Section 1275.—Other issued by insurance companies subject {@)(B)(i) merely because it also provides

Definitions and Special Rules tax under subchapter L of the Code. Thior a payment (or payments) made by rea-
proposed regulations treat certain of theson of the death of one or more individu-

26 CFR 1.1275-1: Definitions. annuity contracts as debt instruments fals. Thus, under the proposed regulations,
purposes of the OID provisions. the exception in section 1275(a)(1)(B)(i)

The IRS received a number of writterapplies only to an immediate annuity con-
comments on the proposed regulationsract with level (or decreasing) payments
In addition, on August 8, 1995, the IRSor the life (or lives) of one or more indi-
DEPARTMENT OF THE TREASURY  held a public hearing on the proposed regdiduals. No deferred annuity contract

T.D. 8754

Internal Revenue Service ulations. The proposed regulations, witlgualifies for the exception.

26 CFR Part 1 certain changes in response to comments,Several commentators questioned the
are adopted as final regulations. Thapproach of the proposed regulations. In

Debt Instruments With Original comments and changes are discussedrticular, they contended that the excep-

below. tion in section 1275(a)(1)(B)(i) should not
be limited to those annuity contracts that
require periodic payments to begin within
one year of the date of the initial invest-
ment in the contract. That is, deferred an-
The OID provisions generally apply tonuities, if dependent in whole or substan-
ACTION: Final regulations. issuers and holders of debt instrumentsial part on an individual’s (or several
The termdebt instrumenmeans any in- individuals’) survival, should also qualify
SUMMARY: This document contains strument or contractual arrangement thdbr the exception in section 1275(a)(1)-
final regulations relating to the federal inconstitutes indebtedness under gener@)(i). Other commentators took issue
come tax treatment of certain annuityrinciples of federal income tax law. Seavith this point of view and contended that
contracts. The regulations determinsection 1275(a)(1) and §1.1275-1(d). the proposed regulations should be final-
which of these contracts are taxed as debtSection 1275(a)(1)(B) excepts twoized without substantial change.
instruments for purposes of the originatypes of annuity contracts from the defini- After a careful review of this issue, the
issue discount provisions of the Internalion of debt instrumentand, therefore, IRS and the Treasury have modified the
Revenue Code. The regulations providégom the OID provisions). First, sectionregulations to eliminate the requirement
needed guidance to owners and issuers b275(a)(1)(B)(i) excepts an annuity conthat annuity distributions begin within
these contracts. tract to which section 72 applies if theone year of the date of the initial invest-
contract “depends (in whole or in substanment in the contract. Instead, as sug-
DATES: Effective date:The regulations tial part) on the life expectancy of 1 orgested by the legislative history, the final

Issue Discount; Annuity
Contracts Explanation of Provisions

AGENCY: Internal Revenue ServiceCertain Annuity Contracts
(IRS), Treasury.

are effective February 9, 1998. more individuals.” Second, sectionregulations interpret section 1275(a)-
Applicability dates: For dates of ap- 1275(a)(1)(B)(ii) excepts an annuity con{1)(B)(i) as excepting from the definition
plicability, see §1.1275-1(j)(8). tract to which section 72 applies if theof debt instrumenbnly those annuity

