for the last decade. 

29. Benefits whether payable on death, disablement, sur- 
render or maturity are not taxable. However the whole 
of the income from an annuity policy is taxable. 
Death benefits are included in the individual's estate 
for estate duty purposes if the policy was then owned 
by him, but not otherwise. 

30. Premiums paid by employers to  insure their employ- 
ees under temporary insurance policies are taxde-  
ductible to the employer as an expense of manage- 
ment; the proceeds are taxable, but a separate de- 
duction is available concurrently provided the bene- 
fits are paid to  his dependents. The benefits are how- 
ever brought into the deceased employee's estate for 
estate duty purposes. 


