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Subject: Long-Term Care Rider Added to Certain Fixed and Variable Annuity 
Contracts Will Be Treated as Insurance Contract Under IRC 
section 7702B 

 
Major References:   PLR 201105001 

Prior AALU Washington Reports: 06-101; 09-61; 11-15 
 
MDRT Information Retrieval Index Nos.: 2400.00; 7400.023 
 

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

In PLR 201105001, the Internal Revenue Service has  ruled that a long-term care 
rider added to single premium deferred fixed annuity contracts and flexible premium 
deferred variable annuity contracts offered by a stock life insurance company to 
individuals who may become chronically ill will be treated as an insurance contract under 
Revenue Code section 7702B. 

In our Bulletin No. 06-101, we reported on the changes made by the Pension Protection Act of 2006 
(the Act) to the rules applicable to long-term care insurance.  Under the Act, as reflected in new Code 
section 7702B, “qualified” long-term care contracts will generally be treated as tax-free accident and health 
contracts.  Under section 7702B(b)(1)(A), a qualified long-term care insurance contract is an insurance 
contract under which “the only insurance protection provided . . . is coverage of qualified long-term care 
services.”  

The Act specifically permits long-term care riders on annuity contracts and provides that the long-
term care component of a life insurance or annuity contract will generally be treated as a separate contract.  
This important rule allows this type of rider to maintain its tax qualified status under section 7702B. (See, 
e.g., PLRs 20091901, 201105026 and 201105027, discussed in our Bulletins Nos. 09-61 and 11-15.) The 

http://www.aalu.org/
http://www.aaluwr.org/majorrefs/Ref11-24.pdf
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Act provisions are effective generally for contracts issued after December 31, 1996, but only with 
respect to taxable years beginning after December 31, 2009. 

In PLR 201105001, “Taxpayer” is a stock life insurance company that issues certain annuity 
contracts, among which are Annuity Contract 1, a single premium deferred fixed annuity contract, and 
Annuity Contract 2, a flexible premium deferred variable annuity contract. Taxpayer proposes to offer a 
rider option (“Rider”) for these contracts to provide certain long-term care benefits during the time the 
person covered (“Specified Person”) by the Rider is a chronically ill individual who is receiving qualified 
long-term care services through the agency or facility identified in the plan of care. One version of the 
Rider is available in connection with Annuity Contract 1 and two versions are available in connection with 
Annuity Contract 2. All three versions have the same basic operation.  

To be eligible for benefits under the Rider, the Specified Person must be between the ages of 35 and 
79 on the date the Rider is issued and not have certain medical conditions or meet other specified 
disqualifying criteria.  

Once benefits become payable, they are paid monthly in two phases which occur prior to the 
annuitization of the contract: Phase I and Phase II. Together, the phases are expected to last at least 72 
months; that is, the Specified Person can expect payments for at least 6 years. Phase I will have a nominal 
duration of either 24 or 36 months (elected by the Specified Person at issuance) and Phase II will have a 
nominal duration of either 48 or 36 months (as necessary to total 72 months).  

The Rider is funded by periodic charges (“Rider Charge”) deducted from the cash value of Annuity 
Contract 1, and is, subject to change by Taxpayer, comprised of a percentage of the Phase I Equal Payment 
Limit and the Phase II Equal Payment Limit.  The Rider also offers nonforfeiture benefits. 

When the Rider is attached to Annuity Contract 2, certain Rider functions are different because that 
contract is a variable contract. For one thing, there are two variations of the Rider: a “Level Variable Rider” 
and a “Growth Variable Rider.”   The Annuity Contract 2 Riders require the selection of a “Payment Limit 
Percentage”; accordingly, the Phase I Equal Payment Limit will be some percentage of the premiums paid, 
rather than equal to the value as is the case with Annuity Contract 1. The mechanism to pay Rider benefits 
under Annuity Contract 2 is also different than that for Annuity Contract 1.  

Taxpayer anticipates issuing the Rider to a large number of Specified Persons.  

On these facts and other facts, which are too voluminous to be quoted in full in this Bulletin, the 
Revenue Service ruled that the Rider constitutes an “insurance contract” for purposes of Code 
§ 7702B(b)(1). 

The Revenue Service explained that, although neither the Code nor the regulations define the terms 
“insurance” or “insurance contract,” the U.S. Supreme Court has explained that, in order for an 
arrangement to constitute insurance for federal income tax purposes, both “risk shifting” and “risk 
distribution” must be present.  In addition, the arrangement must constitute insurance in the commonly 
accepted sense.   

The Service reasoned that the risk of incurring expenses related to long-term care services is a 
morbidity risk, which is, in turn, an insurance risk.  

“The crux of the issue is whether there is a possibility that any particular insured could incur a loss 
reimbursable by the Rider. If there were never any reasonable possibility, the Rider would fail to 
constitute insurance. For example, if the Rider were structured such that the long-term care benefits 
were funded entirely by the accumulated value of the annuity contract, there would be no risk 
shifted to Taxpayer.” 



 3
In the PLR, the Specified Person has a risk of economic loss if that person suffers prolonged 

morbidity, i.e., becomes chronically ill. Through the Rider, in consideration for the Rider Charge, Taxpayer 
assumes the risk that the Specified Person will be eligible for long-term care benefits in excess of the Phase 
I Equal Payment Limit. The risk assumed by Taxpayer will be distributed across the large number of other 
Specified Persons who purchase the Rider. Therefore, the Rider conforms to insurance in the commonly 
accepted sense and, accordingly, constitutes an insurance contract for purposes of § 7702B(b).  

The Revenue Service expressed no opinion (and none was requested) concerning whether the Rider 
constitutes a qualified long-term care insurance contract; the treatment of any distributions from Annuity 
Contract 1, Annuity Contract 2, or the Rider; or the treatment of the payment of the Rider Charges.  

Any AALU member who wishes to obtain a copy of PLR 201105001 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 and enter the Member Portal with your last name and birth date 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: 

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. 
 

For more information about how AALU’s advocacy efforts help protect your business and the 
advanced life insurance marketplace, visit our website at www.aalu.org, or  

call toll free 1-(888)-275-0092. 
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