contract is issued by “an insurance conmeontracts that contain terms ensuring that
FOR FURTHER INFORMATION CON- pany subject to tax under subchapter Lthe life contingency under the contract is
TACT: Jonathan R. Zelnik, (202)and the circumstances of the contract’s i&oth “real and significant.” H.R. Conf.
622-3930 (not a toll-free number). suance meet certain criteria. Rep. No. 861, 98th Cong., 2d Sess. 887
The proposed regulations address oni{1984), 1984-3 (Vol. 2) C.B. 141. The
the first exception, which is contained inTreasury and the IRS have determined
Background section 1275(a)(1)(B)(i). Under the pro-that the life contingency under an annuity
posed regulations, an annuity contraatontract is “real and significant” within
Sections 163(e) and 1271 through 1278ualifies for the exception in sectionthe meaning of the legislative history only
of the Internal Revenue Code (Code) prot275(a)(1)(B)(i) only if all payments if, on the day the contract is purchased,
vide rules for the treatment of debt instruunder the contract are periodic paymentere is a high probability that total distri-
ments that have original issue discourthat: (1) are made at least annually for theutions under the contract will increase
(OID). life (or lives) of one or more individuals; commensurately with the longevity of the
On February 2, 1994, the IRS and Treg2) do not increase at any time during thandividual (or individuals) over whose life
sury published in thé&ederal Register life of the contract; and (3) are part of dor lives) the distributions are to be made.
(59 F.R. 4799) final regulations under th&eries of payments that begins within onéThese individuals are hereinafter referred
OID provisions. On April 7, 1995, theyear of the date of the initial investment irto as annuitants.) The final regulations,
IRS published in thé&ederal Register the contract. An annuity contract that isherefore, provide a two-pronged general
(60 F.R. 17731) a notice of proposed rulestherwise described in the preceding semule: An annuity contract qualifies for the
making relating to the federal income taxence, however, does not fail to qualifyexception in section 1275(a)(1)(B)(i) only
treatment of annuity contracts that are ndor the exception in section 1275(a)f it both: (1) provides for periodic distrib-
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utions made at least annually for the lifévlinimum Payout Provisions The terminating death is the annuitant
(or joint lives) of an individual (or a rea- . death that, in general, causes annuity pay-
sonable number of individuals); and (2) f @n annuity contract guarantees that ghans 1o cease under the contract. The
contains no terms or provisions that cafMnimum amount will be distributed re- oo teq date of the terminating death is
significantly reduce the probability thatdardless of the death of the individual (Ofetermined as of the annuity starting date
total distributions will increase commen-ndividuals) over whose life (or lives) i, yespect to all then-surviving annui-
surately with longevity. payment_s are to b_e made, th? MINIMURY g by reference to the applicable mor-

The final regulations identify several@mount is not ,SF’bleCt to the life Con,t'r?'tality table prescribed under section
types of terms and provisions that can si ency. In addmon,_ the larger the mlr"'417(e)(3)(A)(ii)(I). See Rev. Rul. 95-6,
nificantly reduce the probability that total um ampupt rglatlve to aggregatg €X1995-1 C.B. 80, for the applicable mor-
distributions under the contract will in_p.e_cted' distributions over the re!ﬁn"’“mn%lity table that is prescribed for this pur-
crease commensurately with longevit gomt) life expectancy Qf the_ahnwtant (OrPose as of January 8, 1998.
These terms and provisions include thgnnqltan_ts), the less likely it is thaF t(_)ta . ..

istributions under the contract will in-Maximum Payout Provisions

availability of a cash surrender option, th ¢rease commensurately with the longevity

availability of a loan secured by the con- . . ) i i i

ract. mi Y ¢ brovisi y of the annuitant (or annuitants). A suffi- If @ annuity contract provides that dis-

r:ijcm' m;n'g:::mrgi?’sc;gngrc;vr';'onrso'v?;ﬁjxn';cienﬂy large minimum amount renderdributions will cease if an annuitant lives
pay P ' P e life contingency virtually meamng_beyond a specified date, total distribu-

that allow decreasing payouts. Subject . ions under the contract may fai ;
L . y fail to in-
limited exceptions, the presence of any ss. For example, consider a contradl®

" that provides for monthly distributions tocrease commensurately with longevity. If
these terms or provisions causes an anni

ity contract to fail to qualify for the ex- egin on the annuity starting date and t§1€ specified date is relatively early (when
c)e/ tion i section 12?5(a)(1)(B)(i) TheeXtend for the longer of the life of the ancOmMpared to the annuitant's life ex-
P ' nuitant or 20 years, regardless of the afectancy as of the annuity starting date),

Iﬁt (f).f |ollent|f|e|d terms and pr0\|/|5|_0ns IQ‘nuitant’s age. If the annuitant has a liféts existence significantly reduces the
the fina re_gu ations _IS not exc USIVe'_ expectancy as of the annuity Starting dawobab|l|ty tha.t tOtal diStributionS Under
contract fails to qualify for the exception

