Annuities

Tax Facts Q: 428.  What are the different types of deferred annuity products? 
NAIC Guidance for the Financial Solvency and Market Conduct Regulation of Insurers who Offer Contingent Deferred Annuities
The NAIC has recently issued draft guidance that it has been developing in order to provide regulatory guidance for companies that offer contingent deferred annuities (CDAs).  This guidance provides that a CDA, because it has characteristics of both fixed and variable annuities, will be regulated as a category separate from these products.

A CDA is a type of annuity product that guarantees a lifetime income stream even after the investments underlying the product have been depleted.  The product is typically registered with the SEC and is sold as an attachment to a securities product that is owned by the taxpayer, rather than the insurance company itself.
While substantial regulatory uncertainty still surrounds CDAs, the NAIC has now developed a clear definition as to what these products are, and the new guidance further provides that producer education on CDAs will likely be included in the future.
Life/Health Insurance
Tax Facts Q: 469.  What are the ACA requirements for providing certain types of minimum essential health coverage? 
Notice 2014-69
The IRS and Department of Health and Human Services (HHS) have announced plans to issue regulations providing that employers who offer group health plans that fail to provide coverage for inpatient hospitalization services or physician services will not satisfy the minimum value requirement under the Affordable Care Act (ACA).

Although advocates of plans that fail to provide inpatient hospitalization or physician services argue that they satisfy the ACA minimum value requirements as determined through use of the online minimum value calculator, the new regulations will clarify that these calculators cannot be relied upon if the plan fails to provide certain fundamental benefits.

As a result, a plan that fails to provide certain hospitalization or physician services cannot satisfy the minimum value requirements.  HHS has indicated that these new regulations will be finalized by March 1, 2015, and will be applicable for plans that are adopted after November 4, 2014.
Retirement Accounts

Tax Facts Q: 3742.  What are the nondiscrimination requirements that apply to qualified plans? 
Notice 2014-66 

New IRS guidance permits 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 for a plan participant who fails to make his or her own investment allocations.

Further, the guidance clarifies that the TDFs offered within the plan can include deferred annuities even if some of the TDFs are only available to older participants—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.  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.

Employment Benefits

Tax Facts Q: 566.  What withholding requirements apply to employers and how are they satisfied? 
TD 9645
The IRS has provided updated guidance on an employer’s responsibility to withhold the additional Medicare tax that applies to an employee’s wages and self-employment income above a certain threshold level in the situation where an error is made with respect to the employer’s withholding obligations.  

The guidance provides that if an employer under-withholds or over-withholds the additional Medicare tax and discovers the error in a subsequent tax year; the employer should not correct the discrepancy by making an interest-free adjustment in the later tax year.

Instead, because the tax should have been applied against the taxes shown on the employee’s income tax return, the employee will be required to report and pay the additional Medicare taxes owing.  In the case of an overpayment, the employer must correct the amount of wages and other compensation subject to the tax on the appropriate form (Form 941-X, Form 943-X, Form 944-X or Form CT-1-X, as appropriate).
Investments
Tax Facts Q: 3616.  What are the rules governing withdrawals from retirement accounts? 
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. 

…continued from last month’s Tax Facts Intelligence

Understanding Sequence of Return Risk--Safe Withdrawal Rates, Bear Market Crashes and Bad Decades. 

Inflation Sequencing and Bad Real Returns
While the focus thus far has been on returns, the reality is that inflation plays an important role in sequence of returns risk as well, both because high inflation overall means more withdrawals are required to sustain a standard of living (which necessitates getting higher returns just to survive!), and because inflation itself has its own sequencing risk.

For instance, if inflation averages 3% for 20 years and 8% for the last decade, overall average compound inflation is 4.6% for the 30-year time horizon. If inflation is 8% for the first decade and 3% for the last 20 years, it’s still the same 4.6% for 30 years.

