Annuities

Tax Facts Q: 402. What tax preferences apply when determining the income taxation of payments received under annuity contracts?
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…continued from last month’s Tax Facts Intelligence.

How the “Annuities Should Never go in an IRA” Rule has Become a Myth.
New Breeds of Annuity Guarantees And “The No-Annuities-In-IRAs” Rule Becomes A Myth

In the late 1990s, a new breed of variable annuity began to emerge: contracts with so-called “guaranteed living benefit” (GLB) riders. Unlike predecessor contracts that typically just included a (usually return-of-premium) death benefit, the idea of a living benefit was, as the name implied, a guarantee that could be used while the annuity owner was still alive. In other words, these riders were about providing income guarantees, while still alive, and without annuitizing up front; the first were called Guaranteed Minimum Income Benefit (GMIB) riders, and later came the Guaranteed Minimum Withdrawal Benefit (GMWB) riders as well.

The important distinction of this new breed of variable annuities was that many consumers began to buy the annuities not merely for their tax deferral features, but specifically for the retirement income guarantees they offered. The guarantees might either provide for current guaranteed income, or to secure a guaranteed base of income that would be available to tap in the future as the (baby boomer) accumulator approached retirement. And once variable annuities were primarily about purchasing guaranteed income – for much of the decade, more than 85% of all variable annuities purchased had a guaranteed living benefit (GLB) rider attached! – then they were purchased wherever the available dollars were to invest, which included retirement accounts. In other words, if your money was in an IRA and you wanted guaranteed income without annuitizing, the only option was to put those IRA funds into a variable annuity. Suddenly, it was entirely relevant and appropriate to put an annuity – at least a variable one with income rider guarantees – into a retirement account, because the purchase had nothing to do with tax deferral at all. It was about buying guarantees for retirement assets.

At the same time, the market turmoil of the 2000s also led to a dramatic increase in the purchase of equity-indexed annuities, which also provided unique guarantees – in their case, it was not necessarily about retirement income, but the potential to have some market upside while limiting the downside, which was especially appealing in the aftermath of the tech crash (and the financial crisis half a decade later). These contracts – similar to their variable-annuity-with-guarantees brethren – also became increasingly popular to own in a retirement account, for a similar reason: if the goal was to attach certain annuity-based guarantees to the assets, and those assets happened to be in a retirement account, then the retirement funds were used to purchase an annuity. Once again, it had nothing to do with tax deferral, and everything to do with buying (investment or income) guarantees for the assets.

In fact, in the aftermath of the tech crash, even certain fixed annuities became popular in retirement accounts as well, for their own form of ‘guarantees’ – in this case, the potential to receive a guaranteed CD-like fixed return, with a yield that was better than comparable bonds or CDs as the Federal Funds rate dipped as low as 1% in the early 2000s. And once again, if the fixed annuity return was better than available investment alternatives, and the investment dollars were held inside a retirement account… then the annuity was purchased inside the retirement account for investment purposes, regardless of the irrelevant tax preference.

The bottom line: the decade of the 2000s witnessed the simultaneous shift of variable annuities, equity-indexed annuities, and even some fixed annuities, to begin to be purchased within retirement accounts for reasons that had everything to do with their investment and income guarantees, and nothing to do with the ancillary tax deferral benefits that Congress had deigned on deferred annuities. And just because the tax deferral feature wasn’t necessary didn’t make it bad to own an annuity inside a retirement account, any more than it would be improper to own a stock inside a retirement account (given that it, too, is tax-deferred until liquidated!). Instead, the reality for both the annuity and the stock was that they’re purchased (inside a retirement account) for other reasons; in the case of the annuity, it’s because of the various guarantees and features that had become available, and accordingly it was entirely logical and appropriate for annuities to be purchased within retirement accounts, notwithstanding the implicit redundancy of the preferential tax treatment!

In fact, it appears consumers were already figuring out the irrelevance of the “don’t buy annuities inside of retirement accounts” rule all by themselves.  According to LIMRA, by 2012, more than 60% of deferred variable and equity-indexed annuity purchases were being funded with IRA dollars!

Annuities In IRAs and 401(k)s In Today’s Environment

In recent years, shifts in the variable annuity marketplace have made guaranteed living benefit riders somewhat less appealing, and as a result their use with variable annuities has slowed a bit. Nonetheless, the overall election rate for guaranteed living benefit riders still remains fairly high at almost 80%, which leaves variable annuities relevant as a potential ‘investment’ for IRA and other retirement dollars.