) ; . of 5 years, it is likely that distributionsthe contract will increase commensurately
Icnoifaﬁﬂgnaii705t§1ae)r(iza(z(lgrlf;;e\/ig?onr:r?; Ywill be made for exactly 20 years, regardwith longevity. Conversely, if the speci-
can significantly reduce the probability ess of when the annuitant dies. In thiged date_ls Vfary.late (when compared to
that total distributions under the contrac?‘.ase’ although the form of th? contract !r{he a.nnunan.t s life expectanp y as of the

o .~ “dicates that it depends on life, the exisannuity starting date), its existence does
will increase commensurately with

tence of the minimum payout provisionnot significantly reduce the probability

longevity. significantly reduces the probability thatthat total distributions under the contract
Cash Surrender Options and Loans  total distributions under the contract wilwill increase commensurately with
Secured by the Contract depend on longevity. longevity. For example, consider an an-

Because the existence of a minimurfuity contract that provides that distribu-
If the holder of an annuity contract carpayout provision can significantly reducedions will be made for the life of the annu-
exchange or surrender all or part of théhe probability that total distributionsitant but in no event for more than 30
contract for a distribution or for distribu-ynder the contract will increase commenyears. If the annuitant is a relatively
tions that are not contingent on life, thgurately with longevity, the existence ofyoung person, this maximum payout pro-
holder’s decision whether, and when, tany such provision generally causes thésion significantly attenuates the life
exchange or surrender the contract cagontract to fail to qualify for the exceptioncontingency. On the other hand, if the an-
render the life contingency insignificantin section 1275(a)(1)(B)(i). The final reg-nuitant has a life expectancy of 10 years
Similarly, if the holder of an annuity con-ulations provide only two exceptions toon the annuity starting date, this maxi-
tract can borrow against the contract, thghis general rule. First, an annuity conmum payout provision is unlikely to de-
holder’s decision whether, and when, teract does not fail to be described in sedermine the total distributions.
borrow can have a comparable effection 1275(a)(1)(B)(i) merely because it Because the existence of a maximum
The final regulations, therefore, providecontains a minimum payout provision thapayout provision can significantly reduce
that, if either the issuer or a person actinguarantees a death benefit no greater thtime probability that total distributions
in concert with the issuer explicitly or im-the unrecovered consideration paid for thender the contract will increase commen-
plicitly makes available either a cash sureontract. Second, an annuity contracturately with longevity, the final regula-
render option or a loan secured by thdoes not fail to be described in sectiotions provide that the existence of any
contract, then the contract contains a tert275(a)(1)(B)(i) merely because the conmaximum payout provision generally
that can significantly reduce the probabiltract provides that, after annuitizationcauses the contract to fail to qualify for the
ity that total distributions on the contractistributions may be guaranteed to corexception in section 1275(a)(1)(B)(i).
will increase commensurately withtinue for a term certain that is no longeiThere is a single exception to this general
longevity. That availability, therefore, than one-half of the period of time fromrule in cases where the period of time be-
causes the contract to fail to qualify fothe annuity starting date to the expectetiveen the annuity starting date and the
the exception in section 1275(a)(1)(B)(i). date of the “terminating death.” date after which (under the maximum pay-
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out provision) no distributions will be cally issued by charitable institutions inarrangement is not subject to the OID tim-
made is at least twice as long as the peri@kchange for a transfer of cash or progng provisions. See also §81.1273-2(d)
of time from the annuity starting date tcerty greater in value than the annuity. Beand 1.1274-1(a), under which a nonpub-
the expected date of the terminating deathause these contracts may call for perlicly traded debt instrument issued for ser-
. o odic distributions to begin more than on&ices has an issue price equal to its stated
Decreasing Payout Provisions year after they are issued, there was coredemption price at maturity and, there-
The connection between longevity an&ﬁm that,hu?q:ar the pﬁ;)ofsedhregulationfz)re, has no OID.
distributions under an annuity contract i€y might fail to quality for the excep- -
apparent in the case of a con)t/ract that pron in section 1275(a)(1)(B)()- -SpeC|aI Analyses
vides for equal annual distributions for " many cases, distributions under pri- |t has peen determined that this Trea-
life. For each year the annuitant lives, an/at® and charitable gift annuity contractgyry gecision is not a significant regula-
other equal distribution is made. If distri-2"€ €ntirely contingent on the survival otqy action as defined in EO 12866.
butions decrease over time, this conne@n€ individual (or a small number of indi-therefore, a regulatory assessment is not
tion can become attenuated. Consider &ffiuals). These contracts are not indebtegsqyired. It has also been determined that
annuity contract that provides for a distri€SS under general principles of federal insection 553(b) of the Administrative Pro-
bution upon annuitization of $100,000€0Me tax law and, therefore, are not withigeqyre Act (5 U.S.C. chapter 5) does not
followed by annual distributions of $10the definition ofdebt instrumenin section 4|y to these regulations. Because the
per year for life. Although this contract}275(@)(1)(A). For almost all other privatéyotice of proposed rulemaking preceding
provides for periodic distributions for life, 2nd charitable gift annuities, the final regugne regulations was issued prior to March
the pattern of the distributions causes tH@tions address the concern by removingg 1996, the Regulatory Flexibility Act
amount distributed to fail to adequatelyhe requirement that the distributions begifs .s.c. chapter 6) does not apply. Pur-

