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The Kolkata Bench of Income-tax Appellate Tribunal has rendered its decision that the entire
maturity value/gains at the time of extinguishment of the rights of the taxpayer in the life
insurance policy having premium of more than 20% of the sum assured, are liable to be treated
as capital gains. Further, the cost of acquisition in such cases, shall be the premium paid in
excess of 20% of the sum assured.

Background:

e The taxpayer?, a resident individual, during the Financial Year (FY) 2016-17, corresponding to
Assessment Year (AY) 2017-18 filed his return of income, inter-alia, declaring total income of INR 100
and a carried forward loss of say INR 30.

e During the year under consideration, the taxpayer had received a sum (say INR 50) as maturity
proceeds of life insurance policy (Policy); on which the taxpayer computed long-term capital gains
(LTCG) and offered a loss of INR 30.

e During the course of audit proceedings, the Assessing Officer (AO) disallowed the aforesaid capital loss
claimed by the taxpayer and taxed the maturity proceeds as income from other sources.

o Aggrieved, the taxpayer filed an appeal and in the course of appellate proceedings, the matter reached

before the Kolkata Bench of the Income-tax Appellate Tribunal (ITAT).

Relevant extracts of certain provisions in brief:

e Section 10(10D) of the Income-tax Act, 1961 (ITA) [relating to certain income not forming part of total
income]

“Section 10 : In computing the total income of a previous year of any person, any income falling within
following clauses shall not be included...

...(10D) any sum received under a life insurance policy, including the sum allocated by way of bonus on
such policy, other than...

(c) any sum received under an insurance policy issued on or after the 1t day of April 2003 but on or
before the 31% day of March 2012 in respect of which the premium payable for any of the years
during the term of the policy exceeds twenty per cent of the actual capital sum assured; or
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(d) any sum received under an insurance policy issued on or after the 1st day of April, 2012 in respect
of which the premium payable for any of the years during the term of the policy exceeds ten per
cent of the actual capital sum assured..”

Provided that the provisions of sub-clauses (c) and (d) shall not apply to any sum received on the death
of a person:

e Section 88 of the ITA (relating to rebate on life insurance premia, contribution to provident fund, etc.)
“Section 88-

(1) Subject to the provisions of this section, an assessee, being an individual, or a Hindu undivided
family, shall be entitled to a deduction, from the amount of income-tax (as computed before allowing
the deductions under this Chapter) on his total income with which he is chargeable for any assessment
year, of an amount equal to...

... (2) The sums referred to in sub-section (1) shall be any sums paid or deposited in the previous year
by the assessee—

(i) to effect or to keep in force an insurance on the life of persons specified in sub-section (4); ...

...(2A) The provisions of sub-section (2) shall apply only to so much of any premium or other payment
made on an insurance policy other than a contract for a deferred annuity as is not in excess of twenty
per cent of the actual capital sum assured.”

Decision of the ITAT:

e The ITAT observed that the relevant issue which required adjudication was:
(i) Whether a life insurance policy is a ‘capital asset?; and

(ii) Whether proceeds of a maturity of a single/double premium life insurance policy are to be assessed
under the head ‘Capital gains’ or ‘Income from other sources’?

e The ITAT observed / noted as follows:

Facts/ features/terms of the Policy

— The taxpayer purchased a life insurance policy in the year 2006 (with sum assured of say INR
PQR); with its date of commencement in April 2006 and maturity date in April 2016 (i.e., 10-year
term).

— The annual premium paying term was initial two (2) years only.

— The taxpayer received a maturity amount of the policy comprising of sum assured (INR 40) along
with an additional amount say INR 10 i.e. total of INR 50.

— Considering the amount of premium paid, the sum assured on the life and the actual maturity
value received by the taxpayer, there were the following two elements embedded in the policy:

(i) Firstly, the hedging of the risk of life and related benefits as are available under a simple life
insurance policy; and
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(ii) Secondly, the element of investment.

Exemption of maturity proceeds under section 10(10D), pre and post amendment vide the Finance
Act 2003

— Before the substitution of section 10(10D) of the ITA by Finance Act 2003 with effect from 1 April
2004, any sum received under a life insurance policy included sum allocated by way of bonus of
such policy, was exempt from taxation. However, with effect from 1 April 2004, certain
exceptions were provided to the said exemption.

— Based on the explanation given in Memorandum of Finance Bill 2003 (introducing the
exceptions), the purpose of the amendment/substitution of section 10(10D) was that the
government did not intend to pass the exemption benefit of maturity sum received in respect of
insurance policies in which the purpose of investment was embedded along with insurance.

— Therefore, these types of policies were similar to investments and bonds.

Corresponding amendment under section 88(2A) of the ITA vide the Finance Act 2003

— On the same line, the new section 88(2A) vide Finance Act 2003 was inserted providing that the
deduction in respect any premium or other payment paid on an insurance policy would not be
allowed in excess of 20% of the actual capital sum assured.

— The aforesaid provisions introduced with effect from 1 April 2004 showed that any sum paid in
excess of 20% of the sum assured on an insurance policy was treated towards investment.
However, deduction from the amount of income-tax was available in respect of any sum of
premium which was upto 20% of the sum assured.

Whether Life Insurance policy a ‘capital asset’?

— The Parliament while substituting section 10(10D) and inserting section 88(2A) of the ITA had
denied the benefit of exemption and deduction in respect of policies, which were similar to
deposits/investments and also has treated the premium paid over and above of 20% of the sum
assured towards investment and not towards insurance or hedging of life risk.

— Hence, the amount of premium paid by the taxpayer, which was more than 20% of the sum
assured was investment made by the taxpayer.
Computation of capital gains

— The exclusion under section 10(10D) of the ITA is not for any amount received over and above
the sum assured, rather the entire amount received under the policy is excluded.

— Therefore, the entire maturity value/gains at the time of extinguishment of the rights of the
taxpayer in the said policy i.e. on the date of maturity were liable to be treated as capital gains.

— While computing the capital gains, the cost of acquisition was the amount paid towards
premium less 20% of the sum assured.

— The premium up to 20% of the sum assured was to be treated as not part of the investment
rather towards the cost of hedging of risk under the insurance policy, for which a deduction was
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already available to that extent under section 88(2A) of the ITA and thereafter, indexation was to
be allowed accordingly.

Comment:

Taxpayers often avail life insurance policy, having premium of more than 10% / 20% of the sum insured.
In such cases, the exemption provided under section 10(10D) of the ITA for receipt of life insurance
policy maturity proceeds is not available.

A question that arises in such cases is whether the maturity proceeds would be taxable as capital gains
or as income from other sources?

This ruling, based on facts of the case, has observed that:

e These types of policies are similar to investments and bonds and the amount of premium paid by
the taxpayer, which is more than 20% of the sum assured is investment made by the taxpayer.

e The entire maturity value/gains at the time of extinguishment of the rights of the taxpayer in the
said policy i.e., on the date of maturity are liable to be treated as capital gains. Further, it has also
observed that the cost of acquisition is the amount paid towards premium less 20% of the sum
assured.

It may be pertinent to note that section 10(10D) of the ITA has been amended to state that the
exemption would not be available for any sum received under an insurance policy issued on or after the
1 April 2012, in respect of which the premium payable for any of the years during the term of the policy
exceeds 10% of the actual capital sum assured (except for sum received on death of a person).

Taxpayers with similar facts may evaluate the impact of this ruling to the specific facts of their cases.
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