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

The Internal Revenue Service has issued in Notice 2011-68 interim guidance - 
i.e., guidance that will eventually take the form of Treasury regulations - 
concerning the tax treatment of long-term care features of life insurance and 
annuity contracts under sections 72, 1035, and 7702B of the Internal Revenue 
Code. (See IRS Notice 2011 68 and Rev. Rul. 2011 19, 2011 36 IRB.) The 
guidance addresses a topic that has been a feature of the IRS’s Priority 
Guidance List - or “Business Plan”- for several years. (See, e.g., our Bulletin 
No. 10-129.)  

 
In our Bulletin No. 06-101, we reported on the changes made by the Pension Protection 
Act of 2006 (the PPA) to the rules applicable to long-term care insurance.  Under the PPA, 
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)
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(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 PPA 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., PLR 200919011, discussed in our 
Bulletin No. 06-101.) The PPA provisions are effective generally for contracts issued after 
December 31, 1996, but only with respect to taxable years beginning after December 31, 
2009. 

The Notice addresses issues under the following Code sections: 

Section 72  

The PPA amended section 72(e) by adding a new paragraph 72(e)(11), which provides 
that a charge against the cash value of an annuity contract or the cash surrender value of a 
life insurance contract made as payment for coverage under a qualified long-term care 
insurance contract that is part of or a rider on the annuity or life insurance contract is not 
includible in income.  The investment in the contract is reduced (but not below zero) by 
the charge.  

The PPA did not, however, otherwise amend the definition of "investment in the contract" 
in section 72(c)(1) and 72(e)(6).  Accordingly, Notice 2011-68 states that all premiums 
paid for a combination contract that is an annuity and also provides long-term care 
insurance should generally be included in the investment in the contract if: 

(i) the premiums are credited to the contract's cash value (rather than directly to the long-
term care insurance contract that is part of or a rider to the contract); and  

(ii) coverage under the long-term care insurance contract is paid for by charges against the 
cash value of the contract.  

Consistently, a waiver of premiums under such a contract, such as on account of disability 
or because the annuitant has become chronically ill, should not be treated as constructively 
received as disability benefits, and therefore should not be included as part of premium 
paid for the policy.  [Citing Estate of Wong Wing Non v. Commissioner, 18 T.C. 205 
(1952)] 
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Section 1035  

The PPA expanded the categories of exchanges that are treated as tax-free under section 
1035 to include certain exchanges that involve a qualified long-term care insurance 
contract. Accordingly, section 1035 now applies to the exchange of a life insurance 
contract for another life insurance, endowment, annuity, or qualified long-term care 
insurance contract; an endowment contract for another endowment, annuity, or qualified 
long-term care insurance contract; an annuity contract for another annuity or qualified 
long-term care insurance contract; or a qualified long-term care insurance contract for 
another qualified long-term care insurance contract. The PPA also amended section 1035
(b)(2) and (3) to provide that, for purposes of section 1035, a contract does not fail to be 
treated as a life insurance contract or an annuity contract solely because a qualified long-
term care insurance contract is a part of or a rider on the contract.  

Just as the direct transfer of a portion of the cash surrender value of an existing deferred 
annuity contract for a second annuity contract in a “partial exchange” may be treated as a 
tax-free exchange under section 1035, the direct transfer of a portion of the cash surrender 
value of an existing deferred annuity contract for a qualified long-term care insurance 
contract may be treated as a tax-free exchange, provided the requirements of section 1035 
are otherwise met.  (For further discussion, see our Bulletin No. 11-64.)   

The Notice also states that it is Treasury’s and the IRS’s belief that, under section 1031(d), 
the adjusted basis of a qualified long-term care insurance contract received in a tax-free 
exchange under section 1035(a) generally carries over from the life insurance, 
endowment, annuity, or qualified long-term care insurance contract exchanged.  

Section 7702B, Information Reporting, and DAC  

General 

The PPA amended section 7702B(e) of the Code to provide that, in the case of any long-
term care insurance coverage (whether or not qualified) provided by a rider on or as part 
of a life insurance contract or an annuity contract, the portion of the contract providing 
such coverage is treated as a separate contract. For this purpose, the term "portion" means 
only the terms and benefits under the life insurance or annuity contract that are in addition 
to the terms and benefits under the contract without regard to long-term care insurance 
coverage. Prior to this amendment, section 7702B(e) provided a similar rule, but only for 
coverage provided as part of a life insurance contract.  

Information Reporting 
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Section 844(d) of the PPA added section 6050U of the Code, which requires any person 
who makes a charge against the cash value of an annuity contract (or the cash surrender 
value of a life insurance contract) that is excluded from gross income under section 72(e)
(11) to file an information return.  That return should set forth the aggregate amount of 
such charges for the year, the amount of the reduction in investment in the contract by 
reason of such charges, and the name, address, and TIN of the holder of the contract. 
Statements are required to be furnished to persons with respect to whom information is 
required.  

DAC 

Section 844(e) of the PPA added § 848(e) of the Code, which treats an annuity or life 
insurance contract, that includes a qualified long-term care insurance rider, as a contract 
that is subject to a capitalization rate for specified policy acquisition expenses (DAC) 
equal to 7.7 percent of net premiums.  

Comments 

Comments are requested to assist in the development of further guidance concerning the 
taxation of annuity and life insurance contracts with a long-term care insurance feature. 
Comments should be submitted in writing on or before November 9, 2011. 

Examples of topics on which the Treasury and IRS would like input include:  

(a) What issues arise when the owner of an annuity contract with a long-term care 
insurance feature decides to annuitize the contract? Are the policyholder's rights under the 
long-term care insurance feature typically the same or different before and after the 
annuity starting date? How should long-term care insurance charges be accounted for after 
the annuity starting date? How should the exclusion ratio be determined?  

(b) For the purpose of determining whether the long-term care features of an annuity 
contract qualify as an insurance contract and thus as a qualified long-term care insurance 
contract, what is the appropriate characterization of long-term care payments that cause a 
reduction in a contract's cash value? Are there common features or contract designs that 
would lend themselves to guidance on determining whether enough insurance risk is 
present for the long-term care features to qualify as an insurance contract?  

(c) Is guidance needed on the partial exchange of the right to some or all of the payments 
under an immediate annuity contract for a qualified long-term care insurance contract? If 
so, how is such an exchange effected? Under what circumstances should such an exchange 
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be treated as tax-free under section 1035? How should the basis and investment in the 
contract be apportioned between the qualified long-term care insurance contract received 
in the exchange and the rights still held in the exchanged annuity?  

(d) What changes, if any, are needed to existing guidance (including publications, forms, 
and instructions) on information reporting and record keeping to assist issuers of life 
insurance, annuity, or qualified long-term care insurance contracts in meeting their 
obligations with regard to the amendments made by section 844 of the PPA?  

Any AALU member who wishes to obtain a copy of Notice 2011-68 and Rev. Rul. 
2011-19 may do so through the following means: (1) use hyperlink above next to “Major 
References,” (2) log onto the AALU website at http://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. 
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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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