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expenses of the subsidiary should be included in computing 
tentative LICTI and not limited by Sections 806(b)(3)(C) or 
1503(c). 

The ruling sheds additional light on the meaning of “insurance 
business” for purposes of Section 806 and the computation of 
LICTI. 

SUBCHAPTER L: CAN YOU BELIEVE IT?
TAX HEDGE ACCOUNTING FOR EQUITY- 
INDEXED UNIVERSAL LIFE INSURANCE

By Peter H. Winslow

Equity-indexed universal life insurance (EIUL) contracts 
typically allow the policyholder to allocate all or a portion of 
premiums to either a fixed account which provides for interest 
credited to the contract measured at a minimum fixed rate or to 
one or more indexed accounts which provide for interest cred-
ited at a rate determined by an equity index. This contract fea-
ture effectively provides the policyholder with an embedded 
equity option. Life insurance companies purchase derivatives 
(generally equity call options) to hedge the risks related to the 
policyholder’s embedded option.

Actuarial Guideline 36 (AG 36) provides several optional 
methods to comply with CRVM in computing statutory 
reserves for EIUL contracts, but many companies use the 
Updated Market Value (UMV) method. The UMV method 
applies the general approach of the Universal Life Insurance 
Model Regulation, but modifies the regulation to take into ac-
count the present value of the policyholder’s embedded equity 
option. The present value of future guaranteed policy benefits 
is calculated at the valuation date by projecting a fund equal 
to the greater of the Guaranteed Maturity Fund (GMF) or the 
policy value (policy accumulated value). In addition, under 
the UMV method, a current “option cost” at the valuation date 
is accumulated and added into the projected fund at the end of 
the current indexed segment term. The option cost for each 
indexed segment may be calculated using the same formula 
and assumptions (risk-free rate, volatility, strike price, cur-
rent equity index value, time to maturity) as used to value the 
hedging instrument for statutory purposes. Thus, the amount 
taken into account for the option cost for a policy’s indexed 
segments under the UMV method is the indexed segment’s 
accumulated value at the valuation date. As a result, the option 
cost used in the AG 36 reserve calculation is valued consis-
tently with, and moves with, the market value of the hedging 
asset. For this reason, the hedge accounting method used by 
many companies for statutory purposes is to mark the hedging 
instruments to market (MTM).
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the IRS applied Section 806(b)(3) to determine whether 
certain activities engaged in by a life insurance company 
constituted “noninsurance business” as defined in 
Section 806(b)(3), thus subjecting the losses from the 
enterprise to the loss limitation provisions of Section 
1503(c). The IRS concluded that the nature and level of 
activity engaged in by the life insurance company (and its 
predecessor) did not constitute “noninsurance business” 
as defined in Section 806(b)(3), therefore the loss limita-
tion contained in Section 1503(c) was not applicable.



One could assume that, because of this consistency in the 
valuation of the option cost under AG 36 and the MTM value 
of the hedge for book purposes, statutory earnings attributable 
to the policyholder’s embedded option would not be affected 
by market change. But, this may not be the case; the change in 
reserves using the UMV method and the change in the value of 
the related hedges can be materially different. A major cause 
of the difference in the quantitative relationship between the 
reserves and related hedge is application of the “R-factor,” a 
feature of the Universal Life Insurance Model Regulation. 
The R-factor, coupled with the treatment of option costs under 
the UMV method, has the effect of treating the policyholder’s 
embedded option as a future benefit that is funded in part 
by future premiums, even though as a practical matter the 
policyholder benefits are funded by the hedge. The impact of 
the R-factor is most pronounced where an EIUL contract has 
little or no cash value and equity index values goes up. In these 
circumstances, the increase in statutory reserves attributable 
to the policyholder’s embedded option can be much less than 
the value of the derivative used to hedge the liability. This can 
create a potential mismatch in statutory earnings for compa-
nies that mark-to-market their derivatives for book purposes. 
In that case, the full change in market value of the derivative 
would be included in income, but may not be offset entirely by 
an increase in reserves. The result would be statutory income 
when there is no economic income.

