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any life insurance sales
depend upon the replace-
ment of less competi-
tive policies with new
policies. By exchanging
an existing policy for a new policy in
accordance with Section 1035 of the
Internal Revenue Code' (Code), the
policyowner can defer income taxes
that would otherwise be payable on
the exchange. The Technical and
Miscellaneous Revenue Act of 1988
(TAMRA) upset this so-called *‘roll-
over market’’ due to fears that the
new policy would be classified under
TAMRA as a modified endowment
contract (MEC), from which distri-
butions are taxed less favorably than
distributions from other life insur-
ance policies. Consequently, avoid-
ing MEC treatment is desirable in
many cases.

This article first discusses the rules
under Section 1035 of the Code for
deferring taxable gain on the ex-
change of a life insurance policy for
another life insurance policy. The ar-
ticle next discusses and evaluates the
MEC rules. Finally, the article
examines the interrelationships be-
tween Section 1035 and the MEC
rules, and explores possible solu-
tions to problems posed by TAMRA.

Section 1035 Exchanges

Operation of Section 1035
Section 1035 sets forth a method
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for exchanging a life insurance pol-
icy for another life insurance policy,
while deferring the recognition of in-
come that may otherwise result if an
existing policy is surrendered out-
right and replaced later with a new
policy.* Other exchanges are also
permitted.* No gain or loss is recog-
nized on the exchange.®* The
policyowner’s basis in the new con-
tract is the same as the basis in the old
contract.” The owner of the new con-
tract must be the same as the owner
of the previous contract.® There is no
requirement that the contracts have
the same face amount, although cau-
tion suggests retaining the same face
amount.”

Treatment of Policy Loans

This tax deferral rule works sim-
ply and cleanly when the existing
policy does not have a policy loan. A
policy lean, however, complicates
the operation of the rule. If the new
insurer asswmes a loan under the
existing policy, or accepts the exist-
ing policy subject to a loan, the
policyowner is treated as receiving
cash upon the exchange. The amount
of cash treated as received by the
pelicyowner is the amount of loan as-
sumed or accepted. In such a case, if
the policyowner would have had a
gain on the existing policy if it had
been surrendered, the policyowner
will have taxable income on the ex-
change. The taxable income equals
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the amount of the loan assumed or
accepted, but the taxable income
may not exceed the amount of the
gain that would have resulted upon
surrender of the existing policy.®

Before invoking Section 1035 the
policyowner should determine
whether there would be any gain if
the existing policy was surrendered.
Generally, there would be a gain if
the sum of the premiums, minus di-
vidends, is less than the sum of the
cash surrender value plus outstand-
ing loans. In other words, if upon
surrender the policyowner would re-
ceive more in cash from the policy
than the owner paid in premiums on
the policy, there would be gain to the
extent that the cash received exceeds
the cost of the policy. If there would
not be a gain, then the existence of a
loan will not result in any taxes, and
the client need not elect Section 1035
treatment. In such cases, a policy can
be surrendered, and the cash used to
buy a new policy, without any taxa-
ble income to the policyowner. In
some cases, however, the client may
still want to elect Section 1035 treat-
ment so that he or she can carry over
the Joss basis to the new policy.

If there would be a taxable gain
because of a loan, one way to avoid
recognizing & gain is to have the new
insurer issue the new policy with a
loan outstanding for the same
amount as on the old policy. In such
acase. the policvowner should not be



“ The only cases permitting the surrender of a policy
and then the purchase of a new one involve annuity
policies under pension plans . . .
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treated as receiving any cash on the
exchange.® Unfortunately, few, if
any, companies will issue a new pol-
icy with a loan already on if.

There are several other possible
solutions that may avoid income
taxes. First, the client can use other
cash assets to pay off the loan, so that
upon exchange there will not be a
loan outstanding. The payment will
increase the cash surrender value of
the existing policy, and after the ex-
change is completed, the client can
borrow the same amount as the old
loan, but this time from the new pol-
icy. The second loan will not be taxa-
bie unless the new contract is treated
as a modified endowment contract,
as discussed below.

