Case Study—Annuities
While many taxpayers have never been offered the opportunity to purchase annuities within their retirement plans, the use of annuities within various types of plans has been in the spotlight frequently lately—prompting taxpayers’ questions as to what exactly these new rules permit.  Your client, Andrew, has been reading about the many regulatory changes that impact annuities held within retirement plans as they have developed.  He is approaching retirement age and is interested in ways in which he can transform his currently existing retirement funds into an annuitized income stream, but isn’t quite clear as to how the new regulations will impact his motivations and ability to do so.  Andrew currently has rights to an employer-sponsored defined benefit plan, but also still has funds in a 401(k). How do you advise?
Expert Analysis Using Tax Facts Online
In recent months, the regulatory community has repeatedly provided evidence of its commitment to encouraging the use of deferred annuities within retirement plans as a type of longevity insurance for taxpayers—making it very likely that the prevalence of these offerings is about to increase.  Andrew is not alone in wondering how the multiple new rules will impact him—the Treasury Department has finalized the regulations governing qualified longevity annuity contracts (QLACs), and has also provided guidance on deferred annuities offered within target date funds (TDFs), while the PBCG has taken steps to ease rollovers into defined benefit plans that can increase a retiree’s annuity stream.

Tax Facts Online can help Andrew navigate these emerging rules.  Tax Facts Online Question 483 outlines the requirements that an annuity contract must meet in order to qualify as a QLAC and Question 484 discusses the types of retirement plans that are permitted to hold these types of deferred annuities.  Question 7850 explains TDFs, while Question 3688 discusses the limitations that the PBGC imposes on defined benefit plans.
As Andrew might know, at the most basic level, QLACs are annuities purchased within retirement plans where payments are deferred until the taxpayer reaches old age (they must begin by the month following the month in which the taxpayer reaches age 85) in order to provide retirement income security late in life.  The final regulations exclude Roth IRAs, and further provide that if a QLAC is purchased within a traditional account that is converted or rolled over into a Roth, the contract will no longer qualify as a QLAC after the date of conversion or rollover.

By excluding the value of the QLAC from the retirement account’s value when calculating required minimum distributions (RMDs), the IRS has created a strong incentive to purchase QLACs.  The annuity premium value of a QLAC, however, is limited to the lesser of $125,000 (adjusted annually for inflation) or 25 percent of the account value. 

The 25 percent limit is based upon the value of the account as of the last valuation date before the date upon which premiums for the annuity contract are paid.  This value is increased to account for contributions made during the period that begins after the valuation date and ends before the date the premium is paid.  The account value is decreased to account for distributions taken from the account during this same period.  Importantly, the final regulations provide for a “return of premium” feature that allows the QLAC to provide that the premiums that have been paid, but not yet received as annuity payments, will be returned to the account if the taxpayer dies before they have been received. 

Further, new IRS guidance has been released to specifically permit 401(k) plan sponsors to include deferred annuities within target date funds (TDFs) without violating the nondiscrimination rules that otherwise apply to investment options offered within a 401(k).  This is the case even if the TDF investment is a qualified default investment alternative (QDIA)—which is a 401(k) investment that is selected automatically if Andrew had failed to make his own investment allocations.

The guidance clarifies that TDFs offered within the plan can include deferred annuities even if some of the TDFs are only available to older participants—and even if those older participants are considered “highly compensated”—without violating the otherwise applicable nondiscrimination rules.  Similarly, the nondiscrimination rules will not be violated if the prices of the deferred annuities offered within the TDF vary based on the participant’s age.

The new guidance will allow plan sponsors to include annuities within TDFs even if a wide age variance exists among the plan’s participants, making it more likely that these annuities will gain prominence in the future.  Additionally, the new rules allow plan sponsors to provide a participant with guaranteed lifetime income sources even if the participant is not actively making his or her own investment decisions with respect to plan contributions—a situation which is increasingly prevalent as employers may now automatically enroll an employee in the 401(k) plan unless the employee actively opts out of participation.

New PBGC guidance will allow taxpayers who participate in defined contribution plans to roll those balances into defined benefit plans without application of the otherwise applicable maximum guarantee limits or the five-year phase-in period.  The maximum guarantee limits essentially place a cap on the guaranteed portion of a defined benefit plan balance.  For plans that have existed for less than five years, that guarantee is phased in over a five year period.  Rollover contributions will be exempt from these rules, so that they will be added to the otherwise applicable maximum guaranteed limit in the event that the PBGC must step in to guarantee the defined benefit plan benefits.  These new rules effectively protect the rolled over amounts in full if the plan terminates.  As a result, Andrew could choose to roll his 401(k) funds into his defined benefit plan in order to increase the size of his eventual pension benefit payout.
Because these rules are so new, many clients understandably have questions as to how they can be useful—and the likelihood of seeing a surge in the number of plans offering these types of options only increases as each new set of rules is released.
Thumbs up/Thumbs down

What are your thoughts on:

1. The potential impact of the pending Supreme Court of the ACA tax credit provisions?
a. Bloink: This review could have a much wider impact than most might realize—if the tax credits disappear in a given state, the employer mandate also disappears in that state—which would obviously severely hinder the effectiveness of the ACA.  If the tax credits were the only issue, the state itself would simply establish its own exchange should the Supreme Court find that a state-run exchange is a requirement for the availability of tax credits.  THUMBS DOWN
b. Byrnes: As Professor Bloink pointed out, if the ACA tax credits are unavailable in a given state, employers whose workers all reside in that state can escape the employer mandate.  Therefore, a decision that conditions the availability of tax credits upon the existence of a state-run exchange could actually discourage states from establishing their own exchanges—in hopes of allowing their in-state employers to escape the ACA requirements and penalties. THUMBS DOWN
2. The impact of growing start-up companies, such as Uber and Lyft, upon the issue of independent contractor versus employee classification?
a. Bloink: These are growing companies that characterize nearly all of their workers as independent contractors—and because the employment classification is receiving so much attention, these companies will have to be more careful than ever in making sure that those workers truly are independent contractors.  The fact that a lawsuit alleging improper classification is already pending makes me think these companies will have to change their employment practices. THUMBS UP
b. Byrnes: The spotlight is on Uber right now because it has been firing “independent contractors” at will, and appears to have no clear policies for when a driver can be fired.  This is going to create problems for the company because the ability to fire a worker at will is a strong indicator that an employment relationship exists—and such widespread misclassification could prove costly if the court does find that these drivers are employees. THUMBS UP
3. The recent tax bill that would restore mass transit tax breaks to their pre-2014 levels?
a. Bloink: It’s clear that the tax breaks afforded to mass transit users should be on par with those granted for parking.  Parking might be more expensive in some areas, but if mass transit is a viable option, there’s no reason workers should be discouraged from using it. THUMBS UP
b. Byrnes: It makes sense to keep the two sets of benefits relatively equal.  I think the issue is purely political and will eventually be resolved in favor of the mass transit users. THUMBS UP
