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. 

Continued from last month’s Tax Facts Intelligence…
Why You Should Only Buy Insurance Protection and Annuity Guarantees Expected to Lose you Money (on Average)

Why Insurance Should be a Losing Proposition
Insuring a risk is expected to be at least a little more expensive than self-insuring – both because of the implied cost of insurance company overhead and profits, and simply because with self-insuring there’s a possibility no “claim” (which you would pay from your own funds) will occur at all while buying coverage fixes the insured’s “share” of potential claims embedded in the premium itself. After all, when an insurance premium is paid, it implicitly covers both insurance overhead and profits, and a small slice of (likely someone else’s) future claims up front.

Nonetheless, the fact that the insurance policy puts you in a (slight) financially inferior position to self-insuring doesn’t mean it should be avoided. In fact, the only insurance coverage you should ever purchase is coverage that will lose you money on average!
The reason is that, as noted earlier, the essential equation for insurance must balance. Premiums and growth must equal the cost of claims plus overhead and the profits of the insurance company, because that’s all the money there is. In a situation where claims are expected to exceed the premiums and growth – in other words, the buyer of the insurance expects to make money on average by claiming on the insurance or guarantee – the equation can only balance in one way: given that overhead is generally fixed, the “profits” line item must go negative. In other words, the line can only balance if the insurance company has a sustained and ongoing financial loss and keeps bringing its own money to the table to cover those losses and make the sides balance!

Yet the problem with such a path in the long run is that if the insurance company is indefinitely incurring losses by paying out more than it receives in premiums (plus growth), eventually the insurance company is going to run out of money (reserves) to make the payments. The model is inherently unsustainable if outflows exceed income and there’s no way to replenish reserves. In other words, buying an insurance policy that is expected to come out ahead for the policyowner is the equivalent to buying an insurance policy from a company that is expected to go out of business. Which, of course, means that the financial outcome for the policy is not actually likely to be positive at all, and instead risks a total loss if the insurance company runs out of money before the risky event (and associated claim) actually occur!
Notably, the key point here is about averages, not individual claims. Clearly at least some individuals will receive more in claims than they contribute in premiums – with high-impact low-probability risk coverage like life or homeowner’s insurance, the claim if the event occurs could be many, many multiples of the premiums for that particular policyowner. Nonetheless, on average the (mathematical) expectation of anyone buying life or homeowner’s (or other) insurance is that they will receive back less than they pay in premiums (plus growth), either because they literally never have a claim or because (in the case of some types of coverage like automobile) there could be a small claim or few but still not enough to recover premiums (and associated growth). But again, there’s a key difference between potentially getting more in claims than were paid in premiums (because the risky event happens to you), and expecting on average to get more in claims than are being paid in premiums (plus growth); the former represents the essential principle of insurance, while the latter is an unsustainable path to bankruptcy (for the insurance company) and a potential total loss (for the policyowner).

Why It Can Make Sense to Buy Insurance Knowing It’s A Losing Proposition

While the key tenet of buying insurance is that it all should result in a financial loss on average (or else the insurance policy is unsustainable), that doesn’t make all insurance a losing proposition. Instead, it simply means that insurance should be targeted specifically for those situations where the risk would be so severe and catastrophic it’s either not feasible to have or save fast enough to self-insure it (e.g., the loss of earnings due to death or disability when you’re young), or it’s just too disruptive to other goals to self-insure it (e.g., a house that you ‘could’ afford to replace if it burned down, but it’s just far easier to manage a small premium than pay for a new house out of pocket if it really does burn down!). In other words, it makes sense to buy insurance where the premiums will result in a known small loss, if that small loss on average is still a better outcome than the possibility the big loss occurs instead. They’re both losses, but a small known can be far more manageable than a big (potentially catastrophic) unknown.

In essence, what this means is that buying insurance is not about improving your financial situation on average, but about narrowing the range of possible outcomes and eliminating the worst “tail” events. For instance, if the blue line in the chart below shows your potential wealth by just self-insuring, the red line shows how the results shift with insurance – where the outcomes are slightly worse in almost all situations, with a slightly lower probability of gains and a slightly larger likelihood of losses, but the small number of extreme events in the left (negative) tail are eliminated. This is the core trade-off of insurance: a slightly worse outcome on average, in exchange for the avoidance of a small number of really serious (albeit improbable) disasters that could happen.

The key corollary to recognizing that it can make sense to buy insurance knowing it’s a losing proposition is that it’s equally important to avoid insurance that is expected to be a winning proposition (on average) – as again, by definition insurance companies that consistently pay out more than they take in will eventually end in ruin for those who get paid “last” and find out there’s no money left (precisely like 
a Ponzi scheme!). Guarantees that are cheap are actually risky, and guarantees that are expensive are actually the secure ones! If some form of insurance product, solution, or guarantee appears to improve your results across the board by giving generous benefits for a very modest cost, it really only means one of two things: 1) you’re missing a key cost, factor, or outcome, and it’s really not an improvement (or the guarantee is just overpromising something it can't deliver); or 2) the guarantee is accurate which means the product guarantee (or the entire insurance company) is doomed to failure in the long run and you could wind up with nothing!

