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Update on The Federal Taxation
of Annuities: A Success Story

To the Editor:

The purpose of this letter is to provide a brief update to
my article. The Federal Taxation of Annuities: A Success
Story published in the May 1993 issue of this Journal. In
my article, I mentioned that some banks recently have
begun offering arrangements which they claim should be
treated as deferred annuities for Federal income tax pur-
poses. As mentioned 1n the article, if a contract is both a
“debt instrument” and an annuity contract issued by other
than an insurance company, it is subject to taxation as a
debt instrument under the original issue discount (“QID")
provisions of the Internal Revenue Code (the “Code™).
rather than as an annuity contract under section 72 of the
Code. unless it qualifies for the annuity exception to the
OID provisions set forth in Code section 1275(a)(1){B)(i).

In this connection. the article considered one such
bank arrangement marketed under the name Retirement
CD and stated generally that. in my opinion. a bank-
1ssued “annuity” like the Retirement CD does not qualify
for the section 1275(a)(1)(B)(1) annuity exception, and
thus is not an annuity for tax purposes. at least prior to
its maturity. I concluded that. at least during the deferral
stage prior to maturity. such a bank-issued arrangement
should be taxable as a debt instrument under the QID
provisions. At the time the article went to press. there
was no clear guidance on this issue. and I indicated that
it would be valuable for the Internal Revenue Service 1o
publish such guidance.

On April 7. 1995, the Internal Revenue Service issued
proposed regulations stating that an annuity contract
1ssued by other than an insurance company will satisfy the
section 1275(a)(1)(B)(i) annuity exception. and thus will
not be treated as a debt instrument under the OID rules:

only if all payments under the contract are periodic
payments that —

(A) are made at least annually for the life (or lives) of
one or more individuals:

(B) do not increase at any time during the term of the
contract: and

(C) are part of a series of payments that begins within
one year of the date of the initial investment in the con-
tract. Prop. Treas. Reg. section 1.1275-1(d)(2)(i).

The requirement that all payments under the contract
be periodic payments operates 1o prevent a contract with
a commuiation right or surrender right from qualifying
for this exception.

The requirement that payments must begin within one
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year of the initial investment precludes a deferred annu-
ity issued by other than an insurance company from sat-
isfving the proposed regulations. In this connection. the
rule that payments cannot increase at any time during the
term of the contract prevents a contract that is in sub-
stance a deferred annuity from avoiding the proposed
regulations by providing a pattemn of very smallpayments
beginning within one year from the initial investment.
foilowed by a series of much higher pavments beginning
more than one year from that investment.

In addition. the proposed regulations provide that an
annuity issued by a noninsurer does not fail to qualify for
the section 1275(a)(1)(B)(i) annuity exception merely
because it provides for a payment (or payments) made
by reason of the death of one or more individuals. See
Prop. Treas. Reg. 1.1273-1(d)(2)(ii). While it is not
entirely clear from the face of the proposed regulations.
it does not appear that a contract providing payments for
life with guaranteed payments for a certain period, e.g..
10 years, would satisfy the proposed regulations. The
reason for this is that payments for the stated period are
guaranteed in all events. and thus are not made by reason
of the death of one os'more individuals. Perhaps the final
regulations will clarify this issue.

The preamble to the proposed regulations states that
they do not apply to an annuity contract issued by other
than an insurance company which is not a debt instru-
ment. The preamble indicates that an annuity will be
considered a debt instrument for this purpose if it pro-
vides for a “guaranteed return.” It appears that an annu-
ity contract without a surrender or commutation right,
guaranteed maturity value. or guaranteed payment
stream would not provide a guaranteed return, and thus
would not be a debt instrument subject to the proposed
regulations. The preamble states, “(flor example. that an
annuity contract under which payments are wholly con-
tingent on the continued life of an individual generally is
not a debt instrument for federal income tax purposes.” It
should be noted. however, that the preamble provides
further that an annuity without a guaranteed return will
nevertheless be considered a debt instrument for this pur-
pose if a return is guaranteed by another instrument (e.g.,
where an annuity that is not a debt instrument is issued
in combination with a life insurance contract that,
together, effectively provide for a guaranteed return).

The proposed regulations are effective for annuity
contracts which are held on or after the date that is 30
days after the final regulations are published in the Fed-
eral Register. Also, the proposed regulations do not
apply to annuity contracts purchased prior to April 7,
1995 (i.e., the date the proposed regulations were pub-
lished in the Federal Register), but do apply to any addi-
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tional investment in a contract made on or after that date,
unless the investment is required under a binding con-
tractual obligation entered into prior to that date. See
Prop. Treas. Reg. L1275-1{d)(2)(iii).

In short, the proposed regulations do not apply to an
annuity contract issued by other than an insurance com-
pany which is (1) purchased prior to April 7, 1995
{(assuming no additional premiums are paid after that
date), or (2) purchased prior to the effective date of the
final regulations but which is not heid on that date.

A public hearing on the proposed regulations has been
scheduled for August 8, 1995, at the National Office of
thelnternal Revenue Service in Washington. D.C. Hence,
there is more to come regarding the application of the
annuity exception under Code section 1275(a)(1 X(B)({) to
“annuities” issued by other than insurance companies.

F'hope that your readers find this update heipful.

Mark E. Griffin
Davis & Harman
Washington, D.C.
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The Federal Income
- Taxation of Annuities:
A Success Story

MARK E. GRIFFIN, J.D., LL.M.

Abstract: The federal income tax treat-
ment of annuities reflects the policy view
that annuities are an important and ef-
fective means for individuals to accu-
mulate savings to provide retirement
income. This article exarnines the types
of arrangements treated as annuities for
tax purposes and briefly compares the
tax treatment of annuities with that of
certain other savings vehicles. The au-
thor believes that legisiative fine-tuning
over the years has sufficiently restricted
the tax treatment of annuities {0 encour-
age saving for retirement, and he sug-
gests that legislative action to restrict
annuities further or to repeal their cur-
rent tax treatment would be inappropri-
ate and contrary to sound federal policy.

nnuities are recognized as a

unique and effective means

for individuals fo accumulate

savings to provide for their

own and their dependents’ fi-
nancial security. It is undisputed that
annuities are one of the most impor-
tant and effective means for low and
middle income families, as well as el-
derly Americans, to accumulate per-
sonal savings to provide basic and
supplemental retirement income. Fre-
quently, low and middle income indi-
viduals have more pressing financial
commitments than saving for retire-
ment, such as purchasing a home and
educating their children, and often are
unable to focus on the need for retire-
ment savings at early ages. The pur-
chase of deferred annuities at later
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ages allows such individuals to “catch
up” on their retirement savings.

Also, the income needs of elderly
individuals vary widely and are bften
unpredictable. Annuities are unique in
that they offer the option of receiving
income for life, thereby protecting el-
derly individuals from outliving their
assets. Moreover, annuities offer other
options so individuals can save for all
their retirement needs — a sudden ill-
ness or a need for mstitutional carc can
create a need for larger amounts of in-
come for some period of time.

In addition to fostering retirement
savings, annuities also promote sav-
ings for preretirement needs. For ex-
ample, through an annuity, an indi-
vidual can provide systematic income
for the support of dependents unable
to care for themselves, or for the edu-
cation of his or her children. Further-
more, because annuities encourage
long-term investment, life insurance
companies issuing them have come to
provide a unique source of long-term
investment capital, which signifi-
cantly contributes to the growth of
jobs and the economy.

As a result of the proven value of
annuities, federal tax policy has, for
many years, encouraged savings
through nonqualified annuities. Nev-
ertheless, there have been a number of
proposals over the last 15 years or so
to change the federal income tax treat-
ment of nonqualified annuities. Some
of these proposals have dealt with the
fundamental issue of what types of ar-
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rangements should be viewed as annu-
ities, while others have dealt with col-
lateral issues regarding the taxation of
annuity benefits.

