Annuities

Tax Facts Q: 477.  How are guarantees provided by annuity contracts taxed? 
By Michael Kitces, MSFS, MTAX, CFP, CLU, ChFC, partner and director of research for Pinnacle Advisory Group, a private wealth management firm in Columbia, Maryland. 
While no one likes to pay more in insurance premiums than they have to, an important fundamental principle of insurance is that in the end, there must be enough premiums (plus growth) to cover potential future claims (plus overhead and profits for the insurance company). Insurance coverage that is “too” cheap is actually risky, and coverage that is “expensive” is actually the most secure!

In fact, one of the most significant caveats to considering any form of insurance (or annuity) guarantee at all is if the insurance is not going to lose you money on average, it’s actually something to avoid. In other words, insurance guarantees should never be expected to make money on average for the policyowner, or the insurance company will lose money until it inevitably goes out of business and the guarantee will be gone anyway!

As a result, decisions to purchase insurance and/or seek out guarantees should always be viewed from the perspective of seeking to trade a small known loss to avoid a big unknown loss instead. The goal is not to finish with more money on average, but simply to shift the range of outcomes in a manner that increases the number of small losses and reduces the exposure to big ones that may be unrecoverable. So the next time you’re considering a type of insurance or annuity guarantee with a client, make sure you know why and how the coverage and guarantees are expected to lose money… and then decide if the trade-off is worthwhile anyway! And if you can't figure out how the guarantee will lose you money on average, it's a strong indicator that either you're missing a key detail and/or the guarantee is overpromising something it can't deliver, or the guarantee itself may be a mirage that the insurance company cannot possibly make good on in the end!

Fundamentals Of An Insurance Policy - Balancing The Premiums And Claims Equation

There are many types of insurance for an astonishing range of potential risks that can impact us, from the (financial) consequences of death to the danger of having a house burn down to the cost of a severe medical event. And while the potential consequences of such events could be quite financially damaging (or outright catastrophic) to any particular individual, the opportunity to pool together the risks of many people – knowing that some will experience the expensive adverse event, but others will not – creates the possibility to turn a large unknown and potentially destructive risk into a more manageable known cost.

For instance, if there’s a 0.1% chance that a $300,000 house will burn down next year, then on average 1 out of every 1,000 people will have their house burn down – which means 999 people will be “fine” and the last one will face a catastrophe. To manage this risk, if each of the 1,000 people contributes $300 to a central pool of money (premiums), then collectively there will be $300,000 available to make whole the one person who has their house burn down (a $300,000 claim). Even if we don’t know exactly who is going to make the $300,000 claim (and which 999 will just be out their $300 bucks of premiums), as long as the payments in equal the anticipated payments out, we can collectively smooth out the risk for everyone, at a fairly 'modest' cost of $300 per person to insure against a $300,000 risk.

While this potential for risk pooling – where small premiums from a lot of people can provide for large payments to cover the risky events of a few, which in turn can be reliably predicted (on average) by relying on the law of large numbers – is the core principle of insurance protection, in the real world the implementation of insurance is slightly more complex. On the plus side, there is the reality that most risks play out over an extended period of time, which means that not every claim has to be paid directly and immediately with a dollar of premium collected, and instead some premiums can be invested for growth to cover future claims needs (and reduce the required current or future premium obligations). On the minus side, as the network of people and quantity of potential risks being insured grows, there is a need for some administrative overhead cost to manage the arrangement and the organization that implements it – an additional cost over and above just the payout of claims themselves. And in today’s modern world, where so many insurance companies are publicly traded companies owned by stockholders who expect the company to generate profits, the reality is that insurance companies need to ultimately have enough to cover claims (and overhead) that add up to at least a little less than they take in premiums (and generate in growth), so that there are no profits remaining. Which means the core identity formula for an insurance company is: premiums + growth – overhead – claims = profits.  From the perspective of the person who buys the insurance coverage, this essentially means that their premiums (and the growth thereon) must collectively cover the claims that will be paid on the insurance, the overhead to run the insurance company, and the profits for the insurance company shareholders.

