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SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO  

THE CONCLUSION OF THIS WASHINGTON REPORT. 

The Internal Revenue Service, in its 2010-2011 Priority Guidance Plan (see our 

Bulletin No. 10-129), indicated its intention to issue guidance on partial exchanges of 

annuity contracts.  This guidance has now been issued in the form of Rev. Proc. 2011-38, 

which modifies (and liberalizes) the IRS’s earlier pronouncement in Rev. Proc. 2008-24 

(see our Bulletin No. 08-9).    

Background 

Conway v. Commissioner.  In Conway v. Commissioner, 111 T.C. 350 (1988), acq. 1999-2 C.B. xvi 

(see our Bulletins Nos. 99-8, 99-42 and 99-112), the Tax Court ruled that the partial exchange of one 

annuity contract for another qualifies as a tax-free exchange under Section 1035 because that section and 

the regulations thereunder require only that the exchanged contracts be of the same type (i.e., both 

annuities) and that the obligee under the two contracts be the same person.   

Although the IRS had argued against this result, in 1999 it acquiesced in the Tax Court’s decision.  

The acquiescence was conditioned on two premises:  first, all of the funds in the original contract, less any 

surrender fee, must remain invested in the annuity contracts after the transaction; and, second, the 

transaction otherwise must remain within the parameters of Section 1035.   

http://www.aalu.org/
http://aaluwr.org/majorrefs/Ref11-64.pdf
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IRS Notice 2003-51.  Notice 2003-51 provided interim guidance on partial exchanges. 

Specifically, the notice stated that “the Service, using general principles of tax law, will consider all the 

facts and circumstances to determine whether a partial exchange and a subsequent withdrawal from, or 

surrender of, either the surviving annuity contract or the new annuity contract within 24 months of the date 

on which the partial exchange was completed should be treated as an integrated transaction, and thus 

whether the two contracts should be viewed as a single contract to determine the tax treatment of a 

surrender or withdrawal under Section 72(e).”  If however, a taxpayer could demonstrate that one of the 

conditions of Section 72(q)(2) (relating to certain exceptions to the imposition of the penalty tax), or any 

other similar life event, such as a divorce or the loss of employment, occurred between the partial exchange 

and the surrender or distribution, and that the surrender or distribution was not contemplated at the time of 

the partial exchange, the taxpayer would not be treated as having entered into the surrender or distribution 

for tax avoidance purposes. 

Rev. Proc. 2008-24.  Rev. Proc. 2008-24 (which superseded Notice 2003-51) stated that Treasury 

and the Service had determined that the 24-month period referred to in Notice 2003-51 should be shortened 

to 12 months, and the subjective requirement that certain surrenders or distributions not have been 

“contemplated” at the time of the exchange should be removed. In addition, Treasury and the Service have 

determined it is appropriate to make the following clarifications to the rules of Notice 2003-51:  

First, if the direct transfer of a portion of an annuity contract for a second annuity contract does not 

qualify as a tax-free exchange under Section 1035, and the rules of [Rev. Proc. 2008-24], it will be treated 

as a taxable distribution followed by a payment for the second contract;  

Second, the rule treating a transfer as a tax-free exchange if one of the Section 72(q)(2) conditions is 

met cannot be satisfied based on a payment described in Section72(q)(2)(D) (describing a distribution that 

is part of a series of substantially equal periodic payments) or (describing a distribution under an immediate 

annuity); and 

Third, the Service will not require aggregation pursuant to the authority of Section 72(e)(12) 

(describing the required aggregation of certain modified endowment contracts and annuity contracts issued 

by the same company to the same policyholder during any calendar year) or otherwise of two contracts that 

are the subject of a tax-free exchange under Section 1035 “and section 4.01 of this revenue procedure,” 

even if both contracts were issued by the same insurance company. 

A transfer described in “section 4.01 of this revenue procedure” is one in which: 

(a) no amounts are withdrawn from, or received in surrender of, either of the contracts involved in 

the exchange during the 12 months beginning on the date on which amounts are treated as received as 

premiums or other consideration paid for the contract received in the exchange (the date of the transfer); or  

(b) the taxpayer demonstrates that one of the conditions described by § 72(q)(2)(A), (B), (C), (E), 

(F), (G), (H) or (J), or any similar life event (such as divorce or loss of employment), occurred between (i) 

the date of the transfer, and (ii) the date of the withdrawal or surrender. 

Small Business Jobs Act of 2010.  In the Small Business Jobs Act of 2010, effective for tax years 

beginning after December 31, 2010 (see our Bulletin No. 10-96), Congress specifically permitted the partial 

annuitization of annuity, endowment or life insurance contracts, provided the annuitization period is for ten 

(10) years or more, or is for the lives of one or more individuals.  Any amount received pursuant to an 

annuity meeting the annuitization period requirements will be treated as a separate contract for purposes of 

section 72.  For purposes of applying rules relating to the exclusion ratio, the determination of the 

investment in the contract, the expected return, the annuity starting date, and amounts not received as an 

annuity, the investment in the contract will be allocated on a pro rata basis between the portion of the 

contract from which annuity payments are made, and the portion of the contract from which amounts are 
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not received as an annuity.  A separate annuity starting date will be applied with respect to each 

portion of the contract from which amounts are received as an annuity 

Rev. Proc. 2011-38  

In Rev. Proc. 2011-38, which is generally effective for transfers completed on or after October 24, 

2100, the Revenue Service makes the following changes to Rev. Proc. 2008-24, all of which are intended to 

address “practical concerns” with the administration of the foregoing rules: 

 First, the 12-month period referred to in section 4.01(a) of Rev. Proc. 2008-24 is 

reduced to 180 days.  

 Second, the rule requiring that one of the enumerated § 72(q) conditions be met (or 

that a similar life event occur) is eliminated.  

 Third, in accordance with the provisions of the Small Business Jobs Act of 2010, the 

limitations on amounts withdrawn from or received under an annuity contract 

involved in a partial exchange do not apply to amounts received as an annuity for a 

period of 10 years or more or during one or more lives.  

 Fourth, the automatic characterization of a transfer as either a tax-free exchange 

under § 1035 or a distribution taxable under § 72(e) followed by a payment for a 

second contract is eliminated. Under this approach, if a direct transfer of a portion of 

the cash surrender value of an existing annuity contract for a second annuity contract 

does not meet the 180-day test described above, the Service will apply general tax 

principles to determine the substance, and hence the treatment, of the transfer as 

either boot in a tax free exchange or a distribution under § 72(e). 

These changes appear to reflect a pro-taxpayer liberalization of the rules for partial annuitizations as 

set forth in Rev. Proc. 2008-24.  For the most part, Rev. Proc. 2008-24 will continue to apply to transfers 

that are completed before October 24, 2011. 

We note that issues relating to partial annuitizations have been removed from the IRS’s “no rule” 

list as of 2011 (See Rev. Proc. 2011-3, 2011-1 I.R.B. 111.) 

Any AALU member who wishes to obtain a copy of Rev. Proc. 2011-38 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 

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