This article! examines the types of
arrangements that are treated as an-
nuities for federal income tax pur-
poses and briefly compares the
federal income tax treatment of an-
nuities with certain other savings ve-
hicles. The article then considers the
reasons why various legislative pro-
posals to reduce or eliminate the
long-standing tax deferral treatment
of nonqualified annuities have failed
in the past and should continue to be
rejected in the future.

What is an Annﬁity for
Tax Purposes?

In general terms, an annuity contract
is an insurance policy that promises the
periodic payment of a sum of money
for a term of years (a term certain an-
nuity), for the life of an individual or
the joint lives of several individuals (a
life annuity), or both.2 How an annuity
is viewed, however, depends upon the
context in which it is considered. For
instance, annuities have been described
differently for federal securities law,
banking law, and tax law purposes.’
The following discussion focuses on
what constitutes an annuity for federal
tax purposes.

This issue of the Journal went to press in
March 1995.




. .. deferred annuity contracts frequently
specify that annuity payments must begin on or
before a certain age of the annuitant . . .

In General

Although the Internal Revenue
Code (the Code) contains numerous
references to an “annuity contract,”
that term is not directly defined in the
statute. The legislative history of Sec-
tion 72,* which is the principal Code
provision governing the taxation of
annuity contracts, 1 similarly silent.
It states only that “[t}he rule [of Sec-
tion 72] ... applies to payments for a
fixed number of years as well as to
payments for life.”

The regulations under Section 72
provide only limited guidance:

The contracts under which amounts
paid will be subject to the provi-
sions of section 72 include contracts
which are considered to be life in-
surance, endowment, and annuity
contracts in accordance with the
customary practice of life insurance
companies. For the purposes of sec-
tion 72, however, it is immaterial
whether such contracts are entered
into with an insurance company.s

Although the regulations make ref-
erence to annuities “in accordance
with the customary practice of insur-
ance companies,” they do not elabo-
rate on this concept. Moreover, the
regulations state only that an annuity
contract for purpeses of Section 72
includes (but is not necessarily lim-
ited to) such contracts.

Congress has occasionally enu-
merated specific requirements that an
arrangement must meet o be an an-
nuity. For example, Section 72(s)
states that a contract will not be
treated as an annuity contract for fed-
eral tax purposes unless it provides
for specified distributions in the event
that the “holder” of the contract dies.
Section 72(u) states that, with certain
exceptions, a contract will not be
treated as an annuity if it is held by a
“non-natural” person.

In addition, Section 817(h) pro-
vides that for purposes of subchapter
L (relating to the income tax freat-

ment of life insurance companies),
Section 72 (relating to the treatment
of distributions from annuities, en-
dowments and life insurance con-
tracts), and Section 7702(a) (defining
a life insurance contract), a variable
contract will not be treated as an an-
nuity, endowment, or life insurance
contract for any period for which the
investments made by the separate ac-
count on which the contract is based
are not adequately diversified in ac-
cordance with regulations.

All of these provisions are framed
in the negative, however: That is to
say, while an arrangement that fails to
meet the requirements of those sec-
tions will not be an annuity for at least
certain federal tax purposes, an ar-
rangement that does satisfy those sec-
tions is still not assured of treatment
as an annuity. As a consequence, it
has been left largely to the courts and
the Internal Revenue Service (the Ser-
vice) to determine which insurance
instruments constitute annuity con-
tracts taxable under Section 72. Over
the years, the cousts and the Service
have addressed a number of features
or elements that must be present (or
absent) in a contract in order for it to
constitute an annuity contract under
Section 72. Three of the most critical
elements are discussed below.

Provision for
“Annuity Payments”

The statutory scheme in Section 72
recognizes that not all payments
under an annuity contract must be in
the form of annuity payments and that
an annuity contract may provide for
the payments of amounts in another
manner. Nevertheless, it appears that
the Service takes the position that in
order for a contract to be an annuity
contract, the issuer must be obligated
to make fixed and determinable an-
nuity payments. In the case of a de-

ferred annuity contract that contains

permanent, life-contingent purchase
rate guarantees, 1.¢., the typical con-
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tract issued by a life insurance com-
pany, this requirement is clearly met.”

In this connection, deferred annuity
contracts frequently specify that annu-
ity payments must begin on or before
a certain age of the annuitant.’ Since an
essential element of an annuity con-
tract is the provision for annuity pay-
ments, a question may arise as to the
character of a contract as an annuity if
the contract establishes an annuitiza-
tion date at so high an age that the pos-
sibility of receiving annuity payments
appears remote or illusory.

In the past, the Service has raised
the issue of whether an annuity con-
tract was truly an annuity where peri-
odic payments would not begin until
the annuitant reached age 95.° On the
other hand, the Service has treated a
contract as an annuity contract where
commencement of annuity payments
could be delayed until the attainment
of age 85.1% Given increased longevity,
later annuitization dates should be ac-
ceptable, but the outer limit for com-
mencing annuity payments is unclear
at this time.

Exhaustion of
Investment and Income

Courts have stated that the essence
of an annuity contract is the systematic
liquidation of a fund, consisting of the
investment in the contract and the
earnings thereon.!! A contract which
does not provide for the systematic lig-
uidation of investment and interest is
not an annuity for tax purposes and
may be characterized as a contract for
the payment of interest. This distinc-
tion is set forth in Section 72(j), which
states that “if any amount is held under
an agreement to pay interest thereon,
the interest payments shall be included
in gross income.” The regulations
under that section state further:

An amount shall be considered to
be held under an agreement to pay
interest thereon if the amount
payable after the term of the annu-
ity (whether for a term certain or
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The Federal Income
Taxation of Annuities:
A Success Story

for a life or lives) is substantiaily
equal to or Jarger than the aggre-
gate amount of premiums or other
consideration paid therefore.?

The issue of whether payments
under a contract represent only inter-
est payments should not arise simply
because a contract contains a death
benefit or other similar refund feature
assuming eventual return of principal.
On the other hand, if a contract guar-
anteed that the holder would recover
his or her investnent in the contract
substantially undiminished after pe-
riodic payments have ended, such a
promise could raise an issue. It would
be unusual, if not impossible, to find
such a guarantee in an annuity issued
by a commercial insurer today.

If a contract permits a recovery of
the investment in the contract during
the course of the annuity term through,
for example, a commutation right, a
question that arises is by how much
and how rapidly must the investment
be diminished by payments in order
for the contract to be considered an an-
nuity contract. There is no definite an-
swer to this beyond the statement in
the regulations that a contract provid-
ing for the return at the end of the an-
nuity term of an amount “substantially
equal” to the consideration paid is an
agreement to pay interest. This state-
ment indicates, at a minimum, that
reductions in the investment that are
insignificant will be ignored and the
contract may be treated as an agree-
ment to pay interest. By the same
reasoning, however, payments that
do significantly diminish the invest-
ment should not be treated as pay-
ments of interest.

The Service addressed this issue
of whether payments under an annu-
ity contract represent only interest
payments in a private letter ruling?
involving a fixed immediate annu-
ity contract. The contract provided
monthly annuity payments equal to
the sum of (1) guaranteed monthly
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payment amounts, and (2) all the in-
terest credited to the contract’s “ac-
count value” since the previous pay-
ment date in excess of the minimum
guaranteed interest rate specified in
the contract (“excess interest”), if any.

The contract also permitted the
owner to completely surrender the
contract while the annuitant was alive
for an amount equal to the account
value less any applicable surrender
charge. In addition, the contract pro-
vided that upon the annuitant’s death,
the issuing company would pay to the
designated beneficiary a death bene-
fit equal to the account value, if any,
on the date of death. Thus, the owner
could recover his or her investment
in the coniract after annuity payments
began in the form of monthly annuity
payments, surrender proceeds, and
death benefit proceeds.

