Annuities
Tax Facts Q: 426. When can the holder of a variable annuity be taxed currently on the income generated by the assets underlying the contract? 
PLR 201417007
The IRS recently ruled privately that holders of variable annuity contracts would not be taxed on the income generated by the investments underlying those contracts because it was the insurance company, and not the holders themselves, who exercised investment discretion and control so as to be treated as owners of those underlying assets.
While the owner of an asset is generally the entity that holds legal title to that asset, in the case of a variable annuity contract, if the holder of the contract possesses sufficient incidents of ownership over the assets supporting the contract, that holder will be treated as the owner for tax purposes.  If the contract holder is treated as owning the underlying assets, the tax deferral benefits generally provided by the variable annuity are lost and the owner is taxed currently on the income generated by those assets.  

A contract holder will be treated as the owner of the assets underlying a variable annuity if the holder has investment control over those assets that is similar to the control that would be present if the holder invested directly in the assets, rather than using the variable annuity as an intermediary.  

In this case, while the holder had the power to allocate his or her premium between various investment account options, an independent investment advisor made all of the investment decisions involving the actual assets underlying each investment option.  As a result, the holders of the variable annuity contracts did not have sufficient investment discretion so as to lose the benefit of the annuity’s tax deferral.    
Life/Health Insurance

Tax Facts Q: 8005. What risk shifting requirements must be satisfied in order for an arrangement to qualify as “insurance” for tax purposes? 
Rev. Rul. 2014-15
According to the IRS, an arrangement whereby a corporation uses a subsidiary as a conduit for funding health insurance benefits paid by a voluntary employees’ benefits association (VEBA) constitutes insurance for income tax purposes because the “risk shifting” element of insurance is present.
In this case, the corporation contributed to the VEBA to provide voluntary health benefits to retired employees and their dependents.  The VEBA, in turn, entered into a contract with an insurance company that was to reimburse the VEBA for the medical claims it paid.  The insurance company then entered into a contract with the corporation’s wholly owned subsidiary pursuant to which the subsidiary reinsured 100 percent of the insurance company’s liabilities to the VEBA.

Despite the fact that the subsidiary’s only business activity was comprised of reinsuring the insurance company in this case, the IRS found that the risk shifting element of insurance was present because the “risk” at issue was the retirees’ risk of incurring medical expenses.  It is this risk that was shifted in the transaction, rather than the risk to the corporation or the VEBA.    
Retirement Accounts

Tax Facts Q: 3776. What special rules apply to plans that are subject to QJSA and QPSA spousal benefit requirements? 
Notice 2014-19
The IRS has recently released guidance that clarifies the timing requirements for applying previously issued guidance generated from the Windsor decision to retirement plans.  Importantly, any necessary amendments to plan documents must be made no later than December 31, 2014.
For the time period beginning on June 26, 2013 through September 15, 2013, plans are required to recognize same sex spouses under the “state of domicile” standard—meaning that same sex couples must only be recognized if they are both legally married and reside in a state that recognizes same sex marriage.   On or after September 16, 2013, plans must comply with the “state of celebration” standard, which requires that the plan recognize legally married same sex couples regardless of whether the state of domicile recognizes same sex marriage. 

Plan documents must be amended to comply with these timing requirements, and also to remove any distinctions between same sex and opposite sex spouses, including any references to “husband/wife” or Section 3 of DOMA (which defined marriage as a legal union between a man and a woman).  Plans can optionally be amended to apply equally to same sex spouses before the deadlines discussed above.
Employment Benefits

Tax Facts Q: 3958.  What benefits can a 501(c)(9) trust (“VEBA”) provide?
PLR 201415011
The IRS has ruled privately that a VEBA will not lose its tax-exempt status for providing benefits in the form of health reimbursement arrangement (HRA) participation to employees’ non-dependent domestic partners if the amount of such benefits does not exceed 3 percent of the total amount of benefits provided by the VEBA in any tax year. 
Treasury Regulation Section 1.501(c)(9)-3(a) provides that a VEBA will not qualify for tax-exempt status if it knowingly provides more than a “de minimis” level of certain impermissible benefits, including benefits to individuals who are not members or their dependents.
Here, the VEBA proposed to (1) provide HRA benefits to non-domestic partners that would not exceed 3 percent of the total amount of benefits paid by the VEBA and (2) pay the corresponding FICA, FUTA and federal income tax withholding resulting from an employee’s election of non-dependent domestic partner coverage.  

