Annuities
Tax Facts Q: 429.  What is a qualified longevity annuity contract (QLAC)? 
TD 9673
The Treasury Department recently released regulations that will allow taxpayers to purchase qualified longevity annuity contracts (QLACs) within a retirement plan, such as a 401(k), 403(b) plan or traditional IRA.  Payments under the annuity are deferred, and must begin by the month following the month in which the taxpayer reaches age 85.  The final regulations exclude Roth IRAs, so that if a QLAC is purchased within a traditional account that is converted or rolled over into a Roth, the contract will no longer qualify as a QLAC after the date of conversion or rollover.

The value of the QLAC is excluded from the account’s value when calculating the required minimum distributions (RMDs).  The final regulations limit the annuity premium value of a QLAC to the lesser of $125,000 or 25 percent of the account value, as adjusted annually for inflation.  The regulations also permit a taxpayer who accidentally exceeds the dollar or percentage limits to correct the excess payment without risking disqualification.  

The 25 percent limit is based upon the value of the account as of the last valuation date before the date upon which premiums for the annuity contract are paid.  This value is increased to account for contributions made during the period that begins after the valuation date and ends before the date the premium is paid.  The account value is decreased to account for distributions taken from the account during this same period.

Importantly, the final regulations provide for a “return of premium” feature that allows the QLAC to provide that any premiums that have been paid, but not yet received as annuity payments, will be returned to the account if the taxpayer dies before they have been received.

Life/Health Insurance

Tax Facts Q: 71.  Will the transfer of a life insurance policy between spouses result in loss of the tax exemption for the death proceeds?
PLR 201423009

The IRS recently allowed one trust to purchase life insurance policies from another trust without causing the policies to lose their tax-exempt status because the transfers qualified for the carryover basis exception to the transfer for value rule.
Here, two married taxpayers (taxpayers A and B) were the grantors of Trust 1, while taxpayer A was the sole grantor of Trust 2.  Trust 1 owned multiple life insurance policies that insured (1) the joint lives of the taxpayers and (2) the life of taxpayer B individually.  Trust 2 wished to purchase the life insurance policies from Trust 1.

Though a transfer of a policy insuring the life of one individual to that individual himself is excepted from the transfer for value rule, and transfer of the policy to a grantor trust of which the individual is the grantor qualifies for this exception, in this case, policies insuring only the life of taxpayer B were transferred to a trust of which taxpayer A was the sole grantor.  

However, since the taxpayers were married, IRC Section 1041(a)(1) provided that no gain or loss is recognized on the transfer between the spouses.  Therefore, the parties were able to qualify for the exception to the transfer for value rule that allows the transfer where the transferee’s basis in the property is determined by reference to the transferor’s basis. 
Retirement Accounts

Tax Facts Q: 3866.  When may a surviving spouse make a rollover contribution from an IRA that was inherited from a deceased spouse? 
PLR 201425023
The IRS recently denied a surviving spouse’s request for an extension of the 60-day rollover window where a trust was the beneficiary of an inherited IRA, all of the IRA funds were distributed to the trust and the trust attempted to roll a portion of those funds into another IRA for the benefit of the surviving spouse because the taxpayer presented insufficient proof of financial institution error.
In this case, the decedent named a trust as beneficiary of his IRA, named his two children as trustees and his spouse as 25 percent beneficiary of the trust itself.  Rather than rolling the funds directly into separate inherited IRAs for the benefit of the surviving spouse and the trust, all IRA assets were first deposited into the trust, which then attempted to roll 25 percent of those funds into an IRA for the surviving spouse.

The IRS found that, even though there may have been a delay that was caused by the trustees and their attorneys, this was not the type of financial institution error for which an extension could be granted.  Rather than passing the original IRA funds through the trust, the funds should have been rolled directly from that IRA into an inherited IRA.
Employment Benefits

Tax Facts Q: 3850.  What are the penalties that apply when an ESOP engages in a prohibited transaction?
PLR 201425019
When establishing and implementing an employee stock ownership plan (ESOP), it is crucial that the rules governing these accounts be followed meticulously in order to avoid subjecting the taxpayer-employee to substantial penalty taxes that are imposed when a prohibited transaction occurs.  The IRS recently ruled that a prohibited transaction occurred when an ESOP borrowed funds from the company implementing the plan (a “disqualified person”) in order to purchase company shares because the strict rules regarding payment of loan principal and interest were not satisfied.

Generally, a loan between a disqualified person and an ESOP will constitute a prohibited transaction, but an exemption exists for loans made to a leverage ESOP where the loan is primarily for the benefit of plan participants and (1) a reasonable rate of interest is charged and (2) any collateral given by the plan to the disqualified person consists only of qualified employer securities.  

