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Income Tax Aspects of
Variable Life Insurance
Policies

WILLIAM D. LIPKIND AND JONATHAN G. BLATTMACHR

Although life insurance contract owners usually can avoid income taxation
on inside buildup, owners of variable life policies will be taxed on income
earned inside the contract when the owner has a certain amount of control

over the investments so the policy should be structured to avoid that out-
come.

This article will discuss some of the peculiar structures of so-called “cash
income tax aspects of what are called ~ value” policies (more fully described
“variable" life insurance contracts. below) that combine both a risk of
Some provisions are straightforward.  death payment component and an
However, others are not just compli-  investment component are especially
cated but finding the correct result is  confusing to many.
like walking through a maze. Fortu- All investments involve some type
nately, all but one of them can bene-  of gambling-that a purchased stock
gotiated with a relatively certain end  or parcel of land will go up in value
result. Nonetheless, one rule the TRS  or that a bond will make the regular
has attempted to create, called the “in-  interest payments and will be paid in
vestor control” doctrine, is uncertain  full upon maturity. In some senses,
in scope and effect. pure life insurance (sometimes, called
“term insurance” but known in the in-
surance industry as the "net amount

LIFE INSURANCE: at risk'?) is a gamble as to when the
WHY IT SEEMS insured will die and the death benefit
MYSTERIOUS BUT IS NOT paid. Obviously, the longer the in-

Many people have strong views sured lives, the lower the return on
aboutlife insurance! but a reasonable  the premiums paid will bes In any
observation seems to be that it is  event, all forms of insurance, includ-
probably the least understood finan-  ing life insurance, typically involve
clal product that is widely held. The  risk shifting and risk distribution.
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However, unlike virtually all other
types of insurance, life products, as
indicated above, usually have an ad-
ditional feature or component: an
investment component, commonly
called the "cash value” account# This
additicnal feature is critical, for
many life products, to maintain the
payment of coverage at death at ad-
vanced ages. The reason is that the
cost of the pure life insurance com-
ponent (the net amount at risk) in-
creases every year with the insured’s
increasing age, becoming extremely
great at advanced ages. By coupling
the pure risk component (which typ-
ically declines at least at certain ages
by design of the product or by
choice of the owner if the owner is
looking to maximize the cash value)
with the cash value account (antici-
pated to grow in valuc), the death
benefit may be maintained at a fixed
or at least at a minimum level. Many
products are designed so the net
amount at risk declines, dollar for
dollar, for increases in the investment
component (commonly call the
“cash value” account) and the death
benefit, which will consist of the re-
maining "net amount at risk” and the
investment (cash value) component,
will remain constants With a vari-
able (universal) policy, “the cash
value can be invested in a wide va-
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Freguently. individuals will claim they do not "belleve”
in life insurance. presumably meaning they do not
think it is wise from a financial or investment perspec-
tive to acquire suich & policy.

However, in some contexts, net amount at risk is the
amount that would have to be paid If death eccurred
above the amount the insurer has in a reserve ac-
count for the payment. See, generally, rmtfscaarg/
net_amount.ocf.
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See. generally, Blaltmachr anc Pasquale. "Buying Life
Insurance to Fund Estate Taxes (A Counterintuitive
Approach),” 151 Trusts & Estates 27 (July 2012),
Although called the “cash value™ account, its value is
not maintsined as cash. Rather, the "cash’ is invested
inone of polentially several ways.

S
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So-called "whole life” products usually are structured
soa fixed premium is pald each vear for life and pro-
vides & fixed death benefit regardiess of when the In-
sured dies. Some insurers vary those elements to try
Lo differentiate their products from a slandard whole
life one—eg. permit a single premiurm ta be paid when
the palicy Is acquired rather than having a premium
paid each year until the insured dies

enwikipeciaorg/wiki/Variable_universal life insurance,
Theamount of death benefit may vary. compared to
a standard "whole life” policy, if it is a universal life policy
whether or net [t is a variable one, because the cash
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riety of separate accounts, similar to
mutual funds, and the choice of
which of the available separale ac-
counts to use is entirely up to the
contract owner. The “variable” com-
ponent in the name refers to this
ability to invest in separate accounts
whose values vary-they vary be-
cause they are invested in stock
and/or bond markets. The *univer-
sal” component in the name refers
to the flexibility the owner has in
making premium payments!s

UNIQUE TREATMENT

UNDER THELAW

Not only is life insurance a unique
form of financial product, it is also
treated uniquely or at least in a dif-
ferent manner than other such prod-

ucts are treated for certain legal or reg-
ulatory purposes. For example, the
regulation of pure term policies is
governed almost exclusively by state
rather than federal law? If the cash
value component of the life policy
varies with investment experience,

value will be degendent on the amount credited to
cash value by the insurance company if it is a universal
one (but nat variable) or on the investment experience
of the assets (e.g. mutual funds) neld inside the policy
ifitis a variable universal one One difference between
variable policies, compared to non-variable but uni-
versal policies as well as compared to traditional whole
life ones, Is that. with a variable policy, the assets the
policy owns in the cash value are held in a "segregated”
account, meaning they are not subject to the claims
of the insurance company's creditors.

See Paul v Virginia, 75 US. 168 (1868). See, also, Staff
Report to the SEC {galed 6/22/10), recommending
that the SEC recommend to Congress a change in
the definiticn of securities to include life settiements.
See, eg. NY Insurance Law § 3212 NJSA § 17B:24-5;
Bul compare to. Cal Code Civ Proc § 704100(b)
There is even a limited exemption directly in the US.
Bankruptcy Code. See Rothschild and Rubin, "Creditor
Protection for Life Insurance and Annuities.” 4 Journal
of Asset Protection 38 (May 1999) (' The federzl sank-
ruptcy exemptions for life insurance policies owned
by the debtor are found at 11 USC. sections 522(d)7)
and(8), where their relative importance to the average
person is. perhaps, evidenced by their placement be-
tween the exemptions for the debtor’s professional
books and Lools of the trade and the deblor's profes-
sionally prescribed health aids.”). Go to www.
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that component is regulated under
federal law by the SEC.

Under the law of most states, an
owner's interest in a policy of life in-
surance (including the cash value
comporent) may be exempted from
claims of the owner's creditors.2 Also,
usually, the death benefit paid is not
subject to the claims of creditors of
the insured or his or her estate (unless
paid to the insured’s estate)s

Life insurance products and insur-
ance companies are uniquely treated,
to a significant degree, under the Code.
The taxation of insurers is under Sub-
chapter L of the Code (entitled “Insur-
ance Companies” with Part T dealing
specifically with “Life Insurance Com-
panies”).

The inclusion of life insurance pro-
ceeds in the gross estate of the insured

for federal estate tax purposes is dealt
with under Section 2042 (which ap-
plies to no other asset).® Even the al-
lowance of an annual exclusion for
the payment of premiums on a life
policy owned by a trust has been spe-
cially developedt

mosessingercom/site/files/CreditorProtectionLifelr-
suranceAnnuitiespdl for a chart (not updatec) for a
summary of state law creditor protection exemptions,

Nate that life Insurance sroceeds may be subject, in
effect, to claims of the federal government for estate
taxes if the proceeds are included in the insured's
gross estate for federal estate tax purposes even if
not paid to the insured's estate. See Secticns 2042
and 2206.

The proceeds payable at death may be includable in
the insured's gross estate for federal estate tax pur-
poses if the insured holds at (er by the application cf
Section 2035 within three years of) death any “inci-
dent of ownershig™ under the policy. However, “inci-
dent of ownershig”is not fully defined in the tax law.
(As will be discussed later in the text, the IRS has re-
ferred to "incidents of ownership” for purposes of its
investor control doctrine, bul it is nol at all certainif it
is intended to have the same meaning as it does un-
der Section 2042). Although annuities are taxed, in
some cases. In the same manner as life insurance
products are, Section 2042 applies only to proceeds
of insurance with respect Lo the estale of the insured
and not toan annuity contract (the estate taxation of
which is governed by Section 2039).

See. generally, Slade, "Personal Life Insurance Trusts.”
BNA Tax Mgt. Portfalio No. 807-2d.
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SPECIAL TREATMENT FOR
INCOME TAX PURPOSES
Except to the extent the Code has a
specific rule to the contrary (as it does
for interests in certain retirement plans
and accounts, grantor trusts and zero
coupon bonds®) and except when the
income has been actually received, the
determination of when a taxpayer
must report an item in gross income
turns on the doctrine of “constructive
receipt”

Reg. 1.451-2(a) sets forth the doc-
trine as follows:

Income although not actually reduced to

a taxpayer's possession is constructively

received by him in the taxable year dur-

ing which it is credited to his account, set
apart for him, or otherwise made avail-
able so that he may draw upon it at any
lime, or so (hal he could have drawn
upon il during Lhe laxable year il nolice
of intention to withdraw had been given.

However, income is not constructively re-

ceived if the taxpayer's control of ils re-

ceiptis subject to substantial limitations
or restrictions.

