Annuities

Tax Facts Q: 277.  What is the insurable interest doctrine and how does it impact the tax treatment of death proceeds? 
Western Reserve Life Assurance Co. of Ohio v. ADM Associates LLC, No. 2014-35-M.P.

The Rhode Island Supreme Court recently found that the requirement that an owner of a life insurance policy have an insurable interest in the insured person did not extend to annuity contracts, even if the contract offers death benefits.  
The insurable interest doctrine generally requires that, in order to purchase and receive the tax benefits of a life insurance policy insuring a third party’s life, the purchaser must have an interest in the continued life of the insured person.  This requirement has been established in order to prevent the purchase of life insurance contracts as a wager on the insured’s life expectancy.

After the insurance company in this case found that there was no relationship between the owner of the variable annuity with death benefits and the annuitant, it sought to rescind the contract on the grounds that no insurable interest was present.  The court rejected this argument, finding that the insurable interest doctrine was solely applicable to life insurance contracts and that the presence of death benefits did not transform the annuity at issue into an insurance contract.

Further, the court upheld the validity of the annuity contract because it contained an incontestability clause, which means that the policy is incontestable from the date of issuance.  
Life/Health Insurance
Tax Facts Q: 8747.   What is a high deductible health plan for purposes of an HSA?
79 FR 70673

The Health and Human Services Department (HHS) has recently proposed rules that clarify how maximum out of pocket limits apply to certain high deductible health plans (HDHPs) that offer family coverage.  
Maximum out of pocket cost limits apply to cap the out of pocket expenses that an individual can be required to pay under his or her health plan above and beyond premium costs.  Typically, the maximum out of pocket limit for a family plan is higher than the maximum out of pocket limit for an individual plan, meaning that an individual covered by such a plan would be subject to a higher cap.  
The HHS regulations, however, clarify the rules so that the cap applies separately to each individual taxpayer covered within the family HDHP--so that each individual essentially is able to apply the individual cap, rather than the overall family plan cap. 

Retirement Accounts

Tax Facts Q: 3871.  What are the prohibited transaction rules that apply in IRA transactions?
Ellis et ux. v. Commissioner, No. 14-1310

The Eighth Circuit recently affirmed a Tax Court decision that found that an individual engaged in a prohibited transaction when he caused a business that was owned by his IRA to pay him compensation.  
The taxpayer in this case formed a company that was owned by his self-directed IRA and another taxpayer.  The taxpayer rolled funds from his employer-sponsored 401(k) into his IRA, and the IRA, in turn, contributed capital in exchange for a 98 percent ownership interest in the company.  Because the taxpayer was general manager of the company, it paid him a salary.  
The taxpayer in this case was a disqualified person within the meaning of IRC Section 4975 because he was a fiduciary of his IRA, and the IRA was a disqualified person because the taxpayer was the beneficial owner of the IRA's ownership interest in the company.  The court found that, because the taxpayer caused the company to pay him wages that, though indirectly, came almost exclusively from his IRA, he engaged in a prohibited transaction so that the IRA account value was deemed distributed and included in the taxpayer's gross income. 
Employment Benefits

Tax Facts Q: 3669. How does the IRS treat a cash balance plan?
Rev. Proc. 2015-36
The IRS has expanded its pre-approved plan program to include both cash balance plans and ESOPs, and has also extended the deadline for pre-approved defined benefit plans from June 30 to October 30, 2015.  
Employers who wish to adopt pre-approved cash balance plans or ESOPs are advised to complete Form 8905 before the end of their current plans' five-year remedial amendment cycle.  The IRS plans to open the pre-approved plan program to cash balance plans by October 30, 2015 and has indicated that it will expand the program to include ESOPs beginning February 1, 2017.  
If the employer does not know which type of pre-approved plan it will adopt, the IRS has stated that Part II and line 4 of Part III of Form 8905 can be left blank.  Instead, the employer should attach a statement to the form indicating that the employer intends to adopt a pre-approved cash balance plan or ESOP once it has received an opinion or advisory letter.

