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SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO  

THE CONCLUSION OF THIS WASHINGTON REPORT. 

The Internal Revenue Service has ruled, in PLR 201120011, that fixed annual 

non-qualified annuity payments that increase annually for the life of the contract by a 

constant percentage are not “substantially equal periodic payments” for purposes of 

the 10% penalty tax imposed on premature withdrawals from such contracts under 

Revenue Code § 72(q)(2)(D).   

Like early withdrawals from qualified retirement plans and IRAs, withdrawals made before age 59 

1/2 from commercial annuities are generally subject to a 10% penalty tax imposed under §§ 72(q)(1) and 

72(t)(1).  However, the penalty does not apply if the distribution is part of a series of “substantially equal 

period payments” made over the recipient's life expectancy (or the joint life expectancies of the recipient 

and a beneficiary), so long as the distributions are made at least annually.   

This exception to the application of the penalty was focused more specifically fifteen years ago 

when the IRS issued Notice 89-25. The Notice provides that, if the periodic payment is computed using any 

http://www.aalu.org/
http://aaluwr.org/majorrefs/Ref%2011-50.pdf
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of three methods ((i) the required minimum distribution method; (ii) the fixed amortization method; and 

(iii) the fixed annuitization method), the equal payment exception to the penalty tax will apply. Notice 89-

25, which applied only to qualified plan annuities (e.g., 403(b) annuities and individual retirement 

annuities), was extended to non-qualified plan annuities in Notice 2004-15. (See our Bulletins Nos. 04-40 

and 04-43.) 

Rev. Rul. 2002-62 (see our Bulletin No. 02-116) modified Notice 89-25, and also further described 

the three methods set forth there. Rev. Rul. 2002-62 describes the “required minimum distribution method” 

as follows --  

“The annual payment for each year is determined by dividing the account balance for that 

year by the number from the chosen life expectancy table for that year. Under this 

method, the account balance, the number from the chosen life expectancy table and the 

resulting annual payments are redetermined for each year. If this method is chosen, there 

will not be deemed to be a modification in the series of substantially equal periodic 

payments, even if the amount of payments changes from year to year, provided there is 

not a change to another method of determining the payments.” 

In PLR 201120011, the Taxpayers, both of which were life insurance companies, requested a ruling 

that certain payments made under non-qualified single premium annuity contracts issued by the Taxpayers 

will be “substantially equal periodic payments” within the meaning of § 72(q)(2)(D).   

Taxpayers planned to issue non-qualified single premium immediate annuity contracts (the 

Contracts) in several different forms, including a straight life annuity, a life annuity with a guarantee 

period, and a life annuity with various types of refund features. In addition, the Contracts could be payable 

for a single life or for joint lives, and included both a cash withdrawal feature and an acceleration feature. 

However, neither the cash withdrawal feature nor the acceleration feature could be exercised by a Contract 

owner if the owner was under age 59 1/2.  

The payments made under the Contracts will generally be fixed, level periodic payments unless a 

Contract owner selects “Option U” at the time a Contract is issued.  Under Option U, a Contract owner can 

elect to have the fixed annuity payments increase annually for the life of the Contract by a constant 

percentage equal to 1, 2, 3, or 4 percent. If a Contract owner makes such an election, the percentage chosen 

cannot be changed after the Contract is issued. The amount of the single premium paid for a Contract is 

unaffected by whether the Contract owner chooses Option U.  Rather, if the Contract owner elects Option 

U, the initial payments made under the Contract will be lower than if Option U is not elected (probably 

reflecting the value of the deferral represented by the initially lower annuity payouts).  

The Taxpayers represented that, when Option U is elected, payments made under the Contracts 

would satisfy the minimum distribution requirement of § 401(a)(9) and Treas. Reg. § 1.401(a)(9)-6, as 

approved in Notice 89-25.  However, the Revenue Service concluded that this representation was not 

sufficient given the modification of Notice 89-25 by Rev. Rul. 2002-62.   

While the applicable regulations under § 401(a)(9) provide that certain annually increasing annuity 

payments to people over age 70 1/2 will satisfy the minimum distribution requirements of that section, the 

updated guidance issued under Rev. Rul. 2002-62 “makes it clear that the required minimum distribution 

method involves an annual recalculation of the payments determined by dividing the account balance for 

that year by the number from the chosen life expectancy table for that year. Under this method, the annual 

payments may increase or decrease based on the account balance and the remaining life expectancy from 

the chosen table.”  (Emphasis supplied.) 
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In contrast, the annual payments under the Contracts with Option U would automatically increase 

by a fixed percentage over the prior year’s payments, rather than increase or decrease based on the account 

balance and the remaining life expectancy from the chosen table. Thus, the payments under the Contracts 

with Option U would not be determined using the required minimum distribution method described in Rev. 

Rul. 2002-62 and Notice 89-25.  

The ruling notes that: 

“The description of the required minimum distribution method in Rev. Rul. 2002-62, 

states that it is one of the methods described in . . Notice 89-25. Thus, we believe Rev. 

Rul. 2002-62 merely provides further explanation of the required minimum distribution 

method described in Notice 89-25. However, to the extent that the two descriptions of the 

method might vary, the description in Rev. Rul. 2002-62 controls.” 

The Service also rejected the Taxpayers alternative argument based on the legislative history of the 

Tax Reform Act of 1986, which suggests that a stream of payments under a defined contribution or defined 

benefit plan will not fail to be substantially equal solely because the payments vary on account of certain 

cost of living adjustments. The ruling notes, however, that the annual increase in payment amounts 

provided under Option U is at a fixed rate chosen by a Contract owner, and does not vary on account of 

cost of living adjustments. 

PLR 201120011 is a rare published negative ruling.  (Rulings are often withdrawn prior to being 

issued when it is clear that a negative answer will be provided.)  It is also at variance with what has been 

viewed as generally liberal interpretation of the “substantially equal period payments” exception to the 

early distribution penalty. (See, e.g., PLR 200943044, discussed in our Bulletin No. 09-121.) 

Any AALU member who wishes to obtain a copy of PLR 201120011 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. 

 

http://www.aalu.org/
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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. 

 

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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