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SEAC Secondary
Guarantees Debate
I as areasonable transcription of
a staged debate at a recent
meeting of the Southeastern Actuarial
Clubin Key West, Florida. The topic of
the debate was how appropriate are no-

lapse secondary guarantees on universal
life insurance products.

he following articleis presented

Resolved: UL products providing
secondary guarantees are not required
to provide nonforfeiture benefits
related to the secondary guarantees.

Affirmative: David J. Orr, A.SA,
M.A.A.A, El.A., Senior Vice President
and Chief Actuary
Banner Life Insurance Company
Rockville, Maryland

Negative: Darin G. Zimmerman,
FSA. M.A.AA, Consulting Actuary
Tillinghast -Towers Perrin
Atlanta, Georgia

Moderator: JamesD. Atkins, FS.A.,
M.A.A.A, Senior Vice President
GE Financial Assurance
Lynchburg, Virginia

Moderator: In order to framethe
debate, | will spend just afew
moments going over some definitions
and issues at the heart of the matter.
The definition of a secondary guaran-
teeisapolicy provision that keeps a
universal life (UL) policy in force,
even if the cash surrender valueis
zero. The Primary Guaranteein a UL
plan limits the maximum Cost of
Insurance Rates and Expense Charges
and the minimum Credited Interest
Rate. The policy says aslong asthe
cash surrender value is at least as great
as the monthly deduction, the policy
will stay in force. Thiswasthe only

(continued on page 2, column 1)

f In Thislssue \

Revenue Procedure 99-27

by Brian G. King & Christian J. DesRochers
I . ; A

released the details of a program to alow life g ’

insurers to correct inadvertent failures to £ i
comply with the modified endowment (MEC) rules £ \
under section 7702A of the Internal Revenue Code (the - - /‘
“Code”). Under the program, the Service will enter Y
into closing agreements that will provide that y -, L T
contracts for which premiums have been collected(\' i .
that exceed the aggregate 7-pay limit will not be .‘ T
treated as MECs. -

As announced, the revenue procedure is effective
as of May 18, 1999, but is limited to relief requests
received on or before May 31, 2001. To enter into a closing
agreement under the revenue procedure, alife insurance company must file aruling
request, accompanied by a closing agreement. The company must also pay a“toll
charge” computed as described in the revenue procedure. In addition, the contracts
covered in the closing agreement must be brought into compliance with section 7702A,
by increasing the death benefits or by returning the excess premiums and earnings on
those premiums to the policyhol der.

Because the revenue procedure is generally available to alife insurance company
only once (except in limited instances), companies may decide to defer filing their
ruling request to adate closer to the expiration date of the revenue procedure (May 31,
2001). However, before a company can decide when to file its ruling request, a signifi-
cant work effort must first be undertaken, which at a minimum includes the following:

he Internal Revenue Service (the “ Service”) has

%,

&7

» Determine which contracts meet the definition of “inadvertent MEC.”

(continued on page 3, column 1)
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Revenue Procedure 99-27
continued from page 1

* |dentify the reasons why contracts
inadvertently became MECs.

» Make any necessary system modifica-
tion to prevent future inadvertent
MECs.

* |dentify policyholders that may want a
MEC.

 Caculatethe “toll charge” the
company must pay to the Service.

 Determine the corrective action neces-
sary (if any) to bring contracts into
compliance with the 7-pay test.

» Assemble the necessary data required
for the submission to the Service.

Depending on the number of MECs
involved and the availability of historical
policy level data, thiswork effort may be
substantial and take several months or
more to complete. Companies that can
effectively manage this process and
understand their financial exposure to
“inadvertent MECs” will be in a better
position to make the business decision of
when to file their ruling request and
insure that the ruling request will be filed
before the expiration of Revenue
Procedure 99-27 .

Applicability of the Revenue
Procedure

There are a number of limitations within
the revenue procedure that may limit its
applicability. In general, the MEC correc-
tion program outlined in the revenue
procedure initially appears to be more
focused on errorsin policy administra-
tion, rather than errorsin the calculation
of the 7-pay limitation. The program
appliesto contracts that are clearly
designed to be non-MECs. The revenue
procedure is not available to certain cate-
gories of policies, including:

»  Policies meeting the Code section
264 definition of corporate-owned
life insurance.

+ Policiesinwhichtheerroris
“egregious.”

Policies that are highly investment-
oriented under standards set forth in
the revenue procedure. For example,
apolicy that, by itsterms, is paid-up
in less than seven annual premiums
isnot eligible.

e Paliciesfor which the amount paid
in any contract year of the test period
exceeds 300% of the 7-pay premium
for the contract year.

« Policiesreporting a cash surrender
value? that exceeded the contract
holder’s investment in the contract
within three years after issuance and
the assumed 7-pay premium exceeds
the correct 7-pay premium by more
than 150%.