The Savings Opportunity of Self-Insuring

Since the premiums (and growth thereon) must only support the potential for future claims, but not the overhead of the insurance company and their desired profits, the formula above demonstrates why self-insurance is fundamentally a less expensive proposition than buying insurance, all else being equal. It saves the policyowner the cost of overhead and the “cost” of profits. (Michael’s Note: This also illustrates the relative appeal of mutual insurance companies, where the “profits” are redistributed back to the policyowners in the form of policy dividends that are a return of premiums, reflecting that the insurance can be cheaper in the long run when the policyowner is also the one entitled to the profits.)
Given the reality that purchasing insurance coverage should always require greater premiums than the “implied” premiums of simply self-insuring (where the insured simply sets aside money from personal assets to have that money, plus growth, cover the potential of the future “claim”), it’s generally best to avoid buying insurance coverage unless it’s genuinely necessary. Thus, it’s typically beneficial to have larger deductibles if you can afford it (e.g., on homeowner’s or automobile insurance policies), implicitly self-insuring the “small” risks and just keeping insurance coverage for the “big” ones.

On the other hand, some potential losses are just so large that it’s not feasible to accumulate enough money to self-insure at all, which means buying insurance really does become the most effective route and skipping the coverage to self-insure is really just “gambling” that the risk won’t occur (because if it does, it would be a disaster). Choosing to purchase the coverage will be more expensive on average given that the risky event usually won’t happen (which means you’ll simply pay a premium and there’s no claim), and there’s a cost for overhead and the profits of the insurance company as well… but the trade-off may still be appealing, especially for claims that are potentially very large but with probabilities that are very small, which means the ramifications of being under-insured are severe (if the bad event occurs) but the actual cost of insurance can be rather modest. These scenarios explain why coverage like term life insurance for young people, or homeowner’s insurance, is so popular and effective.

To be continued in next Month’s Tax Facts Intelligence…
Life/Health Insurance
Tax Facts Q: 8766.  What hardship exemptions are provided to taxpayers under the Affordable Care Act? 
Notice 2014-76
The IRS has recently provided a list of the hardship exemptions that a taxpayer is entitled to claim without first obtaining a hardship exemption certification from the health insurance exchanges.

The hardship exemptions provided in this notice are available if two or more members of a family have a combined cost of employer-provided health coverage that is deemed unaffordable, an individual’s gross income is below the applicable threshold for filing a tax return, or a taxpayer applied for minimum essential health coverage during the periods described in the notice, or applied for coverage and could not complete the process.  

Further, the exemptions are also available if (1) the taxpayer applied for coverage under the Children’s Health Insurance Program and was found eligible, but had a gap in coverage before the program’s effective date, (2) the taxpayer is eligible for services through an Indian healthcare provider or (3) if the taxpayer resided in a state that did not expand Medicaid coverage and that taxpayer’s household income is below 138 percent of the applicable poverty line.

Taxpayers seeking to claim a hardship exemption that is not outlined above are still permitted to apply for an exemption through the health insurance marketplace.
Retirement Accounts

Tax Facts Q: 3688.  What protections does the PBGC provide for participants in defined benefit plans?   
29 CFR Parts 4001, 4022, and 4044 
The Pension Benefit Guaranty Corporation (PBGC) has issued rules that would encourage taxpayers to roll amounts from defined contribution plans into defined benefit plans by clarifying the protection that these funds would receive should the plan be terminated and become subject to PBGC control.

Typically, the PBGC guarantees the payment of non-forfeitable pension benefits up to a statutory maximum that is adjusted each year.  Further, if the plan’s benefit increase has been effective for fewer than five years, the percentage of the benefit that is guaranteed is phased-in over a five-year period, becoming fully guaranteed only after five years.
Under the PBGC’s new rules, amounts rolled from a defined contribution plan into a defined benefit plan will not be subject to the maximum guaranteed benefit limitations or the otherwise applicable five-year phase-in limitations.  This will provide taxpayers with greater assurance that their defined contribution plan funds will be protected if they are rolled over into a defined benefit plan.
Employment Benefits

Tax Facts Q: 409.  How do employer contributions to HRAs impact employees under the Affordable Care Act? 
TD 9705
The IRS has released final regulations that address the impact of employer contributions to cafeteria plans and health reimbursement arrangements (HRAs) upon the affordability of coverage and the employee’s required contribution toward health coverage.