In fact, the timing of taxation of the
growth in cash value in or receipt of
income by a policy of life insurance
apparently is based on the doctrine.
In what may be viewed as a seminal
case, Cohen, 39 TC 1055 (1963), to
which the IRS has acquiesced,® the
Tax Court stated, in part and in con-
clusion, "[Wle hold that the peti-
tioner’s right to receive the cash sur-
render value including periodic
increments thereof was subject to
such ‘substantial restrictions' as to
make inapplicable the doctrine of
constructive receipt. Petitioner would
have been required to surrender his
entire investment in the policies in or-
der to realize that income!

Thus, the investment (or cash
value) component in the life policy
would grow tax free and the receipt
of that component at death as a death
benefit was (and is) excludible as a
general rule from gross income®

Moreover, until the adoption in
1988 of Section 7702A (and amend-
ments to Section 72) relating to mod-
ified endowment contracts (MECs),
discussed below, the owner of the
policy could make a partial surrender
of a life policy or borrow from the
policy’s cash value without being
treated as having received any gross
income, even if the cash value ex-
ceeded the sum of premiums paid (in-
vestment in the contract).

MEANING OF LIFE INSURANCE
FOR TAX PURPOSES

Until the enactment of the Deficit Re-
duction Act of 1984 (1984 Act), the
Code did not have a definition of life
insurance although it had many spe-
cific rules dealing with tax matters
relating to life insurance, such as the
exclusion from gross income of the
receipt of proceeds payable by rea-
son of the death of the insured In
order to obtain the benefits of in-
come tax-free growth in the cash (or
investment) value of a policy and to
receive that growth income tax free
at death, all the contract had to be
was life insurance under appliczble
law. As a consequence, many poli-
cies were sold to provide those tax
benefits with minimal shifting of risk
altributable to the death of the in-
sured.

However, the 1984 Act added Sec-
tion 7702(a) to the Code to provide a
definition that a life policy had to
meel so that the growth on or income
earned on the investment or cash
value component of the policy (such
growth or income commonly called
the “inside buildup”) would not be
subject to income tax when earned
“inside” the policy. Under that defini-
tion, a contract is a life insurance pol-
icy so the growth or income on its
cash value is not subject to income

WILLIAM D. LIPKIND is @ member of Lampf, Lipkind, Prupis & Petigrow, PC.. in West Orange, New
Jersey, specializing in taxation and estate planning, and author of articles on legal topics. A case cur-
rently pending in the Tax Court, brought by & client of Mr Lipkin, has been fully tried and briefed, is
awaiting a decision, and invelves investor control issues discussed in this article. JONATHAN G.
BLATTMACHR is Director of Estate Planning for the Alaska Trust Company. an Advisor at Pioneer
Wealtn Partners, co-developer of Wealth Transfer Planning, a computerized system for lawyers, and
author or co-author of six books and over 500 articles, several of which have appeared in this pub-
lication. Mr. Blattmachr has previously written for The Journal. Copyright © 2014, William D, Lipkind
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lax when earned only if it is a life in-
surance contract under applicable
lawts and it meets either (1) a certain
cash (investment) value accumulation
test or (2) a guideline premium test
and falls within a certain cash value
corridor, all as set forth in Section
7702(a).

CONSEQUENCEIF
THE CONTRACT DOES
MEET THE DEFINITION
Section 7702(g) specifies the tax con-
sequences if the contract is a life in-
surance policy under applicable law
but does not meet either the cash
value accumulation or the guideline
premium test under Section 7702(a).”
Section 7702(g) provides that, in such
a case, the income on the contract for
any tax year of the policyholder is
treated as ordinary income received
or accrued by the policyholder during
such year. However, essentially, the
amount of income is limited to the in-
creasc in the net (cash) surrender
value® of the contract during the tax
year' plus the cost of pure life insur-
ance protection (the nel amount at
risk) provided under the contract dur-
ing the fax year over the premiums
paid under the contract during the tax
year. This scems to mean that the
owner of the contract must include in
gross income the increase in net sur-
render value and the cost of any term
component essentially paid by the
cash value component of the policy.
Income taxation under Section 7702(g)
does not turn on any borrowing or
withdrawal-it is based solely on the
annual increase in net surrender value
(and the annual cost of the premiums
paid by the policy’s cash value), over
premiums paid for the year, and does
not seem o be based on any notion
of constructive receipt2e

Section 7702(g) goes on to provide
that, with respect to any contract,
which is a life insurance contract un-
der the applicable law but dees not
meet the definition of life insurance
contract under subsection (a), the ex-
cess of the amount paid by reason of
the death of the insured over the net
surrender value of the contract is
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deemed to be paid under a life insur-
ance contract for purposes of Section
1012 (meaning, as a general rule, that
the proceeds are not includable in
gross income) and, essentially, will be
treated as insurance for estate and gift
tax purposes.2

Therefore, if a contract is a policy
of life insurance under applicable law
but does not meet the definition of a
life insurance policy under Section
7702(a) and never had an increase in
net surrender value® no growth in

MODIFIED ENDOWMENT
CONTRACT RULES

Despite the enactment of a statutory
definition of life insurance, life insur-
ance policies that met the definition
could produce significant income tax
benelits by avoiding taxation of
growth in the cash value component
of a policy and permitting that in-
come to be accessed, in certain ways,
such as by a partial surrender or by
borrowing, income tax free.

cash value (even if gross cash sur-
render value has increased) will be
subject to income tax during the life-
time of the insured or at his or her
death (although, to the extent the
cash value is used annually to pay
term premiums inside the policy it
will be induded in gross income for
such year).

| s ! 4

12 Although a taxpayer may have, under traditionzal no-
tions of constructive receipt, income In a retirement
plan described in Section 401 or an individual retire-
ment sccount (IRA) under Section 408 or 4084, the
Code does not require the taxpayer to report such
constructively received income into gress Income as
earned. See. generally, Choate, Life and Death Planning
for Retirernent Benefits, 7th Ed (Ataxplan, 2010, Sub-
part E of Part1of Subchapter J of Chapter 1 of the Code
contains the grantor trust rules under which the In-
come of a trust may be attributed directly tothe trust's
grantor (or another) without regard tothe general con-
structive recelpt of income dectrine Section 1272 pro-
vides explicit rules for the taxation of original issue dis-
count obligations {such as zero coupon bonds)

3 19641 CB4

14 See Secticn 101a)().

Thereare exceptions such as under the so-called "trans-
fer for value” rule under Section 101(&)(2), ta which there
are, inturm, exceptions, meaning the proceeds nonethe-
less may be excluded Irom gross income. See, generally,
D Zeydel “The Transfer for Value Rule: Developments
and Clarifications,” 134 Trusts & Estates 75 {April 1995).

[tis apparent that “applicable law" is the applicable lo-
cal law. Cf. Reg, 1.8175(a)(T(fourth sentence) CIf a vari-
able contract which is a life insurance or endowment
contract under other applicable (eg. State or foreign)
law is not treated s a life insurance cr endowment
centract under section 7702(z), the income on the
contract for any texable year of the policynolder is
treated as ordinary income recelvec or accrued by
the pclicyholder during such year in accordance with
section 7702 (g)and (h)")

&
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Those benefits are discussed in the
legislative history (TAMRA Confer-
ence Reporl®) lo the Technical and
Miscellaneous Revenue Act of 1988
(TAMRA) that states, in part, that:

[TIhe undistributed investment income
(sometimes called the 'inside buildup’)
carned on premiums credited under a
contract that satisfied a statutory defini-
tion of life insurance is nol subject lo cur-

Section 7702 does not specify the conseguences if
the contract 1s not life Insurance under applicable law:
Presurmably, it will simply e treated as an investment
account, the earnings on which would be taxed toits
owner as earmed.

For a variety of reasons, typically including the re-
coupment of the costs incurred by the insurer in is-
suing a policy (eg. sales commissions), the pollcy
owner may be restricted in amount of cash value that
may be withdrawn from the policy upon surrender
(cancellation) or borrowing. The amount of cash value
that may be withdrawn at any time is called the “net”
{cash) surrender value as oppased to simply the sur-
render value (sometimes called the "account value™).
Typically, the percentage of cash value that may not
be withdrawn diminishes over time anc may vanish
after a few years. Section 7702()(2)(B) provides, "The
net surrender value of any contract shall be deter-
mined with regard ta surrender charges but without
regard toany policy loan”

The Section uses the phrasing, “the increase in the
net surrender value of the contract during the taxable
year” According to one cammentator. the gross in-
come, at least with respect to a so-called frozen cash
value™ policy, for the year is imited to the cost of in-
surance protection (as defined in Section
F70Z@)1D)) for the year plus “the lesser of. (1) the
cash value, or (2) the sum of all premiums paid under
the policy. computed without regard to any surrender
charges and pelicy loans..” Nowotny, "Frozen Cash
Value Life Insurance.” 151 Trusts & Estates 33, 34 Uuly
2012).