Because the guidance was designed to
encourage insurance companies to volun-
tarily bring their systems into compliance
for all their contracts except for “unusual
facts and circumstances,” the revenue
procedure is generally available to a
company only once. This may cause
some companies to delay their submis-
sions to adate closer to the end date of
the program.

Calculation of the Amount
Due

The amount required to be paid with
regard to a contract under the terms of
the revenue procedure consists of three
components. The first two components
relate to amounts due as a result of
taxable distributions®. The third compo-
nent relates to amounts due on overage
earnings. If ataxable distribution
occurred on a policy during the period
within two years before the date on
which the contract became a MEC, the
following amounts will be required to be
paid:

A) Theincometax and the 10% penalty
tax under section 72(v) (if applica

ble) with regards to amounts
received (or deemed received). No
income tax will be due on amounts
aready reported to the policyholder
astaxable.

B) Deficiency interest computed under
section 6621(a)(2) on amounts
described in (A) for thetax yearsin
which the amounts were received (or
deemed received).

Regardless of whether taxable distri-
butions occurred on a contract, amounts
will be due with respect to the overage
earnings. Thisamount is defined as the
product of the following three items:

1) theexcess, if any, of the contract’s
cumulative overage earnings over
the proportionate share of overage
earnings allocable to taxable distri-
butions under the contract, and

2) theapplicabletax rate, and
3) thedistribution frequency factor.

The cumulative overage earningsis
the sum of the overage earnings for each
contract year. The overage earnings for a
contract year is defined as the overage
for that year plus the cumulative overage
earnings for all prior contract yearstimes
the applicable earnings rate (see follow-
ing section for a description of the
applicable earnings rate). The overage for
aparticular calendar year issimply the
excess, if any, of the sum of amounts
paid during the entire test period over the
7-pay limit applicable to that contract
year. An offset to the cumulative overage
earningsis provided if taxable distribu-
tions occurred. This offset is defined as
the proportionate share of overage earn-
ings alocable to taxable distributions
under the contract and is the product of:

1) thetotal amount of taxable distribu-
tions under the contract, and

(continued on page 4, column 1)
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2) afraction, defined as:
(a) the cumulative overage earnings,
divided by
(b) thetotal income on the contract,
defined as the cash surrender value
less the policyholder’s investment in
the contract.

The distribution frequency factor is
either 0.8 or 0.5 depending on the loan
interest rate and withdrawal provisions
of a particular contract. For most flexible
premium universal life insurance con-
tracts, the distribution frequency factor
will be 0.8. Most traditional whole life
contracts will have a 0.5 distribution
frequency factor*. Assuch, it would
appear the 0.8 factor would apply to
most contracts eligible for this revenue
procedure.

Proxy Earnings Rate

In determining the appropriate contract
earnings rates, the calculationsin the
revenue procedure are not based on
actual earnings rates under the contracts.
The revenue procedure provides that
earnings on excess premiums are to be
calculated using a Moody’s rate for
general account (fixed-rate) contracts and
an insurance-industry aggregate rate for
variable contracts.

For non-variable contracts, the earn-
ings rate applicable to a contract year is
the general account total return for the
calendar year in which the contract year
begins. The general account total return
isthe calendar year arithmetic average of
the monthly interest rates described as
Moody’s Corporate Bond Yield Averages
—NMonthly Average Corporates. For vari-
able contracts subject to 817(d), the
earnings rate applicable to a calendar
year that begins before January 1, 1999,
are specified in the revenue procedure.
The earnings rate applicable to a calendar
year that begins after December 31,

1998, is derived according to aformula
set forth in the revenue procedure.

Applicable Tax Rates

One change in the revenue procedure
from prior Service practice is the use of
multiple assumed tax rates that vary by
the face amount of insurance. In the past,
IRS closing agreements under section
7702 imposed a single tax rate of 28%.
Similarly, under Rev. Proc. 92-25, the
Service applied a 28% marginal rate to
all income for variable life insurance
contracts. In Rev. Proc. 99-27, the
marginal tax rate varies with the amount
of the death benefit®. The applicable
percentage is the marginal tax rate to be
applied. It isequal to:

Revenue Procedure 99-27
Applicable Earnings Rates

Calendar General Separate
Y ear Account Account
1988 10.2% 13.5%
1989 9.7% 17.4%
1990 9.8% 1.4%
1991 9.2% 25.4%
1992 8.6% 5.9%
1993 7.5% 13.9%
1994 8.3% -1.0%
1995 7.8% 23.0%
1996 7.7% 14.3%
1997 7.5% 17.8%
1998 6.9% 19.7%

1) 15%, if the death benefit under the
contract isless than $50,000

2) 28% if the death benefit under the
contract is equal to or exceeds
$50,000 but is less than $180,000