The Service concluded, in part,
that the contract was an anauity con-
tract subject to Section 72, and thus it
did not constitute an “agreement to
pay interest” within the meaning of
Section 72(j) and the regulations
thereunder, because each monthly an-
nuity payment resuited in an amorti-
zation of the investment in the
contract which was at least as great as
the amortization under a level pay-
ment life annuity.!4

There is some precedent under
Section 22(b)(1) of the 1939 Code,
the predecessor of Section 72(1),%
suggesting that reasonable interest
rate assumptions should be referred
to in determining whether the princi-
pal will in fact be recoverable in full.
Specifically, at issue in the case of
Igleheart v. Commissioner'S were
contracts that provided for annual
payments and permitted the policy-
holder to surrender the contract at any
time and recover the full principal.
The Tax Court held that the purported
annuity payments were actually pay-
ments of interest that did not dis-
tribute principal. This holding was
based in part on the fact that the pol-
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icyholder could surrender the con-
tracts and recover the principal. How-
ever, the couri stated another,
independent reason for this holding:

Furthermore,...the annual payment
is based upon a presumed interest
earning of either 3, or, in some in-
stances, 3 1/2 percent of the princi-
pal sum paid for the contract. This
rate is less than or not in excess of
the rate each of the companies al-
lowed on policy proceeds left on
deposit during the years the con-
tracts in controversy were exe-
cuted. This fact also indicates that
no part of the annual payment in-
cludes any return of capital.l”

In affirming the Tax Court, the
Court of Appeals for the Seventh Cir-
cuit also focused on the low interest
rate assumed in computing the annual
payments and stated that the payments
“represented a percentage return less
than is ordinarily earned on invest-
ments of insurance comparies.”’8

Similarly, in the case of Commis-
sioner v. Meyer,'® the court held that
payments under a contract were an-
nuity payments, and not payments of
interest, based in part on its conclu-
sion that “ihe percentage return was
far in excess of that ordinarily earned
on the investments of insurance com-
panies. From the facts there can be
drawn only the inference that some
part of the sums received by respon-
dent was a return to him of his origi-
nal investment.”2

Variable Annuities: Whe Owns
the Underlying Assets?

Another area in which the Service
has considered whether an arrange-
ment constitutes an annuity for federal
tax purposes is in the context of cer-
tain variable annuity contracts re-
ferred to as wrap-around annuities. As
a general rule, the assets underlying
an annuity contract are considered for
tax purposes to be the property of the
issuing insurance company.




...some banks recently have begun offering
certain investment arrangements which they claim should
be treated as annuities for tax purposes.

The Service, beginning in 1977,
developed a limited exception to
this general rule in a series of rev-
enue rulings involving wrap-around
annuities. In these rulings, income
generated by assets underlying the
contracts was treated as currently
taxable to the policyholder because
the policyholder rather than the in-
surance company was viewed as the
“owner” of the assets, i.e., the con-
tracts were not treated as annuity
contracts for federal tax purposes.

In Revenue Ruling 77-85,% the
Service held that the purchaser of an
“investment” annuity contract, who
selected and controlled one or more
investments in a portfolio which com-
prised a life insurance company’s sep-
arate account, was considered the
owner of the underlying separate ac-
count assets for federal income tax
purposes. Three years later, the Ser-
vice held in Revenue Ruling 80-2742
that the purchaser of an annuity con-
tract funded solely by specified cer-
tificates of deposit issued by a savings
and loan association should be treated
for tax purposes as the owner of the
certificates of deposits, rather than the
owner of an annuity. In both sitna-
tions, the policyholder, rather than the
insurer that issued the annuity con-
tract, effectively controlled the choice
of the individual investments used to
support the contract.

The following year, in Revenue
Ruling 81-225,7 the Service consid-
ered five situations involving invest-
ments in mutual fund shares by a
separate account underlying variable
deferred annuity contracts. In the four
situations in which the mutual fund
shares were availabie for purchase di-
rectly by members of the general pub-
lic as well as by the insurer’s separate
account, the Service found the insur-
ance company to be “little more than
a conduit between the policyholders
and their mutual fund shares” held in
the issuing company’s separate ac-
count.?* Therefore, the Service held

that the contracts were not treated as
annuities and the policyholder would
be considered the owner of the public
mutual fund shares for federal income
tax purposes, with the result that any
income, gain, or loss from those
shares would be includible in the pol-
icyholder’s gross income.
Conversely, in the fifth sitnation, in
which the mutual fund shares were
sold only to the insurance company’s
separate account and were not avail-
able directly to the general public, the
Service held that the insurance com-
pany, not the policyholder, should be
considered the owner of the separate

account assets for tax purposes. Thus, |

the contracts under this fifth situation
were treated as annuities for federal tax
purposes. The Service reiterated this
position in Revenue Ruling 82-35% by
holding, in part, that if a public mutual
fund were closed to the public, then in-
dividuals who purchased annuities
based on the fund’s shares after it was
closed would not be considered own-
ers of those shares 26

Also, the Service held in Revenue
Ruling 82-54% that individuals who
purchase annnities would not be con-
sidered owners of the underlying
shares of three mutual funds where the
funds represented “broad general in-
vestment strategies” and were closed
to the public, notwithstanding that the
owners could allocate premium pay-
ments among the funds and could
change such allocation at any time
prior to maturity.

The continued viability and scope
of Revenue Ruling 81-225 and its
companion wrap-around rulings has
been uncertain since the enactment by
Congress in 1984 of the Section 817(h)
diversification requirements. The leg-
islative history of Section 817(h) az-
guably demonstrates that (1) Section
817(h)’s enactment was motivated by
the same concerns with policyholder
control of investments and publicly
available investments that prompted
the Service to issue Revenue Ruling

81-225 and its companion rulings, and
(2) the diversification requirements
were intended to provide a statutory
solution to the issues addressed in
those rulings.?

While the Service stated in the
preamble to the temporary regulations
under Section 817(h) issued in 1986
that guidance on the investor control
issue would be provided in regula-
tions or revenue rulings, no such guid-
ance has been issued to date.” The
Service has indicated, however, that
despite the legislative history of Sec-
tion 817(h), Revenue Ruling 81-225
and its companion rulings have con-
tinued vitality in at least some cir-
cumstances. In a recent private letter
ruling, for example, the Service ap-
plied these rulings in holding that a
number of private placement life in-
surance contracts issued to a single
corporate policyholder, which was the
sole owner of the contracts issued out
of a particular separate account of the
insurer, would have their underiying
assets treated as owned by the insurer
for tax purposes.>®

“Annuities”
Underwritten by Banks

In General. The issue of whether
an arrangement constitutes an annu-
ity for federal tax purposes has gen-
erally involved products issued by an
insurance company because com-
mercial annuities historically have
been issued only by insurance com-
panies. However, some banks re-
cently have begun offering certain
investment arrangements which they
claim should be treated as annuities
for tax purposes.?!

One such arrangement is a product
marketed under the name “Retire-
ment CD™.” The Retirement CD™
was developed by American Deposit
Corporation and was first introduced
in early 1994 by the Blackfeet Na-
tional Bank (the Bank).*?

The Retirement CD™ is available
to individuals who open accounts
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with the Bank. Prior to the maturity
date specified by the purchaser, the
owner may withdraw part or all of the
account balance, less a penalty.