Pursuant to these regulations, an employee’s required contribution toward health coverage is reduced by the amount of any employer contribution to an IRC Section 125 cafeteria plan that (1) may not be taken as a taxable benefit, (2) may be used to pay for minimum essential health coverage and (3) may only be used to pay for medical care.  

Employer contributions to an employee’s HRA are used in determining the level of the employee’s required contributions if the HRA is integrated with an employer-sponsored health plan and the employee is permitted to use the contributions to pay premiums.  Further, the HRA amounts will count toward the employee’s required contribution if the HRA would have been integrated with an employer-sponsored plan if the employee had enrolled in the primary health plan offered by that employer.

The HRA funds are only taken into account in determining the employee’s required contribution if both the HRA and the primary health plan are offered by the same employer.
Investments
Tax Facts Q: 7538. How is a shareholder taxed when securities are abandoned?
Pilgrim's Pride Corp. v. Commissioner, 141 TC 17
Because the transaction was deemed to be a sale or exchange of capital assets under IRC Section 1234A, the Tax Court disallowed a taxpayer’s ordinary loss claimed upon its surrender of securities, finding instead that the surrender gave rise to a capital loss subject to the loss limitations of IRC Sections 1211 and 1212.

In this case, the taxpayer rejected an offer to purchase its securities, finding that it would obtain a greater tax benefit by surrendering the securities instead.  The taxpayer abandoned the securities and claimed an ordinary loss of nearly $100 million.

The Tax Court, however, found that Section 1234A, which treats gain or loss arising from the cancellation or other termination of a right or obligation which is a capital asset as gain or loss resulting from the sale or exchange of that asset, applied.

Rejecting the taxpayer’s argument that Section 1234A applies only to a contractual or other derivative right to property, rather than to inherent property ownership rights, the Tax Court found that Section 1234A applies to property rights inherent in intangible property, such as securities, as well as any derivative contractual rights.  Therefore, the taxpayer was required to treat the loss as a capital loss subject to the otherwise applicable loss limitations.
Estate Planning/Taxation

Tax Facts Q: 779.  What gift tax consequences may apply upon the transfer of family business interests? 
ILM 201442053
The IRS recently found that the recapitalization of a limited liability company constituted a transfer from a donor to her two sons for gift tax purposes.  This was the case because, under IRC Section 2701(e)(5), a recapitalization is treated as a transfer of an interest in the entity if the transferor holds an applicable retained interest before the transaction, surrenders a subordinate interest and receives property other than an applicable retained interest.
An applicable retained interest, for these purposes, is an interest in a family-controlled entity with respect to which there is a distribution right.  In this case, the transferor retained an applicable retained interest—an equity interest in the company combined with a distribution right—both before and after the transaction.  

The IRS found that the donor’s interests were senior to the transferred interests because the transferred interests included the right to distributions based only upon future profits, while the retained interest included a right to distributions based on an existing capital account balance.  Further, the IRS found that the donor received property other than an applicable retained interest because her sons agreed to manage the company in connection with the transaction.
Federal Income Taxation
Tax Facts Q: 8560.  What is a capital asset? 
Long v. Commissioner, No. 14-10288
The Eleventh Circuit recently reversed a Tax Court judgment, finding that amounts that a real estate developer received under an assignment agreement were properly characterized as capital gains, because it was the right to purchase the land, rather than the land itself, that the developer sold.

Capital assets include property owned by the taxpayer, but do not include property held by a taxpayer primarily for sale to customers in the ordinary course of a trade or business.  In this case, the taxpayer owned a right to purchase certain land pursuant to a court judgment.  Here, the Tax Court considered the issue as though the land itself was the relevant asset.

The Eleventh Circuit disagreed, finding that the taxpayer never actually owned the land, but rather only owned a contractual right to purchase the land.  Whether the taxpayer primarily sold land in the course of his trade or business was, therefore, irrelevant, and the dispositive issue was whether the taxpayer held the right to purchase land primarily for sale to customers in the ordinary course of his business.
Because there was no evidence that the taxpayer entered into the agreement with the intent to assign his right to purchase the land in the ordinary course of his trade or business, the court held that the proceeds were more appropriately characterized as capital gains.