20 For example. assume that the owner has paid
$20000 in premiums in the first year but no addi-

rent taxation to the owner of the contract.
*** Amounts received under 2 life insur-
ance contract prior to the death of the in-
sured generally are nol includible in gross
income to the extent that the amount re-
ceived does not exceed the taxpayer’s in-
vestment in the contract. Amounts bor-
rowed under a life insurance contract
generally are nol treated as received and,
consequently, are not includible in gross
income'%6

To curb some of these benefits for
policies that met the definition of life
insurance under Section 7702(a),
TAMRA added a new rule for life in-
surance policies that the Act defined
as "modified endowment contracts”
under new Section 77024, which is
any contract that “satisfies the preseni-
law definition of a life insurance contract but
fails to satisfy a 7-pay test’@ Under
that new law enacted as part of the
Act, “amounts received under modi-
fied endowment contracts are treated
first as income and then as recovered
basis. In addition, loans under modi-
fied endowment contracts and loans
secured by modified endowment
contracts are treated as amounts re-
ceived under the contract’»

Therefore, the increase in the invest-
ment component (the inside buildup)
of a policy that meets the definition of

tional premium, that the policy failed to meet one of
the two tests of Section 7702(a), that gross cash (or
account) value in the first year is 18,000, and that
the net surrender value that yvear s only $15,000. As-
sume the gross cash value increases to $19000 in
the second year and the net surrender vaiue in-
creases to $16,500. Literally, under Section 7702(g),
the owner would have to incluce in gross income the
$1500 increase in net surrender value occurring in
the second year (plus the cost of insurance for the
year). Although Nowotny. supra note 19, may suggest
there would be no such inclusion because the cash
value would be telow total premiums paid. there does
not seem currently to be any announcement by the
IRS or other authority that cirectly supports such a
conclusion. Nonetheless, if net surrender value were
defined uncer the policy to be the lesser of premiums
paid or lowest surrender value for any year during
the life of the policy, then there would seerm to be no
income imputed for any increase in net surrender
value pursuant to Section 7702(g).
21 Section 7702gX2)
22 Section 7702g)3).

Policies that never have the net cash surrender value
exceed premiums paid are called "rozen cash value
policies.” See. generally, G. Nowotny, stiors note 18,
Seclion /702(gXNMHAN

Jt. Camm. cn Tax'n, Description of the Technical Cor-
rections Act of 1988 (H.R . 4333, 100th Cang, 3/31/88).
26 (g at 96 (emphasis added).

71 i at 97 (emphasis added).
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a life insurance policy under Secticn
7702(a) (that is, one that is a life policy
under applicable law and meets either
(1) a certain cash value accumulation
test or (2) a guideline premium test and
falls within a certain cash value corri-
dor) is not currently taxed but, if the
premiums are withdrawn (such as by
a partial surrender) or borrowing
against the cash value occurs, the in-
side build up is taxed, to the extent of
the surrender or borrowing, under
Section 72 if the policy is a MEC.
Technically, this occurred through
changes made to the Code by
TAMRA section 5012(c), which added
Section 7702A to provide a definition
of a MEC and made amendments to

diately below, that it includes only
contracts that meet the definition of a
life policy under Section 7702(a) and
not one dealt with under Section
7702(g), which would be one that
does not meet that definition.

First, as noted, the TAMRA Confer-
ence Report certainly must be referring
only to insurance policies defined in
Section 7702(a) by referring to “the
present-law definition of a life insur-
ance contract” Indeed, there is no def-
inition of a life insurance contract in
the Code other than in Section 7702(a).

Second, Section 7702A refers only
to a contract that meets the “require-
ments” of Section 7702 and only Sec-
tion 7702(a) has requirements, Section

under Section 7702(a) fall under the
tax treatment of MECs under Sections
7702A and 72. Section 72 essentially
provides that any withdrawal of pre-
mium or borrowing of cash value
from a MEC is first treated as income
earned on the cash value before being
treated as a lax-[ree return of pre-
mium (investrment).

The definition of a modified en-
dowment contract, as stated, is under
Section 7702A and its taxation is gov-
ermed by Section 72(e). TAMRA added
the definition of a MEC and provided
for partial surrenders and borrowings
against the cash value of a MEC to be
included in gross income. Prior to the
TAMRA changes, Section 72(e) essen-

fof hurposes of S

Yy even | t othermse meets the definition of Ilfeh

Section 72(e) to cause partial surren-
ders of a MEC or borrowing against
the cash value of a MEC to be in-
cluded in gross income. (Partial sur-
renders or borrowing against cash
value of a policy that is not a MEC
continue to be income tax free.)

MORE ON THE
DEFINITION AND

TREATMENT OF A MODIFIED
ENDOWMENT CONTRACT
Section 7702A, as indicated, contains
the definition of a modified endow-
menl contract as "any conlract meet-
ing the requiremenis of section 7702. ..
which.. fails to mect the 7-pay test of
subsection (b)’2 Quite apparently, this
means a contract meeting the defini-
lion of a life insurance contract under
Section 7702(a) that fails to meet the
7-pay test as suggested by the empha-
sized portions of the Conference Re-
port quoted above. Although no reg-
ulation has been issued discussing the
definition of MECs, it seems quite cer-
tain, for the reasons set forth imme-
W= 54 Wi
28 Emphasis added.

30 Section 72(e)1).

7702(g) does not contain requirements,
It deals with the “Treatment of [a con-
tract] which. . [is a] life insurance con-
tract under the applicable law [but]
does not meet the definition of life in-
surance contract under subsection (a)”
Hence, all that Section 7702(g) does is
provide the income tax treztment of a
contract that does not meet the tax
definition of life insurance under Sec-
tion 7702(a); Section 7702(g) provides
0 ‘requirements” at all.

Third, as described above, Section
7702(g) eliminates the income tax-free
buildup in investment velue and pro-
vides that such buildup is taxed to the
policy owner each year, but it limits
the amount of gross income to the
annual increase in the net surrender
value (and the cost of term insurance
essentially paid by the cash value). Be-
cause the owner of a policy that does
not meet the Section 7702(a) definition
is taxed currently on increases to the
net surrender value and cannot with-
draw or borrow the account value to
the extent it exceeds the net surrender
value, there would seem to be no
need to have a contract that does not
meet the definition of life insurance

» FEBRUARY 2015

tially provided that partial surrenders
and borrowings against the cash
value of a life policy were not included
in gross income. However, under
TAMRA, beginning in 1988, such sur-
renders and borrowing are included
in gross income if the policy is a MEC,
The reason is that Section 72 provides
rules with respect to amounts received
as an annuity under an annuity or life
insurance contract and to amounts not
received as an annuity.? Section
72(e)(2)(B) essentially provides that any
amount received before the annuity
starting date of the contract is included
in gross income to the extent it is
deemed to consist of income eamed in
the contract but not to the extent it ex-
ceeds the investment in the contract—
and the amount received before the
annuity starting dale is deemed to con-
sist of the income earned through that
time. Section 72(e)(3) essentially pro-
vides that this profit is the amount by
which the cash value (leterminzd without
regard to any surrender charge) exceeds the
investment in the contract (essentially
premiums paid). Section 72(e)(4)(A) ba-
sically provides that amounts received
as a loan under a policy fall under the
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incame inclusion rule of Section
72(e)(2)(B). So, up to this point, there is
an indication that any amount re-
ceived under any policy to the extent
of gross cash value over premiums
paid is included in gross income.

However, Sections 72(e)(5)(A) and
() basically together provide that Sec-
tions 72(e)(2)(B) and {4)(A), which in
essence cause partial surrenders and
borrowings (up to gross cash value
above premiums paid) to be included
in gross income, do not apply to non-
annuity payments under a life policy
with the exception, added by TAMRA,
for MECs. In other words, these rather
complexly weaved provisions of Sec-
tion 72 provide that partial surrenders
or borrowings from a life insurance
policy are included in gross income
only if the policy is @ MEC.

COMPARISON OF TAXATION
UNDER SECTION 7702(G) AND
TAXATION OF MECS
It will be noted that the treatment
of a MEC generally is more benefi-
cial under Sections 7702A and 72
than the (reatment prescribed for
policies the taxation of which is
governed by Section 7702(g): the
owner can avoid any taxation of the
inside buildup for a MEC merely by
not surrendering or borrowing; but
the taxation of the inside buildup of
a policy that is not described in Sec-
tion 7702(a) and, therefore, whose
treatment is prescribed by Section
7702(g), cannot be avoided, except
that it is limited to “the increase in
the net surrender value of the con-
tract during the taxable year, and the
cost of life insurance protection pro-
vided under the contract during the
taxable year” over premiums paid
that year.® Thus, il seems there
would be no reason for the defini-
tion of a modified endowment con-
tract to include one that is not de-
scribed in Section 7702(a)® This is
borne out by the words of Section
7702A and the legislative history of
the TAMRA by which that section
was added to the Code.