3) 36%, if the death benefit under the
contract is equal to or exceeds
$180,000

Policy Level Data
Requirements

The MEC correction program as outlined
in the revenue procedure has significant
administrative requirements, requiring
substantial amounts of data to be submit-
ted, particularly if the submission
encompasses more than afew contracts.
For each contract, the following informa:
tion will need to be included in the
submission to the Service (which appears
to be arequest for datain a hard-copy
format):

1) specimen copy of the contract form
2) policy number

3) taxpayer identification number of
the contract holder

4) origina issue date
5) death benefit

6) 7-pay premium assumed when the
contract was issued

7) cash surrender value at the end of
each contract year

8) adescription of the defect(s) caus-
ing the contract to fail the 7-pay test

9) adescription of the administrative
procedures the issuer hasimple-
mented to ensure none of its con-
tracts will inadvertently fail the
7-pay test in the future
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10) adescription of any material changes
and the date of each material change

11) information pertaining to each distr-
ibution to which section 72 applies:
(@) thedate and amount of each
distribution

(b) the amount of the distribution
includible in the contract
holders gross income

(c) theamount of grossincome
reported to the contract holder
and to the Service on atimely
filed information return as a
result of the distribution

(d) the date on which the contract
holder attained (will attain) age
59

(e) whether the distribution is
attributable to the contract
holder becoming disabled

(f) whether the distribution is part
of aseries of substantially equal
periodic payments made for the
life (or life expectancy) of the
contract holder

12) atemplate setting forth the following
information for each contract:

(@) the cumulative amounts paid
under the contract within each
contract year of the testing
period

(b) the contract’s cumulative 7-pay
premium

(c) theoverage, if any, for each
contract year

(d) theearnings rate applicable for
each contract year

(e) theoverage earningsfor each
contract year

Sample Calculations

The revenue procedure details the toll
charge calculation for two hypothetical
contracts. We have summarized the two
examples provided in the revenue proce-
dure and added two of our own.

» Example 1 (seetable on page 20) is
presented in the revenue procedure.
It illustrates the effect of small over-
payments made in various policy
years.

Example 1a (see table on page 20) is
an example prepared by Avon
Consulting Group that illustrates the
effect of aconsistent early payment
of premium on avariable product, so
that the policy is out of compliance
for only one day each year.

e Example 1b (seetable on page 21) is
also an example prepared by Avon
Consulting Group showing the effect
of amaterial change.

e Example 2 (seetableon page 21) is
presented in the revenue procedure.
It illustrates the effect of a prior tax-
able distribution.

Example 1. Thisexampleisbased on a
contract with a death benefit of $180,000
and a 7-pay premium of $10,490. The
contract has not had any prior distribu-
tions. Therefore, the toll charge is ssimply
based on the overage earnings. One of
the important features in the determina-
tion of the overage amount is that the
overagein aparticular contract year may
remain in the contract provided amounts
paid are less than the 7-pay limit in sub-
sequent years’. The revenue procedure
only requires that the overage earnings be
based on the current overage amount, in
addition to the cumulative overage earn-
ings for prior contract years.

Asillustrated in Example 1, the toll
charge is defined in the revenue proce-
dure as the product of the following three
items:

e The cumu7lative overage earnings
($404.37) ,

e The applicable percentage (36%),
and

e Thedistribution frequency factor
(0.5).

The amount required to be paid with
regard to this contract is $72.79. In addi-
tion, as part of the terms of the closing
agreement, the company will be
required to bring contracts into compli-
ance with section 7702A, either by an
increase in death benefit or by the return

of excess premium and earnings,
thereon.

Example la: Thisexampleisbased on
the same contract characteristics as
example 1 (i.e., $180,000 death benefit
and a 7-pay premium egual to $10,490)
but instead the policy is avariable con-
tract. Therefore, the insurer isrequired to
accept the premium when received. In
this example, the premium pattern has
been dightly modified so that the policy-
holder attempts to fund the contract on an
annual basis with premium payments
equal to the 7-pay premium. Inyear 1, a
payment of $10,490 isreceived. The
second year’'s payment is applied to the
contract one day prior to the anniversary,
resultinginaMEC. A similar pattern
continues for all subsequent contract
years (i.e., the premium is applied to the
contract one day prior to the anniver-
sary). The contract is therefore reporting
an overage amount each year equal to
one 7-pay premium. Under this example,
it appears that the amount required to be
paid would be substantial, since the over-
age earnings seem to assume the overage
amount is present in the contract for the
full contract year, when in reality the
overage amount was only present for one
day. If thisis correct, the amount
required to be paid would be $2,794.51
(.5 times 36% times $15,525.04).

