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AALU Bulletin No:  11-20 February 24, 2011 

Subject: IRS Treats Certificate Issued To Individuals Under Group Contract As 
an Annuity Contract; Dividends In Related Investment Account Are 
Treated As Capital Gain 

Major References:   PLR 201105004 

Prior AALU Washington Reports:    11-18, 10-18, 10-02; 09-129 
 
MDRT Information Retrieval Index Nos.: 7400.00 
 

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

The Internal Revenue Service, in PLR 201105004, has ruled, as it has in the 
past, that certificates issued by an insurance company to owners of below described 
investment accounts will be classified as annuities for tax purposes.  (See, e.g., our 
Bulletin No. 10-02.)  The certificates provide a guaranteed benefit that will be paid for 
the account owner’s life in the event that the value of his or her account reaches zero.  

The Service also ruled that the existence of the certificates would not prevent 
the account owners from deducting losses in the account, or prevent qualifying 
dividends earned in the account from being taxed at capital gains rates, and would not 
cause losses to be suspended under the “straddle” rules. 

The substance and facts of PLR 2011105004 are substantially identical to that of PLRs 201105005, 
201001016, 200949007 and 200949036.  (See our Bulletins Nos. 11-18, 10-18, 10-02 and 09-129.)  Under 
the facts of PLR 2011105004 Taxpayer (in this case, an individual) is contemplating purchasing a 
“Certificate” under the following program: 

http://www.aalu.org/
http://www.aaluwr.org/majorrefs/Ref11-20.pdf
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“Issuer” is a life insurance company, and “Sponsor” is a wholly-owned subsidiary of Issuer. 

Sponsor offers investment advisory services to individuals and entities (“Account Owner”). Among the 
investment advisory services are Managed Accounts. The amount deposited by the Account Owner in a 
Managed Account is actively managed by Sponsor in a manner consistent with an agreed upon investment 
strategy.  “That is, the Account Owner does not direct any specific trading activity but rather that activity is 
left to the discretion of Sponsor, consistent with the strategy.” 

Issuer intends to issue a certain “Group Contract” to Sponsor that will authorize Sponsor to issue a 
“Certificate” to eligible Account Owners.  When an eligible Account Owner acquires a Certificate, the 
Account Owner can select some or all of the assets held in the Managed Account as “Specified Assets.” 
The Specified Assets will be managed by Sponsor consistent with a “Specified Investment Objective” made 
available by Sponsor. The Certificate will indicate at issuance the Specified Investment Objective 
applicable to that Certificate.  

After a specified Withdrawal Start Date, the Account Owner may withdraw an amount up to the 
Annual Withdrawal Amount. In exchange for a Periodic Fee, the Certificate obligates Issuer to provide 
Account Owner a guaranteed minimum benefit: if the value of the Specified Assets is exhausted through 
other than “Specified Transactions” after the Withdrawal Start Date, Issuer will commence monthly 
payments of the Certificate Benefit to Account Owner for life.  The Certificate Benefit is equal to the 
“Annual Withdrawal Amount,” as determined pursuant to a formula. 

“Specified Transactions” are those in which the Specified Assets are redeemed or transferred for a 
purpose other than paying the Periodic Fee.  A Specified Transaction may reduce the Annual Withdrawal 
Amount in certain circumstances.  Further, the Certificate is terminated if the value of the Specified Assets 
is reduced to zero before the Withdrawal Start Date; or, after the Withdrawal Start Date, if the sum of 
Specified Transactions occurring during a year exceed the Annual Withdrawal Amount and reduces the 
value of the Specified Assets to zero. Other causes of termination are death of the Account Owner, failure 
to pay the Periodic Fee, or other disposition of the Specified Assets.  

The Certificate can be assigned.  The Periodic Fee is charged quarterly and is a specified percentage 
of the value of the Specified Assets.   The Certificate will be offered and sold (pursuant to a registration 
statement filed with the U.S. Securities and Exchange Commission) only in states in which it has been 
approved for sale as an annuity contract.  

On these facts, the Revenue Service issued the following rulings: 

1. The Certificate will be treated as an annuity contract within the meaning of § 72. 

The Service pointed out that, although the Internal Revenue Code does not define the term 
“annuity,” applicable Treasury regulations state that amounts are considered as “amounts received as an 
annuity” only if all of the following tests are met: 1) the amounts must be received on or after the annuity 
starting date, 2) the amounts must be payable in periodic installments at regular intervals over a period of 
more than one full year from the annuity starting date, and 3) the amounts payable must be determinable 
either directly from the terms of the contract or indirectly from the use of either mortality tables or 
compound interest computations, or both. (There is an alternative formulation for variable contracts.). 