Investments
Tax Facts Q: 8825.  What issues are important in determining the tax liability of a C corporation?
Bell et ux. et al. v. Commissioner, T.C. Memo. 2015-111

The Tax Court recently found that a sole proprietor's transfer of assets to a corporation that he formed in order to incorporate his business was a capital contribution, rather than a sale, based on an 11-factor test that applies in determining the substance of such a transaction.  
In this case, the taxpayer was a sole proprietorship engaged in real estate activities and wished to incorporate.  He formed a corporation and entered into an agreement with that corporation to sell all of his works in progress, customer lists, contracts, goodwill and other assets for $225,000 at a time when the corporation had no other assets, capital or shareholders.  The $225,000 was to be paid in monthly installments with a 10 percent penalty for late payments, but no security was given and no promissory note was executed.  The corporation then agreed to sell the taxpayer and his wife 500 shares for $500.

The court found that the following factors weighed in favor of treating the transaction as a capital contribution: (1) payment of the monthly installments depended upon the corporation's earnings, (2) no security was provided, (3) the corporation's capitalization was extremely thin prior to the transaction, (4) the taxpayers were the corporation's sole shareholders, (5) payment of interest would only be possible if the corporation generated earnings and profits and (6) the corporation could not have obtained the loan from a third party creditor in an arm's length transaction.  
The parties' intent, fixed maturity date of the debt and creation of a purchase agreement evidenced a sale, while other factors were neutral.  As a result, the court found that the factors weighed in favor of finding that the transaction was a capital contribution, not a sale. 
Estate Planning/Taxation
Tax Facts Q: 678.  Is the estate tax exclusion amount of a first-to-die spouse portable?  What is portability? 
TD 9725

The IRS has released final regulations clarifying the requirements for electing portability of a deceased spouse's unused exclusion (DSUE) amount.  Generally, a surviving spouse may apply the deceased spouse's unused estate tax exclusion amount to the surviving spouse's own transfers if portability is elected by filing an estate tax return within the time frame provided for filing such a return.  
The final regulations provide that an extension of time may be available for filing the estate tax return only if the value of the estate otherwise does not exceed the threshold filing levels ($5.43 million per individual in 2015).  In other words, an extension of time may be granted if the taxpayer is only required to file an estate tax return because of a desire to elect portability.  
Further, portability will be treated as though it was properly elected if the executor of an estate completes and files an estate tax return containing a computation of the unused DSUE amount, but it is later found that adjustments are required in order to recompute the correct amount.  The final regulations clarify that the recomputed DSUE amount will be available to the surviving spouse in such a situation, and the originally filed return will be considered "complete and properly prepared" for purposes of the election.  
Under the final regulations, a surviving spouse who was not a U.S. citizen may use the DSUE amount if he or she subsequently becomes a U.S. citizen and the executor of the estate has filed an estate tax return properly making the portability election. 
Federal Income Taxation
Tax Facts Q: 8830:  What is the personal holding company tax?  
FAA 20152102F

The IRS recently found that a corporation's personal holding company income exceeded 60 percent of its adjusted gross income for the year because income received for granting a negative easement to a related corporation was treated as rental income.  
In this case, the taxpayer corporation entered into agreements with a related entity in order to restrict development on the taxpayer's real property in exchange for quarterly payments.  The taxpayer argued that the quarterly payments were business income.  
The IRS disagreed, however, and found that the amounts were more appropriately characterized as rent because they were received for the use of, or right to use, the taxpayer's property and because the taxpayer did not provide any services or activities with respect to the real property subject to the negative easements.  Instead, the taxpayer granted the related entity the right to use (i.e., prevent development upon) its property in exchange for rental payments.  
Because rental payments are treated as personal holding company income, they caused the taxpayer's personal holding company income to exceed 60 percent of adjusted gross income so that the taxpayer was subject to the personal holding company tax. 