Similarly, the emergence of guaranteed living benefit riders on equity-indexed annuities has arguably made them even more popular as a potential fit within retirement accounts, both for the risk/return characteristics of the annuity as an investment and the guaranteed income features for retirement spending (assuming the contract is otherwise desirable as an investment in the first place, which is an important caveat!). And even fixed annuities have seen a recent uptick of retirement accounts as a source of funds as retirees struggle to find investments in retirement accounts with compelling yields!

At the same time, though, it’s important to recognize that the onset of new top tax rates for capital gains, qualified dividends, and ordinary income – on top of a new 3.8% Medicare surtax on investment income – has made variable annuities a bit more popular once again as a pure tax deferral vehicle, especially given the latest breed of ultra-low-cost annuity wrappers that really do make it possible for the raw tax deferral benefit to exceed the annual annuity cost! In other words, there actually is a fresh case to be made for incurring the cost of deferred annuities just to gain access to a tax deferral vehicle, especially to wrap around especially tax-inefficient investments as a part of an overall asset location strategy for higher net worth clients. And in such circumstances, it makes no sense to use already-tax-deferred retirement account assets to fund the strategy, giving credence once again to the old rule of thumb.

Nonetheless, the reality – as evidenced by the incredibly high election rate for buyers of annuities with guaranteed living benefit riders, and the rise of equity-indexed annuities as well – is that the majority of annuity purchases are still about buying access to guarantees (whether for retirement income, or a version of today’s enhanced death benefit riders as well), and/or to unique investment opportunities (e.g., the risk/return profile of an equity-indexed annuity, or a compelling yield in a fixed annuity). As a result, while a few high-net-worth investors may once again be using annuities primarily for tax deferral alone, in most cases in today’s environment the “don’t buy an annuity inside a retirement account” rule has become more of a myth than proper advice!
Life/Health Insurance
Tax Facts Q: 78.  What are the incidents of ownership that, if held by an insured, will cause life insurance proceeds to be includable in the insured’s estate?
ILM 201328030
The IRS recently ruled that a life insurance policy would not be included in the estate of a decedent-insured because that decedent owned only the right to receive dividends under the policy, which, in and of itself, was not a sufficient incident of ownership to cause the policy value to be included in the estate.

Here, the decedent was required to purchase and maintain a life insurance policy for the benefit of his former wife as a condition to their divorce settlement agreement.  While the decedent was required to pay all premiums under the policy, he was not permitted to borrow against the policy and was required to name his former spouse as beneficiary.  The decedent was, however, entitled to receive dividends under the policy.  Upon the death of the insured, the policy proceeds were paid to the decedent’s former spouse.

The IRS noted that an insurance policy is only included in the estate of a decedent-insured who held “incidents of ownership” in the policy upon his or her death.  Incidents of ownership include the power to change beneficial ownership of the policy or its proceeds even if the decedent himself has no beneficial ownership to the policy value.  

Dividends paid under a life insurance policy are, according to the IRS, nothing more than a reduction in the amount of premiums paid—rather than a right to income from the policy itself.  As such, the right to dividends did not convey an economic benefit upon the decedent that would be treated as an incident of ownership so as to require inclusion in the decedent’s estate.
Retirement Accounts

Tax Facts Q: 3610.  What is “compensation” for purposes of IRA eligibility rules and deduction limits?
Halo v. Commissioner, T.C. Summary Opinion 2014-92
The Tax Court recently denied a taxpayer’s deduction for contributions to an IRA because, although the taxpayer received unemployment compensation and income from both interest and Social Security, he had no “compensation” for the year in question.

Generally, a taxpayer is entitled to a deduction for contributions made to IRAs in an amount equal to the lesser of the contribution limit for the tax year ($5,500 for 2014; $6,500 for taxpayers aged 55 or older) or an amount equal to the compensation includible in the taxpayer’s gross income for the tax year.  

“Compensation” for this purpose includes earned income, but excludes amounts received as a pension or annuity and amounts received as deferred compensation.  The definition of compensation also excludes Social Security benefits and interest income that is not received in the course of a taxpayer’s trade or business as a securities dealer.  Because the taxpayer was not engaged in a trade or business for the tax year in question, and received no wages, salary or self-employment income, his deduction for IRA contributions was denied.
Employment Benefits

Tax Facts Q: 7717.  Is a limited partner’s distributive share of partnership income subject to the self-employment tax? 
ILM 201436049
In this legal memorandum, the IRS found that Congress did not intend to allow service partners in a service partnership to avoid paying self-employment taxes, finding instead that income earned by these partners is not investment-type income that is excluded from self-employment tax liability.