Example 1b: Contracts undergoing mate-
rial changes or reductionsin benefits may
have difficulty meeting the dligibility
requirements for this revenue procedure,
particularly if the 7-pay limit was not
adjusted to reflect the material change or
the reduction in benefit. Example 1bis
based on the same facts as Example 1,
with the exception that amaterial change
(the addition of aqualified additional
benefit) occurs at the end of year 5. At the
time of the material change, the cash
surrender value is assumed to be $60,000.
The 7-pay premium for the materialy
changed contract is $2,450.

By failing to adjust the 7-pay premium
for the material change, the contract
would not meet the eligibility require-
ments for this revenue procedure. One of
the conditions for digibility outlined in

(continued on page 6, column 1)
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Section 4.03 requires that amounts paid in
any contract year not exceed 300% of the
7-pay premium for the contract year.
Premiums paid in years 6 and 7 clearly
exceed the 300% threshold, which would
disqualify the contract for eligibility
under the revenue procedure.

Example 2: This exampleis based on the
same facts as example 1 except that a
policy loan occurred at the beginning of
contract year 5 in the amount of $3,000.
At the time of the policy loan, the con-
tract was a MEC. Therefore, the loan
should have been reported as a taxable
distribution. The gain in the contract at
the time of the loan was $4,750 that
should have resulted in the full distribu-
tion being reported as taxable in the tax
year 1996. The amounts required to be
paid with regard to this contract are
based on the sum of the following:

1) Theincome tax ($3,000 times 36%)
and additional tax® ($3,000 times
10%) under section 72(v) due on the
$3,000 distribution which occurred
in 1996, which equals $1,380,

2) The deficiency interest due under
section 6621(a)(2) for the tax that
was due in 1996 which equals
$237.74 (17.304% times $1,380)’,
and

3) Thetax due on the overage amount,
which is the product of:

a) The excessof the cumulative
earnings ($404.36) over the
proportionate share of overage
earnings allocable to the taxable
distribution ($83.66) ", and

b) The applicable percentage for
the contract (36%), and

¢) Thedistribution frequency
factor (0.5).

Numerically the amount required to be
paidis 1,380.00 + 237.74 + [.36 x .50 x
(404.37 - 83.66)] which equals 1,675.47.

Brian G. King, FSA, MAAA, is consulting
actuary at Avon Consulting Group LLP

in Avon, CT. He can be reached at
bking@avonconsulting.com.

Christian J. DesRochers, FSA, MAAA,
is partner of Avon Consulting Group
in Avon, CT. He can be reached
atdesrochers@avonconsulting.com.

Footnotes

1) Inthe past, the Service has continued
correction programs beyond the
scheduled ending date. However,
thereis simply no way of telling
whether thiswill be the case for this
program.

2) Theterm “cash surrender value”
referenced in Revenue Procedure 99-
27 represents the cash value of a
contract before surrender charge, as
defined in section 7720(f)(2)(A).

3) Revenue Procedure 99-27 contains a
special rule for pre-1999 contracts
with de mininis overage earnings
(i.e., overage earnings less that $75).
For these contracts, the amount
required to be paid is determined
without regards to tax and deficiency
interest due on prior taxable
distributions.

4) The existence of paid-up additions
on atraditional whole life contract
may require the use of the 0.8 distri-
bution frequency factor.

5) Datathat Avon Consulting Group
has analyzed with respect to the
ownership of individual permanent
(cash value) life insurance suggests
that the amount of insurancein force
generally increases with household
income. Given the high correlation
between face amount of insurance
and household income, we believe
that the use of face amount brackets
provides a better estimate of the
actual tax that would be dueiif the
tax were paid by policy owners.

6) Thisis particularly important for
those MECs that resulted from the

7)

8)

9)

10)

payment of a premium just prior to
an anniversary where the premium
was intended for the following
contract year. The overage amount
will only exist for one contract year,
asthe overage will be allowed back
into the contract following contract
year as aresult of theincreased 7-
pay limit, assuming additional
premium is not collected which
resultsin additional overage
amounts in subsequent years.

Since the policy detailed in Example
1 had no prior distributions, no
adjustment is needed to the cummu-
|ative overage amount for the
proportionate share of overage earn-
ings alocable to taxabl e distribu-
tions under the contract.

The example assumes for illustrative
purposes that the insured is subject
to the additional tax under section
72(V).

The deficiency interest rate factor
represents the cumulative defi-
ciency interest rate for under
payments by an individual taxpayer
from April 15, 1997 to March 31,
1999.

The proportionate share of overage
earnings allocable to taxable distri-
butions is 83.66, which is based on
the product of:

1) Thetotal amount of the taxable
distribution ($3,000), and

2) A fraction ($404.37 divided by
$14,500), the numerator of whichis
the contracts cumulative overage
earnings ($404.37) and the denomi-
nator of which isthe total income on
the contract (specified in the revenue
procedure as $14,500).