In actual dollar terms, though, the results are quite different. As illustrated in the chart below, a retiree starts with nominal spending of $40,000/year, the late higher inflation (8% in the last decade, solid blue line) requires cumulative nominal withdrawals (dotted blue line) of $2.12M for 30 years, while the early higher inflation (8% in the first decade, solid red line) requires $2.90M of cumulative withdrawals (dotted red line) because the higher early inflation results in a higher level of base spending upon which the later inflation still compounds even if the later inflation rate is lower. The end result is that the sequence of inflation – even with the same compound annual growth rate of inflation for the whole time horizon – can increase the nominal withdrawal requirement by almost 37% (the difference between $2.90M and $2.12M)!

Of course, these varying inflation sequences are quite manageable if returns keep up with inflation in the first place – or viewed another way, if returns cover inflation and then add real growth on top, the inflation sequencing isn’t necessarily a problem because your inflation-adjusted retirement principal is still keeping up with inflation-adjusted spending, while the further returns fuel growth for future spending needs.

What this does mean, however, is that real inflation-adjusted returns are actually far more crucial than nominal returns evaluated earlier. In fact, the inflation-adjustment difference between real and nominal returns explains most of the “odd” negative correlation shown earlier between safe withdrawal rates and 30-year returns. As shown below, on a 30-year real return basis, there is a solid 0.43 correlation to the safe withdrawal rate (not a mild negative correlation!), which actually means 30-year real returns are just as predictive as 10-year nominal!

And as discussed earlier, 30-year returns (real or nominal) still don’t actually highlight the true sequence of return risk. When the time horizon is consolidated to view just the first 10 years and is evaluated on a real return basis, the correlation spikes to a whopping 0.79, with a clear predictive trend.

There is a strong and consistent relationship between safe withdrawal rates for a 60/40 portfolio and the real returns of equities during the first decade of retirement. Extremely low real returns (e.g., below 0%) are highly damaging to the sustainable spending level (and in fact any compounded real returns below about 3% are still in the 4% to 5.5% safe withdrawal rate range). On the other end, there is a positive sequence of return effect visible as well; with a good first decade (e.g., 12%+ returns), the worst safe withdrawal rates were still at least 7% and often higher! In other words, just as a bad first decade can be so severe with ongoing withdrawals that a subsequent market rebound just isn't enough to recover, but a good first decade can be so positive than even a subsequent bear market can’t ruin the outcome!

Market Valuation and Sequence of Risk Return

As the data here has shown, ultimately sequence of return risk is driven by bad decades of real returns, not necessarily by ‘mere’ bear markets early in retirement (even severe ones) that can bounce back quickly. As discussed earlier, this is due to the fact that something like a 4% withdrawal rate just isn’t all that high relative to the size of the portfolio, so for a $1,000,000 portfolio a mere one year’s $40,000 withdrawal in the midst of a bear market isn’t a big deal; in fact, with a normal rebalancing process, the reality is that the whole withdrawal will come from bonds anyway, not stocks. Sequence of return risk is not a one-year phenomenon (and it doesn’t take elaborate risk management techniques to manage it, either).

Instead, the real problem is not a bad year or two at the beginning of retirement, but a bad decade to start off retirement. A bad decade outlasts most cash reserve strategies, many bucket strategies (unless you truly let the fixed bucket spend down and implement a rising equity glidepath), etc. It’s a slow inexorable grind that whittles down the portfolio to the point there’s just not enough to recover, and there are few places to hide after 10 years of poor returns.

In fact, as it turns out 10 years really is the “sweet spot” for sequence of returns risk; a bad decade at the start of retirement is more predictive than 1-year returns and is also more predictive than 30-year returns.

1- or 2-year returns (e.g., a bear market in the first year or two of retirement) are only modestly predictive; similarly, there’s less of a relationship between safe withdrawal rates and 30-year returns, as just looking at returns over the whole 30-year time horizon ignores the sequence of return risk as well. The crucial sequence timing is the first decade or so, where the correlation peaks between real returns and safe withdrawal rates (the correlation actually peaks at 0.810 after 9 years but is still 0.808 after 10 years). And real returns are far more predictive than nominal returns, by more accurately reflecting the impact of inflation (or at least, the impact of real portfolio returns keeping up with inflation).