However, there may be one cir-
cumstance in which a policy not
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meeting the definition of life insurance
under Section 7702(a) may fare better
than a MEC. That is when the amount
borrowed from a MEC that is in-
cluded in gross income is greater than
the total increases in net surrender
value of a policy the income taxation
of which is determined under Section
7702(g) whether borrowing from the
latter policy occurs or not (which
borrowing, of course, could never ex-
ceed net surrender value). As men-
tioned above, & MEC is laxed under
Section 722 Section 72(e)(2)(B) pro-
vides, in effect, that distributions un-
der the contract shall be included in
gross income to the extent allocable
to incorme on the centract, and shall
not be included in gross income to
the extent allocable to the investment
in the contract. Section 72(e){2)(C)
provides that the amount allocable to
income is limited to the *cash value
of the contract (defermined withoul regard
to any surrender charge) immediately be-
fore the amount is received, over ...
the investment in the contract at such
time!* Thus, an increase in cash value
of a MEC will be included in gross in-
come (to the extent of a withdrawal
or borrowing) even to the extent there
is a cash surrender charge (by which
cash surrender value is reduced to net
surrender value) For a policy not
described in Section 7702(a), the inside
buildup is taxed (annually without re-
gard to any surrender or withdrawal)
only to the extent there is no surren-
der charge. See, in particular, Section
72(e)(5) which relains prior law treat-
ment of distributions (presumably, in-
cluding borrowings) that are not an-
nuity payments from a policy except
for MECs.

It seerns relatively certain that bor-
rowing against a policy that is not de-
scribed in Section 7702(a) (that is, one

3! Emphasis added.

32 |n other words, with a policy whese taxation is gov-
erned by Section 7702(g). the owner is taxed on ac-
cessible increases in cash value even if there 1s no
surrender or berrowing.

3 see Section 72(2)(10), which pravides that Sections
72(e)2)B) and (4)A) apply to a modified endowment
contract.

34 Emphasis added.

35 For example. assume. at the time of borrowing
$30.00C from the cash value of an MEC, the premi-
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that is not a MEC) does not result in
income tax inclusion although any
increase in nel surrender value each
year would.

ALITTLEMORE ON
SURRENDER VALUE
As noted above, Section 7702(g) ex-
pressly provides that, if the policy
does not fall under the definition in
Section 7702(a), the annual increase
in the nel surrender value is included
in the owner’s gross income. It seems
reasonably certain that net surrender
value is the gross cash surrender
value reduced by what would be the
actual surrender charges imposed on
the surrender of the policy. However,
as noted, Section 72(e)(2)(C) provides
that the amount allocable to income
is limited to the “cash value of the
contract (determined withoul regard to any
surrender charge) immediately before
the amount is received, over ... the
investment in the contract at such
time3s

These two provisions are not in-
consistent. They simply fall under dif-
ferent rules. The latter (Section
72(e)(2)(C)) deals only with a modified
endowment contract, which, as ex-
plained, is one that meets the defini-
tion of a life insurance policy under
Section 7702(a) and does not comply
with the so-called 7-pay test set forth
in Section 7702A. Thus, any owner of
a modified endowment contract who
borrows cash from the policy or does
a partial surrender of the policy for
cash must include the cash in gross
income to the extent of gross cash
value (but only to the extent it exceeds
premiums paid). In contrast, Section
7702(g), dealing with policies that do
not meet the definition of a life insur-
ance policy under Section 7702(a),

ums pald are $100,000, gross cash value is
$125000. but surrender charges are $15000, mak-
ing the net cash surrender value $110,000. The
owner/borrower would have to include $25000 in
gross income (the amount by which the gross cash
velue of $125000 exceeds premiums paid even
though the owner can access cnly $10.000 of the
$25,000 Increase in gross cash value); the $5.000
balance of the borrower would not be included in
gross incame but would be treated as a return of
investment.

36 Ermphasis added.
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limits the amount the owner must in-
cdlude in gross income to annual in-
creases in value-and this increase
must be included in gross income
even if not withdrawn or borrowed.
As recited in the TAMRA Conference
Report, borrowing against the cash
value of a policy does not result in
gross income (except for a modified
endowment contract, which by its
definition cannot include a policy the
income taxation of which is governed
by Section 7702(g)).

SECTIONS 817 AND 7702(a)

As mentioned above, there are specific
Code provisions that provide for the
taxation of life insurance companies
Section 817 provides a special rule in
determining that tax relating to vari-
able contracts. Section 817(h) provides
that, in order to be considered a vari-
able contract for purposes of Sub-
chapter L, which, as stated above,
governs the taxation of insurance
companices, as well as for purposes of
Section 7702(a), so the contract is a life
insurance policy, the investment com-
ponent of the contract, among other
things, must at least be adequately di-
versified as provided in Section 817(h)
and the regulations promulgated
thereunder3® Hence, if the contract is
not adequately diversified, it seems
that it is not treated as a life insurance
policy for purposes of Section 7702(a)
apparently even if it otherwise meets
the definition of life insurance (be-
cause it is insurance under applicable
(local) law and meets either the cash
value accumulation or the guideline
premium test). The regulations indi-
cate that the tax treatment of a vari-
able contract in which the invest-
ments are not adequately diversified
is the same as a conltract that does not
meet at least one of the two tests un-
der Section 7702(a). In other words,
the annual increase in the nef surrender
value must be currently included in
the gross income of the owner of the

| s
37 See Section 801 et. seq.
38 Reg 18175(b),

33 Section 7702(h) deals with certain endowment con-
tracts.

contract. Indeed, Reg. 1.817-5(a) pro-
vides, in part:

[Flor purposes of.. .section 7702(a), a vari-
able contract.. shall not be treated as...
[al life insurance contract.. for which the
investments ol any such account are not
adequately diversified™If a variable con-
tract which is a life insurance or endow-
menl conlract under other applicable (g,
State or foreign) law is not treated as a
life insurance... contract under section
7702(a), the income on the contract for
any taxahle year of the policyholder is
treated as ordinary income received or
accrued by the policyholder during such
year in accordance with section 7702 (g)
and (h)3®
Therefore, just as current income
taxation of the investment (cash value)
component of a life insurance contract
that fails to meet one of the two actu-
arial tests under Section 7702(a) occurs
to the extent of the annual increase in
the net surrender value so too does
the income taxation of the investment

component of a variable contract that

fails to meet the diversification require-
ments of Section 817(h)-that is, only
to the extent of the annual increase in
the net surrender value (plus cost of
insurance for the year).

NO INCOME FROM

BORROWING FROM NON-
SECTION 7702(a) POLICIES

As discussed above, until 1988, bor-
rowing from the cash value (invest-
ment) account of any life policy did
not result in the owner having any
gross income even if the cash value
account exceeded premiums paid at
the time of the borrowing. TAMRA
made changes, causing the owner of
a MEC to include any borrowing
from the cash value account in gross
income to the extent the value (with-
oul regard to any surrender value) of
the account exceeds premiums paid.
As explained, an owner who borrows
against the investment (cash) value of
a contract that fails to meet one of the
two actuarial tests of Section 7702(a)
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does not have to include any portion
of the borrowing in gross incormne be-
cause any increase in net (cash) sur-
render value is taxed annually to the
owner even if not borrowed or oth-
erwise withdrawn. The same seems
true for a policy that fails to meet the
diversification requirements of Sec-
tion 817(h) and, in that sense, is
preferable to a Section 7702(a) “com-
pliant” contract that is a MEC.
Nonetheless, to avoid having to in-
clude increases in cash value in a
contract that is not Section 7702(a)
compliant and a contract that fails to
meet the Section 817(h) diversification
requirements, the net surrender value
cannot exceed premiums paid. That
means the owner of such contracts
can borrow or make a partial surren-
der of the policy only up to the
amount of premiums paid but no
more-the owner (or the owner's ben-

eficiary) can receive more only upon
the death of the insured. Thus, the
owner is “locked” into the contract
until it matures (by the death of the
insured or the insureds). This means
that a taxpayer should acquire such
a frozen cash value only if the owner
is certain that there will be no need
to access from the policy more than
the premiums paid.

INVESTOR

CONTROL DOCTRINE

As mentioned earlier in this article,
despite the fact that the a taxpayer

must report, as a general rule, only

income actually or constructively re-
ceived unless there is a statutory pro-
vision requiring inclusion without
constructive receipt, the IRS has at-
tempted to engraft an additional doc-
trine that could cause the owner of
a variable life policy to include in
gross income earnings “inside” the
policy and without any statutory
provision such as for MECs and [or
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contracts that do not meet the defi-
nition of life insurance under Section
7702(a). The 1RS seems to have tried
to develop this “theory” despite the
fact that it has acquiesced, as noted
above, to Cohen. In that case, the Tax
Court ruled there was no such con-
structive receipt with respect to earn-
ings in the life insurance policy say-
ing as quoted abowve, “the petitioner's
right to receive the cash surrender
value, including periodic increments
thereof, was subject to such ‘substan-
tial restrictions’ as fo make inapplicable
the docirine of construclive receipl. Peti-
tioner would have been required to
surrender his entire investment in the
policies in order to realize that in-
come’ The IRS calls this new theory
of income taxation of life insurance
policies (annuity contracts) the “in-
vestor control” doctrine,

The Service began its quest to es-
tablish that doctrine in Rev. Rul. 77-
85, 1977-1 CB 12. It has continued o
issue several additional revenue and
private letter rulings dealing with the
doctrine# It was not until 2003, by

-1
40 Emphasis added.

