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ABSTRACT

Tax Incentives and the Demand for Life Insurance:
Evidence from Italy*

The theoretical literature suggests that taxation can have a large impact on
household portfolio selection and allocation. In this Paper we consider the tax
treatment of life insurance, considering the cancellation of tax incentives in
Italian life insurance contracts for investors with high marginal tax rates and
the introduction of incentives for those with low rates. Using repeated cross-
sectional data from 1989 to 1998, we find that the tax reforms had no effect on
the decision to invest in life insurance or the amount invested. The likely
explanations are the lack of information and lack of commitment to long-term
investment.
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NON-TECHNICAL SUMMARY

The theory of portfolio choice suggests that taxation can have potentially large
effects on the financial investment decisions of households. The theory has two
central insights. First, households care about the after-tax return on each asset,
not just its nominal face value. Second, the different tax treatment of the various
assets creates wedges in the structure of after-tax returns. The theory is able to
tackle fundamental features of households’ financial investment decisions. For
instance, it may explain why some households do not invest at all in some assets
(such as stocks). Moreover, in the presence of tax favoured assets with a limit on
contributions, it may explain why it is optimal for households to contribute up to
the limit before allocating the remaining wealth in other unsheltered assets not
favoured by the tax code.

At the empirical level, however, studying the impact of taxation on portfolio choice
is a very difficult task. The theory predicts that portfolio choice is affected by
household resources as well as by the after-tax interest rates. But since for some
assets after-tax interest rates depend on the income marginal tax rate, and since
the latter is inherently correlated with income, it is difficult to disentangle genuine
variation in after-tax interest rates for given income from genuine variations in
income for given after-tax interest rates. For some assets the task is actually
impossible, because at any point in time all households face the same rate of
return.

This Paper brings fresh evidence on the literature of portfolio taxation by studying
the effect of changes in the tax treatment of life insurance on households’
financial investment decisions. The tax reform that we consider is the cancellation
of tax advantages in Italian life insurance contracts for households with high
marginal tax rates and the introduction of tax incentives for households with low
marginal tax rates. Our sample consists of a decade of household level data on
assets, income and demographic variables and provides a unique setting to pin
down the effect of taxes on household portfolio selection and allocation.

Life insurance contracts in Italy provide an ideal opportunity to test the theory of
portfolio taxation. From 1986 to 1992 life insurance premiums were fully tax
deductible up to an amount of 1,300 euro (2 500,000 lire), so that after-tax
returns varied with the marginal tax rate. In 1992, however, the tax incentive was
made proportional to the contribution (a flat rate of 27%, further reduced to 22%
in 1994). As a consequence, the excess return of life insurance policies over non-
sheltered financial assets was substantially reduced for the rich, slightly
increased for the poor, and remained unchanged for households in the
intermediate tax brackets. The tax incentive reforms provide the ground for our
empirical analysis. Accordingly, we can allocate households in our sample to
different groups (a treatment group potentially affected by the reform, and a
control group potentially unaffected), depending on their position in the tax
bracket distribution. If the tax reform had any impact on asset selection and



allocation, it should emerge among households in the treatment groups in the
post-reform years.

The sample period (1989–98) is characterized by cross-sectional as well as time
variability of returns. Before the tax incentive reforms policy holders enjoy tax
incentives that depend on their marginal tax rate on income, so that the return on
life insurance varies in the cross-section. The 1992–4 reforms imply that the
returns also vary over time. Identification of the effect of taxes on the demand for
life insurance is made possible because the tax reforms changed the structure of
incentives without changing tax brackets or tax rates. A change in the latter might
have affected the demand for life insurance independently of the structure of
incentives.

We find no statistically significant portfolio effects of the cancellation or
introduction of tax incentives. In particular, households that were not investing in
life insurance before the tax reform did not significantly change their behaviour
after the reform. Similarly, for those investing in the pre-reform years, the tax
reform did not significantly alter the amount invested in life insurance contracts.

We offer various explanations for the apparent insensitivity of life insurance to
changes in after-tax returns, focusing on the role of sample misclassification,
commitment, borrowing constraints, minimum investment requirements and
information costs. We note that in order to be eligible for the tax deduction the
insurance contract must last a minimum of 5 years. If it is terminated earlier the
policy holder loses all tax advantages, and cashes in only the cumulated nominal
premiums. That is, if the investor needs to liquidate the policy, he incurs a capital
loss proportional to the inflation rate. Therefore, investment in life insurance
requires considerable commitment and a relatively long planning horizon.
Investors with potential short-term liquidity needs may be reluctant to buy
because they fear a capital loss. A further reason why many are discouraged
from purchasing life insurance are minimum investment requirements. These do
not apply universally in the Italian insurance market and are not strictly regulated.
Nevertheless, in practice most insurance companies do enforce minimum
accumulation plans. Clearly, minimum investment requirements effectively screen
out low-wealth investors.

Indirect evidence also shows that basic information on life insurance policies is
poor, and this may explain low participation. Finally, one can argue that supply
factors are at least as important as demand for financial assets. In Italy, as
elsewhere, the placement of ‘sophisticated’ assets such as mutual funds and life
insurance is often driven by vendors’ initiative rather than investors’ active
portfolio management. For more than a decade now insurance companies’
marketing has pointed out the existence of tax incentives, but has not equally
advertised the change in incentives following the 1992–4 reforms. On this basis,
it is not surprising that the different tax regimes have not been accompanied by
significant changes in the trend of the demand for life insurance.
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