If the owner of a Retirement CD™
has not withdrawn all of the account
balance prior to the maturity date,
then the owner may elect to receive a
lamp sum amount (the maturity cash
withdrawal) equal to up to two-thirds
of the account balance as of that date
(the maturity balance). The maturity
balance (if any), less any maturity
cash withdrawal, is applied to provide
monthly withdrawal payments for the
owner’s life, beginning approximately
one month after the maturity date.
Upon the death of the owner, the
Bank will pay the named beneficiary
any remaining account balance, with-
out penalty.**

In filings with federal bank regula-
tory agencies, the Bank stated thatit in-
tends to treat the Retirement CD™ like
any other bank deposit liability and re-
quested (1) authority to issue the prod-
uct, and (2) that the product be treated
as an insured deposit. In a letter dated
May 12, 1994, the Comptroller of the
Currency, Administrator of National
Banks (the OCC), concluded that it has
no objection to the Bank marketing
and offering the Retirement CD™,
subject to certain conditions, because
the owner’s position under the Retire-
ment CD™ is indistinguishable from
the position of a bank customer under
any other bank deposit arrangement (at
least prior to the maturity date).>*

Also, the Federal Deposit Insur-
ance Corporation (the FDIC) con-
cluded in a May 12, 1994, letter that
the Retirement CD™ is entitled {sub-
ject to certain limitations) to FDIC
deposit insurance protection prior to
the maturity date in the same manner
as any other bank deposit arrange-
ment because it is a deposit within the
meaning of the Federal Deposit In-
surance Act.®

Is the Retirement CD™ an Annu-
ity for Tax Purposes? The OCC and

JOURNAL OF THE AMERICAN SOCIETY OF GLU & ChFC, MAY 1995

FDIC letters acknowledge the issue of
whether the Retirement CD™ shouid
be taxed as an annuity, and both agen-
cies expressly stated that no opinion
was being given regarding the tax
treatment of the Retirement CD™. Is
the Retirernent CD™ taxable as an an-
nuity? In the author’s opinion, it is not,

‘at l¢ast prior to the maturity date.

Rathet, as discussed next, the fact that
the product is issued by other than an
insurance company is critical to its tax-
ation as a debt insgrument, i.e., a cer-
tificate of deposit, under the original
issue discount (OID) rules of the Code.

Under the OID rules set forth in
Section 1272, et seq., the holder of any
“debt instrument” — including a bank
deposit arrangement, such as a certifi-
cate of deposit?€ — having “original
issue discount” must include in gross
income an amount equal to the sum of
the daily portions of the original issue
discount for each day during the tax-
able year on which the holder held the
debt instrument.’” The Retirement
CD™ ig in substance a bank deposit
arrangement, at least prior to the ma-
turity date (and is so viewed by the
OCC and the FDIC). Thus, the Retire-
ment CD™ would appear to be a debt
instrument subject to the OID rules®
unless it satisfies the exception under
Section 1275(2)(1)(B) for certain pri-
vate annuity contracts.

In order for the Retirement CD™
to qualify for the private annuity ex-
ception, it must (1) be an annuity
contract to which Section 72 applies,
and (2) “depend (in whole or in sub-
stantial part) on the life expectancy
of one or more individuals.”® Prior to
its matuarity date, however, the Re-
tirement CD™ appears to fail both of
these requirements.

With respect to whether the Re-
tirement CD™ is an annuity to which
Section 72 applies, it should be noted
that there appears to be no precedent
for recognizing any commercially
available instrument as a deferred an-
nuity for federal income tax purposes
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unless that instrument is issued by a
company engaged in the insurance
business. Moreover, there is consid-
erable precedent, as discussed earlier
in this article, for the courts and the
Service to apply the fundamental
principle that the substance and not
the form of an arrangement governs
its tax treatment to arrangements that
in form claim to be deferred annuities
but which in substance are not.*

In particular, the Service deter-
mined in Revenue Ruling 80-274, in-
volving an annuity plan under which
contracts were sold by an insurance
company to depositors of participat-
ing savings and loan associations, that
prior to the time the annuity payments
began, the contract was treated for tax
purposes as a bank deposit, and not as
an annuity contract to which Section
72 applied.** Except for the presence
in Revenue Ruling 80-274 of an in-
termediary insurance company, which
the Service disregarded, the arrange-
ment in that ruling appears to be in-
distinguishable from the Retirement
CD™. Accordingly, under Revenue
Ruling 80-274, prior to the maturity
date the Retirement CD™ should not
be viewed as an annuity contract to
which Section 72 applies, but rather
as a debt instrument within the mean-
ing of Section 1275(a)(1)(A), subject
to the OID rules.

Further, it seems doubtful that
prior to the maturity date the Retire-
ment CD™ satisfies the requirement
under Section 1275(a){(1)(B) that it
“depend (in whole or in substantial
part) on the life expectancy of one or
more individuals.” There is consider-
able support for the position that
Congress intended this requirement
to limit the private annuity exception
to immediate annuities (i.e., those an-
nuities where payments are to begin
within one year of the time that the
premium is paid), and thus did not in-
tend for that exception to apply to de-
ferred annuities.¥ Moreover, the
legislative history of the OID rules re-




... incremental increases in the investment earnings
under an annuity contract have not been currently includible
in the policyholder’s gross income.

veals that Congress intended the Sec-
tion 1275(a)(1(B) private annuity ex-
ception to be narrowly construed.*

The only portion of the Retirement
CD™ that even potentially involves
the life expectancy of one or more in-
dividuals is the portion of the matu-
rity balance that is actually applied to
a lifetime payout. As mentioned
above, the owner of the Retirement
CD™ has the right to withdraw the
entire account balance, less penalties,
at any time prior to the maturity date.
Hence, it is very difficult to under-
stand how the Retirement CD™ can
be said to depend either “in whole or
in substantial part” on an individual’s
life expectancy prior to that date.

In this regard, if the Retirement
CD™ were viewed as involving a real
and significant possibility that life con-
tingencies will determine the amount
of the payments thereunder, and were
therefore excepted out from the OID
rules, it would seem that virtually any
debt instrument which would other-
wise be subject to the OID rules could
avoid those rules. The borrower would
simply have to include in its debt in-
struments a promise to make annuity
payments using a “substantial part” of
whatever amounts of principal and -
terest remained under the debt instru-
ment at maturity.

Given the uncertainty as to whether
the Retirement CD™ is an annuity for
tax purposes, it would certainly be
valuable for the Service to publish
guidance. Not only do purchasers of
the product need to know the Ser-
vice’s views, but others who might
consider offering similar products also
need guidance.

Current and Historical Tax
Treatment of Annuities®

Once it has been determined
whether a particular arrangement is
an annuity for federal tax purposes,
how is the product taxed? And how
does the taxation of annuity contracts

compare to the tax treatment of other
savings vehicles?

Premiums and Deferral of
Tax on Earnings

The premiums for a nonqualified
annuity are paid in after-tax dollars,
i.e., such premiums are neither ex-
cludable nor deductible from gross in-
come for federal tax purposes. In
addition, all the investment earnings
under an annuity will be taxed (at or-
dinary income tax rates); they are
never exempt. On the other hand,
since the enactment of the modern in-
come tax in 1913, the incremental in-
creases in the investment earnings
under an annuity contract — known
as the inside build-up — have not
been currently includible in the poli-
cyholder’s gross income.*> Rather, the
inclusion in income generally is de-
ferred until the earnings are dis-
tributed from the contract.