The client may borrow the needed
funds from a bank, or if the client has
other life insurance policies, the
client may consider borrowing from
the other policies. Often clients have
several policies that they surrender
for a new policy.”® In doing so the
client should examine each policy in-
dividually, rather than lump them all
together, because the client may find
that by bomowing on policies that
upon surrender would be loss situa-
tions, the client can repay loans on a
policy that would otherwise cause
the recognition of income.

Clients, therefore, must carefully
analyze the tax consequences before
proceeding with the exchange of one
life insurance policy for another, and
they should seek tax and legal counsel
about the effects of the exchange. If a
cHent does not do so, he or she may
receive a ‘‘surprise,”” such as when
the client receives a 1099 at the end
of the year from the original insurer.

Electing Section 1035 Freatment
Since Section 1035 permits the de-
ferral of income that would other-
wise be taxable, the Section’s techni-
cal requirements should be strictly
followed, The existing policy should
be assigned by the owner to the new
insurer, and the new insurer should

then surrender it, and issue a new pol-
icy to the owner.'! If the owner sur-
renders the existing policy, receives
the cash surrender value, and then
pays the cash surrender value to the
new company, the transaction proba-
bly will not qualify under Section
1035, as the existing policy would
not have been ‘‘exchanged’’ for the
new one,'* The only cases permitting
the surrender of a policy and then the
purchase of a new one involve an-
nuity policies under pension plans,
not iife insurance policies. In those
cases the annuity policies were
nonassignable by their terms, and ad-
ditional restrictions existed on the
transaction. '
ue to the paperwork in-
volved in a Section 1035 ex-
change, the agent and client
should evaluate whether itis
worth the effort. The original
msurer may not readily'* provide the
necessary information for the client
to make an informed decision, and
guestions aside of the propriety of
such failure, the practical result is
that someone, usually the agent, will
spend many unexpected hours (*‘sur-
prise’’) trying to gather and piece to-
gether information. Even if the
necessary information is available,
the agent usually completes the paper-
work, and guides the transaction
through underwriting at the new in-
surer. These are services in addition
to placing the insurance policy, and
the agent usually does not receive
any additional compensation for
these additional services.

Even if the proper formalities are
observed, clients sometimes receive
a 1099 from the original insurer. The
client should rightfully not be con-
cerned, but anyone who has ever re-
ceived a 1099 by mistake can com-
miserate with the client about the
extra time needed to convince the IRS
that an error has been made. How-
ever, it may take more time than the
client anticipates. To lessen the pos-
sibility that clients will be anxious if
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they receive 2 1099, the client should
be forewarned of this possibility.

Modified Endowment
Cantracts

Distributions from a MEC

If a contract is classified as a mod-
ified endowment contract (MEC),
any distribution from that contract is
included in the recipient’s income to
the extent of the gain under the con-
tract at the time of distribution. The
termn ““distribution””  includes all
loans and partial surrenders, as well
as all dividends,'* except dividends
retained by the insurer to pay pre-
miums or to buy paid-up additions. '
In addition to including the distribu-
tion in income, a ten percent penalty
tax is charged on the amount of the
distribution. The penalty tax does
not apply if the distribution is due to
death or disability, or if it is made
after age 59%2, or if it is made aver
the life expectancy of the policy-
owner, or over the joint life expec-
tancies of the policyowner and the
beneficiary.'” In other words, the
taxation of a MEC is now similar to
that of an annuity. Instead of **first-
in first-out”” (FIFQO) treatment usu-
ally accorded life insurance con-
tracts, a MEC is taxed under ‘‘last-in
first-out”” (LIFQ).