reflect longevity. within one year of the date of the initial in-syant to section 7805(f) of the Code, the

If the amount of distributions under anv&Stment in the contract. notice of proposed rulemaking was sub-
annuity contract during any contragt Yeahnnuity Contracts Issued by Foreign rmttefd to the Small Bl_JSlr_1ess Adm|n|stra}|-
may be I_ess than the a_mount of d'Str_'bulhsurance Companies t|on_ or comment on its impact on smal
tions during the preceding year, the final business.

regulations provide that this possibility One commentator asked the IRS to clar- . .
can significantly reduce the probabilityify the treatment of annuity contracts iS_Draftlng Information
that total distributions under the contracsued by a foreign insurance company that seyeral persons from the Office of
will increase commensurately withdoes not engage in a trade or busineggjef Counsel and the Treasury depart-
longevity. Thus, the existence of this poswithin the United States. In particular, thgnent participated in developing these reg-
sibility generally causes the contract teommentator asked for guidance oyations.

fail to qualify for the exception in sectionwhether such an annuity contract qualifies

1275(a)(1)(B)(i). There is a single excepunder section 1275(a)(1)(B)(ii), which pro- * ok ok k%

tion to this general rule for certain vari-vides a broad exception from the dEfinitior}l\doption of Amendments to the

able distributions that are closely tied tef debt instrumentor certain annuity con- Regulations

investment experience, inflation, or simitracts issued by “an insurance company

lar fluctuating criteria. In these casessubject to tax under subchapter L.” These Accordingly, 26 CFR part 1 is amended
because the provision can result in conregulations do not address the exception & follows:

parable increases in the amount of distritsection 1275(a)(1)(B)(ii). The Treasury

utions, the possibility that the distribu-and the IRS, however, welcome comment@ART 1—INCOME TAXES

tions may decline from year to year doesn the proper scope of that provision. Paragraph 1. The authority citation for

not significantly reduce the probability : ; ;
eyl ertain Compensation Arrangements  Part 1 is amended by removing the entries
that total distributions under the contract P 9 for “Sections 1.1271-1 through 1.1274—

will increase commensurately with geyeral commentators questione8” and “Sections 1.1275—1 through

longevity. whether the proposed regulations apply t9.1275-5" and adding the following en-
Private and Charitable Gift Annuity certain compensation arrangementsies in numerical order to read as follows:
Contracts whose distributions are taxed under sec- Authority: 26 U.S.C. 7805 * * *