The collateral must be released based upon either the general rule, which requires a release based on payments of both principal and interest, or a special rule, which allows shares to be released based on payments of principal only.  Here, the parties attempted to satisfy the special rule, which further requires that the loan provide for annual payments at a cumulative rate that is not less rapid than that which would be required to pay off the loan in level annual payments over a period of no more than 10 years.
In this case, the loan required monthly payments that either would have taken 15 years to pay off the entire loan, or would have required a balloon payment at the end of the 10-year term, which would have violated the rule that annual payments be level over the term of the loan.  As a result, the loan constituted a prohibited transaction and the penalty taxes applied.
Investments
Tax Facts Q: 7922.  What is material participation in rental real estate? 
ILM 201427016
For purposes of determining whether a taxpayer’s rental real estate activities constituted passive activities, the IRS recently ruled that, while the determination of a taxpayer’s status as a qualifying taxpayer is not impacted by whether the taxpayer elects to treat all rental real estate activities as a single activity, once that status is determined, each activity must separately satisfy the material participation tests if the election to aggregate activities is not made.

When it comes to determining whether a rental real estate activity is active or passive for purposes of the investment income tax rules (and application of the passive loss rules), a taxpayer’s activities will not be treated as passive activities if the taxpayer is a qualifying taxpayer who materially participates in rental real estate activities.

In this case, the taxpayer was a qualifying taxpayer because, when all of his rental real estate activities were combined, (1) he owned an interest in rental real estate, (2) more than half of the personal services he performed in all trades or businesses were performed in real property trades or businesses in which he materially participated and (3) the taxpayer performed more than 750 hours of services during the year in those real property trades or businesses.  For this purpose, material participation was determined by looking to all of the taxpayer’s rental real estate activities.
However, once the taxpayer was categorized as a “qualifying taxpayer,” it was necessary to determine whether the taxpayer materially participated in each rental real estate activity because the taxpayer had not made the election to treat all such activities as a single rental real estate activity.
Estate Planning/Taxation

Tax Facts Q: 626.  When does the GST tax apply? 
PLR 201425007
The IRS recently ruled that the exercise of a power of appointment over trust assets that created additional powers in successor generations would not cause the trust to lose its grandfathered generation skipping transfer (GST) tax-exempt status because the power was a general power of appointment that did not constitute a constructive addition to trust assets.
Pursuant Treasury Regulation Section 26.2601-1, the GST tax does not apply to any generation-skipping transfer made under a trust if the trust was irrevocable prior to September 25, 1985 and no actual or constructive additions were made after that date.  Under that same section, the exercise of a power of appointment will cause the value of the portion of the trust that was subject to this power to be treated as though it was constructively added to the trust at the time of exercise.

However, this general rule does not apply to certain limited powers of appointment that do not postpone or suspend vesting, absolute ownership or power of alienation of an interest in the property for a period extending beyond a life in being at the date when the trust was created plus a period of 21 years.
In this case, the power of appointment was not found to be a general power of appointment because it was not exercisable in favor of the taxpayer, the taxpayer’s creditors, the taxpayer’s estate or any creditors of the taxpayer’s estate.  Further, the terms of the trust provided that any successor trusts (and related powers) would terminate no later than 21 years after the death of the taxpayer, his siblings and certain descendants who were alive on the date the trust was created.  

As a result, the power qualified for the exemption granted to certain limited powers of appointment so that the creation of the power of appointment would not constitute a constructive addition that would be subject to the GST tax. 
Federal Income Taxation
Tax Facts Q: 7778.  What exclusion is available for gain on the sale of a principal residence? 
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. 
Limits to Converting Rental Property into a Primary Residence to Plan for IRC Section 121 Capital Gains Exclusion
….continued from last month’s Tax Facts Intelligence.
In addition to the limitation of Section 121 regarding depreciation recapture, as a part of the Housing Assistance Tax Act of 2008, Congress further limited the exclusion of capital gains for property that was converted from a rental to a primary residence. The new rules, enshrined in IRC Section 121(b)(4), stipulate that the capital gains exclusion is specifically available only for periods during which the property was actually used as a primary residence; any other time (since January 1st, 2009) that the property was not used as a primary residence is deemed “nonqualifying use”. Accordingly, to the extent gains are allocable to periods of nonqualifying use (gains are assumed to be pro-rata over the holding period), those gains are not eligible for the exclusion.