Fortunately, the depth of insurance regulation means the scenario is far more likely to be #1 than #2 (insurance company defaults are blissfully rare in today’s environment). Nonetheless, the basic principle remains the same: be very, very wary of any insurance guarantee that implies you are expected to come out better most of the time, whether it’s a variable annuity with a guaranteed living benefit rider, generating “income” from equity-indexed universal life insurance, or a study that professes certain situations where long-term care insurance has a positive expected value for the buyer. Because in the end, either there are additional costly scenarios you’re missing that will make the outcome less favorable on average than you think and allow the insurance company to survive (for instance,  sometimes what looks like insurance protecting against a loss is actually just a guarantee to return your own principal in the first place, while in other situations insurance companies hope you don’t realize what you’re giving up in foregone interest and opportunity costs), or the policy itself is at risk and can’t back the guarantees being provided (which certainly isn’t better!). Analyzing an insurance (or annuity) guarantee and believing it has a positive expected value on average generally means either you’re wrong, or you’ll lose (or both). That’s a time to run, not a time to sign on the dotted line!

In fact, ultimately the bottom line about insurance is simply this: if your insurance policy is expected to improve the outcome in all scenarios for a low cost and you can’t proactively identify how you’ll lose money (and the insurance company will make money) on average, you shouldn’t buy the insurance or annuity guarantee. If you can identify both what the “extreme” loss could be, and how much less you’ll finish with on average by buying insurance instead, and find that trade-off of the small known loss to be appealing enough to pay the implicit and explicit costs of insurance to avoid the big risky loss instead (because the low-probability big loss is so severe you must turn it into a smaller known loss instead), that is the proper time to buy the insurance guarantee... if it's still appealing at all!

Life/Health Insurance
Tax Facts Q: 393.  What types of health plans are excluded from the Affordable Care Act requirements? 
REG-132751-14

New guidance has been released outlining the requirements that certain limited health benefits, which are “wrapped around” employer-sponsored coverage that is considered unaffordable with respect to specific employees, must meet in order to qualify as excepted benefits that would not preclude the employee from claiming a premium tax credit.

In general, most forms of employer-provided health coverage are treated as group health plans under the Affordable Care Act, and if an employee has access to such employer-provided health coverage, he or she can be denied a premium tax credit if that employee instead chooses to purchase individual health coverage through the exchanges.

This new guidance establishes five requirements that employer-sponsored wraparound coverage offered in conjunction with an individually purchased health plan must satisfy in order to constitute an excepted benefit that would not jeopardize an employee’s eligibility to claim a premium tax credit.  The limited wraparound coverage must: (1) be specifically designed to supplement eligible individual health coverage, (2) be limited in amount and (3) not (a) impose preexisting condition exclusions, (b) discriminate based on any individual health factors or (c) be excludable from the employee’s income under IRC Section 105.
Further, the employee who obtains the wraparound coverage cannot be enrolled in a health flexible spending account that is also an excepted benefit.  Finally, self-insured group health plans and health carriers issuing multistate plan wraparound coverage must meet certain reporting requirements, and must submit information to the Office of Personnel Management that is sufficient to determine whether the coverage meets these five requirements.
Retirement Accounts

Tax Facts Q: 3573.  Is a Section 457(b) plan required to include provisions regarding unforeseen emergency situations? 
IRS INFO 2014-0041

The IRS recently issued guidance providing that distributions from Section 457(b) plans for unforeseen emergencies require documentation in the form of receipts so that it can be verified that the emergency imposes a severe financial hardship and that the distribution is limited to an amount that is reasonably needed.
For purposes of Section 457 plans, an unforeseen emergency is one that creates a severe financial hardship as a result of illness, accident, loss of property due to a casualty or similar extraordinary and unforeseeable circumstances that are beyond the taxpayer’s control.  The IRS here also noted that the emergency distribution can only be made if the taxpayer has no other assets to cover the costs of the emergency, including insurance.
Further, the distribution must be limited in amount.  The IRS noted that, unlike a qualified retirement plan, hardship distributions from a Section 457 plan are not subject to a 10 percent penalty tax for premature withdrawals.  Because of this, the plan administrator is entitled to receive receipts to verify that the amounts distributed are limited to those that are reasonably necessary in light of the specific hardship.