The R-factor is not the only reason why the MTM value of 
derivatives and the change in reserves can differ. Other fac-
tors may include differences in the valuation assumptions 
used in determining increases in corridor death benefits and 
the impact of the cash surrender value floor. In the case of 
tax reserves, the substitution of tax discount rates also can 
be a factor. 

This income/deduction mismatch should be avoidable in de-
termining taxable income if principles required for tax hedge 
accounting are followed. The first step in the analysis is to rec-
ognize that the derivatives used to hedge EIUL risks qualify as 
a hedging transaction for tax purposes. Section 1221(b)(2) of the 
Code defines a hedging transaction for tax purposes to include 
any transaction entered into by the taxpayer in the normal 
course of the taxpayer’s trade or business primarily to manage 
risk of interest rate or price changes or currency fluctuations 
with respect to borrowings made or to be made, or ordinary 
obligations incurred or to be incurred, by the taxpayer. Hedges 
of EIUL risks are described by this definition because they are 
entered into “primarily to manage risk of interest rate or price 

changes with respect to” life insurance contract liabilities, 
which are “ordinary obligations.” They are ordinary obliga-
tions because the tax deductions related to the EIUL contract 
liabilities are not capital, but ordinary.

Once we have a hedging transaction for tax purposes, the 
second step in the analysis is to adopt a tax hedge accounting 
method that clearly reflects income. The requirement to clear-
ly reflect income is implemented for tax hedges by section 
446 of the Code and encompasses a matching requirement in 
Treas. Reg. § 1.446-4(b) as follows:

  To clearly reflect income, the method used must reason-
ably match the timing of income, deduction, gain, or loss 
from the hedging transaction with the timing of income, 
deduction, gain, or loss from the item or items being 
hedged. 

Treas. Reg. § 1.446-4(c) goes on to provide that for any given 
type of hedging transaction, there may be more than one meth-
od of accounting that satisfies the clear-reflection-of-income 
matching requirement and different tax hedge accounting 
methods can apply to different types of hedging transactions 
and different types of hedged items.

These regulations contemplate that ordinary tax rules will 
apply to the hedged item with the timing of recognition of 
gain/loss, etc., relating to the hedging instrument adjusted to 
match the hedged item. As a result, the regulations provide, in 
general, that tax accounting for the hedging transaction will 
supersede accounting rules that otherwise would apply to the 
derivatives so that proper matching to clearly reflect income 
occurs.

To comply with the regulations’ matching requirement, the 
objective of an EIUL tax hedge accounting method should 
be to clearly reflect income by matching the timing of tax 
recognition of gains, losses, income and deductions attribut-
able to the hedging instruments (the “hedging transactions,” 
as referred to in the regulations) with the tax recognition of 
comparable items attributable to the hedged item. This means 
that the tax hedge accounting method properly starts with the 
hedged item, the guaranteed EIUL obligations to policyhold-
ers, and the method should apply the usual rules provided by 
Subchapter L of the Code. The tax recognition of the hedged 
EIUL obligations under Subchapter L is reflected in the in-
crease in the portion of CRVM tax reserves computed under 
AG 36 attributable to the policyholder’s embedded option.
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When the UMV method has been adopted, the effect may 
be to limit the increase in EIUL tax reserves in rising equity 
markets as compared to the MTM value of derivatives. In rec-
ognition of this, an appropriate tax hedge accounting method 
could match current MTM gain recognition on the hedging 
instrument to the related increase in tax reserves for the pol-
icyholder’s embedded option and defer recognition of any 
remaining MTM hedge gain to a period when this portion of 
tax reserves under the UMV method catches up. There would 
be no inappropriate taxable income under this accounting 

method, in rising equity markets when there is no economic 
income. Derivative gain and tax reserves deductions would be 
matched and taxable income clearly reflected.

In short, in the case of hedge accounting for EIUL, the tax 
rules may give the company an opportunity to adopt the most 
appropriate accounting method to clearly reflect income to 
match hedge gain or loss to changes in tax reserves. Can you 
believe it? 


