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Disclaimer

EY refers to the global organization, and may refer to one or more, of the member
firms of Ernst & Young Global Limited, each of which is a separate legal entity. Ernst
& Young LLP is a client-serving member firm of Ernst & Young Global Limited
operating in the US.

This presentation is © 2020 Ernst & Young LLP. All Rights Reserved. No part of this
document may be reproduced, transmitted or otherwise distributed in any form or by
any means, electronic or mechanical, including by photocopying, facsimile
transmission, recording, rekeying, or using any information storage and retrieval
system, without written permission from Ernst & Young LLP. Any reproduction,
transmission or distribution of this form or any of the material herein is prohibited
and is in violation of US and international law.

Ernst & Young LLP expressly disclaims any liability in connection with use of this
presentation or its contents by any third party.

Views expressed in this presentation are those of the speakers and do not
necessarily represent the views of Ernst & Young LLP.

This presentation is provided solely for the purpose of enhancing knowledge on tax
matters. It does not provide tax advice to any taxpayer because it does not take into
account any specific taxpayer’s facts and circumstances

These slides are for educational purposes only and are not intended, and should not
be relied upon, as accounting advice.
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Circular 230 disclaimer

Any US tax advice contained herein was not intended or written to be
used, and cannot be used, for the purpose of avoiding penalties that

may be imposed under the Internal Revenue Code or applicable state
or local tax law provisions.
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Objectives

Provide a high-level summary of product tax principles related to life
iInsurance and nonqualified annuities.

Give an overview of amounts that are included in or excluded from
taxable income for these products.

Discuss the general tax qualification requirements to be considered:

Nonqualified annuities
Immediate annuities
Life insurance
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Product tax
overview

Actuarial aspects of



Tax principle introduction

The Internal Revenue Code (IRC) generally defines amounts that are

included/excluded from taxable income and the timing of when the
Income is taxed.

In some instances, Congress has made changes to the IRC as an

Incentive to promote certain societal benefits, including:
Deductions to otherwise taxable income (e.g., mortgage interest deduction).
Deferred recognition of taxable income (e.g., contributions to a 401(k)).

Income that is not subject to tax, or is excludible from income (e.g., death benefits
from life insurance).

The IRC typically defines the criteria for receiving this preferential
treatment.

The tax rules that apply to life insurance and annuities are two such examples.
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What Is product tax?

And why does it matter?

The IRC defines the tax treatment that generally applies to life insurance
and annuity contracts that applies to:

Policyholders/beneficiaries: when amounts are includible in income and how
those amounts are determined

Life insurance companies: the tax information and withholding and reporting
requirements for payments/distributions from contracts

The qualification requirements need to be satisfied by life insurance
companies so that the products/policies they sell are treated as life
Insurance and annuities for tax purposes.

There are significant consequences associated with not meeting the

gualification requirements, including:
Contracts would not be considered a life insurance or annuity contract for tax
purposes.
Policyowners and beneficiaries would not be eligible for the intended tax
treatment of the contracts.
Tax withholding and reporting would potentially be incorrect.
Costs associated with the remediation of noncompliant contracts with the IRS
and fixes to administration systems and compliance processes.
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Features of annuity products

There are two general types of annuity contracts: deferred annuities and
Immediate annuities.

Deferred annuities operate, in some ways, like an investment account during
the deferral phase.

They can have fixed, indexed or variable investment options.

Immediate annuities provide for an income or payout stream.
They can include the annuitization of a deferred annuity.

The form of annuity payments can vary (life contingent, period certain).
Annuity payments can be fixed or variable.

Classifications for tax purposes:

Nonqualified annuities that are not related to any tax-qualified retirement plan.
Qualified annuities are out of scope for this presentation.
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Policyholder tax treatment
Nonqualified deferred annuities

Accrued earnings are generally tax-deferred.

Interest/earnings credited to a policy’s cash surrender value (“inside buildup”) are
not includible in taxable income until distributed.

Distributions are taxable on a LIFO (last in, first out) basis to the
extent of gain.

Distributions include:
Partial withdrawal
Surrender
Loans (and loan interest accruals)
Assignments

A 10% penalty tax may apply if the policy owner has not attained age 59%2 at the
time of distribution.
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Policyholder tax treatment
Nonqualified immediate annuities

A portion of each annuity payment is excluded from income.

The “investment in the contract” (generally, the purchase price or tax cost
basis) is ratably recovered with each annuity payment, with the remaining
amount taxable.

An “exclusion ratio” is used to determine the nontaxable amount of the
payment (i.e., the amount of each annuity payment excludable from taxable
income).

The exclusion ratio is determined by dividing the investment in the contract by
the total of all annuity payments expected to be received.