41 See eg. Rev. Rul 80274, 1980-2 CB 27 Rev. Rul. 81
225,1985-2 CB 12; Rev. Rul, 8254, 1982-1 CB 11: Ltr. Rul,
201417007 (not precedent); Ltr. Rul. 201323002 (not
precedent).

42 The Service seems consistently tolook at the owner

(often referred Lo as the "Holder") of the policy sug-
gesting. perhaps, that, if someone. other than the
policy owner, holds sufficient control over invest-
ments, the doctrine, which would zpply if the control
were held by owner, does not apply to such other
person. In other words, If someone olher than the
owner holds investment control (e.g. the spouse of
the owner or a frust that does not cause the owner
to be treated as its income tax owner under Section
671). the doctrine, at least as the IRS has spparently
attempted to apply it, would not apply. See, eg. Rev.
Rul. 2003-91, 20032 CB 347. "There Is no arrange-
ment, plan, contract, or agreement between Holder
and [Insurance Company] or between Holder and
[Investment] Advisor regarding the availability of a
particular Sub-account, the investrment strategy of
any Sub-account, or the assets to be held by a par-
ticular sub-account.” (Emphasis added.) See also
CCA 2C0840043 (not precedent). There is appar-
ently no constructive cwnership rule under the doc-
trine, even assuming the doctrine exists, Cf. Mina-
han, 88 TC 472 (1987), in which the Tax Court
imposed sanclions ggainst the IRS for continuing
loattempt to apply a constructive ownershiz or ag-
gregahion rule for certain wealth transfer valuation
purposes when no statutory constructive owner-
ship rule existed and stated, in part, It has been
notec that the Congress has explicitly directed that
family attribution or unity of ownership principles
be applied in certain aspects of Federal taxation,
and in the azcsence of legislative directives, judicial
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the issuance of Rev. Rul. 2003-91,
2003-2 CB 347 and Rev. Rul. 2003-92,
2003-2 CB 350, thal the Service, with-
out explanation or proffered rationale,
attempted to extend this alleged doc-
trine from variable annuity contracts
to variable life insurance policies#2 In
any event, the IRS has not established
the parameters of the doctrine al-
though it has indicated that having a
variable contract offer investments
through a so-called “insurance dedi-
cated fund” (IDF)*will not implicate
the investor control issues, provided
that, among other things, “no Private
Placement Variable Annuity (PPVA)
or Private Placement Variable Univer-
sal Life (PPVUL) Investment Account
owner can directly or indirectly influ-
ence the IDF manager with respect to
the selection of funds or securities to
fulfill the IDF's investment mandate!s
Nonetheless, it may have suggested
that even indirect communication
with the insurance company or its
advisor with respect to investments
inside the policy by its owner alone
could trigger the doctrine, causing the

forums should nol extend such principles beyond
those areas specifically designated by Congress.
Furthermore, the subjeclive inguiry into feelings, al-
titudes, and anticipated behavior might well be
boundless” (Citation omitted.)

For example, under the doctrine, if the investrments
In the annuity contract are available to the general
public. the owner will te taxed on Lhe iIncome. See,
eg. Rev. Rul. 82-54,1982-1 CB 1. It is at least arguable.
that the IRS, in attempling to perpetuate the doclrine,
has ignored regulations promulgated Lnder Section
B17(h). See. eq. Lir Rul. 200244001 (not precedent)
Aninsurance dedicatec fund has been defined as be-
ing "similar in many ways to [a] private investment
fund. IL may be established directly by an insurer. a
mutual or hedge fund, or a qualified high-net worth
inveslor. lLs defining characteristicis that It is only avail-
able for use in a tax-compliant, private placement..
Annuity or Private Placement Life Insurance policy”
Www.swiss-annuity.com/php/what_we_do/internz-
tional_investment_strategies/what_we_do interna-
tional_insurance php.

43

4

n

Ligbeskind, "IRS Clarifies the Structuring of Insurance-
Dedicaled Funds,” (6/16/14), discussing LLr. Rul.
201417007 (nat precedent) at wealthmanagement
com/insurancefirs-clarifies-structuring-nsurance-ded-
icated-funds.

46 "Moreover, Holder cannot communicate directly or in-

directly with any investment. officer of [Insurance Com-
pany! or Its sffiliates or with Adviser regarding the se-
lection. guality, or rate of return of any specitic
investrment or group of investments held in a Sub-ac-
count” Rev: Rul. 2003-91, 2003-2 CB 347 Although it
seems extraordinary that merely having communica-
tions with the insurer or its advisor gbaut investments
but without any legally enforceztle right to contral in-
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owner lo be taxed on income earned
inside the policy.

Christoffersen
The only authority on which the IRS
has relied in its Revenue Rulings is
Christoffersen, 749 F2d 513, 55 AFTR2d
85-407 (CA-8, 1984), rehearing and
rehearing en banc denied (1985).
However, reliance on Chrisioffersen, as
approving the doctrine or establishing
it, may be misplaced. First, that case
involves an “annuity” conlract, not life
insurance. These are, of course, sub-
stantially different financial products#
and, by and large, are treated in quite
different ways for tax purposes. As
explained earlier, Sections 7702(a) and
7702A apply only to life policies, not
annuities.*® As indicated above, the
legislative history to those sections is
filled with references exclusively to life
Insurance contracts, not both life in-
surance and annuity products=
Second, as the Eighth Circuit in
Christoffersen points out, the taxpayers
did not even claim the product had
been “annuitized’-that is, had actually

vestments in any way could result in income earned
on the investment being attributed to the ownerfcom-
municator. the IRS from time ta time has indicated that
adverse tax results will occur even if the taxpayer merely
holds an expectation of investment activity See eg. Ltr
Rul. 7737071 (not prececent). although it arlses in an-
other context of whether gain recognized on appredi-
ated assets contributed to a charitable remainder trust,
described in Sechion 664, should be included in the
grass incorme of the trust's grantor. However, it does not
seem that the IRS has taken such an extreme position
incourt. Cf. Palmer, 62 TC 684(1974), affd on another is-
sue 523 F2d 1308, 36 AFTR2d 755242 (CAB, 1975, to
which the [RS scquiesced in 12781 CB 2. In Paimer, the
court held that gain recognized by the liguidation of a
corperation with respect to shares given lo charly be-
fore the liquidation plzn was adopted would not be at-
tributed back to the donor, saying, in part, "Although we
recognize that the vote [to liquidate] was anticipated...
that expectation was not enough” But ¢f Ferguson, 174
F.3d 997 83 AFTR2d 991775 (CA-9,1999).

Unlike an annuity product, a life insurance policy in-
volves a significant risk shifting from the “owner™ and
the beneficiaries who will succeed to the death ben-
efit, on the one side, to the insurance company, on
the other. See Helvering v. Le Gierse, 312 US. 531, 25
AFTR 1181 (1941).

Although Section 72 desls with certain Income tax-
ation aspects of both annuity and life insurance con-
tracts, the taxation Is not the same. See, eg. Section
72(e)3)C), which states, "Except as provided in para-
graph (10) [relating to MECs] and except to the ex-
tent prescribed by the Secretary by regulations. this
paragraph shall appiy to any amount nol received
as an annuity which is received under a life insur-
ance or endowment contract.”

49 See eg. HR. 4333 supra note 25 at 96-97

47

48
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become an annuity contractse The
court does go on to discuss that, under
the arrangement in place during the
tax years in question, the taxpayers
“surrendered few of the rights of own-
ership or control over the assets of the
sub-account” and that “the possibility
that the assets [would] be converted
into an annuity in 2021 [did] not sig-
nificantly impair the Christoffersens’
ownership since all, or any portion, of
the assets [could] be withdrawn before
that time! Perhaps, mosl important, in
contrast to adopting any new doctrine
of “investor control” the court, citin g
to Reg. 1.451-2(a), quoted above, setting
forth the constructive receipt doctrine,
found that “[ulnder the long recog-
nized doctrine of constructive receipt,
the income generated by the account
assets should be taxed to the plaintiffs
in the year earned, not at some later
time when the Christoffersens choose
to receive it This is the essence of Rev.
Rul. 81-225, which we find persuasive”
The arrangement in Chrisloffersen
seems entirely different than the life pol-
icy dealt with in Cohen: a policy of life
insurance involves substantial shifting
of risk al death that an annuity contract
may not, or at least does not, in the
same way a life policy does. As the Tax
Court indicated in Cohen, this risk shifting
would be forfeited by surrendering the
policy and obtaining the underlying as-
sets in the cash value account. This
would seem to fall dearly under that
part of Reg. 1.451-2(a), the constructive
receipt of income regulation, which
provides, in part, that “income is not
constructively received if the taxpayer's
control of its receipt is subject to sub-
i
50 The Eightn Circuit framed the issue on appeal as
“whether the.Contract. purchased by the taxpayers...
is an annuity.and qualified to deferred tax treatment. ”
and slated, In parl, "The Christoffersens co not argue
that the monies receved by the Trust are funds re-
ceived uncer an annulty. The annuity does not start
untilthe year 2021 and then only if taxpayer elects to
exercise his contract at that time” and concluded that
“[olecause the dividends were not received Under an
annuity, [the deferral of taxation allowed for annuity

centracts under] Section 72(e) is not applicable [and]
[tlhe dividends must be included in gross income..”