Similarly, corporate bonds, stocks,
mutual funds, and owner-occupied
homes are purchased with after-tax
dollars, i.e., amounts paid are neither
excludable nor deductible from gross
income for federal tax purposes. Also,
owners of stocks, mutual funds, and
owner-occupied homes can be viewed
as enjoying tax treatment similar to
annuity tax deferral treatment in the
sense that they generally do not in-
clude in income any appreciation in
value of those investments (and in the
case of stocks and mutual fands, any
undistributed corporate earnings)
until those investments are sold.*’

Distributions: Recovery of
Investment and Taxable Earnings

In General. The income tax treat-
ment of amounts received under an
annuity contract is governed by Sec-
tion 72.4¢ Amounts received under an
annuity contract are includible in in-
come except to the extent that they
represent a return of the “investment
in the confract,” i.e., premiums or
other consideration paid for the con-
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tract, minus the aggregate amount
previously received under the con-
tract that was excludable from gross
income.®® Also, amounts includible in
income under an annuity are taxable
at ordinary income tax rates, whereas
any gain on the sale or disposition of
bonds, stocks, funds, and homes held
for more than one year are taxable at
tower capital gains tax rates.’

Prior to 1934, all distributions from
an annuity were taxed on a “cost re-
covery” basis, i.e., distributions were
fully excluded from gross income
until the investment in the contract
was recovered. All distributions re-
ceived thereafter were fuily includible
in gross income. The Revenue Act of
1934 replaced this cost recovery ap-
proach with a statutory scheme under
which distributions other than peri-
odic annuity payments continued to
be taxed on a cost recovery basis, but
periodic (i.e., annual) annuity pay-
ments were taxable to the extent of 3
percent of the cost of the coniract,
with the balance of the annual annu-
ity payments excluded from gross in-
come as a return of the annuitant’s
investment in the contract (the 3 per-
cent rule). All distributions became
taxable in full as soon as the aggregate
excluded amount equaled the invest-
ment in the contract.

The 3 percent rule was objection-
able to many because of its erratic
nature. For example, where the in-
vestment in the contract was small as
compared to the contract’s value at
the time that annuity payments
began, a large portion of the annual
annuity payments was excluded from
gross income, and thus the exclusion
of investment in the contract was
used up rapidly.>!

For this reason, the Revenue Act of
1954 repealed the 3 percent rule in
favor of the current exclusion ratio ap-
proach to taxing annuities contained in
Section 72(b).52 The exclusion ratio
approach has been applied since 1954.
Under this approach, the income tax
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treatment of amounts received under
an annuity depends upon whether such
amounts are considered “amounts re-
ceived as an annuity” {e.g., annuity
payments) or “amounts not received
as an annuity” (e.g., partial or com-
plete surrenders).”

Amounts Received as an Annuity.
Payments made under an annuity con-
tract are considered ‘“amounts received
as an annuity” for purposes of Section
72 only if they satisfy certain condi-
tions, including the requirement that
such amounts must be received after
the “annuity starting date,” generally
the date on which annuity payments
commence.’* Annpuity payments are
generally treated for federal income tax
purposes as having two elements: )]
an amount representing a pastial re-
covery of the taxpayer’s investment in
the contract, which is excludable from
gross income, and (2) the remaining
amount representing earnings, which
is currently includible in the taxpayer’s
gross income.

Section 72(b)(1) provides that the
portion of each annuity payment that
is excludable from gross income is de-
termined by multiplying the amount
of the annuity payment by the ratio of
the investment in the contract to the
“expected return” under the contract,
determined in accordance with the
regulations (the exclusion ratio). In
the case of a variable annuity, the ex-
clusion ratio is equal to one, and the
portion of each annuity payment
which is treated as an “amount re-
ceived as an annuity” is determined
generally as the investment in the con-
tract (adjusted for any refund feature,
discussed below) divided by the num-
ber of annuity payments anticipated
under the contract.

Section 72(c){2) and the regula-
tions thereunder provide that if an an-
nuity contract contains a “refund
feature,” the investment in the con-
tract must be adjusted in accordance
with the regulations. A refund feature
is defined for this purpose as includ-
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ing certain payments to be made to a
beneficiary or the estate of an annui-
tant on or after the annuitant’s death
in the event that a specified amount
or stated number of payments has not
been paid prior to death.’ This refund
feature adjustment reduces the in-
vestment in the contract, and thus the

* exclusion ratio, with the result that a

lower portion of each annuity pay-

ment is treated as a recovery of prin-

cipal and excluded from income.
This adjustment was intended to pre-

~ vent a double exclusion from income of

an amount in the nature of a refund
under both the exclusion ratio and the
provisions of Section T2(e)(5)(E) relat-
ing to certain “amounts pot received as
an annuity.””” This adjustment some-
times causes a glitch in the operation of
Section 72 which delays, and poten-
tially denies, full recovery of the in-
vestment in the contract for an annuity
with a refund feature. However, legis-
lation currently pending in Congress
would remedy the deficiency.™

As originally enacted in the Rev-
enue Act of 1954, the exclusion ratio
applied to all annuity payments, with-
out limitation. If, for example, an in-
dividual receiving lifetime annuity
payments outlived his or her life ex-
pectancy, the aggregate amount €x-
cludable from gross income under
the exclusion ratio would exceed the
investment in the contract. Also, if
the individual died before recover-
ing the entire investment in the con-
tract, no deduction was permitted for
the unrecovered portion. In 1986,
Congress amended Section 72(b) as
part of the 1986 Act to limit the ag-
gregate amount excludable from gross
income under the exclusion ratio to
the investment in the contract and to
permit a deduction under Section
72(b)(3)(A) for any unrecovered in-
vestment in the contract.

Amounts Not Received as an An-
ruity. As noted above, if payments
made under an annuity contract do
not qualify as “amounts received as
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an annuity,” they are classified as
“amounts not received as an annuity”
for purposes of Section 72. Such
amounts include amounts received on
the complete or partial surrender of a
contract, periodic payments in excess
of the amounts provided for on the
annuity starting date which are in the
nature of dividends (increased pay-
ments), and certain amounts received
on the death of an annuitant.*® The tax
treatment of amounts not received as
an annuity depends upon whether
such amounts are received before or
after the annuity starting date.

Prior to 1982, amounts not re-
ceived as an annuity before the annu-
ity starting date were taxed on a cost
recovery basis.®0 Since 1982, such
amounts {i.e., amounts received in a
partial withdrawal or partial surren-
der) are taxable as ordinary income
to the extent that the cash value of the
contract exceeds the investment in
the contract.! Congress enacted this
income-out-first rule under Section
72(e) as part of the Tax Equity and
Fiscal Responsibility Act of 1982
(the 1982 Act)®? in order to discour-
age the use of deferred annuity con-
tracts as short-term investments and
to encourage their use for long-term
investment and retirement goals.

Amounts not received as an annu-
ity on or after the annuity starting date
(e.g., increased payments) are fully in-
cludible in gross income.** However,
amounts received upon a complete
surrender or the annuitant’s death (ie.,
amounts in the nature of a refund), are
included in gross income only to the
extent that they, when added to
amounts previously received under
the contract which were excludable
from gross income, exceed the con-
sideration paid for the contract.®

Loans and Gifts Trigger Tax

Pursuant to Section 72(e)(4)(A),
enacted as part of the 1982 Act, the
amount of any loan taken from an an-
nuity contract, and the pledge or as-




... current tax rules are designed to
limit tax deferral treatment to annuities
used for retirement purposes . . .

signment of an annuity contract, are
treated as distributions, i.e., an amount
not received as an annuity. Thus, the
amount loaned, pledged or assigned is
taxable on an income-out-first basis.
Also, under Section 72(e)(4)(C), en-
acted as part of the 1986 Act, any gift
or other gratuitous transfer of an an-
nuity is treated as a distribution of the
entire cash value of the annuity with
the result that all income accumulated
under the annuity is taxed at that time
to the owner.%

In contrast, bonds, stocks, mutual
funds, and homes can be used as se-
curity for a loan without giving rise
to income (or penalties, discussed
next). Also, interest on a loan secured
by a home generally is deductible.?
Moreover, unlike the gratuitous trans-
fer of an annuity, the gift of bonds,
stock, mutual funds, and a home gen-
erally do not give rise to income tax,
and the donee receives a carryover
basis in the property transferred.®
Thus, the tax treatment of annuities is
fess advantageous than that for these
other vehicles in these respects.