Definition of Modified
Endowment Contract (MEC)

A MEC is a life insurance contract
entered into after June 20, 1988 that
does not meet the 7-pay test de-
scribed below. A MEC is also a life
insurance contract that is exchanged
for a contract described in the previ-
ous sentence.'® Note that this is a
two step process—the first step is to
determine whether the contract is a
life insurance policy, which requires
satisfying the cash value accumula-
tion test, or the guideline premiom
and corridor test.'® The second step
is to determine if the life insurance
policy is a MEC. To avoid MEC
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treatment, then, a policy must simul-
taneously satisfy the cash value or
guideline premium/corridor test, as
well as the 7-pay test.
nsurers simphify the calculation
of the 7-pay limit by providing
computer proposals and rate cards,
Consequently, to determine the
7-pay limit it is not necessary ta
understand the test intimately. The 7-
pay test is as follows: A life insur-
ance contract fails the 7-pay test if
the accumuiated premium paid under
the contract at any time during the
first seven contract years exceeds the
sum of the net level premiums that
would have been paid on or before such
time if the contract provided for paid-
up future benefits after the payment
of seven level annual premiums.
There are several computational
rules to assist in applying the 7-pay
test. First, the 7-pay computation is
made as of the issue date. Secondly,
the death benefit provided for the
first seven years is deemed as pro-
vided until maturity date without re-
gard to any scheduled reduction after
the first seven contract years.?' A re-
duction after the first seven years,
therefore, should not trigger retest-
ing. Third, if there is a reduction in
benefits within the first seven years,
the test is applied as if the contract
had originally been issued at the re-
duced benefit level. If the reduction
is due to the nonpayment of premiums,
and the benefits are reinstated within
ninety days of the reduction, the re-
duction is not taken into account.?

Material Change Rules

If there is a material change in the
benefits (or in other terms of the con-
tracty, and the change was not reflected
in any previous determination under
these rules, then the contract is treated
as entered into on the date of the ma-
terial change, and adjustments will
be made to take into account the cash
valug under the contract.” Thus,
policies must be retested under the 7-
pay test if there is a material change.

The term *‘material change’” means
any increase in future benefits under
the contract, with several exceptions
as follows: (1) increases resulting
from funding the lowest level of fu-
ture benefits payable in the first
seven contract years (after consider-
ing increases necessary to prevent a
decrease in the excess of the death
benefit over the cash surrender value),
and (2} increases due to the crediting
of interest or other earnings (including
dividends).* Consequently, a mate-
rial change generally occurs whenever
the policyowner, as opposed to the
terms of the contract, acts to increase
the benefits under a policy.

Distributions Affected If Contract
Fails 7-Pay Test

If a contract fails the 7-pay test,
any distributions made during the
contract year of the failure are sub-
ject to the rules for MECs. All distri-
butions in all subsequent years are
also subject to the rules. Further-
more, distributions made in anticipa-
tion of failing the test are subject to
the Tules, and the statute defines such
distributions as those made within
the two years before the failure to
meet the 7-pay rules.?

Definitions

The amount paid under the con-
tract does not include any premium
returned by the insurer within 60
days after the end of a contract year.
Any interest returned within the sixty
day period is included in income. A
contract year is the 12 month period
beginning with the first month for
which the contract is in effect, and
subsequent twelve month periods.
Since the statute requires the return
of the premium within the sixty day
period, the client should have re-
ceived and deposited the refund
check within the sixty day period. A
mere request for a return of premium
probably will not be enough. If the
refund is mailed within the sixty day
period, perhaps that will be suffi-
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cient. This sixty day grace period
provides the best opportunity under
TAMRA to correct an unintentional
MEC.

Antiabuse Rules

All MECs issued by an insurer to
the same policyholder during any
twelve month period shall be treated
as one MEC.* This rule is designed
to prevent abuse of the MEC require-
ments by multiple purchases.

