
FAQs on Pension Protection Act of 2006 (PPA)
Long Term Care Insurance Changes Taking Effect 1/1/2010 

• What impact does the PPA have on long term care insurance funding starting 1/1/2010?
– On 1/1/2010, the following important provisions go into effect that could have a large impact in planning for a long term care (LTC) event.
• Linked Benefit Annuity Products:
Benefits received for covered long term care expenses are tax-free and internal LTC rider charges are not taxed as distributions.
• Linked Benefit Life Insurance Products:
Internal LTC rider charges are not taxed as distributions.
• Traditional Long Term Care Insurance (LTCI)
New 1035 exchange rules provide tax free options to fund a traditional LTCI policy.

• What is Tax Qualified Long Term Care Insurance?
Congress passed the Health Insurance Portability and Accountability Act in 1996 to ensure that long term care insurance policies receive favorable tax treatment if they meet certain standards.
Tax-qualified long term care insurance benefits are federal income tax free and premiums are eligible for income tax deduction, subject to certain limitations.
• What are the Key Changes to Linked Benefit Annuity products?
– Prior to 1/1/2010,
Long term care benefit payments were taxable as distributions, to the extent of gain in the annuity contract.
Internal charges taken from the account value for the long term care riders were also taxable as distributions, to the extent of gain.
– Key Changes Effective 1/1/2010:
Tax qualified LTC insurance riders under a non-qualified Linked Benefit annuity contract will be treated as a separate contract. As a result, tax qualified LTC benefits from these products are tax free.
LTC insurance rider charges taken from the Linked Benefit annuity account value are not taxable distributions. However, these charges reduce investment in the contract, but not below zero. This may have tax implications if the contract is surrendered, or at the death of the owner.

• Are there any changes to Life Linked Benefit Products?
Prior to 1/1/2010, internal LTC insurance rider charges are taxable if the policy is a Modified Endowment Contract (MEC) and there is gain.
Key Change Effective 1/1/2010, Tax Qualified LTCI Rider Charges are no longer treated as taxable distributions to the policyholder. However, these charges reduce basis in the contract but not below zero. This may have tax implications if the contract is surrendered. The life insurance death benefit would ordinarily be tax free.
• How do Linked Benefit policies provide opportunities for my clients?
These policies provide another solution for financial professionals whose clients do not want to purchase traditional long term care insurance, but are still concerned about the impact an extended health care event might have on their retirement portfolios as well as on their families.
With regard to Linked Benefit annuity products beginning in 2010, a client would have the opportunity to make a tax-free 1035 exchange of funds from an annuity or life insurance policy with gain into a Linked Benefit annuity product. The client can leverage the amount of premium dollars available for a qualified long term care event. If the client receives benefits to pay for qualified long term care expenses, those benefits would be tax-free.

• What are the new tax free exchange rules?
Beginning in 2010, tax free exchanges will be permitted from a new or existing non-qualified annuity to pay premium on a tax qualified long term care insurance policy. Any gains withdrawn in the 1035 exchange would be tax free.
• What is a non-qualified annuity?
Non-qualified annuities are those that are funded with after-tax money (and from a source other than a qualified plan or account) or a 1035 exchange of a non-qualified account (for example, from another non-qualified annuity contract) and provide tax-deferred growth.
• Must the client exchange the entire annuity to get this benefit?
No, partial exchanges may be permitted. In this case, gain and basis are transferred pro-rata.
• What types of annuities can be exchanged?
Any non-qualified annuity may be used, subject to limitations set by the transferring company.
Surrender charges may apply and should always be considered.

• Do the 1035 rules apply to life insurance as well?
Yes, the new 1035 rules also allow you to exchange all or part of a life insurance policy for a traditional or Linked Benefit LTCI policy, but suitability must be carefully considered.

• What if a client wishes to fund traditional long term care insurance with a non-qualified Single Premium Immediate Annuity (SPIA)?
Key Change Effective 1/1/2010, your client can assign the SPIA in whole or part to fund LTCI, such that SPIA payments are directed from the annuity issuer to the LTCI company to pay qualified long term care insurance premiums.
Using SPIA payments to fund long term care is a strategy used today. However, the portion of the premium that constitutes gain is taxable as ordinary income to the annuity owner.
Non-qualified SPIA payments, directly funding LTCI, will be reported as non taxable 1035 exchanges.

• What if my clients “self insure” and pay LTC costs from a non-qualified annuity?
Partial withdrawals from a deferred annuity are generally taxable as ordinary income to the extent of gain in the contract. Annuitized payments are given an exclusion ratio – meaning that a portion of the payment may represent a tax free return of premium.
If they itemize on their federal income tax return, they may be able to take a deduction for their long term care costs as unreimbursed medical expenses.

• What are the advantages of using a Linked Benefit annuity to fund long term care expenses?
Effective 1/1/2010, the withdrawals to pay for qualified long term care expenses from these contracts will be tax free. The IRS is expected to issue guidance on the impact of such payments on the cost basis of the underlying annuity contract. Clients should consult their tax advisors concerning the tax treatment of their annuity contracts.
The long term care riders in these products typically provide a long term care benefit pool from 2 to 3 times the premium placed into the contract.
By utilizing IRC section 1035, a non-qualified annuity may be exchanged for a Linked Benefit annuity, and this would allow the gain in the contract to be received tax free for qualified long term care expenses. 
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