Penalty Tax on
Premature Distributions

To encourage the use of annuities
for retirement needs, Congress en-
acted, as part of the 1982 Act, the so-
called penalty tax under Section
72(q)(1). The penalty tax applies to
premature distributions under an an-
nuity contract, whether or not received
as an annuity, unless the distribution
falls within one of the exceptions set
forth in Section 72(g)}2).

As originally enacted, this addi-
tional tax was equal to 5 percent of
the amount includible in income
under the rules outlined above, and
only applied to the extent that the
amount was allocable to an invesi-
ment made within 10 years of the re-
ceipt of such amount. As part of the
Deficit Reduction Act of 1984 (the
1984 Act),® consistent with a general
objective of encouraging the use of

annuities for retirement savings as op-
posed o short-term savings, Congress
¢liminated the 10-year aging excep-
tion to the penalty tax, with the result
that the penalty tax was broadened to
apply (with certain limited excep-
tions) to any withdrawal prior to age
59 1/2.70 Also, the 1986 Act increased
the penalty tax from 5 percent to its
current rate of 10 percent.

No Deferral Beyond
Owner’s Death

The current tax rules are designed
to limit tax deferral treatment to an-
nuities used for retirement purposes
and to prevent their use to achieve de-
ferral beyond that time. Under Sec-
tion 72(s), enacted as part of the 1984
Act, an annuity contract, by its terms,
must require that the “holder’s” entire
interest in the contract be distributed
when the holder dies. The Section
72(s) “distribution at death” rules are
intended to assure that the savings ac-
cumulated during the owner’s life-
time will be distributed promptly after
death if they have not been distributed
during his or her life (except in the
case of a contract’s continuation for
the benefit of a surviving spouse,
where continued deferral is specifi-
cally permitted).”

Section 72(s) requires generally that
if annuity payments have not begun
(i.¢., the holder dies before the annuity
starting date), the contract value must
be entirely distributed within five years
or must begin to be distributed within
one year of death as a life or life ex-
pectancy annuity. (Again, continued
deferral is permitted in the case of a
surviving spouse.) If annuity payments
have already begun (i.e., the holder
dies after the annuity starting date), the
payments must continue to be paid out
at least as rapidly as they were being
paid prior to death.

The Section 72(s) distribution at
death requirements were revised by
the 1986 Act in several respects. First,
that Act added Sections 72(s)(6) and

(7), providing that if the holder of an
annuity contract is not an individual,
(1) the “primary annuitant” is treated
as the holder, and thus the death of
the annuitani triggers the distribution
requirements, and (2) a change of the
primary annuitant will trigger the
distribution requirements.” In addi-
tion, the 1986 Act amended Section
72(s}1) to provide that if there is
more than one holder, required dis-
tributions are triggered upon the
death of any holder.

Unlike with annuities (the earnings
under which are never exempt from
tax), if the owner of stocks, mutual
funds, and a home holds such prop-
erty until death, the basis in the prop-
erty will be stepped-up, with the
result that any prior untaxed appreci-
ation in value will escape federal in-
come tax.”

Investment Diversification,
Non-natural Owners, and the
Aggregation Rule

In addition to the legislative ac-
tions discussed above, Congress has
made several other fine tuning ad-
justments to the tax treatment of non-
qualified annuities to encourage their
use for long-term retirement savings.
For instance, Congress enacted, as
part of the 1984 Act, the Section
817(h) diversification requirements.
As mentioned above, the diversifica-
tion requirements provide that for
purposes of subchapter L (relating to
the income tax treatment of life in-
surance companies), Section 72 (re-
lating to the treatment of distributions
from annuities, endowments and life
insurance contracts), and Section
7702(a) (defining a life insurance
contract), a variable contract will
not be treated as an annuity, endow-
ment, or life insurance contract for
any period for which the invest-
ments made by the separate account
on which the contract is based are
not adequately diversified in accor-
dance with regulations.
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Congress enacted the diversifica-
tion requirements to discourage the
use of variable annuities (and variable
life insurance contracts) primarily as
investment vehicles. Congress be-
lieved that limiting a contract holder’s
ability to select specific investments
underlying a variable contract would
help ensure that the contract holder’s
primary motivation in purchasing the
contract is more likely to be the tradi-
tional economic protections provided
by annuities and life insurance.”

Also, the 1986 Act added Section
72(u), providing generally that a non-
qualified deferred annuity contract
will not be treated as an annuity con-
tract for federal income tax purposes
(other than subchapter L of the Code),
and thus the inside build-up will be
taxed currently, if the contract owner
is not an individual. For instance, a
corporate owner must pay current tax
on the annual increases in value of a
nonqualified annuity. Section 72(u)(1)
states that the holding of an annuity
by a trust or other entity “as an agent
for a natural person” shall not be
taken into account for this purpose.

Finally, the 1988 Act added the
Section 72{e)(11) aggregation rule,
under which all deferred annuity con-
tracts issued by the same insurance
company to the same policyholder
during any calendar year are treated
as one annuity contract. This aggre-
gation rule prevents the marketing of
multiple deferred annuities, referred
to as serial contracts, designed to
avoid the income-out-first rules of
Section 72(e).”

Proposals to Limit or
Eliminate Tax
Deferral Treatment

Proposals to Restrict or Eliminate
Tax Deferral Treatment for
Annuities Have Been Rejected

As mentioned above, annuities are
recognized as an important means for
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individuals to accumulate savings.
The history of the tax treatment for
arinuities discussed above reflects
that Congress, courts, and the Service
have safeguarded annuity tax treat-
ment while denying its application to
situations perceived as abusive. In the
past, Congress has wisely rejected
proposals to restrict annuity tax treat-
ment beyond that which it viewed.as
necessary to focus use of annuities for
their intended uses.

In 1978 and 1984, the Treasury
Department proposed the repeal of
the tax deferral treatment afforded the
inside build-up of annuities. Also, at
the direction of Congress, the Trea-
sury Department and the General Ac-
counting Office (GAQ) issued in
1990 separate reports addressing the
tax treatment of annuity and life in-
surance contracts,” and questioning
in some respects the treatment of in-
side build-up. The GAO report con-
cluded that Congress might want to
periodically reconsider its policy de-

cision to grant tax deferral treatment

to inside build-up, weighing the so-
cial benefits of such treatment against
the tax revenue forgone.”

The Treasury report stopped short
of suggesting outright repeal of the
tax deferral treatment for annuities,
but did suggest that such treatment
shou!d contipue only with respect to
an annuity with a “significant life
contingency.”’ The impact of this
suggested change, however, would
be essentially the same as repealing
tax deferral treatment, since the sig-
nificant life contingency require-
ment proposed would have made
annuities unattractive and effectively
upmarketable.

More recently, in 1992, President
Bush’s budget message included a
proposal, similar to that in the 1990
Treasury repott, to allow tax deferral
on the inside build-up of deferred an-
nuities only for annuities with “sub-
stantial life contingencies.” Under
the proposal:
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[flor ... annuities {without substan-
tial life contingencies], investment
income would be taxed as earned.
The distinction between annuities
would be based on whether the an-
nuity contains a substantial risk of
loss of investment if the taxpayer
dies prematurely. The policy would
generally be considered an annuity
for tax purposes only if payments
were guaranteed (1) for a period of
time equal to less than one-third of
the annuitant’s remaining life ex-
pectancy on the annuity starting
date, or (2) for less than one-third
of the annuity’s cash value on the
annuity starting date (or date of
death, if earlier).”