Effective Dates

The MEC rules apply to contracts
entered into after June 20, 1988, but
there are additional rules that bring
pre-June 21, 1988 contracts under
the new statute.? If the death benefit
on a pre-June 21 policy increases by
more than $150,000 over the death
bepefit in effect on October 20,
1988, the material change rules
apply to the policy, and the policy
will be subject to the 7-pay test. This
$150,000 rule does not apply to a
contract that requires at least seven
level annual premium payrments and
under which the owner continues to
make level annual premium pay-
ments over the life of the contract.
This exception apparently grand-
fathers traditional whole life
policies, as opposed to flexible pre-
mium policies. Another additional
rule is that a contract entered into be-
fore June 21, 1988 is treated as en-
tered into on or after that date if, after
June 20, 1988, the death benefit is
increased, and, before June 21,
1988, the owner did not have a uni-
lateral right to obtain the increase
without providing evidence of insur-
ability. The $150,000 rule and the uni-
lateral right rule, when read together,
apparently mean that the $150,000
exception applies only if the policy-
owner also meets the unilateral right
exception. Still another rule is that a
contract entered into before June 21,
1988 is treated as entered into on or
after that date if, after June 20, 1988,
the contract is converted from 2 term



“Before trying to avoid the MEC rules,
clients should consider whether the result of

MEC treatment warrants taking evasive action...

a
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contract to something else, in spite of
the owner's unilateral right to do so.
The result of these rules is that just
about any policy that has an increase
in benefits becomes subject to the 7-
pay requirements.

The effective date provisions also
affect changing from Option A {i.e.,
level death benefit) to Option B (in-
creasing death benefit} under a uni-
versal life contract. For post-June 20
contracts, if the change results in an
increase in death benefits, the mate-
rial change rules should apply in any
case. On pre-June 21 contracts, if,
prior to that date, the policyholder
had the unilateral right to make the
change without submitting evidence
of insurability, and the death benefit
does not increase by more than
$150,000, the contract would not be
subject to the 7-pay rules. If the
policyholder did not have the unilat-
eral right to make the change without
evidence, the contract would be
treated like a new contract and the 7-
pay rules would be applied. Since
contracts uswally do not provide for
such a unilateral right,” the 7-pay
rules should usually be applied when
changing from Option A to Option B.

Certain Exchanges Permitted

H a MEC that (1) required at least
seven annual level premiums, (2)
was entered into after June 20, 1988
and before November 10, 1988 {the
date of the TAMRA’s enactment),
and (3} was exchanged within three
months after November 10, 1988 for
a contract that is not a MEC, the new
contract will not be treated as a MEC
if the policyowner elects to recognize
gain on the transaction, and not to
defer tax under Section 1035, This
exchange rule is virtually useless be-
cause universal life contracts do not
require the payment of at least seven
annual level premiums. Further-
nwre, since the policvowner cannot
elect Section 1035 treatment, the rule
doesn’t help clients if, under Section
10335, they exchanged a pre-June 21

contract for a new contract that is a
MEC. In view of the limitations on
the exchange rule, clients may find
that taking a distribution of the ex-
cess premium in the sixty days after
the end of the policy year is more
useful than the exchange rule. Hope-
fully, Congress will remedy this prob-
lem in a technical corrections act.

Avoiding the MEC rules

Before trying to avoid the MEC
rules, clients should consider
whether the result of MEC treatment
warrants taking evasive action. If the
client intends to keep the policy until
death, the MEC rules, which apply
only to lifetime withdrawals, will be
of no consequence. Secondly, even
if a policy is taxed under the MEC
rules, at least the accumulations cre-
dited to a MEC are not taxed unless
and until they are withdrawn, unhke
other common investments that are
taxed as soon as the ¢arnings are cre-
dited, such as CDs. Third, since the
ten percent penalty tax does not
apply to policyholders above the age
of 3914, the effect of MEC treatment
on older clients is still more favora-
ble than the tax treatment of a CD,

Even if a policy is a MEC, if the
owner annuitizes, the usual exclusion
ratio rules will apply. The Internal
Revenue Code expressly excludes
payments received as annuities from
the income-first treatment of a
MEC. ™