The IRS further ruled that the fair market value of the HRA coverage provided to a non-dependent domestic partner would be included in the employee’s gross income.  However, payments and reimbursements provided as HRA benefits are not includable in either the employee’s or the domestic partner’s gross income to the extent that the fair market value of the value of HRA coverage provided to the domestic partner was included in the employee’s income.
Investments

Tax Facts Q: 7517. How does a taxpayer’s holding period in an investment impact its tax treatment? 
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.

Are the Tax Deferral Benefits of Low Turnover Investment Strategies Overstated?

How Dividends Further Reduce Tax Deferral

Of course, a major caveat to the scenario described in last month’s Tax Facts Intelligence is that it assumes the stock that is held pays no dividends whatsoever. While this may conceivably be true for certain high-growth stocks, ostensibly most investors will hold a more broadly diversified portfolio (or an index fund outright), which means a portion of ongoing growth will be attributable to dividends, not just capital gains. While dividends can be reinvested over the long run, the caveat to the payment of dividends is that they are taxable immediately. Thus, in essence, an investment that pays ongoing dividends in lieu of simply appreciating grows somewhat more slowly, as the dividends that are paid are taxed before they can be reinvested, not unlike turning over capital gains (and given current qualified dividend treatment, taxed similar to long-term capital gains as well).

Yet any level of portfolio turnover that triggers taxation of ongoing growth - including in the form of stocks that pay ongoing dividends - reduces the pace of tax-deferred growth. Even with a portfolio that will otherwise be held without any sale for 30 years, the mere fact that growth is a combination of a 2.5% dividend and 7.5% annual appreciation (where dividends are taxed annually by growth is not taxed until the end) reduces the final after-tax account value to only $1,402,622. By contrast, the fully tax-deferred account was worth $1,498,199, a difference of $95,577.

The impact of even a modest rate of ongoing dividends is significant. More than 25% of the loss in the value of tax deferral benefits (the difference between the 0% no dividend and 100% turnover portfolios) is attributable to the mere presence of the 2.5% dividend. When including a 10% turnover rate, more than 2/3rds of the "damage" has already been done. A portfolio with a 2.5% dividend and 20% turnover has already foregone almost 85% of the entire benefit of tax deferral! Or stated in the context of the 0.9%/year of annualized growth benefit of tax deferral over the 30 year time horizon, the benefit drops to only 0.7%/year due to the presence of dividends, and a mere 0.33% with dividends and a 10% turnover rate. Or viewed another way, reducing turnover from 100% (annual) to 10% (once a decade) still only accrues a benefit of 0.33%/year of additional growth even after 30 years!

And of course, part of the benefit attributable to the tax deferral is a result of what some consider to be a "generous" historical market return. If the dividend rate remains 2.5% but the appreciation rate is trimmed to only 5%  (implying an expected equity total return of 7.5%/year in the future), the result is changed.

In this scenario, the total wealth is reduced (lower growth rate), as is the benefit of tax deferral is reduced in the first place (with less growth, there's less value to deferred taxation); the difference in wealth between 100% and 0% turnover is only 0.6%/year of annualized growth after 30 years. In addition, the consequences of even just a modest dividend and a small amount of turnover are even more severe. The presence of the dividend alone results in a loss of more than 1/3rd of the entire value of tax deferral, and the inclusion of a mere 10% turnover rate results in a loss of almost 3/4th of the entire tax deferral benefit; or viewed from the opposite end, once we include a mere 10% turnover and a 2.5% dividend, the entire value of tax deferral (over just having 100% turnover) is no more than 0.18% of annualized growth after 30 years, and only accounts for about 1/4th of the tax deferral benefits in the first place!

Practical Implications For Investors: Low Turnover Is Overrated?