All of these proposals were re-
jected. Such proposals were based
generally on concerns that the exist-
ing tax rules do not adequately lmit
annuities to their intended uses. It
was in response to such concerns that
Congress enacted legislation through-
out the 1980s to tighten the tax rules
governing annuity (and life insur-
ance) contracts. As discussed above,
Congress, after careful and thorough
review and with Treasury support,
made significant changes to the tax
treatment of annuities as part of the
1982, 1984, 1986, and 1988 Acts in
order to ensure that sach contracts are
not utilized as short-term investment
vehicles. Hence, the fundamental ob-
jection raised in conmection with pro-
posals to tax the inside build-up —
that annuities can be used to shelter
income from short-term investments
— has already been successfully ad-
dressed by Congress.

Congressional Fine Tuning of
Annuity Tax Treatment
Has Been Effective

As explained above, in order to
encourage the use of deferred annu-
ity contracts for long-term invest-
ment and retirement goals, Congress
enacted in 1982 the Section 72(q)(1)




... individuals purchase annuities to
provide protection against outliving their assets
during their retirement years.

penalty tax on premature distribu-
tions (later refined under the 1984
and 1986 Acts), the Section 72(e) in-
come-out-first rule, and the rule
under Section 72(e}(4)(A) taxing
loans as distributions. In addition,
Congress added Section 72(e)(4) in
1986 to tax gratuitous transfers of an-
nuities as distributions and added the
Section 72{e)(11) aggregation rule in
1988 to prevent multiple deferred an-
nuities designed to avoid the income-
out-first rule.

Moreover, Congress enacted the
Section 72(s) distribution at death
rules in 1984 (and amended them in
1986) to assure generally that the
savings accumulated during the
owner’s lifetime will be distributed
promptly after death, if they have not
been distributed during his or her
life. Also in 1984, the Section 817(h)
diversification requirements were en-
acted to frustrate the nondiversified
use of publicly available mutual
funds as funding vehicles for non-
qualified variable annuity contracts.
In 1986, Congress added Section
72(u) to limit annuity tax treatment
generally to annuity contracts owned
by individuals.

The available evidence demon-
strates that these changes to the tax
treatment of annuities have had their
intended resuit. The Gallup Organi-
zation surveyed owners of nonquali-
fied annuities in 1992, 1993, and
1994 on behalf of the Committee of
Annuity Insurers.?® These surveys
show that over 80 percent of the own-
ers of nonqualified annuities have an-
nual household incomes of less than
$75,000 and that 16 percent have in-
comes of less than $20,000. The sur-
veys also show that the average
nonqualified annuity owner is age 64.
This result suggests that nonqualified
annuities typically are owned by low
and middle income individuals who
are nearing or entering retirement.

Furthermore, the Gallup surveys
support the conclusion that annuities

are purchased for the purpose of pro-
viding savings for financial needs
during retirement. In particular, the
surveys show that in addition to using
annuity savings for retirement and/or
living expenses, over 70 percent of in-
dividuals purchase annuities because
they wish to use annuity savings as an
emergency fund in the event of a
catastrophic illness or the need for
nursing home care. Stated differently,
individuals purchase annuities to pro-
vide protection against outliving their
assets during their retirement years.
The Gallup surveys demonstrate that
the current tax treatment of annuities is

sufficiently restrictive to effectively en-

courage their intended uses and, at the
same time, prevent tax abuse. Never-
theless, in light of the budget deficit,
some have viewed restricting, and even
eliminating, the current tax. deferral
treatment of annuities as a source of tax
revenues. In 1993, for example, the
Clinton administration apparently con-
sidered ways to limit the benefits from
tax deferral of inside build-up in order
to raise revenues to pay for the General
Agreement on Tariffs and Trade and/or
welfare reform.®!

However, as the Treasury and GAC
reports indicate, restricting or eliminat-
ing the tax deferral treatment of annu-
ities would have unintended adverse
consequences. In this regard, if tax de-
ferral treatment — a fundamental fea-
ture of annuities that encourages
savings — were further restricted or re-
pealed, obviously annuities would be
purchased less frequently as savings ve-
hicles 82 The Treasury and GAQ reports
suggest that if apnuities and other sav-
ings vehicles are underutilized, any re-
sulting gap in family protection
inevitably would fall most heavily on
low income families and elderly Amer-
icans and likely would have to be filled
with costly and cumbersome govern-
ment assistance programs.® The reports
implicitly recognize that in rejecting all
previous proposals to tax the inside
build-up of annuities, Congress recog-

nized that the increased revenue gener-
ated from taxing inside build-up would
be outweighed by the costs to society
of reduced individual savings, includ-
ing the possibility of direct government
provision of income assistance.3

It is interesting to note that the
Treasury report seems to suggest that
further restricting the tax deferral
treatment of annuities might well have
an effect similar (though less dra-
matic) to repealing tax deferral. This
suggestion follows the report’s obser-
vations that the tax treatment of life
insurance and annuity products had
been reviewed and changed several
times throughout the 1980s, and that
such continual changes and reviews
might create uncertainty about the fu-
ture rules, thereby discouraging the
purchase of such products.® Query
whether the repeated attacks on the
treatment of life insurance products
and annuities in recent years, and the
recommendation in the GAO report
that Congress periodically reconsider
whether to repeal tax deferral treat-
ment, already has had such an effect.

In short, proposals to restrict, or
even eliminate, the tax deferral treat-
ment of annuities are contraty to
sound policy. This is especially true
in ight of the fact that it is becoming
increasingly more difficult for indi-
viduals to save for retirement. Specif-
ically, increases in life expectancies
and trends toward earlier retirement
increase the number of years individ-
uals can expect to spend in retire-
ment, and thus increase their need for
retirement savings. %

Changing demographics reveal that
the percentage of the U.S. population
in retirement will increase signifi-
cantly in the future. The youngest
members of the baby boom genera-
tion — approximately 76 million peo-
ple born between 1946 and 19645 —
turned 30 years old in 1994. As the
baby boom generation ages, the per-
centage of the U.S. population that is
considered to be elderly will increase,
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as will the percentage of the popula-
tion that is retired. The percentage of
the population age 65 is projected to
increase from 11 percent today to 16.7
percent in the year 2020.%

Given these demographics and so-
cial trends, it is not difficult to under-
stand that there are limits on what
Social Security can realistically pro-
vide. There are currently 3.2 workers
paying Social Security taxes for every
retiree drawing Social Security bene-
fits, compared to 8.6 workers for each
beneficiary in 1955. This ratio will
drop to 2.2-to-1 in 2025, when today’s
35-year-olds are contemplating refire-
ment.® This has led some to predict
that Social Security will run out of
money in the year 2029 2 Indeed, a re-
cent survey revealed that more indi-
viduals between the ages of 18 and 34
believe in UFQOs than believe that the
Social Security system will provide
them with any retirement benefits.”!

The budgetary constraints threat-
ening Social Security likely will ad-
versely affect the amount of benefits
that are paid. Congress has already
slightly pushed back the retirement
age for Social Security. Also, consid-
eration has been given to such bene-
fit-reducing measures as (1) further
increasing the retirement age at
which an individual can retire with
full Social Security benefits, (2) re-
ducing the amount of such benefits,
(3) reducing spousal benefits, and (4)
reducing the cost-of-living adjust-
ment to benefits.*?

Hence, as the baby boom genera-
tion ages and a larger percentage of
the population enters retirement, it
becomes increasingly important that
Sacial Security benefits be augmented
with supplemental sources of retire-
ment incore, i.€., private pension plans
and private savings, if a typical retiree’s
mininum survival needs are 1o be met.
Currently, however, the availability of
private pensions is limited.