The adverse effects of the 7-pay
limits may also be lessened by ad-
ding a term rider on the insured. The
7-pay premium on the base policy
will be increased by the amount
needed to fund the term rider. The
additional amount is determined on a
net premium basis assuming the rider
is in effect until the maturity date of
the base policy. The calculation is
similar fo determining the present
value of the future stream of total
term premiums, and then allocating
that present value over seven level
annual premiums.
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The client might add a term rider
so that the 7-pay limit would be
raised, and then drop the rider in the
eighth vear. Such a plan should aveid
a recalculation of the 7-pay Hmit, al-
though it may trigger a *‘force-out™’
of cash value that may be taxable.™

he 7-pay rules probably cannot

be avoided by a change from

smoker to nonsmoker. Since

the resulting change in rates

would not have been reflected
in any previeus determination under
the 7-pay rules, such a change should
cause the policy to be retested. To
aliow such a change and not require
tetesting would result in a higher 7-
pay limit for the new nonsmoker than
if the insured had been a nonsmoker
originally. Although the terms of the
printed contract may not change
when the rate is changed to the
nonsmoker rate, the 7-pay rule is
founded upon a calculation using the
rates as a vital term of the contract;
therefore, a change in the rates would
be a change of a very important fac-
tor used in determining the 7-pay
limit, and such a change should con-
stitute a material change. The same
analysis should apply to the removal
of a rating,

The conversion of a term rider to
permanent insurance also probably
does not afford an opportunity to
avoid the 7-pay rules. The 7-pay
rules apply to term policies that are
converted, so the conversion of a
term rider should be treated the same
as the conversion of a term policy.
For post-June 20, 1988 contracts, a
policy with a term rider would have
been tested at issue and the 7-pay
premium would have been estab-
lished according to the face amount
of the base policy, plus the amount of
the rider as term insurance. The
policyholder would probably want
the policy retested in such a case,
otherwise the 7-pay premium might
be too low in view of the increased
cost due to the increase in permanent
benefits.
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Meshing Section 1035 with
the MEC Rules

Many clients bought policies after
June 20, 1988 by rolling over the
- cash value of pre-June 21 policies.
Such transactions were commonplace
prior to TAMRA. At first blush,
TAMRA appears to have ended the
rollover market because, if the
*‘amount paid”” for purposes of the
7-pay rule is the amount of the cash
value ransferred, a rollover will
often exceed the 7-pay limit.

Perhaps the material change rules
themselves provide a solation for the
roliover sale. TAMRA includes a
formula for taking into consideration
the cash value of a non-MEC con-
tract that, due to a material change,
must be retested. Generally speaking,
the allowable 7-pay premium is re-
duced by an amount that considers the
existing cash value of the policy.**

The formula works as follows:
consider a male, age 41, nonsmoker,
who has an existing policy with a
$7,000 cash surrender value, and
who wants to increase the face
amount of the policy from $75,000 to
$100,000. The seven pay premium
for this particular contract is $46 per
thousand, for a total of $4,600,
Under the material change rules the
$7,000 13 multiplied by a fraction.
The numerator of the fraction is the
7-pay premium, and the denominator
is the net single premium for the pol-
icy. In this example, the fraction
equals .172. When the fraction is
multiplied by the cash value, the re-
sult is $1.204. (87,000 x .172 =
$1,204.) The %1,204 is then sub-
tracted from the 7-pay premium, and
the difference, $3,396, is the permis-
sible 7-pay premium for the $100,000
policy (84,600 - 1,204 = $3,396).
In other words, the owner can pay an
annual premium of $3,396 and not
violate the 7-pay test.

A possible loophole exists for Sec-
tion 1035 exchanges™ in connection

with this formula in that the House
Committee report says that ““a mate-
rial change includes the exchange of
a life insurance contract for another
life insurance contract.””™ If the ex-
change of one contract for another is
a material change, then the above
formula would be applied to a Sec-
tion 1035 exchange in exactly the
same fashion as set forth above. The
only difference would be that instead
of adding to an existing policy, the
existing policy would be exchanged
for a new policy. The formula pre-
sumnably would allow all rollovers to
escape MEC treatment, even though
additional premiums might not be
permitted.