Employment Benefits

Tax Facts Q: 3970.  What income of a tax-exempt welfare benefit fund is taxable as unrelated business taxable income? 
PLR 201501014
The IRS recently found that income generated when a welfare benefit plan’s assets were transferred to a voluntary employees’ beneficiary association (VEBA) was not subject to the unrelated business income tax (UBIT) because the income was set aside to provide permitted benefits and the plans were established under a collective bargaining agreement.

In general, unrelated business taxable income is a VEBA’s gross income, excluding exempt function income.  Exempt function income is income set aside to provide life, health, accident and certain other permitted benefits to participants, though the amount of income that can be treated as exempt function income is generally limited under IRC Section 419A.  Despite this, if the welfare benefit plan was established as a result of a collective bargaining agreement, the limitation on exempt function income does not apply.  
Here, the welfare benefit plan transferred assets set aside to provide life insurance benefits to a VEBA in order to provide retiree health benefits (both types of permitted benefits).  While the income generated exceeded the otherwise applicable limitations, the plans in this case were established pursuant to a collective bargaining agreement, and therefore were not subject to the account limit provisions so that the income generated through the transfer did not result in UBIT liability.
Investments
Tax Facts Q: 7892.  What is the 90 percent distribution requirement applicable to REITs? 
PLR 201444022
The IRS recently found that a real estate investment trust (REIT) proposal to issue two classes of common stock would result in the issuance of a preferential dividend because one class would pay a special dividend designed to shift investment advisory fees.  The existence of the preferential dividend operated to disallow the dividends paid deduction, which may cause the REIT to fail to meet its 90 percent distribution requirement under IRC Section 857(a)(1), thus failing to qualify as a REIT.
The IRS rejected the taxpayer’s arguments that (1) no preferential dividend would be created because the two classes of stock qualified as separate classes and (2) each shareholder owning shares of the same class would receive the same amount of dividends as every other shareholder in that class.  While the IRS found this might have been permitted if the special dividend was designed to reduce administrative costs, it was not permissible to reallocate investment advisory fees among shareholders with otherwise identical shareholder rights.

Further, the IRS found that the establishment of two classes was designed to ensure that only shareholders who made investments in the REIT exceeding certain thresholds were eligible to obtain the shares paying the special dividend, creating what the IRS termed a “tiered investment advisory fee structure” while all other shareholder rights were identical.  As a result, the two types of shares were not appropriately characterized as separate classes so that a preferential dividend was created.
Estate Planning/Taxation

Tax Facts Q: 3645.  Who is the designated beneficiary for purposes of required minimum distributions from an IRA? 
PLR 201503024
The IRS recently ruled that a trust established to receive an IRA that was divided into several inherited IRAs was a valid see-through trust, and that the life expectancy of the oldest of all beneficiaries must be used to determine minimum distributions from each inherited IRA.

The IRS noted that, in order to be treated as an inherited IRA, the designated beneficiaries must be identifiable as of September 30 of the calendar year following the year of the original IRA owner’s death.  In the case of a trust beneficiary, the trust must constitute a valid see-through trust for the beneficiaries to be determinable according to this rule.

A valid see-through trust must satisfy the following four requirement: (1) the trust must be valid under state law, (2) the trust must be irrevocable, or must become irrevocable upon the death of the original account owner, (3) the beneficiaries of the trust who are to be beneficiaries of the IRA must be identifiable from the trust instrument itself, and (4) relevant documentation must have been provided to the plan administrator in a timely manner.  The trust in this case satisfied all four requirements.
Because the trust had more than one beneficiary, and the original account owner died after his required minimum distribution beginning date, the beneficiary with the shortest life expectancy must be used in order to determine required distributions for all beneficiaries.
Federal Income Taxation
Tax Facts Q: 7999.  Is a gift of a conservation easement deductible? 
Mitchell v. Commissioner, No. 13-9003
The Tenth Circuit denied a taxpayer’s charitable deduction for a conservation easement donation because the taxpayer failed to ensure that a preexisting mortgage on the property was subordinated, holding that the likelihood of foreclosure was not a factor in determining whether the requirements for establishing a qualified conservation contribution were satisfied.
Here, the parties executed a deed of conservation easement donating the property and restricting its use to permissible purposes, including use as an open space, for wildlife and for agricultural purposes in perpetuity, as required by statute.  Despite this, the property was subject to a mortgage, and the 
taxpayer failed to obtain a mortgage subordination agreement making the lender’s interests subject to the conservatory’s rights in the property until almost two years after the donation was made.

The IRS rejected the taxpayer’s argument that a mortgage subordination agreement was unnecessary because the possibility of default was so remote as to be negligible, finding instead that the subordination requirement is a bright line rule that must be complied regardless of the risk of foreclosure.  Further, the IRS found that the agreement must have been executed upon donation in order to protect against the risk of foreclosure between the time of donation and the execution of the agreement in order to satisfy the requirement that the easement be protected in perpetuity. 

