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SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO  

THE CONCLUSION OF THIS WASHINGTON REPORT. 

The Internal Revenue Service has ruled that the transfer of partnership 

interests and cash to an annuitant’s grantor trust in exchange for  the termination of 

several private annuity contracts is treated as an annuity payment taxable to the 

annuitant under § 72 of the Internal Revenue Code.  In addition, the termination of the 

private annuity contracts also terminates the deferral treatment otherwise applicable to 

the annuity sale, and causes recognition of any remaining gain.  The ruling also 

describes how the transfer of property (partnership interests) in exchange for the 

termination of the annuity results in gain or loss to the transferor. 

The Facts.  The facts of the ruling are convoluted.  In essence, “Grantor” established two 

irrevocable trusts (“Trust 1” and “Trust 2”) for the benefit of “Beneficiary 1” and “Beneficiary 2” on an 

unspecified date.  Sometime after the establishment of the trusts, Grantor sold stock in Corporation 1 to the 

trusts in exchange for an annuity contract from each of them (the “Date X annuity contracts”).   The annuity 

contracts provide that each trust must pay a fixed annual annuity payment to Grantor for the full term of his 

life. The ruling recites that the present value of the fixed annual annuity payments to be made by the trusts 

was equal to the fair market value of the Corporation 1 stock on the date of the transaction.  The annuity 

contracts are unsecured. 

http://www.aalu.org/
http://www.aaluwr.org/majorrefs/Ref11-107.pdf
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Thereafter, each trust exchanged the Corporation 1 stock for shares of Corporation 2 

stock pursuant to a tax-free merger of Corporation 1 and Corporation 2.  Following that transaction, each 

trust sold some shares of Corporation 2 Stock to unrelated third parties and exchanged some number of 

Corporation 2 stock for shares of Corporation 3, in a tax free merger of Corporation 2 and Corporation 3.  

Each Trust subsequently sold all of its shares of Corporation 3 stock to unrelated third parties.   

At a still later date, each trust purchased shares of common stock of Corporation 2 from Grantor in 

exchange for private annuity contracts (the “Date Y annuity contracts”), each of which provided for a fixed 

annuity payment to Grantor for his life, and each of which was unsecured.  The stock of Corporation 2 

obtained in this transaction was subsequently exchanged for stock of Corporation 3 in a tax-free merger, 

and the Corporation 3 stock was again sold to unrelated third parties (presumably for cash). 

Trust 1 and Trust 2 thereupon purchased partnership interests in a partnership owning real property.  

(These partnership interests were later exchanged for new partnership interests via merger.) 

The Transaction.  The ruling states that Grantor intends to assign his rights and obligations under 

the Date X and Date Y annuity contracts to a grantor trust established by Grantor. Thereafter, Trust 1 and 2 

intend to sell their partnership interests to the grantor trust in exchange for 1) the termination of the annuity 

contracts and 2) cash.  (Note: If the grantor trust to which the annuities are assigned - presumably by gift - 

is an irrevocable trust for the benefit of Grantor’s descendants, the foregoing transaction would remove 

future annuity payments and the partnership interests from Grantor’s gross estate for Federal estate tax 

purposes, albeit at a potential income tax cost to him.) 

The ruling recites that the fair market value of the partnership interest of each of Trust 1 and Trust 2 

at the time of the sale will equal the sum of 1) the present value of the future annuity payments due under 

the annuity contracts, plus 2) the Cash Payment.  The annuity value will be computed as of the closing date 

of the contemplated transaction using the appropriate actuarial table identified applicable Treasury 

regulations, and the applicable section 7520 interest rate as of the closing date of the transaction and the age 

of the Grantor.  

Analysis:  A private annuity is generally an arrangement whereby an individual transfers property, 

usually real estate or closely-held - not publicly traded - business interests, to a transferee who promises to 

make periodic unsecured payments to the transferor for the remaining life of the transferor, or for another 

specified term.  As explained in the ruling, “[p]rivate annuity arrangements are often used for intra-family 

transfers whereby an older family member transfers appreciated property to a younger family member in 

order to gain tax advantages, e.g., removal of the property from the transferor's gross estate.” 

The two principal published Revenue Rulings governing the tax treatment of private annuity sales 

have been Rev. Rul. 69-74, 1969-1 C.B. 43, and Rev. Rul. 55-119, 1955-1 C.B. 352.  

Rev. Rul. 69-74 holds that: (1) the seller in a private annuity sale realizes capital gain based on the 

difference between the seller’s basis in the property and the present value of the annuity; (2) the gain is 

deferred - i.e., reported ratably over the seller’s life expectancy; (3) the investment in the contract for 

purposes of computing the exclusion ratio under § 72 is the seller's basis in the property transferred; (4) the 

excess of the fair market value of the property transferred over the present value of the annuity is a gift 

from the seller to the buyer; and (5) the prorated capital gain reported annually is derived from the portion 

of each annuity payment that was not excludible.  

