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SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO THE 
CONCLUSION OF THIS WASHINGTON REPORT. 

On February 22, 2010, three days in advance of the “health care summit” at Blair 
House, the White House released a summary of the President’s Proposal on health care 
reform. This proposal contains elements of both the House and Senate health care bills. 
One of the more contentious issues separating the House and Senate concerns the 
mechanisms for paying for the expansion of coverage under the bills, with the Senate 
preferring a “Cadillac” tax on high-cost health care plans, while the House favors a 
5.4% surcharge on high-income households.  

 
The President’s Proposal basically adopts the Senate approach on this Senate/House rather contentious 
issue.  It "adds a 2.9% assessment  (equal to the combined employer and employee share of the 
existing medical hospital insurance - “HI” - tax) on income from interest, dividends, annuities, 
royalties and rents, other than such income which is derived in the ordinary course of a trade or 
business which is not a passive activity (e.g., income from active participation in S corporations) on 
taxpayers with respect to income above $200,000 for singles and $250,000 for married couples filing 
jointly. The additional revenues from the tax on earned income would be credited to the HI trust fund 
and the revenues from the tax on unearned income would be credited to the Supplemental Medical 
Insurance (SMI) trust fund."  (See pages 8 and 9 of the President's Proposal.)  Essentially the tax 
collected would be credited to Medicare funds.  

On February 24, 2010, two days after the President's Proposal was released, ACLI wrote to Treasury 
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Secretary Geithner to express serious concerns about the President’s plan to apply the 2.9% HI tax to 
annuity income.  The basis for ACLI’s objection is that Congress should not further burden the ability 
of individuals to save and invest for retirement. 

AALU notes that the 2.9% tax on investment income not only will apply to annuities, but also almost 
certainly will impact life insurance surrenders and sales.  In Rev. Rul. 2009-13 and, to a lesser extent, 
2009-14 (see our Bulletin No. 09-46), the Revenue Service ruled that amounts representing the “inside 
build-up” of a life insurance contract should, on surrender or sale of the contract, be taxed as ordinary 
income to the extent that such amounts exceed the taxpayer’s basis.  Any amounts received that are in 
excess of the inside build-up on the contract (and also in excess of the taxpayer’s basis) will be taxed 
as capital gain.  (The Service went on to rule, in an approach which is strongly contested by AALU, 
that, in the case of a sale, as opposed to the surrender of a life insurance contract, the taxpayer’s basis 
does not include amounts paid for the cost of insurance protection.) 

The Service’s rational for the taxation of inside build-up as ordinary income is that inside build-up is a 
“substitute” for ordinary income - i.e., interest and dividends - and should be taxed as such.  Since 
interest and dividends will be subject to the 2.9% HI tax, we believe it likely that the ordinary income 
that is received and taxed on the surrender or sale of a life insurance contract will be determined by 
the Revenue Service to be subject to that tax, imposing a new tax burden on life insurance (as well as 
annuity) products for taxpayers with incomes above the $200,000 and $250,000 thresholds. 

AALU has not yet made a formal presentation to Treasury or Congress on this provision, and 
welcomes the input of its membership.   

Any AALU member who wishes to obtain a copy of The President’s Proposal, may do so through the 
following means: (1) use hyperlink above next to “Major References,” (2) log onto the AALU website 
at www.aalu.org, enter the Member Portal and select Current Washington Report for linkage to source 
material or (3) email Anthony Raglani at raglani@aalu.org and include a reference to this Washington 
Report. 

 
 

In order to comply with requirements imposed by the IRS which may apply to the 
Washington Report as distributed or as re-circulated by our members, please be advised of 

the following:  
 

THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE USED, AND 
IT CANNOT BE USED, BY YOU FOR THE PURPOSES OF AVOIDING ANY 

PENALTY THAT MAY BE IMPOSED BY THE INTERNAL REVENUE SERVICE.  
 

In the event that this Washington Report is also considered to be a "marketed opinion" 
within the meaning of the IRS guidance, then, as required by the IRS, please be further 

advised of the following: 
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THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE PROMOTIONS 

OR MARKETING OF THE TRANSACTIONS OR MATTERS ADDRESSED BY 
THE WRITTEN ADVICE, AND, BASED ON THE PARTICULAR 

CIRCUMSTANCES, YOU SHOULD SEEK ADVICE FROM AN INDEPENDENT 
TAX ADVISOR. 

 
The mission of AALU is to promote, preserve and protect advanced life insurance planning  

for the benefit of our members, their clients, the industry and the general public.  
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