See Brief of Appellant, Christoffersen v. United States,
841420-N1 (CA-8) (filed 6/6/84), at |, 4-5, 717 for the
government's other thecries raised with the court.

Footnote omitted: emphas's added

5
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53 The doctrine of constructive receipt goes back to at

least 1918 See Article 53 of Regulations 45 under the

stantial limitations or restrictions! The
restriction appears to be there regardless
of the underlying investments in the
policy or the identity of the person who
controls the investments,

Clifford
Perhaps, therefore, in light of the Ser-
vice's acquiescence in Cohen, the only
viable hope for the IRS of some sort
of judicial acceptance of an investor
control doctrine with respect to vari-
able life policies, other than construc-
tive receipt, would be on the princi-
ples of income taxation enunciated in
Helvering v. Clifford, 309 U.S. 331, 23
AFTR 1077 (1940), regarded by some
as the seminal case of charging the
grantor with a trust's income prior to
the adoption of the so-called Clifford
regulations. Indeed, the IRS in Christof-
Jasm rolled out such an argument, in
addition to constructive receipt, to the
Eighth Circuit® The court, in compar-
ing the Christoffersens’ interests in the
“annuity” contract to those of the
grantor in the trust in Clifford, stated,
“Upon examination of the Contract
as a whole, we must conclude that the
Christoffersens, and not [the annuity
company], own the assets of the sub-
account” But later in its opinion, the
court stated, “Under the long recog-
nized doctrine of constructive receipt,
the income generated by the account
assets should be taxed to the plaintiffs
in the year earned, not at some later
time when the Christoffersens choose
to receive it. This is the essence of Rev. Rul
81-225, which we [ind persuasive’s
Consequently, it seems that it is
uncertain how the court in Chrislof-

Revenue Act of 1918 So the Court must have seen
aware of It. However, the decision of the Eighth Circuit
in Christoffersen may read as concluding that Ciifford
1s based on the doctrine of constructive receipt

Emphasis added. Note, "The Federal Estate Tax and
Discretionary Powers to Invade Trust Corpus or Ac-
cumulate Income,” 97 U. of Penn Law R. 221(1948),
n. 82. See. also, Guterman, "The Federal Income Tax
and Trusts for Support—The Stuart Case and Its Af-
termath.” 57 Harv L Rev 479, 487 (1844), where, in
discussing income taxation of Lrust income Lo Lthe
selllor on sccount of an ekligation of support, the
author states, in parl. "It is not iImpossible that some
general doctrine compounded of the Douglas and
Clifford cases may be adduced to hurdle this diffi-
culty. But it would certainly require a straining of
the present doctrine of constructive receipt based
on section 22(a) [(the section of the Internal Rev-
enue Code of 1939 that defines gross income)] to

54
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Jersen reached its conclusion. Tt does
not seem that Clifford is based on the
constructive receipt doctrines The
Supreme Court does not mention it
in its opinion. It was observed long
ago, in discussing Clifford and Douglas
v. Willculs, 296 U.S. 1, 16 AFTR 970
(1935), (the latter case holding that the
grantor created a trust in connection
with his divorce as a substitute for his
alimony obligations, and therefore the
trust's income was taxable to him):
The cases sterming from the [Douglas
vl Willcuts case emphasize the settlor's
support obligation, whereas one of the
greatest avenues of expansion of the (i~
ford doctrine has developed on the sett-
lor's control. Nonetheless, these tvo ap-
proaches are so intertwined in the
constructive receipt concep! as to be al-
most inextricable. Often it is hard to tell
just what the basis of the commissioner's
argument is.. 54
Thus, although it is not certain, it
may be that there are two doctrines
that could possibly be applied: con-
structive receipl under Reg, 1.451-2(a)
and deemed ownership of the assets
under the Clifford principles. If cither
applies, the taxpayer will have to in-
clude the earnings in gross income.
Cohen seemed to foreclose taxation
under the constructive receipt doc-
trine with respect to a life insurance
policy=s If Clifford represents a doctrine
separate from and in addition to con-
structive receipt, deciding whether the
owner of a life policy is taxed on its
earnings seems more complicated
and, in many situations, uncertain.
As pointed out by many commen-
tators, as well as the Treasury, Clifford
turned on whether the taxpayer held
a sufficient number of the “bundle of

Impose a tax on a grantor by reason of the possi-
bility of use of unrestricted income by the depend-
ent to discharge the grantor’s legal obligations with-
out the benefit of the specific terms of a statutory
provision such as section 167 |of the Internal Rev-
enue Code of 1939 and which section is the prede-
cessor to Seclion 677 of the Internal Revenue
Codes of 1854 and 1986]"

Aslong as the centract Is a life insurance policy under
local law, it is treated as such for all tex purposes CIf
any conlract which is a life insurance contract under
the applicable law does nol meel the definition of life
Insurance contracl under subsection (a), such con-
tract shall, notwithstanding such failure, be treated as
an insurance contract for purposes of this Litle™—Sec-
tion 7702(g)(3)), except for the income tax treatment
specified in the Code, such as (1) under Section
T702(QINA) CIf at any time any contract which is 2
life Insurance contract under the zpplicable law does
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rights"ss of property ownership (and
benefit), meaning its application had
to be determined on a case-by-case
basis. “Recognizing that the applica-
tion of this principle to varying and
diversified factual situations' has led
to considerable uncertainty, the Treas-
ury has now set down specific norms
by which in its judgment the doctrine
is to be applied’s by the promulga-
tion of the Clifford regulations under

we have mentioned are relevant to
the question of ownership and are
appropriate foundations for findings
on that issue’s

Section 817(h)

It is at least arguable that Congress
was sufficiently concerned about the
vagaries of the alleged investor control
doctrine that it adopted Section 817(h)
to provide a definite set of rules about

ity to prescribe diversification stan-
dards™In autherizing the Treasury to
prescribe diversification standards, the
Congress intended thal the slandards be
designed to deny annuity or life insur-
ance treatment for investments that are
publicly available to investors and in-
vestments which are made, in effect, at
the direction of the investor. Thus, an-
nuity or life insurance treatment will be
denied to variable contracts (1) that are
equivalent to investments in one or a
relalively small number of parlicular as-
sels (eg. stocks, bonds, or cerlificales ol

Section 22 of the Internal Revenue
Code of 1939 (which were adopted
with virtually no change as the
“grantor trust” rules under Subpart E
of Part 1 of Subchapter ] of Chapter 1
of the Internal Revenue Code of 1954).

In Clifford, the taxpayer held many
rights® and the court certainly did
not indicate that investment control
alone would be sufficientss “Our
point here is that no one fact is nor-
mally decisive but that all considera-
tions and circumstances of the kind

" — . :
foolnote 55, conl'd

not meet the definition of life insurance contract un-
der subsection (@), the incorme on the contract for any
taxable year of the policyholder shall be treated as
ordinary income received or accrued by the policy-
holder during such year?), (2) under Section 72(g) for
MECs, and (3) under Section 7702(g)(1)(A) for policies
that do not meet the diversification requirements of
Section 817(h). The Code does not provide that it will
not be treated as a life policy in any circumstance in
whicn it is cne under applicable (loczl) law. The spe-
alfic treatment and definiticn of life insurance (which
apoears tc be determined exclusively by applicable
law) urder the Code seems to foreclose a finding that
the owrer of the policy "owns” assets within the cor-
tract. Although the Eighth Circuit in Christoffersen
may have found them to be owned by the contract
owners, the contract was not a policy of life insurance
which, as stated, is determined (except for the pre-
scribed special income tax treatment) oy applicable
(local) law. The court found that the contract was not
even an annuity contract. It dees not seem it could
have found a contract not to be a policy of life insur-
ance if it was one under loczl law. Nonetheless, the
IRS might argue that, although the contract is a policy
of insurance and entitled to the tax treatment speci-
fied in the Code, its assets are "owned” for income tax
purpeses by the nolicy owner, although that would
seem inconsistent with the specific treatment under
the Code for such cantracts

A ‘bundle of sticks—in which each stick represents

an individual right—is a common anzlogy made for
the bundle of rights” enwikipediz org/wiki/Bundle_
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it. "Because [Section] 817(h) and the
associated regulalions were enacted
after the investor control authorities,
and because they address some of the
same issues as those authorities, many
in the insurance industry concuded
that [Section] 817(h) superseded the
investor control doctrine!'s

At least part of the legislative his-
tory to the enactment of Section 817(h)
supports that conclusion.

