Annuities

Tax Facts Q: 440.  What considerations apply when an annuity is held by a trust or other non-natural person? 
In Re Berget, No. 82-CV-12-5268
A Minnesota District Court recently held that a trustee did not breach her fiduciary duty by purchasing variable deferred annuities with trust assets both because she relied upon professional advice in making the selection and because it was reasonable for her to consider the need for long-term growth based upon the ages of the beneficiaries and remainder beneficiaries. 
In this case, a trust beneficiary alleged that the trustee breached her fiduciary duty by purchasing deferred variable annuities because of the cost and restrictions associated with these products.  These products contained restrictions as to withdrawal rights before annuity payouts were to begin far into the future, though the trustee purchased the right to withdrawal a certain level of income before that date without early withdrawal fees.  Though the value of the eventual payouts would be based partially on market performance, a portion of the premium was guaranteed regardless of performance.

While the court found it persuasive that the trustee had relied upon the advice of a professional, it also emphasized the fact that authorities have recognized that annuities can offer a reasonable way to ensure that a trust’s periodic income distribution requirements are met.  Further, because the oldest trust beneficiary was only 43 years old and the other beneficiaries were significantly younger, it was not imprudent for the trustee to select growth-oriented annuity investments in order to secure future income.   
Life/Health Insurance
Tax Facts Q: 455.  How is the return on an indexed financial product calculated?  
NAIC Model IUL Regulations
The National Association of Insurance Commissioners (NAIC) has begun considering proposals of the illustrations that insurance professionals will be permitted to use to demonstrate the potential maximum rates of return when selling indexed universal life insurance products.

Two competing proposals are currently being considered.  The first, prepared by the American Council of Life Insurers (ACLI), uses a historical look-back period of twenty-five years in order to calculate the maximum illustrated rate of return for these products.  The second was introduced by a group of major insurance carriers and would use an indexed derivative return in this calculation.

One issue that the NAIC will be considering is the impact of the historically low current interest rate environment upon the maximum values that can be used to present these illustrations.  The ACLI group has indicated a willingness to compromise by using what they call a “guardrail” based on the S&P 500 index that uses the one-year point-to-point crediting method, 0 percent floor, 100 percent participation rate and the index’s current cap.  The purpose of this guardrail would be to ensure that the assumptions underlying the illustration remain relatively conservative.
Retirement Accounts

Tax Facts Q: 3688.  What funding requirements apply to guarantee payments under a defined benefit plan?   
Multiemployer Pension Reform Act of 2014, Pub. Law No. 113-235.

The Multiemployer Pension Reform Act of 2014 creates a new type of plan status, known as “critical and declining status” that can allow a pension plan sponsor to reduce plan benefits for plan participants and beneficiaries.  

Plans that are in critical and declining status are those that are projected to become insolvent within either (1) the current plan year, or within 14 subsequent plan years or (2) the current year, or within 19 subsequent plan years if (a) the ratio of inactive to active participants exceeds 2 to 1 or (b) the plan is less than 80 percent funded.

If a plan is in critical and declining status, the plan may temporarily or permanently reduce any current or future payment obligations to plan participants or beneficiaries, whether or not those benefits are in pay status at the time of the reduction.  Once benefits are suspended, the plan has no future liability for payment of benefits that were reduced while in critical and declining status.

In order to reduce benefits, however, the plan actuary must certify that the plan is projected to avoid insolvency, assuming that the reductions remain in place either indefinitely or until the expiration date set by the plan’s own terms. The plan sponsor must also determine that the plan is projected to remain insolvent unless benefits are reduced, despite the fact that the plan has taken all reasonable measures to avoid insolvency. 
Employment Benefits

Tax Facts Q: 409.  Can a health reimbursement arrangement be combined with health insurance coverage without violating the prohibition on plans that place annual dollar limits on available benefits? 
INFO 2014-0036 and INFO 2014-0039
The IRS has recently released information letters reminding employers that reimbursements for employee medical expenses or individual policy premiums can cause the arrangements to violate the Affordable Care Act (ACA) prohibition on annual dollar limitations, potentially subjecting the employer to steep penalties.  

Under the ACA, employer reimbursement arrangements are treated as group health plans that are subject to various market reform provisions, including a prohibition against health plans that impose annual limits on health benefits.  Employers who reimburse employees for individual policy premiums will violate this prohibition because the employer is reimbursing a fixed dollar amount for medical expenses.  

The information letters also remind employers of the guidance provided by Notice 2013-54, which outlines situations in which the employer can combine an arrangement for reimbursing employee medical expenses with an ACA compliant group health plan.  If the combined plans satisfy the ACA market reform provisions, the employer will not be subject to penalties for noncompliance.   

Investments
Tax Facts Q: 7824.  What are the consequences if a lessor passes the investment tax credit to a lessee?  
ILM 201505038
The IRS recently provided guidance clarifying the treatment of the investment and rehabilitation tax credits in a situation involving a leased building, finding that the lessee was required to include 100 percent of the allowable rehabilitation credit (ratably) in gross income.
The lessor of a qualified rehabilitated building is permitted to elect to treat the lessee has having acquired the property at issue, and thus the rights to claim the investment tax credit (including the rehabilitation tax credit) if the basis of the property is taken into account in figuring the amount of the investment tax credit.  While it was clear that the lessee was required to include the credit value in gross income, the percentage of the credit that is includable was previously unclear.

Examining the legislative history behind the investment tax credit, the IRS concluded that a lessee who claims the investment tax credit is required to include the full amount of the rehabilitation tax credit allowable in gross income.
Estate Planning/Taxation

Tax Facts Q: 703.  When is a deduction for charitable bequests permitted for estate tax purposes? 
PLR 201450003
Recently, the IRS allowed an estate tax charitable deduction based upon a proposed reformation that would divide a currently existing revocable trust into two separate trusts—a CRUT and an administrative trust that would be used to satisfy liabilities of the estate.  
The CRUT terms provided that it would pay a set percentage of the annual value of the trust assets to the charitable beneficiary in quarterly installment payments, with the balance to be distributed to the charity upon the expiration of the trust term.  The administrative trust terms provided that, upon payment of all estate expenses and completion of the estate administration, all assets would be transferred to the CRUT.  
Because the original trust provided for a charitable remainder interest that was presently ascertainable, the IRS permitted the reformation.  Further, the IRS ruled that creation of the administrative trust to pay estate taxes and administrative expenses would not cause the CRUT to fail to qualify as a charitable remainder trust, and so the estate tax charitable deduction was allowed.

Federal Income Taxation
Tax Facts Q: 7709.  What is the impact when a partner personally guarantees partnership liabilities? 
AOD 2015-01; 2015-6 IRB 1
The IRS recently announced its disagreement with four Tax Court decisions in an Action on Decision providing its position that a general partner who guarantees a partnership’s debts, but is not personally in bankruptcy, cannot exclude the resulting cancellation of debt (COD) income from gross income. 

The Tax Court had allowed the partners to exclude COD income from their gross income under IRC Section 108 based upon the rationale that the intent of the section was to provide a debtor in bankruptcy with a fresh start.  The Tax Court further found that general partners were entitled to exclude COD income under this provision if the partnership was insolvent, because the provision operates to discharge the partner’s share of the partnership debt.

The IRS disagreed, finding instead that when a general partner guarantees a partnership debt personally, the exclusion applies only if that partner is also a debtor in bankruptcy in his or her individual capacity.  Because these partners were not personally bankrupt, the IRS found that the “fresh start” rationale did not apply, and would require the partners to include the COD income in gross income. 