The Service discussed various authorities, judicial and academic, on what constitutes and annuity.  
It concluded that: 

“Here, on balance the Group Contract (and hence the Certificate) possess the essential attributes of 
an annuity. It is true that the Certificate may not, “at the election of the [holder], be surrendered 
before annuity payments begin, in exchange for the cash value of the contract”, S. Rep. No. 97-464 
at 349. It is also true that because the annuity starting date is contingent upon the value of the 
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Account being exhausted while Taxpayer is alive, it is not the case that “if [Taxpayer] exactly 
lives out his or her life expectancy, he or she would have neither gained nor lost through utilizing 
the annuity contract”, . . . , but these conditions are not dispositive.” 

The ruling continues: 

“The Certificate and the amounts paid under the Certificate meet the requirements of [Treasury 
regulations] as annuity contracts and annuity payments. Additionally, the Certificate is purchased 
‘by making periodic payments’ of premium for ‘a promise by a life insurance company to pay the 
beneficiary a given sum for a specified period, which period may terminate at death”, and is “used 
to provide long-term income security.’ [citation omitted] Moreover, it has ‘the determining 
characteristic’ that the annuitant has an interest only in the periodic payments and not in any 
principal fund or source from which they may be derived. [citation omitted]. The Certificate Holder 
will have ‘surrender[ed] all rights to the money paid,’ thereby distinguishing the Certificate from 
‘installment payments of a debt, or payments of interest on a debt,’ which are not annuities.  

Accordingly, the Certificate will be classified as an annuity. 

2. The Periodic Fee paid to Issuer will be taken into account in the determination of an 
Account Owner’s “investment in the contract” for the Certificate under section 72 and the Account 
Owner’s adjusted basis in the Certificate under  § 1011.  

Section 72(c)(1) provides that, for purposes of the exclusion ratio under section 72(b), the 
“investment in the contract” as of the annuity starting date is the aggregate amount of premiums or other 
consideration paid for the contract, minus the aggregate amount received under the contract before such 
date, to the extent that such amount was excludable from gross income.  

Section 72(e)(6) provides that, for purposes of  section 72(e), the “investment in the contract” as of 
any date is the aggregate amount of premiums or other consideration paid for the contract before such date, 
minus the aggregate amount received under the contract before such date, to the extent that such amount 
was excludable from gross income.  

Section 1011(a) provides that the adjusted basis for determining the gain or loss from the sale or 
other disposition of property, whenever acquired, shall be the basis (determined under section 1012 or other 
applicable sections), adjusted as provided in section 1016.  

Accordingly, the ruling concludes, the Periodic Fee paid to Issuer will be taken into account in the 
determination of an Account Owner’s “investment in the contract” for the Certificate under section 72 and 
the Account Owner’s adjusted basis in the Certificate under section 1011.   

3. The Certificate will not be treated as diminishing Taxpayer's risk of loss on Account 
assets for purposes of applying the holding period requirements of § 1(h)(11). 

Section 1(h)(11)(A) defines the term “net capital gain” to mean net capital gain increased by 
“qualified dividend income.”  This is the statutory provision which permits certain corporate dividends (i.e., 
"qualified dividend income") to be taxed at the same 15% rate as is applied to capital gains. 

“Qualified dividend income” doesn't include any dividend on any share of stock with respect to 
which the holding period requirements of Section 246(c) are not met.  However, those holding period 
requirements are determined by substituting (i.e., expanding the holding period requirements) “60 days” for 
“45 days,” as that term appears in section 246(c), and “121-day period” for “91-day period” in that section. 
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In short, if a shareholder doesn't hold a share of stock for more than 60 days during the 121-day 

period beginning 60 days before the ex-dividend date, dividends received on the stock will not be “qualified 
dividend income” (and thus will not be eligible for capital gains treatment).   

However, independent of the Section 1(h)(11)(A) cross reference to Section 246(c), the taxpayer’s 
holding period will be reduced under that latter section if the taxpayer has “diminished his risk of loss” on 
the stock or securities to which the dividend relates by holding one or more other positions with respect to 
“substantially similar or related property.”  Under related Revenue Code provisions, a taxpayer has 
diminished its risk of loss on stock by holding a position in substantially similar or related property if the 
taxpayer is the beneficiary of a guarantee, surety agreement, or similar arrangement and the guarantee, 
surety agreement, or similar arrangement provides for payments that will substantially offset decreases in 
the fair market value of the stock. 

The ruling determined that the “Certificate” did not reduce Taxpayer’s risk of loss on the securities 
in the “Account” for this Section 246(c) purpose. 

In the PLR, the Service noted that:  

“Here, by purchasing the Certificate, the Account Owner will not have entered into an option to sell, 
is not under a contractual obligation to sell, or has not made (nor closed) a short sale of, 
substantially identical stock or securities. The Certificate is not substantially similar or related 
property because the fair market value of the Specified Assets and the Certificate do not reflect the 
performance of a single firm or enterprise, the same industry or industries, or the same economic 
factors; because the predominant risk the Certificate protects against is longevity risk (i.e., the 
benefit under the Certificate is contingent upon the Account Owner's survival), and because the 
changes in the fair market value of the Specified Assets are not reasonably expected to approximate, 
directly or inversely, changes in the fair market value of the Certificate, a fraction or multiple 
thereof. Finally, the benefits that may be ultimately paid under the Certificate are not closely 
correlated with, and do not substantially offset, decreases in the fair market value of the Specified 
Assets. Thus, we conclude that the Certificate does not diminish the Account Owner's risk of loss on 
the Specified Assets for purposes of applying the holding period requirements of  § 1(h)(11).” 

