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I. Introduction 

Variable insurance contracts, like all cash value insurance products, allow their 

holders to enjoy putting off paying tax on the income that accrues inside such contracts 

(the inside buildup), at least until it is withdrawn.  If the contract is a life insurance 

contract, the deferral of tax will be permanent if the only withdrawal is made at the death 

of the insured.  The subsidy for insurance inside buildup is longstanding and unlikely to 

be abrogated any time soon, although it has been criticized frequently as being an 

incentive of dubious value.  In cash value products, the deferral applies to a savings 

return that is fairly low, generally close to a riskless rate of return.  Variable products, 

however, allow their contract holders to obtain risk-based returns by investing contract 

premiums and subsequent accumulations in various funds.  In the wraparound insurance 

tax shelter, a taxpayer wraps an asset producing an income stream subject to a high rate 

of tax (most recently, the scheme utilized hedge fund interests) inside a variable 

insurance product, where it will receive more favorable tax treatment, including the 

potential for a zero rate of tax.   

                                                 
1 The title is drawn from a recent article on the taxation-and-risk literature.  David A. Weisbach, The 
(Non)Taxation of Risk, 58 TAX L. REV. 1 (2004).  “Taxation-and-risk literature” is also Professor 
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Taking, 58 Q.J. Econ. 388 (1944) 



This Article explores a method (briefly raised in a prior article2) to end 

wraparound insurance tax shelters while maintaining the subsidy for inside buildup — the 

removal of tax deferral for the risk-based returns generated inside variable insurance 

contracts but continuance of deferral for a “riskless” return portion, to be determined 

formulaically.  This Article outlines the basic technical contours of this proposal and 

discusses its effectiveness in ending the wraparound insurance shelter, relying primarily 

on the more common assumption that an income tax does and should tax risk-based 

returns.  The Article also, however, considers the value of the proposal in light of the 

more controversial taxation-and-risk literature, which suggests that an income tax — in 

its “pure” form and under idealized circumstances — does not tax risk-based returns in 

any case.   I do not intend to take a position as to whether the taxation-and-risk literature 

is correct (at least not in this Article), but rather to explore what a subsidy might look like 

assuming that literature is correct.  If that literature is correct, then the segregation of 

risk-based returns from riskless returns allows for the implementation of the only true 

type of subsidy available — a deferral for riskless returns.   

The method I use to separate the risk-based returns is drawn principally from 

literature meant to move our current system closer to the ideal income tax.  The federal 

income tax system departs from an ideal (i.e., Haig-Simons) definition of income in 

numerous ways, but the departure that has arguably drawn the most ink is the realization 

requirement — the requirement that economic gains and losses accruing on an asset have 

no tax effect until, in general, there is a disposition of the asset.  The deferral of tax on the 

returns building up inside a variable insurance contract may be viewed as an application 
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of the realization requirement.  Professors Cunningham and Schenk have suggested that 

the realization problem might be at least partially resolved by assuming that all assets 

generate at least the risk-free return and then taxing such assumed return each year, with 

appropriate adjustments to ensure that the tax on final disposition will reflect the actual 

returns.3 

My proposal would similarly assume that a minimum return would be generated 

each year by the cash value of the variable insurance contract.  However, under my 

proposal this return would be used to generate a subsidy rather than a tax.  That is, the 

variable insurance contract would be marked-to-market each year, but a deduction would 

be allowed equal to the minimum return.  The minimum return rate would be tied to 

short-term Treasury debt in order to approximate roughly the sum of a passage-of-time 

return and the expected inflationary return.  If risk-based returns are taxed under an 

income tax, this method will allow these returns to be reached while preserving a subsidy 

that Congress has repeatedly refused to abolish at any rate. 

In contrast, the taxation-and-risk literature posits that, if certain assumptions hold 

true, the only returns actually taxed by an ideal income tax are passage-of-time returns 

and wages.  That is, if taxpayers (and government) are able to make costless portfolio 

adjustments and if gains and losses from an investment are taxed at the same rate, 

taxpayers will be able to reach their desired risk level by increasing the size an 

investment and thereby obtain the same results as would obtain in a no-tax world.  

Professor Weisbach has recently argued that these assumptions may not be as unrealistic 
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as may first appear.4  By providing deferral on passage-of-time returns and avoiding 

taxation of at least the expected inflationary returns for a given period, my proposal 

would arguably be providing the only subsidy available to this type of participant-

directed savings vehicle.   

This assertion, however, begs the question: why tamper with the current state of 

the law regarding variable insurance?  For example, Professor Schizer has suggested that 

the current taxation of risk-based returns found in variable life insurance may already be 

optimal in light of the taxation-and-risk literature since a potential zero tax rate for gains 

is balanced by the inability of contract holders to deduct losses generated inside the 

contract.5  At the same time, however, he acknowledges that because other sectors are 

taxed differently, tax shifting and sheltering (such as that which occurs in the wraparound 

insurance shelter) will continue.6  In addition, although the potential for a zero rate of tax 

to apply to both variable life insurance gains and losses is indeed ever present, reality will 

frequently not conform to this picture of balanced rates for gains and losses.  Further, 

variable annuities do not provide even this theoretical balanced zero rate for gains and 

losses. 

Drawing the risk-based returns out of the variable insurance contracts and 

subjecting them to mark-to-market taxation may afford better opportunity to provide the 

same rates for both gains and losses while at the same time limiting wraparound shelters.  

Admittedly, however, other difficulties present themselves, such as the characterization 

of the gains, losses, and minimum return deduction and the extent to which loss limitation 

                                                 
4 See Weisbach, supra note [ ], at 5. 
5 David M. Schizer, Balance in the Taxation of Derivative Securities: An Agenda for Reform, 104 COLUM. 
L. REV. 1886, 1935-37 (2004). 
6 Id. at 1937. 



rules7 would need to be applied to prevent other types of shelters (a wraparound 

insurance contract stuffed with loss-generators instead of ordinary income, for example).  

Balanced treatment for gains and losses may prove to be elusive even in this narrow 

context of variable insurance.  Yet, this exploration of designing a subsidy for variable 

insurance contracts could help inform the design of other current and future subsidies. 

 

                                                 
7 Of course, such limitations also run counter to the Haig-Simons income definition. 