Consider the application of the
formula to old policies that are ex-
changed under Section 1035. If the
cash value of the existing policy is
$26.,453, after the rollover the
policyowner would still be able to
make a $50.09 premium payment
without violating the 7-pay limit.
$4,600 minus (26,453 x . 172) =
$50.09. Presumably, to take this
example one step further, a rollover
of an even larger amount, such as
$100,000, would not result in MEC
treatment. The formula would indi-
cate only that no additional premiem
could be paid. $4,600 minus
(106,000 x .172) = zero.

Although the House Committee
report says that the exchange of one
policy for another is a material
change, the House bill was iust the
first step in the legislative process.
After being passed by the House, the
bill went to the Senate, which
adopted the House bill with certain
amendments. Neither the Senate
Amendment to the House bill, nor
the accompanying Committee Report,
mention policy exchanges. In the
final step of the legislative process,
members of the House and Senate
conferred to work out the differences
between the House and Senate ver-
sions of the bill. The Conference
Agreement adopts the Senate
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Amendment with cerfain changes,
but, again, neither the bill in its final
form, nor the accompanying Com-
mittee Reports, mention policy ex-
changes. Consequently, the status of
policy exchanges is unclear,
onceptually, treating a pol-
icy exchange as a material
change makes sense. There
does not appear to be anv
reason that the cash value of
an existing contract should be treated
differently upon exchange than the
cash valve of a non-MEC contract
that undergoes a material change.
Perhaps the actuaries will determine
that the existing policy is not
adequately taken into consideration
under the 7-pay rules by the formula.
in that case, if an abuse of the statute
would result, the IRS would proba-
bly move quickly to close this possi-
ble loophole.

Unfortunately, since this question
is one of statutory construction, what
makes sense may not be important.
Unless the statute expressly permits
the use of the material change for-
mula for policy exchanges, the sta-
tute may be construed to prohibit it.
To reach the desired result, the sta-
tute would have to be construed to
exclude an item from a taxpayer’s in-
come. In such cases, courts may nar-
rowly construe the provision at issue,
and deny the desired result by
reasoning that if Congress intended
an item to be excluded from income,
Congress would have made its inten-
tion clear., Of course, in any case,
Congress could make its intention
clear in a technical corrections act.

Until TAMRA is clarified, cHents
should avoid relying upon the for-
mula approach unless there is no al-
ternative. This approach may be
most appealing to those clients who
bought a policy after June 20, 1988,
and before November 10, 1988, the
date TAMRA was enacted, Such
purchasers could not have antici-
pated the content of TAMRA, and
the formula approach may provide



the only feasible solution for them.
Hopefully, the IRS will resolve the
uncertainty in this area by issuing a
favorable ruling. ('R Code No.
4400.09/7400.023)J
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{1} Unless otherwise stated, all references witl
be to the Internal Revenue Code of 1986.

{23 Section 1033 provides as follows: **No gain
or loss shall be recognized on the exchange of:
{1} & contract of life insurance for another con-
tract of life insurance or for an endowment or
anpuity contract; or (2} a contract of endow-
ment insurance (A} for another contract of en-
downent insurance which provides for regular
payments beginning at a date not later than the
date payments would have begun under the
contract exchanged, or (B) for an annuity con-
tract; or an annuity contract for an annuity
contract .., "

{3 Id. Although this anticle discusses only the
exchange of life insurance policies, the statute
pemmits other exchanges, such as a life insur-
ance policy for an annuity, or an annaity for an
annuity,

{4) id.

(S)LR.C. Regulation Section 1.1035-1{ck
LR.C. Section 1031¢d).

{6) Code Regulation Section 1.1035-1(c).

{7y If the new policy is as similar to the old pol-
icy as possible, the transaction sheuld not be
vitlnerabie fo 2 claim by the Internal Revenue
Service that the new policy is more valuable
than the old policy, in which case the difference
wonld be taxabie to the policyowner. Code Sec-
tions 1035(c)(1), 1031(b), and the Regulations
for those sections.

{8} The policyowner's basis I8 increased by the
amount of cash treated as received, but gain is
recognized to the extent of the cash treated as
received.