Qualifying dividends received in the Account thus will be eligible for capital gains treatment. 

4. The Certificate will not create a right to reimbursement for losses realized on Account 
assets for purposes of § 165(a) and thus will not prevent Taxpayer from currently deducting such 
losses. 

As discussed in our Bulletin No. 09-129, Section 165(a) of the Code allows as a deduction any loss 
not compensated for by insurance or otherwise.   

Treasury regulations provide that, if a casualty or other event occurs which may result in a loss, and 
in that year there exists a claim for reimbursement with respect to which there is a reasonable prospect of 
recovery, no portion of the loss with respect to which reimbursement may be received is sustained until it 
can be ascertained with reasonable certainty whether or not the reimbursement will be received. Whether a 
reasonable prospect of recovery exists with respect to a claim for reimbursement of a loss is a question of 
fact to be determined upon an examination of all facts and circumstances.  In general, there must exist a 
sufficient nexus between the loss and the compensation for the loss in order for the loss to be disallowed. 

In this case, the Revenue Service concluded that, although the Certificate “may appear to be 
‘structured to replace what was lost’ . . . :” 
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“. . . [T]he relationship the relationship between any individual market loss on the Specified 
Assets and any eventual periodic payments under the Certificate is too tenuous and too contingent 
on a number of factors for the payments to be considered compensation for any given market loss. 
For example, Account Owner may die before the Specified Assets are depleted, in which case the 
Certificate Benefit will never take effect. The Specified Investment Objective is intended to 
minimize the effect of excessive volatility and market risk. There is no close correlation between 
any given loss and any eventual payments that Taxpayer may make.” 

Therefore, the Certificate will not create a right to reimbursement for losses realized on Account 
assets for purposes of Section 165(a) and thus will not prevent Taxpayer from currently deducting such 
losses, assuming they otherwise qualify. 

5. The provisions of § 1233(b) [regarding the taxation of “short sales”] will not apply to 
the computation of the Account Owner’s holding period for the Specified Assets. 

Section 1233 provides rules as to the tax consequences of a short sale of property if gain or loss 
from the short sale is considered a gain or loss from the sale or exchange of a capital asset.  Section 1233(b) 
provides that:  

“If gain or loss from a short sale is considered as gain or loss from the sale or exchange of a capital 
asset . . . and if on the date of such short sale substantially identical property has been held by the 
taxpayer for not more than 1 year . . . , or if substantially identical property is acquired by the 
taxpayer after such short sale and on or before the date of the closing thereof—  

(1) any gain on the closing of such short sale shall be considered as a gain on the sale or exchange 
of a capital asset held for not more than 1 year . . . ; and  

(2) the holding period of such substantially identical property shall be considered to begin . . . , on 
the date of the closing of the short sale, or on the date of a sale, gift, or other disposition of such 
property, whichever date occurs first. This paragraph shall apply to such substantially identical 
property in the order of the dates of the acquisition of such property, but only to so much of such 
property as does not exceed the quantity sold short.” 

The ruling concludes that the Certificate is neither a short sale of, nor an option to sell the Specified 
Assets. Since no other aspect of the transaction would qualify as a short sale of, or an option to sell, the 
Specified Assets, the provisions of section 1233(b) will not apply to the computation of the Account 
Owner's holding period for the Specified Assets.  

6. The Certificate and Account assets will not, either at the time of issuance of the 
Certificate or subsequently, be viewed as components of a straddle within the meaning of § 1092. 

Section 1092 imposes special rules that effectively suspend losses with respect to positions that are 
held as part of a “straddle.”  A straddle is generally defined as an “offsetting positions with respect to 
personal property.”  A taxpayer holds “offsetting positions with respect to personal property” if there is a 
substantial diminution of the taxpayer's risk of loss from holding any position by reason of his holding one 
or more other positions with respect to personal property (whether or not of the same kind). The term 
“personal property” means any personal property of a type which is actively traded and that the term 
“position” means an interest in personal property. The Certificate, however, is not an “offsetting position” 
with respect to Taxpayer's interest in the Account.  Therefore, the Certificate and Account are not viewed as 
components of a straddle. 

7. If Issuer becomes liable to pay Certificate Benefits, such payments will be “amounts 
received as an annuity” under section 72(a).  
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For all of the reasons applicable to Ruling # 1, the Service explains that, if Issuer becomes liable 

to pay Certificate Benefits under the Certificate, such payments will be “amounts received as an annuity” 
under section 72(a).  

Any AALU member who wishes to obtain a copy of PLR 201105004 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. 
 

http://www.aalu.org/
mailto:raglani@aalu.org
http://www.aalu.org/
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