tion 72. The timing rules of the OID pro-Section 1.1271-1 also issued under 26
Several commentators expressed cowisions do not apply to compensatior.S.C. 1275(d).
cerns that the proposed regulations, if fiarrangements that are subject to other sp8ection 1.1272-1 also issued under 26
nalized, would alter the tax treatment traeific Code or regulations provisions. FoiUJ.S.C. 1275(d).
ditionally afforded private and charitableexample, if an arrangement is describeSection 1.1272-2 also issued under 26
gift annuity contracts. Private annuityin the first sentence of section 404(a) or itV.S.C. 1275(d).
contracts are typically issued as considesection 404(b) or if amounts under th&ection 1.1272—-3 also issued under 26
ation in intra-family transfers of property.arrangement are includible under sectiond.S.C. 1275(d).
Charitable gift annuity contracts are typi83, 403, or 457, or under 8§1.61-2, th&ection 1.1273-1 also issued under 26
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U.S.C. 1275(d). §81.1275-1 Definitions. tions under the contract. (See paragraph
Section 1.1273-2 also issued under 26 e e ()(2)(1)(A) of this section.) For example,
U.S.C. 1275(d). i if a contract provides for periodic distrib-
Section 1.1274-1 also issued under 26 (d) Debt instrument. Except as pro- yions until the later of the death of the
U.S.C. 1275(d). vided in section 1275(a)(1)(B) (relating toast-surviving annuitant or the end of a
Section 1.1274-2 also issued under 2§€"ain annuity contracts; see paragraprm certain, the terminating death is the
U.S.C. 1275(d). (i) of this section), debt instrument meangeath of the last-surviving annuitant.
Section 1.1274-3 also issued under 281Y instrument or contractual arrange- (jij) Coordination with specific rules.
U.S.C. 1275(d). ment that popstltutes mdebteQness Und?’raragraphs ()(3) through (7) of this sec-
Section 1.1274-4 also issued under 2¢eneral principles of Federal income taon describe certain terms and conditions
U.S.C. 1275(d). law (including, for example, a certificatethat can significantly reduce the probabil-
Section 1.1274-5 also issued under 2@f deposit or a loan). * * * ity that total distributions under the con-
U.S.C. 1275(d). * * * o+ o+ % tract will increase commensurately with
Section 1.1275-1 also issued under 26 the longevity of the annuitant (or annui-
U.S.C. 1275(d). (i) [Reserved] tants). If a term or provision is not specif-
Section 1.1275-2 also issued under 26 () Life annuity exception under sectiorically described in paragraphs (j)(3)
U.S.C. 1275(d). 1275(a)(1)(B)(i)—(1) Purpose. Section through (7) of this section, the annuity
Section 1.1275-3 also issued under 28275(@)(1)(B)(i) excepts an annuity concontract must be tested under the general
U.S.C. 1275(d). tract from the definition ofiebt instru- rule of paragraph (j)(2)(i) of this section
Section 1.1275-4 also issued under 2@entif section 72 applies to the contracto determine whether it depends (in whole
U.S.C. 1275(d). and the contract depends (in whole or iar in substantial part) on the life ex-
Section 1.1275-5 also issued under 2gubstantial part) on the life expectancy gbectancy of one or more individuals.
U.S.C. 1275(d). * * * one or more individuals. This paragraph (3) Availability of a cash surrender op-
Par. 2. Section 1.1271-0 is amended) provides rules to ensure that an annuitjon—(i) Impact on life contingencyThe
by adding entries for paragraphs (ifontract qualifies for the exception in secavailability of a cash surrender option can
through (j)(8) to §1.1275-1 to read as foltion 1275(a)(1)(B)(i) only in cases wheresignificantly reduce the probability that

lows: the life contingency under the contract isotal distributions under the contract will
real and significant. increase commensurately with the

81.1271-0 Original issue discount; (2) General rule—(i) Rule. For pur- longevity of the annuitant (or annuitants).
effective dates; table of contents. poses of section 1275(a)(1)(B)(i), an anThus, the availability of any cash surren-
nuity contract depends (in whole or inder option causes the contract to fail to be

O T S substantial part) on the life expectancy ofiescribed in section 1275(a)(1)(B)(i). A

_ one or more individuals only if— cash surrender option is available if there
§1.1275-1 Definitions. (A) The contract provides for periodicis reason to believe that the issuer (or a
% % x % distributions made not less frequentlyperson acting in concert with the issuer)

(i) [Reserved] than annually for the life (or joint lives) of Will be willing to terminate or purchase
(i) Life annuity exception under section@n individual (or a reasonable number ol or a part of the annuity contract by
1275(a)(1)(B)(i). individuals); and _ making one or more payment; of cash or
(1) Purpose. (B) The Contract does not c.ont-e}ln anpropqrty (cher than an ann.wty contract

(2) General rule. terms or provisions that can significantlydescribed in this paragraph (j)).