Rev. Rul. 55-119 holds that, if property is exchanged for an annuity, and such annuitized property is 

(as in PLR 201149005) disposed of prior to the death of the annuitant, the basis (unadjusted) for 

determining gain is the total of the annuity payments made under the contract up to the date of disposition 

plus the value of the prospective payments remaining to be paid at the date of such disposition. The basis 

(unadjusted) for determining loss is the total of the annuity payments actually made at the time of 
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disposition.  If the selling price is less than the adjusted basis for gain and greater than the adjusted 

basis for loss, neither gain nor loss is recognized at the time of the sale. This treatment applies even if the 

distribution arises from a complete surrender or redemption of the contract on or after the annuity starting 

date.  

Additionally, under general income tax principals, when a taxpayer conveys appreciated or 

depreciated property in satisfaction of an obligation (such as a private annuity) or in exchange for the 

performance of services, that taxpayer must recognize gain or loss equal to the difference between the basis 

in the transferred property and the property's fair market value at the time of the transfer.  Where the sale is 

of a partnership interest, the gain includes the seller’s share partnership liabilities immediately prior to the 

transfer.  

In the context of PLR 201149005, this should mean that the Trusts’ unadjusted bases in their 

partnership interests will include the annuity payments already made plus the present value of the annuity 

payments to be received (for purposes of computing gain), or be limited to the annuity payments already 

made (for purposes of computing any loss).  There is a further statement - not elaborated upon - in the 

ruling that “the disposition of the property that was exchanged for the annuity contracts may be relevant in 

determining the gain or loss realized.”  This presumably is a reference to the multiple sales and exchanges 

of the original annuitized property set forth in the ruling. 

Rulings: 

1. Each Trust will recognize gain or loss as a result of the sale of its partnership interest to 

buyer in the tax year that includes such sale in an amount equal to the difference between each Trust's 

adjusted basis in its partnership interest (determined in accordance with Rev. Rul. 55-119, above) and the 

sum of (i) the annuity value; (ii) the Cash Payment, and (iii) the Trust's allocable share of the Partnership's 

liabilities immediately prior to the sale.  

2. The transfer by each Trust of a portion of each Trust's partnership interest to the Grantor (via 

his grantor trust) in exchange for the termination of the annuity contracts is treated as an annuity payment 

to Grantor in an amount equal to the annuity value (determined in accordance with the § 7520 factors and 

the annuitant’s age) of each of the annuity contracts under section 72.  The termination of the annuity 

contracts ceases the deferral treatment set forth in Rev. Rul. 69-74 and causes recognition by Grantor of any 

remaining gain attributable to the original transactions. 

Comment:  On October 18, 2006, the IRS released proposed regulations [REG-141901-05] (see our 

Bulletin No. 106-124) that would obsolete Rev. Rul. 69-74 (above) resulting - in most cases not involving a 

grantor trust as purchaser - in the acceleration of the recognition of gain by the seller in a private annuity 

transaction to the year of sale.  These regulations have never been finalized, even though over 4 years have 

elapsed since their release.  When and if finalized, they would (with some exceptions) be retroactive to 

private annuity sales occurring after October 18, 2006. 

The transaction at which the proposed regulations were targeted was sometimes referred to as the 

“private annuity trust,” pursuant to which the owner of appreciated property would transfer the property to 

an irrevocable nongrantor trust in exchange for the trust's promise to pay an annuity for life.  Since the 

present value of the annuity equals the fair market value of the property, when the trust sold the property to 

a third party (who would not ordinarily be interested in issuing a private annuity) for a sale price equal to its 

fair market value, the trust would realize no gain.  The trust would have cash, and the original 

seller/annuitant would continue to report the gain ratably over his/her lifetime.  In some cases, the trust 

would use the sales proceeds to purchase a commercial annuity as a means of insuring its annuity 

obligation. 
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Although the initial private annuity transactions in PLR 201149005 were between an 

individual grantor and two trusts, it is doubtful that the IRS would issue the rulings in question if these 

transactions were described in the immediately preceding paragraph, even though it is likely that they 

occurred before the issuance - and probable effective date - of the proposed regulations.  However, the PLR 

is very cryptic in some respects, so that it is not possible to draw definitive conclusions about the nature and 

purposes of the transactions at issue. 

A private annuity sale nevertheless remains a valuable technique to remove the value of the assets 

sold from the seller’s estate, particularly where the seller has a shorter life expectancy than assumed by the 

IRS’s mortality tables, so that the annuity payments receivable by the seller are likely to be less than the 

value of the property transferred in the exchange. 

Any AALU member who wishes to obtain a copy of PLR 201149005 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. 
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