The partners in this case provided investment management services to a group of investment partnerships.  The partnership treated all of its partners as limited partners not subject to self-employment tax on their distributive shares that were not guaranteed payments.  

The IRS disagreed with this categorization, finding that the partners provided services, including trade and analysis services and operational and support services.  Performance of these services precluded the partners from being treated as limited partners under IRC Section 1402(a)(13), so that their partnership income was subject to self-employment tax.
Investments
Tax Facts Q: 7891.  What is the 75 percent asset test that applies in determining REIT qualification?  
Rev. Proc. 2014-51, 2014-37 IRB 1
The IRS has released guidance to assist REITs that hold interests in loans secured in part by real property, and in part by other assets, in an environment where real estate values are rising.   The IRS will not challenge the REIT’s characterization if the REIT treats the loan as a real estate asset in an amount equal to the lesser of: (a) the highest principal value of the loan outstanding at any point during the year or (b) the greater of: (i) the current value of the real property securing the loan or (ii) the fair market value of the real property securing the loan as of the date the loan became binding.
Generally, for REIT qualification purposes, 75 percent of its assets must consist of real estate assets, cash and cash equivalents and government securities at the close of each quarter.  “Real estate assets” include loans secured by real property.  If a loan is secured by both real property and non-real property assets, the REIT must use a formula to apportion the loan between the real property and non-real property assets.
In the past, the loan value of the real property was the fair market value of that real property, determined on the date that the loan becomes binding as to the REIT.  This amount was then compared to the highest principal loan amount that is outstanding at any given point during the year.  In some cases, the loan value of the real property would remain constant for purposes of apportionment (because it was fixed as of the date of the loan), while the highest principal amount outstanding could rise if the underlying real property assets appreciated in value during that year—actually causing the portion of the loan that is treated as real estate to decrease if the value of the real property increased.
The IRS guidance seeks to prevent this result by allowing the REIT to use the current value of the real property asset in apportioning the loan.
Estate Planning/Taxation

Tax Facts Q: 613.   What deductions for charitable bequests are allowed from the gross estate when payments to a charity are designed as a guaranteed annuity paid by a charitable lead annuity trust?
PLR 201433023
The IRS recently found that when two spouses created three charitable lead annuity trusts (CLATs) under revocable trusts that would begin annuity payments upon the death of the second-to-die spouse, the estate of the second-to-die spouse would be entitled to a charitable deduction for assets passing to the CLATs, including the assets passing from a marital trust created under the first-to-die spouse’s trust.
This was the case because each of the revocable trusts set forth a formula for determining the amount of the annuity payment from each CLAT that was sufficient to render the amount of the annuity determinable, because it could be ascertained at the valuation date of the surviving spouse’s estate.  
When the first-to-die spouse died, his or her estate was to pass to a marital trust for the surviving spouse.  Upon the death of the surviving spouse, 55 percent of the assets in the marital trust and 55 percent of the remainder of the surviving spouse’s estate were to be transferred to the CLATs.
Each CLAT would then pay an annuity to one of three private charitable foundations annually for a term of 20 years.  The annuity payment would be made from CLAT income and, if insufficient, principal.  If the income of any CLAT exceeded the annuity amount produced by the formula in any given year, the excess would also be distributed to the private foundation.  Further, the parties represented that the annual annuity payment would be calculated based on a formula that results in a charitable lead annuity interest in each CLAT that is as close to possible, but not in excess of, 60 percent of the value of the trust assets of each CLAT.

Therefore, because the annual annuity amount was ascertainable at the surviving spouse’s death, his or her estate would be entitled to a charitable deduction for the assets passing to the CLATs.
Federal Income Taxation
Tax Facts Q: 7946.  What rules apply in determining whether a taxpayer is eligible for a charitable tax deduction? 
PLR 201437004

The IRS recently found that an LLC was not entitled to a charitable tax deduction for contributions made to a non-profit organization, but rather was entitled to a general business expense deduction because the contributions had a direct relationship to the LLC’s business and were made with an eye toward receiving a financial return, rather than for charitable purposes.
In this case, the LLC offered certain services in a state where that state required taxpayers offering those services to contribute a certain percentage of revenue to qualified nonprofit organizations.  The LLC-taxpayer here made the required contributions and attempted to claim a charitable deduction.
The IRS disagreed with this characterization, finding that the payments were not entirely voluntary, as required for a deduction under IRC Section 170.  Further, because the payments were made in compliance with the state’s regulatory authority and failure to make the payments would jeopardize the LLC’s ability to conduct business within the state, the payments were made with an expectation of financial return and were not, therefore, gratuitous and voluntary charitable gifts.