Example 2b. Continuing the earlier example, if Harold had actually rented out the property for four years (2009, 2010, 2011, and 2012) and then used it as a primary residence for two years (2013 and 2014) to qualify for the capital gains exclusion, and sell it next year (after meeting the 2-year use test), the total $150,000 of capital gains (above the original cost) must be allocated between these periods of qualifying and non-qualifying use. Since there are only 2 years of qualifying use out of a total of 6 years the property was held, only 1/3rds of the gains (or $50,000) are deemed qualifying (and will be fully excluded, as $50,000 of qualifying gains is less than the $250,000 maximum amount of qualifying gains that can be excluded). As a result of these limitations, the remaining $100,000 of capital gains attributable to nonqualifying use will be subject to long-term capital gains tax rates (along with the $29,000 of depreciation recapture).

Example 2c. Assume instead that Harold had purchased the property not in 2009, but in 2000, and rented it for 13 years (from 2000 to 2012, inclusive) before moving into the property in early 2013 to live there for 2 years, with a plan to sell in 2015 and maximize the Section 121 capital gains exclusion. Because only nonqualifying use since 2009 counts under IRC Section 121(b)(4), Harold will be deemed to have 4 years of non-qualifying use (2009, 2010, 2011, and 2012), and 11 years of qualifying use (2000-2008 inclusive, and 2013-2014). As a result, 11/15ths of gains, or $110,000, would be qualifying gains eligible to be excluded (and since that’s less than the $250,000 maximum exclusion amount, it would all be excluded), while only 4/15ths of the gains, or $40,000, would be nonqualifying and subject to capital gains taxes. In addition, any depreciation recapture since 2000 would still be taxed as well.

Notably, an additional “anti-abuse” rule applies to rental property converted to a primary residence that was previously subject to a 1031 exchange – for instance, in a situation where an individual completes a 1031 exchange of a small apartment building into a single family home, rents the single family home for a period of time, then moves into the single family home as a primary residence, and ultimately sells it (trying to apply the primary residence capital gains exclusion to all gains cumulatively back to the original purchase, including gains that occurred during the time it was an apartment building!). To limit this, American Jobs Creation Act of 2004 (Section 840) introduced a new requirement (now IRC Section 121(d)) that stipulates the capital gains exclusion on a primary residence that was previously part of a 1031 exchange is only available if the property has been held for 5 years since the exchange.

Example 2d. Continuing the prior example, assume that Harold’s original ownership since 2000 was of an apartment building, and in early 2011 he had completed a 1031 exchange to a single family home, with the ultimate intention of moving into the property as a primary residence to claim the capital gains exclusion. Even if Harold moves into the property in early 2013 and lives there for 2 years, he will not be eligible for any capital gains exclusion until 2016 (five years after the 1031 exchange). At that time, he can complete the sale and be eligible for the exclusion. He will still have 4 years of nonqualifying use (2009 after the effective date, though the end of 2012 when the property was still a rental), but will now have 12 years of qualifying use (2000-2008 inclusive, and 2013-2016), which means 12/16ths of his gains will be eligible for the exclusion and 4/16ths will be deemed nonqualifying use capital gains and subject to taxes (in addition to any depreciation recapture).

Fortunately, while the rules do limit the exclusion of capital gains attributable to periods of nonqualifying use (after 2009) in the case of a rental property converted to a primary residence, the rules are more flexible in the other direction, where a primary residence is converted into a rental property. IRC section 121(b)(4)(C)(ii)(I) allows taxpayers to ignore any nonqualifying use that occurs after the last date the property was used as a primary residence, though the 2-of-5 ownership-and-use tests must still be satisfied.

Example 3. Donna has lived in her property as a primary residence since 2008. In 2012, she received a new job opportunity across the country, but decided she didn’t want to sell the property yet as home values were still recovering in her area, so she rented the property instead. Now, in 2014, as home prices have continued to appreciate, she wishes to sell the property. Even though there have been 2 years of otherwise-nonqualifying-use as a rental, Donna does not have to count nonqualifying use that occurred after she lived in the property as a primary residence. As a result, all gains will be treated as qualifying, and eligible for the capital gains exclusion (except to the extent of any depreciation recapture). Even though Donna does not still live in the house as a primary residence, she has still used it as a primary residence in at least 2 of the past 5 years (as she lived there in 2010 and 2011 before renting in 2012), so the Section 121 exclusion is available. However, it’s notable that if Donna waits until 2016 to sell, at that point there will be 4 years of rental use and only 1 year of use as a primary residence, so Donna will lose access to the Section 121 exclusion simply because she no longer meets the 2-of-5 ownership-and-use test.

In the above example, if Donna had chosen to subsequently exchange her converted rental property to a new one under IRC Section 1031, additional rules apply under IRC Section 2005-14 to properly allocate gains between Section 121 exclusion and Section 1031 deferral.