Notably, the fact that 10-year equity returns are so predictive (even of the safe withdrawal rate from a 60/40 portfolio) is also why market valuation can be so effective as an indicator for retirement – because measures like Shiller P/E10 actually do a good job predicting real returns over a decade or more, which is the exact time horizon that matters for sequence of returns risk. In fact, as shown below (and as I’ve also shown in prior research on market valuation and safe withdrawal rates), if we look at the earnings yield of stocks using Shiller methodology (E10/P, or CAEP) and compare it to the 30-year SWR, the correlation is a remarkable 0.77! Market valuation and earnings yields at the start of retirement are remarkably predictive of 30-year safe withdrawal rates!

The bottom line, though, is simply this – for retirees, don’t worry quite so much about the short term. Bear markets in the first few years are retirement are not necessarily “fatal” if they bounce back just a few years later (which, notably, has been the outcome for a 2008 retiree already!). But at the same time, don’t depend too much on ultra-long term returns to carry the day; it doesn’t matter if volatility averages out in the long run if the portfolio has already been depleted when the good returns finally show up. What really matters is the intermediate term, as a “merely mediocre” decade of returns can actually be worse than a short-term market crash, where getting no growth for an extended period of time just grinds down other resources while waiting over 10 years for good returns to finally show up. Fortunately, though, bad decades are not entirely random, allowing for some potential for retirees to manage to the situation, with respect to both managing their asset allocation dynamically, adjusting their asset allocation glidepath through retirement, and the initial withdrawal rate they start their retirement with in the first place!

Estate Planning/Taxation

Tax Facts Q: 557.  What rules governed the first time homebuyer credit and related-party transactions? 
Estate of Menges v. Miller, No. 1:13-cv-01156
A district court recently found that a taxpayer was not entitled to a first time homebuyer credit because it was found that she inherited the property from a related person, rather than actually purchasing it, even though she disclaimed her interest in the property from her grandmother’s estate.

The decedent in this case left her home to her three grandchildren, in equal shares.  The taxpayer disclaimed her interest in the home, and the remaining two beneficiaries “sold” their shares in the home to the disclaiming beneficiary.  The selling beneficiaries themselves issued two mortgages on the property, but testified that no funds actually changed hands.

For purposes of the first time homebuyer credit, the term “purchase” is defined to mean any acquisition of a home, but only if the property is not acquired from a related person.  A related person for these purposes includes an executor of an estate and the beneficiary of such an estate.
The court here rejected the taxpayer’s argument that the related person exclusion applies only when the taxpayer is both the executor and beneficiary of the estate.  Applying the doctrine of substance over form, the court found that the series of transactions through which the property changed hands was designed to transfer the home from the estate of the decedent to her grandchild, who was a beneficiary of the estate.  The fact that the taxpayer here disclaimed her interest in the property did not change her status as a beneficiary of the estate.
Federal Income Taxation
Tax Facts Q: 3522.  Is income received as deferred compensation subject to ordinary income tax or capital gains tax rates? 
Brinkley v. Commissioner, T.C. Memo. 2014-227

The Tax Court recently found that a taxpayer was required to treat a portion of the proceeds from his sale of stock as ordinary income, rather than long-term capital gain, because the income received was above the determined value of the stock and was thus appropriately categorized as compensation for services rendered by the taxpayer.

The taxpayer in this case sold the stock in his company in a merger and became an employee of the resulting company, receiving over $3 million in the sale although the determined value of the stock was approximately $790,000.  In connection with the merger agreement, the taxpayer negotiated a letter agreement with the acquiring company that provided the taxpayer would receive these funds if he both sold his stock and signed an employment agreement with the resulting company.

Because both conditions were required in order for the taxpayer to receive the entire $3 million purchase price, and the value of the stock was only $790,000, the Tax Court determined that a portion of the purchase price represented long-term capital gain, but that any excess funds received above the determined value of the stock were actually deferred compensation that was taxable as ordinary income.