The [Deficit Reduction Act of 1684]
adopts a provision that grants the Sec-
retary of the Treasury regulatory author-

of rights. See Frank Lyon Co, 536 F.2d 746,38 AFTR2d

765060 (CA-8,1976). revid 435 US. 561, 41 AFTR2d
781142 (1978) ("We examine the issue of ownership
by examining the respective rights held by the parties.
In the commen law sense, property rights can be
analogized to a bundle of sticks. Each stick represents
an interest in the underlying res which is the object
of progerty”).

Lynch, "The Treasury Interprets the Clifford Case.” 15
Fordham L. Rew. 161, 161 (November 1946). See also,
Ascher, The Grantor Trust Rules Should Be Repealed,”
96 lowa L. Rev. 885 (2011) (‘fine-grained legal analy-
sis. [Ciifford] mast certainly was nol. * Predictably,
the floodgates of tigation opened wide." (loolnote
omitted)) To avaid further disputes on whelher a
grantor (or another) could be taxed on the Income
earned by a trust, Section 6/1 states, in perl, "No items
of g lrust shall be included In computing the laxable
income and credits of the grantor or of any other per-
son solely on the grounds of his dominion and contral
over the trust under section 61 (relating to definition
of gross income) or any other provision of this title,
except as specified In this subpart.”

“The settlor had created an irrevocable trust for a five-
year term for the benefit of his wife and had retained
for himself a reversionary interest in the entire trust
corpus. As trustee, he had also retained a number of
other controls over the trust property, the most sig-
nificant of which seems to have been the power to
determine how much. If any, of the trust income his
wife would actually receive In any given year***As
trustee, the settlor had 'full cower ta vote the stock
held in trust; to ‘sell, exchange. mortgage, or pledge’

60
5

-4

62

deposit of a single issuer); (2) that invest
in one or a relatively small number of
publicly available mutual funds; (3) that
invest in one or a relatively small num-
ber of specific properties (whether real
or personal); or (4) that invest in a non-
diversified pool of mortgage-type in-
vestments!™If the segregated account
does not meet the prescribed diversifi-
calion slandards, then a variable con-
tract based on the account will not be
treated as an annuity, endowment, or life
insurance contract for purposes of sub-
chapter 1. (relating to taxation of insur-
ance companies), section 72 and section
7702(a) (relating to the definition of a life
insurance contract) 52

any of the trust assets on 'such terms and for such
conslderation’ as he in his ‘absolute discretion
[deemed]fitting’; to invest the trust assets ‘without re-
striction’; to collect the trust income: to compromise
any claims held intrust. and to hold the trust property
in his own or. n assessment of the settlor's powers,
a provision that supplemented the applicable princr
pal and income rules, an exculpatory clause, and a
provision that conferred spendthrift protections on
the wife's income interest [Helvearing v Clifford, 309
US. at 333]" Ascher, supra, note 57 at 890 (footnotes
omitted)

Althougn arising in the centext of potential inclusion
of trusl properly in a settlor's gross estate, the
Supreme Court in Byrum, 408 US. 125, 30 AFTR2d
72-5811(1972), seems to conclude that mere manage-
ment and control over investment in a trust are in-
sufficient to cause the property to be included in the
seltlors gross estate and appears to cite with approval,
Estate of King, 37 TC 973 (1962), which, according ta
the Supreme Court, held that where, "z settlor re-
served the power to direct the trustee in the manage-
menl and investment of trust assels,” there Is no es-
tate tax inclusion

Helvering v Clifford, 309 US. st 336.

Glordani and Chesner, "Private Placement Life Insur-
ance and Anrwities” 870 T, at A-20.

General Explanation of the Revenue Provisions of the
Deficit Reduction Act of 1984 (H. Rept No. 4170, 98th
Cong, 607-609 (1984}, PL. 98-369). orepared by the
Staff of the Joint Committee on Taxation (12/31/84)
(‘General Explanation”).
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Although certain regulations, as
noted above, have been promulgated
by the Treasury under Section 817(h),
none appears to deal with the four ar-
eas quoted above specifically or “in-
vestments which are made, in effect,
at the direction of the investor'e2 This
seems lo have been acknowledged by
the IRS. For example, in Rev. Rul.
2003-91, the Service stated:

Approximately two years after enactment
of § 817(h), the Treasury Department is-
sued proposed and temporary regula-
tions prescribing the minimum level of
diversilicalion thal musl be mel for an
annuity or life insurance contract to be
treated as a variable contract within the
meaning of § 817(d). The preamble to the
regulations stated as follows:

The temporary regulations . . . do not
provide guidance concerning the circum-
stances in which investor control of the
investments of a segregated asset account
may cause the investor, rather than the
insurance company, to be treated as the
owner of the assets in the account. For
example, the temporary regulations pro-
vide thal in appropriate cases a segregated
asset account may include multiple sub-
accounls, bul do nol specily the extent Lo
which policyholders may direct their in-
vestments to particular sub-accounts
without being treated as owners of the
underlying assets. Guidance on this and
other issues will be provided in regula-
tions or revenue rulings under section
817(d), relating to the definition of vari-
able contracts.

TD. 8101, 1986-2 C.B. 97 |51 FR 32633]
(Sept. 15, 1986). The text of the lemporary
regulations served as the text of proposed
regulations in the notice of proposed
rulemaking. See LR-295-84, 1986-2 C.B.
801 [51 FR 32664| (Sept. 15, 1988). The fi-
nal regulations adopted, with certain re-
visions nol relevant here, the Lext of the
proposed regulations.

|

83 This reinforces the notion that. as mentioned in nate
5. if someone other than the cwner chooses the in-
vestments (eg. the spouse of the policy owner), a reg-
ulatary investar cantrol rule should not apply.

64 See eg. Rev. Rul 2003-91, 20032 CB 347 Rev. Ru,
200382, 20032 CB 350,

“Deference to Revenue Rulings A "Revenue Ruling™is
an official interpretation by the Service that has been
puglished in the Internal Revenue Bulletin, Revenue
Rulings are issuec only by the Nationzl Office and are
published for the information anc guidance of tax-
pavers, Internal Revenue Service officials, and others
concerned.” Statement of Procedural Rules ‘We are
not bound by revenue rulings, and, applying the stan-
dard enunciated by the Supreme Court in Skidmore
v Swilt & Co. 323 US. 134 (1944), Lhe weight (f any)
that we affard them depends upon their persuasive-
ness and the consistency of the Commissioners po-
sition over time. See PSB Holdings, Inc. 129 TC 131
(2007) ('Wle evaluate the revenue ruling under the

65
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As foreshadowed in T.D. 2101,
9/15/86, (quoted immediately above),
the IRS has issued Revenue Rulingss
but no regulations (proposed, tempo-
rary or final), dealing with investor con-
trol. However, unlike regulations, Rev-
enue Rulings are not entitled to a high
level of deference by the federal courtss
Essentially, Revenue Rulings seem
merely to state the official position of
the Service and are not binding on tax-
payers or courts as regulations may be.

In any event, it seems appropriate
to mention that Section 817(h) and the
definition of life insurance under Sec-
tion 7702(a) were both enacted as part
of the Deficit Reduction Act of 1984.
The legislative history seems to make
dlear that failure of a contract that is life
insurance under applicable state law to
meet atleast one of the two tests of Sec-
tion 7702(a) or any diversification stan-
dard promulgated by regulation under
Secticn 817(h) would mean the treat-
ment of the contract would be as pre-
scribed under Section 7702(g), which
limits the current taxation of gain or
income experienced inside the policy
to annual increases in net surrender
value only:ss This would seem to mean
that the policy’s owner who has in-
vestor control would be taxed pur-
suant to Section 7702(g), which is the
result of “flunking” the diversification
requirements of Section 817(h), if the
investor control doctrine is embodied
somehow within the latter section.