(3) Availability of a cash surrender op-feduce the probability that total distribu- (i) Examples.The following examples
tions under the contract will increasdllustrate the rules of this paragraph (j)(3):

tion.
(4) Availability of a loan secured by thecommensurately with the longevity of the  gyample 1 (i) Facts. On March 1, 1998, X is-
contract. annuitant (or annuitants). sues a contract to A for cash. The contract provides
(5) Minimum payout provision. (i) Terminology. For purposes of this that,_effective on any datg chosen byA(the_ annuity
. .. aragraph (j): starting date), X will begin equal monthly distribu-
(6) Maxmum payout prows!o_n. P Ag Cp t ! t The t tracti tions for As life. The amount of each monthly dis-
(7) Decreasing payout provision. (A) Con rag : e ermc?” ractin-  yinution will be no less than an amount based on the
(8) Effective dates. cludes all written or unwritten under-contracts account value as of the annuity starting

standings among the parties as well as auyte, As age on that date, and permanent purchase
person or persons acting in concert witfate guarantees contained in the contract. The con-

Par. 3. Section 1.1275-1 is amendeane or more of the parties. tract also provides that, at any time before the annu-
ity starting date, A may surrender the contract to X

* * * * *

by: o ] (B) Annwta_nt._T_he termannuitant o the account value less a surrender charge equal to
1. Revising the first sentence of pararefers to the individual (or reasonable declining percentage of the account value. For this
graph (d). number of individuals) referred to in parapurpose, the initial account value is equal to the cash
2. Adding and reserving paragraph (i).graph (j)(2)(i)(A) of this section. Invenstebd- thllere?fter,_the account vatlue dlncrteases an-
. . . . _ nually by at least a minimum guaranteea rate.
3. Addlng paragraph (J) -(C) Termlnatlng deathThe phrasegr (i) Analysis. The ability to obtain the account
The revision and additions read as folminating deathrefe_rs to thg a.nnu.|ta_nt\,a|ue less the surrender charge, if any, is a cash sur-
lows: death that can terminate periodic distribuender option. This ability can significantly reduce
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the probability that total distributions under the conpact on life contingencyl'he existence of spect to all then-surviving annuitants.

}raCt "_"J' iT’;”e‘:‘hse Cotmmti”_f“trage'{j Wi‘th:_a minimum payout provision can signifi-The expected date of the terminating
ongevity. us, the contract ralls to be aescriped In - .
section 1275(a)(1)(B)(). cantly reduce the probability that totaldeath must be determined by reference to

Example 2 (i) Facts On March 1, 1998, X is- distributions under the contract will in-the applicable mortality table prescribed
sues a contract to B for cash. The contract provid@rease commensurately with the longevitynder section 417(e)(3)(A)(ii)(1).

that beginning on March 1, 1999, X will distribute toof the annuitant (or annuitants). Thus, the (iv) Examples. The following exam-

B a fixed amount of cash each month for B's "fe'existence of any minimum payout provi-pleS illustrate the rules of this paragraph

Based on X’s advertisements, marketing literature, . . . .
or illustrations or on oral representations by X,S$I0h caL_Jses th_e contract to fail _to be ddp)(5):

sales personnel, there is reason to believe that an &cribed in section 1275(a)(1)(B)(i). Example 1. (i) Facts. On March 1, 1998, X is-
filiate of X stands ready to purchase B's contract for (i) Definition of minimum payout pro- g;es a contract to D for cash. The contract provides

its commuted value. vision. A minimum payout provision is a that, effective on any date D chooses (the annuity

th (tii) An"’f‘fl,|¥5its' Bf(;(auie t:ere is(,‘ retason tohbe"eé’%ontractual provision (for example, arstarting date), X will begin equal monthly distribu-

at an afiiliate or & stands ready to purchase b ietri i | for the greater of D’s life or 10 years, regard-
; reement to make distributions over #ons for the g years, reg

contract for its commuted value, a cash surrend&@9 less of D's age as of the annuity starting date. The

option is available within the meaning of paragraplierm certain) that provides for one 0% mount of each monthly distribution will be no less

()(3)() of this section. This availability can signifi- more distributions made— than an amount based on the contract's account
cantly reduce the probability that total distributions (A) After the terminating death undervalue as of the annuity starting date, D’s age on that

under the contract will increase commensuratel¥
o . . he contract; or date, and permanent purchase rate guarantees con-
with B’s longevity. Thus, the contract fails to be de- tained in the contract.