The practical implications of these results are significant: notwithstanding common wisdom, there is remarkably little value to reducing portfolio turnover, unless it can be reduced all the way to zero. The presence of even the most modest of turnover - a portfolio that is changed but once a decade - forfeits over half the benefit of tax deferral, reduced even further by the presence of dividends, and further still in an environment with lower returns. Similarly, the benefit of shifting from 50% turnover to 20% turnover - normally considered quite significant, as that would increase the average holding period of an investment from 2 years to 5 years(!) - is no more than 10 basis points of annualized growth over a multi-decade time horizon. By contrast, a 10bps difference could be made up by one day's worth of relative return improvement by making an investment change, and even just switching to a similar investment with a lower expense ratio every few years can more than recover the entire benefit of tax deferral in the first place!

The significance of the tax drag of any level of turnover also potentially impacts decisions like asset location as well. Given how limited the value of tax-deferral actually is for a relatively low turnover dividend-paying portfolio, the results suggest that equities perhaps deserve a greater weighting towards tax-deferred retirement accounts than is commonly acknowledged, as the real benefits of tax deferral in a brokerage account are limited. If the tax deferral period is long enough - and returns are high enough - the benefits of equity tax deferral can even overwhelm the fact that the gains are "converted" to ordinary income, especially given that the benefits of asset locating bonds in a tax-deferred account are even more limited given today's low bond yields.

The bottom line, though, is simply this: unless equity investments will truly be held indefinitely with 0% turnover... and have little or no ongoing dividends... the true economic value of tax deferral for a low-but-not-zero turnover portfolio is quite limited. In turn, this suggests that investors should be highly cautious not to sacrifice prudent investment decisions upon the altar of low-turnover tax efficiency, as even the slightest differences in cost or relative return can easily trump the tax deferral benefit itself (though obviously, racking up transaction costs is still a return drag, and converting long-term capital gains into short-term gains has additional adverse effects. Nonetheless, the next time you're weighing the benefits of tax deferral against a prospective investment change, think twice about whether it's really worthwhile to try to defer those capital gains out to the future if there's a legitimate investment reason to make a change now. In this situation, the tax tail wagging the investment dog is unlikely to be worth it, as the real value of deferring capital gains is actually far less than most people think.

Estate Planning/Taxation

Tax Facts Q: 617.  When will property held in trust qualify for the marital deduction? 
ILM 201416007
The Tax Court recently found that a taxpayer is not entitled to claim the marital deduction with respect to her spousal elective share to the extent that the elective share is satisfied by assets held in trust for the benefit of the decedent’s child.

In this case, the decedent established a trust for the benefit of both himself and his adult child and transferred all of the shares of several companies that he owned into that trust.  Upon his death, the surviving spouse asserted her right to her elective share of the decedent’s assets under state law.  Assets held in the trust were used to satisfy this elective share.

The court found that a marital deduction is only allowable to the extent that the surviving spouse inherits the property from the deceased spouse as beneficial owner.  Here, the decedent’s child inherited the interests from the decedent as beneficial owner.  As a result, even though the surviving spouse was entitled to a share of the assets under state law, she could not acquire beneficial ownership of the assets because her right to the elective share was enforceable only under state law.  

Therefore, she was not entitled to claim the marital deduction with respect to the portion of the elective share that was satisfied using trust assets.  
Federal Income Taxation
Tax Facts Q: 7716. How are partnership distributions made to a limited partner taxed? 
Seismic Support Services v. Commissioner, TC Memo 2014-78
The Tax Court recently ruled that payments received by a taxpayer through his LLC were guaranteed payments, rather than partnership distributions, that gave rise to ordinary income tax liability because the payments were made without regard to the partnership’s income and were made in exchange for the taxpayer’s services, not for the use of partnership capital.
In this case, after the taxpayer’s employer refused to treat him as an independent contractor, the taxpayer resigned and formed an LLC through which he could perform the same services as a subcontractor for his former employer.  The taxpayer received all payments for these services through the conduit LLC, which was taxed as a partnership, and labeled them as partnership distributions—arguing that the payments were made in exchange for the use of capital.
The IRS disagreed with this characterization and instead reasoned that these payments represented guaranteed payments for services under IRC Section 707(c) and, therefore, generated ordinary income tax liability.  The Tax Court agreed with the IRS, finding that the taxpayer here performed all services on behalf of the LLC, employed no employees and could not present any evidence that the payments, which were determined without regard to the partnership’s income, were made in exchange for the use of partnership capital.  As a result, the taxpayer was required to include the payments in calculating his ordinary income tax liability.  