Continual legislative and regulatory
initiatives — including decreasing or

eliminating deductible contributions
to defined benefit pension plans, Sec-
tion 401(k) plans, and individual re-
tirement accounts and annuities, and
imposing penalty taxes on retirement
benefits above a specified level —
have raised the burden of establish-
ing and maintaining qualified pen-
tion plans, causing employers to
question the desirability of maintain-
ing such plans.®3

As a consequence of these tax law
changes to pension plans, fewer and
fewer employees are covered by tra-
ditional pension plans that promisc a
specific level of income on retirement
(so-called defined benefit plans).
Rather, more employers are offering
their employees so-called defined
contribution plans and Section 401(k)
plans, under which there is no cer-
tainty of a stable, monthly income
lasting from retirement until death.

Thus, American workers are being
forced to assume an increasing level of
responsibility for their own tetirement.
However, the personal saving rate in
this country is lower than that in all
major industrialized countries™ and
has steadily decreased over recent
years. In 1970, 8 percent of disposable
personal income went toward sav-
ings.% By 1991, this number was down
to 4.7 percent.% For the year ending in
August 1994, personal saving as a
share of after-tax income fell to 3.8
percent, the lowest level recorded for
any 12-month period.”

In short, it is widely recognized
that planning for retirement is likely
to be increasingly an individual re-
sponsibility. Accordingly, it would not
be sound policy to restrict (or elimi-
nate) the tax deferral treatment of an-
nuities. Stated differently, Congress
must resist the temptation of making
annuity tax treatment a victim in the
tug of war over the budget deficit. The
Code reflects the importance of annu-
ity tax treatment, effectively encour-
ages savings through annuities, and,
at the same time, 1s capable of pre-
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venting the potential abuses that
would result from extending annuity
tax treatment to arrangements other
than those Congress intended.

Conclusion

The current federal income tax treat-
ment of annuities reflects the policy
view that annuities are an important
and effective means for low and mid-
dle income famifies to accumulate per-
sonal savings to provide basic and
supplemental retirement income. As a
result of the legislative fine-tuning of
the tax treatment of annuities over the
years, that treatment 1s sufficiently re-
strictive to encourage long-term saving
for retirement and, at the same time,
prevent tax abuse. In this author’s
view, any legislative action to further
restrict or to repeal the current tax treat-
ment of annuities would be inappro-
priate and contrary to sound federal
policy, particularly in light of the fact
that Americans are being forced to as-
sume an increasing level of responsi-
bility for their own retirement. J
(/R Cade No. 700.00/7400.02)
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Update on The Federal Taxation
of Annuities: A Success Story

To the Editor:

The purpose of this letter is to provide a brief update to
my article, The Federal Taxation of Annuities: A Success
Story published in the May 1995 issue of this Journal. In
my article, I mentioned that some banks recently have
begun offering arrangements which they claim should be
treated as deferred annuities for Federal income tax pur-
poses. As mentioned in the article, if a contract is both a
“debt instrument” and an annuity contract issued by other
than an insurance company, it is subject to taxation as a
debt instrument under the original issue discount (“OID”)
provisions of the Internal Revenue Code (the “Code”),
rather than as an annuity contract under section 72 of the
Code, unless it qualifies for the annuity exception to the
OID provisions set forth in Code section 1275(a)( (B

in this connection, the article considered one such
bank arrangement marketed under the name Retirement
CD and stated generally that, in my opinion. a bank-
issued “annuity” like the Retirement CD does not qualify
for the section 1275(a)(1)(B){i) annuity exception, and
thus is not an annuity for tax purposes, at least prior to
its maturity. I concluded that. at least during the deferral
stage prior to maturity, such a bank-issued arrangement
should be taxable as a debt instrument under the OID
provisions. At the time the article went 1o press. there
was no clear guidance on this issue. and I indicated that
it would be valuable for the Internal Revenue Service to
publish such guidance.

On April 7, 1995. the Internal Revenue Service issued
proposed regulations stating that an annuity contract
issued by other than an insurance company will satisfy the
section 1275(a)(1)B)(1) annuity exception, and thus will
not be treated as a debt instrument under the OID rules:

only if all payments under the contract are periodic
payments that —

{A) are made at least annually for the life (or lives) of
one or more individuals:

(B) do not increase at any time during the term of the
contract; and

(C) are part of a series of payments that begins within
one year of the date of the initial investment in the con-
tract. Prop. Treas. Reg. section 1.1275-1(d)(2)(i).

The reguirement that all payments under the contract
be periodic payments operates to prevent a contract with
a commutation right or surrender right from qualifying
for this exception.

The requirement that payments must begin within one
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year of the initial investment precludes a deferred annu-
ity issued by other than an insurance company from sat-
isfying the proposed regulations. In this connection, the
rule that payments cannot increase at any time during the
term of the contract prevents a contract that is in sub-
stance a deferred annuity from avoiding the proposed
regulations by providing a pattern of very smallpayments
beginning within one year from the initial investment.
followed by a series of much higher payments beginning
more than one year from that investment.

In addition, the proposed regulations provide that an
annuity issued by a noninsurer does not fail to qualify for
the section 1275(a)}(1)(B)(3) annuity exception merely
because it provides for a payment (or payments) made
by reason of the death of one or more individuais. See
Prop. Treas. Reg. 1.1275-1(d)(2)(11). While it is not
entirely clear from the face of the proposed regulations,
it does not appear that a contract providing payments for
life with guaranteed payments for a certain period, e.g.,
10 years, would satisfy the proposed regulations. The
reason for this is that payments for the stated period are
guaranteed in all events, and thus are not made by reason
of the death of one os'more individuals. Perhaps the final
regulations will clarify this issue.

The preamble to the proposed regulations states that
they do not apply to an annuity contract issued by other
than an insurance company which is not a debt instru-
ment. The preamble indicates that an annuity will be
considered a debt instrument for this purpose if it pro-
vides for a “guaranteed return.” It appears that an annu-
ity contract without a surrender or commutation right,
guaranteed maturity value. or guaranteed payment
stream would not provide a guaranteed return, and thus
would not be a debt instrument subject to the proposed
regulations. The preamble states, “(f)or example, that an
annuity contract under which payments are wholly con-
tingent on the continued life of an individual generally is
not a debt instrument for federal income tax purposes.” It
should be noted, however, that the preamble provides
further that an annuity without a guaranteed return will
nevertheless be considered a debt instrament for this pur-
pose if a return is guaranteed by another instrument (e.g.,
where an annuity that is not a debt instrument 1s issued
in combination with a life insurance contract that,
together, effectively provide for a guaranteed return).

The proposed regulations are effective for annuity
contracts which are held on or after the date that is 30
days after the final regulations are published in the Fed-
eral Register. Also, the proposed regulations do not
apply to annuity contracts purchased prior to April 7,
1995 (i.e., the date the proposed regulations were pub-
lished in the Federal Register), but do apply to any addi-
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tional investment in a contract made on or after that date,
unless the investment is required under a binding con-
tractual obligation entered into prior to that date. See
Prop. Treas. Reg. 1.1275-1(d)(2)(iii).

In short, the proposed regulations do not apply to an
annuity contract issued by other than an insurance com-
pany which is (1) purchased prior to April 7, 1995
(assuming no additional premiums are paid after that
date), or (2) purchased prior to the effective date of the
final regulations but which is not heid on that date.

A public hearing on the proposed regulations has been
scheduled for August 8, 1995, at the National Office of
thelnternal Revenue Service in Washington, D.C. Hence,
there is more to come regarding the application of the
annuity exception under Code section 1275(a)(1)(B)i) to
“annuities” issued by other than insurance companies.

I hope that your readers find this update helpful.

Mark E. Griffin
Davis & Harman
Washington, D.C.
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