scribed in section 1275(a)(1)(B)(0)- . (B) By reasgn Of.the. defith of z_iny indi- (i) Analysis.A minimum payout provision exists
S V'duall (including d'Str'b.Ut'ons trlgggrgd because, if D dies within 10 years of the annuity
(4) Ava”ab”_lty of a loan ?ecumd_ by by or increased by terminal or chronic ill-starting date, one or more distributions will be made
the contract—(i) Impact on life contin- pness, as defined in section 101(g)(1)(Aafter D's death. The minimum payout provision
gency. The availability of a loan securedang (B)). does not qualify for the exception in paragraph
by the contract can significantly reduce (iii) Exceptions for certain minimum(])(S)(m)(B) of this section because D may defer the

L L - . . annuity starting date until his remaining life ex-
the probability that total dlsmbu“onspaYOUtS—(A) Recovery of consideration yectancy is less than 20 years. If, on the annuity

under the f:omraCt will in_crease COMMeENpaid for the contract. Notwithstanding starting date, D’s life expectancy is less than 20

surately with the longevity of the annui-paragraphs (j)(2)(i)(A) and (j)(5)(i) of this years, the minimum payout period (10 years) wil

tant (or annuitants). Thus, the availabilit;gection’ a contract does not fail to be deast beyond the halfway date. The minimum payout

of any such loan causes the contract to faikriped in section 1275(2)(1)(B)(i) merel)}Jrowsmn, therefore, can significantly reduce the
p

. . P i . robability that total distributions under the contract
to be described in section 1275(a)(1)pecause it provides that, after the termigjj increase commensurately with D's longevity.

(B)(i). Aloan secured by the contract Shating death, there will be one or mor@hus, the contract fails to be described in section

available if there is reason to believe thajisyipytions that, in the aggregate, do nd275(2)(1)B)()-
the issuer (or a person acting in concegxceed the consideration paid for the con- Example 2.(i) Facts. The facts are the same as

i ' ' illi DR Example lof thi h (§)(5)(i t that
with the issuer) will be willing to make a,4ct |ess total distributions in Example is paragraph (j)(5)(iv) except tha

i ; indi preViOUSIythe monthly distributions will last for the greater of
loan that is directly or indirectl red, nonthly _ 9
oan that Is .d ectly or indirectly secureqyage under the contract. D's life or a term certain. D may choose the length
by the annuity contract.

. . (B) Payout for one-half of life ex- of the term certain subject to the restriction that, on
(i) Example. The following example ectancy. Notwithstanding paragraphsthe annuity starting date, the term certain must not
illustrates the rules of this paragraph; : . . . . exceed one-half of D’s life expectancy as of the an-
() (4): g arap )(2)(0)(A) and 0)(5)(|) of this Secr'?”’ a_ nuity starting date. The contract also does not pro-
contract does not fail to be described iige for any adjustment in the amount of distribu-
Example. (i) Facts. On March 1, 1998, X issues Section 1275(a)(1)(B)(i) merely because ifions by reason of the death of D or any other
a contract to C for $100,000. The contract provideprovides that, if the terminating death ocindividual, except for a refund of D's aggregate pre-
that, effedctiw; on ar:lybdate choseln by (;l(thde antr:ui({,furS after the annuity starting date, diStritr-_nium pztymtints Ietss tthe sum of all prior distribu-
starting date), X will begin equal monthly distribu- . : . ions under the contract.
tions for C’s life. The amount of each monthly dis-bu“ons under the Contr.aCt WIII continue .to (ii) Analysis. The minimum payout provision
tribution will be no less than an amount based on tH€ Made after the terminating death until guaiies for the exception in paragraph ()(5)(iii)(B)
contract's account value as of the annuity startinglate that is no later than the halfway datef this section because distributions under the mini-
date, C's age on that date, and permanent purchappis exception does not apply unless th@um payout provision will not continue past the

rate guarantees contained in the contract. From Malinounts distributed in each contract yeé}alfway date and the contract does not provide for
keting literature circulated by Y, there is reason to

. ny adjustments in the amount of distributions by

believe that, at any time before the annuity starting/'” not exce_ed .the ampunts that V\_’OUI eason of the death of D or any other individual,

date, C may pledge the contract to borrow up thave been distributed in that year if thether than a guaranteed death benefit described in