Example:
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Purchase price: $13,000

Life annuity with a annual payment of $1,200

Total number of expected payments: 16.7

Expected return: $20,040 ($1,200 x 16.7)

Exclusion ratio = 65% ($13,000/$20,040)

Annual amount excludable from taxable income = $780 (65% x 1,200)
Annual amount includible in taxable income = $420 ($1,200 - $780)
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Tax qualification requirements
In general

No statutory definition of an annuity for tax purposes. Defining
characteristics can be discerned from:

Administrative guidance
Case law

General requirements to be considered an annuity:

Deferred annuities
A stated annuity starting date based on an attained age that is not “too old

Guaranteed purchase rates for annuitization options

Immediate/payout annuities
Liquidation of principal and interest
Periodic payments made at least annually

After-death distributions
“At least as rapidly” rule for death after annuitization
Entire value must be distributed within five years or over life of beneficiary for death
before annuitization

A contract owned by a nonnatural person (e.g., a corporation) is generally not an

annuity for federal tax purposes.
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products



Policyholder tax treatment

Similar to nonqualified deferred annuities, inside buildup is not
Included in the taxable income of the policy owner.

Death benefits paid to the beneficiary generally are excluded from
taxable income.

Taxation of distributions from a life insurance contract:

Not classified as a modified endowment contract (non-MEC): taxed on a
FIFO (first in, first out) basis to the extent of gain.

More favorable tax regime than LIFO, since it defers income.

Loans and assignments are not considered distributions.
Classified as a modified endowment contract (MEC): distribution rules
are the same as those discussed for nonqualified deferred annuities (i.e.,
LIFO).
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Tax qualification requirements

Unlike nonqualified deferred annuities, there is a statutory definition of a life
Insurance contract for tax purposes.

In order to receive the intended tax treatment, the IRC requires that a life
iInsurance contract:

Be a life insurance contract under “applicable law”

e Meet one of two actuarial tests:

Cash value accumulation test (CVAT)

— Looks at the relationship between cash value and “net single premium?”
Contract must comply by its terms

Guideline premium and cash value corridor test (GPT)
— Looks at premiums and cash value relative to death benefit
Contract must comply in operation

Rules are designed to regulate the relationship between the premium, death
benefit and cash value.
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Sample CVAT limitation

CVAT limitation: net single premium per
$1,000 death benefit
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Assumptions: 2001 commissioner’s standard ordinary (CSO)
mortality and 4% interest, male age 45
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Guideline premium test

Dual-element test

Gross premiums paid under the contract do not exceed the guideline
premium limitation.

Statutory cash value “corridor” requirement is satisfied.

Guideline premium limitation is the greater of:
The guideline single premium (GSP)
Sum of the guideline-level premiums (GLPs) to date

Adjustments to GSP and GLP are made for benefit changes

The corridor requires a minimum death benefit that is based on the
cash surrender value of the policy (like the CVAT).

The minimum required death benefit is less than what is required by the
CVAT.
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Sample guideline premium limitation

Guideline premium limitation* per $1,000 of insurance

Assumptions: 2001 CSO mortality; 4% GLP; 6% GSP; male age 45
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* Guideline premium limitation is the greater of the GSP and the sum of the GLPs
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Modified endowment contracts

The IRC defines a class of life insurance contracts (i.e., MECs) that are
more investment-oriented. MECs:
Meet the tax qualification requirements of life insurance.

Fail to meet the requirements of the “7-pay test,” which is a premium-
based test designed to determine how heavily funded a contract is within

the first seven contract years

or
Were received in exchange for a MEC.

The 7-pay test includes a mechanism to adjust for contract changes:
Reduction in benefits rule
Material change rule
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The 7-pay test

First year after issue:

Contract will fail the 7-pay test if the accumulated amount paid under the
contract, at any time during that contract year, exceeds the 7-pay
premium.

Second through seventh contract years:

Accumulated amounts paid under the contract are compared to the sum of
the 7-pay premiums accrued to date (the “7-pay limit”).

A contract will fail the 7-pay test if accumulated amounts paid exceed the
7-pay limit.
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Summary

The IRC defines the tax treatment of amounts included/excluded from
taxable income for deferred annuities, immediate annuities and life insurance
products.

For nonqualified annuities:
Inside buildup is not includible in taxable income until distributed.
Distributions are taxable on a LIFO basis.

For immediate annuities:

A portion of each annuity payment is excluded from income based on the exclusion
ratio.

For life insurance:
IRC defines actuarial test needed for qualification (CVAT and GPT).
Inside buildup is not included in the taxable income until distributed.

Distributions are taxable on a LIFO or FIFO basis depending on whether a contract is
a MEC (using the 7-pay test).
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Questions?
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