The IRS has indicated, however, at
least in private letter rulings, that the
investor control doclrine falls under

less deferential standard enunciated in Skidmare v,
Swill &Co, 323 US.134,655CL 161,85 L Ed. 124 (1944))
The Statement of Procedural Rules acknowledges the
meaningful distinction to be drawn between regula-
tlons anc revenue rulings. See section 601601
(dI2)v)(eD. statement of procedural rules ("Revenue
Rulings published in the Bulletin do not have the force
and effect of Treasury Department Regulations (in-
cluding Treasury decisions), but are published to pro-
vide precedents Lo be Used In the disposition of other
cases, and may be cited and relied upon for that pur-
pose’)" Taproot Admin, Servs, 133 TC 202 (7014), affd,
679 F 3c. 1109, 109 AFTR2d 20121446 (CA9, 2012).
Any regulation that dezls with these matters
should be prospective only. “The Congress antici-
pated that any regulations prescribing diversifica-
tion standards changing current practice will have
a prospective effective date” Generzl Explanation,
p. 607

(13
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the uncertain principles of Clifford,
not Section 817(h).&7 Although the
Supreme Court in Clifford did menlion
that the taxpayer, to whom the trust
income was attributed, held invest-
ment control over the assets, this
“right” was only one of the several he
held. Thus, it seems unlikely that the
court would find under an application
of Clifford to variable life insurance
policies that controlling, much less
merely communications about, in-
vestments would be sufficient to cause
the income earned inside the policy
to be attributed to the policy ownerse

In fact, it seems relatively certain
that, under the Clifford principles, in-
vestor control over assets alone cannot
cause the income from those assets to
be taxed to the taxpayer holding that
contral, even if the taxpayer paid the
premiums on the life policy in which
those assets are held. Less than two
months after deciding Clifford, the
Supreme Court decided Helvering v.
Fuller, 310 US. 69, 24 AFTR 667 (1940).
In that case, the taxpayer (Mr. Fuller of
the famous Fuller Brush Company)
created a trust, in connection with his
divorce, for his wife. According (o the
dissent (by Justice Reed) “the settlement
agreement shows that the husband re-
tained voting power over the stock
placed in trust. 60,380 shares of Class
A Common Stock of the Fuller Brush
Company, the only class of voting
stock, was placed in the trust. An equal
amount was retained by the taxpayer.
The aggregate was a majority of the to-
tal of voting stock outstanding” Yet it

7 Citing to Clifford, the IRS has stated,"In its revenue rul-
ings, the Service takes the position that, if the holders
of a variable life insurance policy or vaniable annuity
contract possess sufficient incidents of ownersnip
over the assels supporting the palicy or contract, they
are considered the owners of the underlying assets
for federal income tax purposes. Although the rulings
apply only to variable insurance products. they cite
and adopt the language of the general tax ownership
cases and conclude that contract holders who pes-
sess control aver the investment of lhe separate ac-
count assets Un addition to the other benefits and bur-
dens of contract ownership) are the owners of
separate account assels for federal income tex pur-
poses even if the insurance company retains posses-
sion of and legal title to, those assets.” (fcotnotes omit-
led. emphasis added.) Ltr Rul. 201417007 (not
precedent).

Althaugh private lelter rulings may nol, under Section
B110(k)(3), be cited or used as precedent. the IRS has
indicated that there must be sufficient “incidents of
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is certain that the Court, in holding the
husband was not texable on the divi-
dends received by the trust, rejected
both the application of the Clifford prin-
ciples and the constructive receipt doc-
trine. In fact, although the Court was
aware Mr. Fuller had the voting power,
il stated, in part, "If the debtor retained
no right or interest in and to the prop-
erty, he would cease to be the owner
for purposes of the federal revenue
acts. See Helvering v. Clifford, 309 U.S.
331..." Hence, this voting power alone
was not sufficient to cause the taxpayer
to be taxed on the trust's income. It
seemns, therefore, that control over in-
vestments alone is not sufficient to
cause taxation either under the Clifford
principles or constructive receipt. In
fact, the IRS seems to have acknowl-
edged that at least unofficially.ss

In any event, for the constructive
receipt doctrine to be applied, the tax-
payer must have had some entillement
to the income with which the taxpayer
is charged. As mentioned above, if a
contract of life insurance is a frozen
cash value policy, no one can receive
any income® and certainly not in the
year it was earned. Such a policy is
designed to maximize the death ben-
efit, not to provide any access to the
increase in cash value. Section 7702(g),
which provides the income taxation
of policies that fail to meet the actuarial
tests of Section 7702(a) or the diversi-
fication tests of Section 817(h), causes
no current taxation of income, except
to the extent of an increase in net sur-

[ |
foolnote 68. cont'd

awnershic” to cause the owner to be taxed on income
earned inside a variable insurance or annuity contract.
('the Service takes the position that, if the holders of
avariable life insurance policy or variable annuity con-
tract possess sufficient incidents of ownership over
the assets supporting the policy or contract, they are
considered the owners of the underlying assets for
federal Income tax purposes”) Ltr Rul 20117007 (nat
precedent). The Service has not. however, as men-
tioned in the text, ever spelfled out the parameters of
such atest.

89 Asnoted above, in Ltr Rul. 201417007 (ot precedent),
the Servicein describing its investor control Revenue
Rulings states that the Revenue Rulings “conclude
that contract holders who possess control over the
Investment of the separate account assets (in addition
to the olher benefits and burdens of contract owner-
ship) are the owners of separare account assets for
federal income tax purposes even if the insurance
campany retains possession of, and legal title to, those
assets” (footnote omitted; emphasis acded)
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render value for the year (something
that cannot occur under a frozen cash
value policy)? Thus, it would seem
relatively certain that any investor
control doctrine should not be ap-
plied, at least in the absence of further
developments in the law (by legisla-
tion or, perhaps, regulation), to such a
policy even if the doctrine has some
viability in other contexts? It seems
even more certain that the investor
control doctrine should not apply if
the owner is the insured under the
frozen cash value policy as the insured
could never access or benefit from the
increase in the account value as it
could never be accessed by anyone
during the insured's lifelime-in other
words, it is difficult to discern what
other "incidents of ownership! in ad-
dition to controlling investrments, the
insured owner could have when no
one during the insured's lifetime could
benefit from the “inside buildup”
within the policy.”

Nonetheless, the consequence of
the doctrine applying may be viewed
as sufficiently adverse (no income tax
avoidance) that most taxpayers likely
will try Lo ensure thal the structure of
their life policies falls on the safe side
of the doctrine, such as set forth, by
example, in Rev. Rul. 2003-91.

CONCLUSION

Earnings inside a contract that consti-
tutes life insurance under applicable
(local) law that are not withdrawn are

70 Although one may contend that the owner (or the
owner’s beneficianies) would receive the income upon
the death of the insureg, Section 101@XT) explicitly
provides, subject to exceptions, that the desth benefit
{including increases in cash value) s not included in
gross income.

It may be noted that, in Clifford, the taxpayer could
not receive the income for five years because It was
payable far that period to his wife. The Supreme Court
noted that the close family relationship meant that
the taxpayer, as a practical matter, would benefit from
theincome currently as paid to his wife. However, with
a frozen cash value policy. no one can recelve any
benefit from Lhe income untl the insured dies, other
than its use to pay the cost of the nel amounl at risk.
which, as mentioned above, is currently taxed to the
policy's owner.

As noted above, in Ltr. Rul. 201417007 (not prece-
dent), the Service seems to acknowledge that control
over investrments alone Is not sufficient for the in-
come inside the contract to be taxed to the owner
because the IRS Revenue Rulings "conclude that con-

7
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not subject to income laxalion as
earned except to the extent of the an-
nual increase in net surrender value
but only if the contract fails to meet
one of the two tests set forth in Section
7702(a) or the diversification rules of
Section 817(h) and its regulations.
Moreover, neither the receipt of any
amount by a partial surrender of the
policy nor any amount received by
a borrowing against cash value is in-
cluded in gross income unless the
policy is a MEC, and then such an
amount is included in income to the
extent of the increase in cash value
(determined without regard to any
surrender charge). However, according
to the Service's investor control doc-
trine, a policy owner of a variable life
policy will be taxed on the income
earned inside the contract when the
owner has an undefined level of con-
trol over the investments and, perhaps,
has certain other undefined “incidents
of ownership; although, as mentioned,
perhaps limited to annual increases in
net surrender valuc if the doctrine falls
under the purview of Section 817(h).
Despite the contention of the IRS to
the contrary, it does not seem that any
court has adopted an independent in-
vestor control rule. Nonetheless, gen-
eral tax principles developed by the
Supreme Court, as reflected in Clifford,
might cause the owner of a variable
contract to be taxed on the earnings
in some cases. Therefore, it seems pru-
dent to attempt to structure the policy
to aveid that result. @

tract holders who possess control over (he Invest-
ment of the separate account assets (in addition ro
the other benefits and burdens of contract owner-
ship) are the owners of separate account assets for
feceral income tax purposes even if the insurance
company retains possession of, and legal title to,
those assets” (footnote omilted: emphasis added)

73 In 3 similar vein. it seems Lhatif the policy is owned

by a non-grantor trust, the investar cantrol doctrine,
applied under the Clifford principles, should not apply
merely because the grantor controls investments.
Wirtually, by definition, the fact that neither the grantor
nor the grantor's spouse would have any beneficial
interest and investment control does nol Lrigger
grantor trust status except in the limited circum-
stance as to stock s described in Section 675, Al-
though the IRS might contend that the grantor
should be treated as owning the policy (and under
some other doctrine the policy’s underlying assets)
I the trusl were a granlor lrust (see Rev. Rul B5-13,
1985-1 C3184). there is no such imputed ownershio
ifitis nota grantor trust.
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