Planning Implications of Section 121 Primary Residence Gain Exclusions

Arguably the Section 121 exclusion of capital gains on the sale of a primary residence is one of the most favorable tax preferences under the Internal Revenue Code, given both the sheer magnitude of the gains that can be excluded, and the fact that there is no limit to how many times it can be taken (beyond the limit of no more than once every 2 years).

Of course, from a practical perspective, many (most?) individuals and couples treat their home as a home, and not as an ongoing chain of serial real estate investments from which tax-free capital gains can be harvested as long as they live in it for at least 2 years first (which in reality is why Congress allows such favorable provisions in the first place). While a few clients might actually be inclined to move repeatedly from one property to the next – taking advantage of the capital gains exclusion every time gains approach the maximum exclusion amount – this will not likely be a popular strategy for most.

However, given that most clients will probably only have an opportunity to take advantage of these rules a couple of times throughout a lifetime, it becomes all the more important to properly plan in the first place to ensure the exclusion will be available. This may include having clear documentation to show exactly when the property was used as a primary residence (especially if it may not be the full 2-year period and the pro-rata partial exclusion may apply, or if there are periods of qualifying and nonqualifying use), and also planning around using the exclusion in the event of death or divorce of a spouse (in both situations, ownership and use of a deceased spouse or an ex-spouse can potentially be ‘tacked on’ to the subsequent owner to qualify for the exclusion). In the case of newly married couples, this may include additional coordination if either (or especially if both) previously owned a primary residence, and wish to sequence their sales to allow the maximal exclusion (for instance, one spouse sells one property for a $250,000 exclusion, both move into the other property for 2 years, and then the couple sells the second property for a $500,000 exclusion).

For clients that are more active real estate investors, there may be significant appeal to more proactively taking advantage of the primary residence exclusion rules, notwithstanding the limitations on nonqualifying use, especially in light of the fact that gain is always assumed to be allocated pro-rata across all the years, and not necessarily based on when gains actually occurred. This effectively creates an incentive for property that has rapidly appreciated during its rental period to be converted into a primary residence, even if the appreciation rate will slow.

Example 4. Donald purchased a rental property in early 2009 at the market bottom for $400,000, and it has appreciated in the 5 years since to $750,000. If Donald sells his current house, and moves into the rental property now to make it a new primary residence and sells it in 2 years for $775,000, the total gains above original cost will be $375,000. Since Donald will have 2/7 years of qualifying use, he will be eligible to exclude 2/7 * $375,000 = $107,143 of capital gains, even though the actual gains during his time living in the property were only $25,000. In addition, Donald will have been able to benefit from the capital gains exclusion on his prior home (sold 2 years ago), andthe capital gains exclusion again on this rental-property-converted-to-primary-home, as long as the sales are at least 2 years apart. (Alternatively, if Donald had not sold his prior residence, he could have simply held it throughout, and then moved back into the original property and continued its use as a primary residence, though there would now be 2 intervening years of nonqualifying use for that property.)

Given that nonqualfiying use only counts for such use since 2009, real estate investors may find it most appealing to move into older rental real estate properties, that have a significant amount of gains that can be allocated prior to 2009 (where even though it was rental property, it doesn’t count as nonqualifying use). The qualifying/nonqualifying use rules will make the strategy less appealing for most real estate investors on a forward-looking basis, though planning opportunities remain in the aforementioned scenarios where rapid appreciation during nonqualifying use periods can be sheltered by subsequent qualifying use when there is slower growth (effectively shifting income from the less favorable time period to the more-tax-favored one).

In the case of properties that have been converted from a primary residence into rental real estate, the key planning issue is to recognize that there is a limited time window when a property can be rental real estate but still be eligible for the Section 121 exclusion – eventually, the property is rental real estate so long, the owner will no longer meet the 2-of-5 use-as-a-primary-residence test. For instance, in the earlier Example 3, Donna can only rent the property for up to 3 years after living there as a primary residence, before she can sell it and claim the Section 121 exclusion (or risk moving beyond the 2-of-5 years time window).

The bottom line, though, is simply this: for those who are more flexible about their primary residence living arrangements, and move more frequently (or are often forced to do so by job/life circumstances) there are significant tax planning opportunities available thanks to the Section 121 capital gains exclusion on a primary residence. For clients who are more active real estate investors, and have the flexibility to convert rental properties into primary residences, additional opportunities apply to navigate the nonqualifying use rules (and/or simply recognize that pre-2009 rental use won’t be counted against the owner as nonqualifying use in the first place!). However, because of the stringency of the rules – and the magnitude of the capital gains taxes that may be due if a mistake is made – it’s crucial to follow the rules appropriately to gain the maximum benefit (or any benefit at all!)!

