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

In a ruling (PLR 201128017) virtually identical to PLR 201105005, which was 
discussed in our Bulletin No. 11-18, the Internal Revenue Service ruled that 
Contracts issued by an insurance company to owners of certain managed 
investment accounts will be classified as annuities for tax purposes. (See also 
our Bulletins Nos. 10-18 and 10-02, which were rulings issued to the account 
holders, as opposed to the insurance company.) The Contracts 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 diminishes significantly. The Service also 
ruled that the insurance company will not be require to comply with the 
“mark-to-market” rules of Revenue Code section 475, and that the periodic fee 
paid to the insurance company will be taken into account (i) by the company as 
gross income and (ii) in the determination of the account owner’s ‘investment 
in the contract” for purposes of section 72.  
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“Taxpayer,” a life insurance company, intends to offer a contract (“Contract”) to 
individuals - i.e., “natural persons” within the meaning of IRC § 72(u) - who have an 
ownership interest in an investment account (“Account”) established at a financial 
institution, which may be affiliated with Taxpayer. In exchange for a Fee, the Contract 
obligates the Taxpayer to pay the account owner a benefit (“Contract Benefit”) for the life 
of the account owner or, if joint lives are elected, the account owner and the account 
owner's spouse.  The Contract has a specified expiration date, on which the Contract will 
terminate unless the account owner elects the annuity purchase option.  

The account owner will deposit money in the Account, which, consistent with a permitted 
investment profile established by the Taxpayer and the Sponsor, will be invested in certain 
regulated investment companies (mutual funds).  The profile may be limited to funds 
advised by the Sponsor.  

The Contract Benefit is determined by reference to a “Value Marker,” which, at the time 
of issuance of the Contract, is equal to the value of the Account.  This value may be 
increased by additional deposit(s) into the Account and decreased by certain withdrawals 
from the Account, and will be redetermined at the end of each year.  

The account owner is allowed to access the value of the Account at any time. However, 
“Forbidden Withdrawals” - basically withdrawals in excess of certain Permitted Annual 
Withdrawals, decrease the Value Marker by the percentage that the amount of the 
Forbidden Withdrawal bears to the value of the Account.  

At any time after the younger of the covered lives attains the minimum age specified in 
the Contract, the account owner can elect to begin Permitted Annual Withdrawals, the 
amount of which may be redetermined each year in accordance with a formula.  If the 
value of the Account falls below a certain minimum threshold (“Specified Minimum 
Account Value”) prior to the Account’s expiration date, the Account will be liquidated, 
and Taxpayer will begin paying the Contract Benefit to the account owner.  This benefit is 
determined based on the Value Marker, adjusted in accordance with different formulas 
that apply depending on whether the account owner has - or has not- begun Permitted 
Annual Withdrawals.   

At any time prior to the commencement of payment of the Contract Benefit or the 
Contract's specified expiration date, the account owner may apply the Account Value to 
the purchase of annuity payments for the life of the account owner (or the later of the 
account owner's spouse, if elected) based on an annuity purchase rate guarantee specified 
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in the Contract (Annuity Benefit).  

The Contract does not have any cash value and the ownership rights, including the right to 
the benefit payable under the Contract or right to purchase annuity payments, cannot be 
assigned or transferred. 

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

1.         The Contract will be an annuity contract for federal income tax purposes.   

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 they must be (i) received on or after the annuity starting 
date, (ii) payable in periodic installments at regular intervals over a period of more than 
one full year from the annuity starting date, and (iii) 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 Contract possesses the essential attributes of an annuity. It is true 
that the Contract 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 
Account being reduced while the [account owner] is alive, it is not the case that ‘if 
[account owner] 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 Contract and the amounts paid under the Contract meet the requirements of [§ 72 
Code and regulations] as annuity contracts and annuity payments. Additionally, the 
Contract 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.’ S. Rep. No. 
97-464 at 349.  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.’ . . . The [account owner] will have ‘surrender[ed] all rights to 
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the money paid,’ thereby distinguishing the Contract from ‘installment payments of a 
debt, or payments of interest on a debt,’ which are not annuities.”  

Since the Contract is not a contract to pay interest, it will be classified as an annuity. 

2.         The activities of Taxpayer in offering and issuing the Contract will be within 
the scope of the “life insurance products” exception from the “mark-to-market” 
rules of  section 475 that is set forth in  § 1.475(c)-1(d) of the Income Tax 
Regulations.  

The “mark-to-market” rules of section 475 require “dealers in securities” to recognize gain 
or loss on certain securities held at the close of a taxable year as if such securities are sold 
for their fair market value on the last business day of the taxable year.  The final 
regulations [specifically, Treas, Reg. § 1.475(c)-1(d)] issued under section 475 in 1995 
(see T.D. 8700) clarify that a life insurance company does not become a dealer in 
securities solely by selling annuity, endowment, or life insurance contracts to its 
customers.   

The ruling concludes therefore that, since the Contract is an annuity contract under section 
72, Taxpayer, as the Contract issuer, will not be subject to the § 475 “mark-to-market” 
rules by reason of its issuance of the Contract.  

3.         The Periodic Fee will be included in Taxpayer’s gross income under  § 803(a)
(1).  

Section 803(a)(1) of the Code provides that, the term “life insurance gross income” means 
the sum of, among other things, the gross amount of premiums and other consideration on 
insurance and annuity contracts.  

The Revenue Service noted that the issuance of the Contract echoes a transaction 
described in  Rev. Rul. 77- 85, 1977-1 C.B. 12, which held that old section 809(c)(1) 
[prior to its amendment by the 1984 Act] required the company to include in premium 
income the amounts received by the insurance company as an annual market value 
premium equal to a specified percentage of the year-end value of the account. The market 
value premium compensates the insurance company for its cost and for its risk assumed in 
guaranteeing to the policyholder an annuity rate under the contract.  Further, Rev. Rul. 92-
94, 1992-2 C.B. 144, notes that “the regulations issued under pre- 1984 §§ 809(c)(1) and 
(d)(11) of the Code continue to provide guidance for the interpretation of §§ 803(a)(1) 
and  805(a)(8).”  
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Therefore, since the Contract will be treated an annuity contract for purposes of section 
72, the Periodic Fee should be included in Taxpayer’s gross income under section 803(a)
(1). 

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

5.         If Taxpayer becomes liable to pay Contract Benefits, such payments will be 
“amounts received as an annuity” under section 72(a).  

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

Any AALU member who wishes to obtain a copy of PLR 201128017 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) 
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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.  
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