{9} Private Letter Ruling 8806058,

(10) The exchange of several policies for one
new policy is apparently permissible, if for no
other reason than that the chient could combine
one policy at a time until the desired result is
obtained.

{11} Revenue Rulings 68-235, 72-338.

(12} See. e.g. P.L.R. 8810010 {where taxpayer
owned Policy A and Policy B, the subsequent
surrender of Policy A and the contribution of its
cash surrender vaiue to Policy B, was not an ex-
¢hange under Section 1033 because Policy B al-
ready existed when Policy A was surrendered,
and therefore Policy B was not received in ex-
change for Policy A}

{13) See, ¢.g.. Revenue Ruling 73-124.
“*Apparently there are three prerequisites (o
receiving Section 1035 treatment on transfers
of otherwise nonassignable annuities: (1) the
existence of a binding agreement controlling
or directing the use of the surrender proceeds,
(2} a quick time sequence in applying the pro-
ceeds 10 the second contract, and (3) no per-
sonal use of the proceeds. ”’ Dropick, Dorothy
K., Life Insurance Exchanges Under Section
1035: Think Twice Before You Surrender, 17
Conn. L. Rev. 525 (1985),

(i4) Insurers on existing policies usuaily do
not make any profit by cooperating with a
Section 1035 exchange; moreover, they are
losing business. Consequently, one can un-
derstand why the process may be very slow.
Furthermore, the insurer often will not corres-
pond with anyone other than the policyowner,
even when requested by the policyowner to
do s0.

(15) The statute and committee reporis re-
quire that dividends be treated as distributions
except for those described in the text accom-
panying this note. Since accumulations are
not mentioned as an exception, they should be
included as a distribution.

(16} Code Sections 72(e)(43(A), 72(e)(10).
The reader should refer to the various Com-
mittee  Reponts under Section 5012 of
TAMRA, H.R, 4333, for explanations not in-
ciuded specifically in the Code.

{17 Code Sectior 72(v).

{18) Code Section 7702 A(a}.

{19} Code Section 7702(a}.

(203 Code Section 7702A(b},

(21} Code Section T702A{c)i{ 1),

(23) Code Section T702A(cx2).

(23} Code Section 7702 ALcH3YA).

{243 Code Section 77T02A(CH3XB).

€25} Code Section 7702Ald}.

{26} Code Section 7702A{e}.

(271 Code Section 7702Ade) 1),

(28) TAMRA Section 3012(c).

(293 Generally, the insurer retains the right to
request medical information whenever the
policyholder takes action to increase the death
benefit under the policy.

67

(307 Code Section 72{e) 1.

{31y Code Section TTO2(IK7).

(32) TAMRA Section 53012i¢)¢ t}; Code Seq-
tion THIZALCHIMANM. In the case of 2
contract that is materially changed due o an
merease in future benefits that is astributable
to a presiam that is not necessary to fund the
lowest death benefit pavable in the first seven
contract years, the amount of the premium
that is not necessary to fund such death bene-
fit is to be subject to the 7-pay test without re-
gard to the timing of the premium payment. In
applying the 7-pay test to any premiums paid
under a contract that has been materiaily
changed, the 7-pay premium for ¢ach of the
first seven contract years after the change is fo
be reduced by the product of {1} the cash sur-
render value of the contract as of the date that
the material change takes ¢ffect (determined
without regard to any increase in the cash sur-
render value that is atiributable to the amount
of the premium payment that is not neces-
sary), and (2) a fraction the numerator of
which equals the 7-pay premium for the fu-
ture benefits under the contract, and the de-
nominator of which equals the net single pre-
mium for such benefits computed using the
same assumptions used in determining the 7-
pay premium.”” Conference Committee Re-
pert to TAMRA Section 5012,

(33} Although this article discusses the ex-
change fermula in ferms of Section 1035 ex-
changes, it appears that the formula approach
would apply 10 any exchange, whether or not
the client elected treatment under Section
1035, From a practical standpoint, of course,
a client usually makes an exchange only
under Section 1035,

{341 House Committee Report to TAMRA
Section 5012.