$75,000 from Y. Y is acting in concert with X. terminating death had not occurred untiparagraph ()(5)(iii)(A) of this section. Accordingly,
(i) Analysis. Because there is reason to believgh e expected date of the terminatin§® existence of this minimum payogt provisi_on

that Y, a person act_lng |n‘concert with X, is wﬂlmgdeath, determined under paragrap oes n_ot prevent the co_ntract from being described

to lend money against C's contract, a loan secure . . in section 1275(a)(1)(B)(i).

by the contract is available within the meaning 05(5)('")(C) of this section.

paragraph (j)(4)(i) of this section. This availability (C) Definition of halfway date.For (6) Maximum payout provisies(i)

can significantly reduce the probability that totalpurposes of this paragraph (j)(5)(iii), thedmpact on life contingencyThe exis-
distributions under the contract will increase compg|fyyay date is the date halfway betweetence of a maximum payout provision
f”;ﬁgf;’rﬁfﬁ,ﬁféfﬂ,;ﬁriosneifif,';y'lzggfzj(tf;f&; "a%he annuity starting date and the expectaezhn significantly reduce the probability
date of the terminating death, determinethat total distributions under the contract
(5) Minimum payout provisioa-(i) Im- as of the annuity starting date, with rewill increase commensurately with the
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longevity of the annuitant (or annuitants)of this possibility causes the contract tdoes not cause the contract to fail to be described in
Thus, the existence of any maximunfail to be described in section 1275(a section 1275(@)(1)(B)()-
payout provision causes the contract t@)(B)(i).
fail to be described in section 127%(a (i) Exception for certain variable dis-
(O)(B)(). tributions. Notwithstanding paragraph and (jii) of this section, this paragraph (j)
(ii) Definition of maximum payout@-  (j)(7)(i) of this section, if an annuity con-;¢ applicable for interest accruals on or
vision A maximum payout provision is atract provides that the amount of each di%fter February 9, 1998 on annuity con-
contractual provision that provides that ndribution must increase and decrease i), < held on or after February 9, 1998.
distributions under the contract may beccordance with investment experience, (i) Grandfatheed contracts This
made after some date (the terminationost of living indices, or similar fluctuat- paragraph (j) does not apply to an annuity
date), even if the terminating death hamg criteria, then the possibility that the

o contract that was purchased beféipril
not yet occurred. amount of a distribution may decrease fof 1995 £qr purposes of this paragraph

(iii) Exception Notwithstanding para- this reason does not significantly reduc 8). if anv additional investment in such
graphs (j)(2)(i)(A) and (j)(6)(i) of this sec- the probability that the distributions undea)(cg;nrac{is made on or aftapril 7
tion, an annuity contract does not fail to béhe contract will increase commensuratelx995 and the additional investment is,, not
described in section 1275(a)(1)(B)(i)with the longevity of the annuitant (or an- ’

. . required to be made under a binding con-
merely because the contract contains ruitants). tractual obligation that was entered into

maximum payout provision, provided that (iii) Examples The following exam- efore April 7, 1995, then the additional
the period of time from the annuity startples illustrate the rules of this paragrap ’ ’
ing date to the termination date is at leagf)(7):

twice as long as the period of time from : :
the annuit gtartin dzte to the expectegd Example1 () Facts On March 1, 1998, X issues (iii) Contracts consistent with thec

Y ing PECIEL contract to F for $100,000The contract provides visions of FI-33—-94, published at 1995-1
date of the terminating death, d_eterm'neﬂat beginning on March 1, 1999, X will make distrib-C B, 920. See § 601.601(d)(2)(ii)(b) of
as of the annuity starting date, with respegtions to F each year untilsdeath. Prior to March ., : ; :

v . o tp|s chapte This paragraph (j) does not
to all then-survmng annuitantsThe ex- 1, 2009, distributions are to be made at a rate % IV to a contract purchased on or after
pected date of the terminating death mug§t2:000 per yea Beginning on March 1, 2009, dis- PPy P
be determined by reference to the applicélr_lbutlons are to be made at a rate of $3,000 per yeaApril 7, 1995, and before February 9,

| i | ; (i) Analysis If F is alive in 2009, the amount 1998, if all payments under the contract
tion 417(e)(3)(A)(ii)(1). amount distributed in 2008 ($12,0007he excep- : :
. . o R : . least annually for the life (or lives) of one
(iv) Example The following example tion in paragraph (j)(7)(ii) of this section does notOr more individuals. do not increase at
illustrates the rules of this paragraph G)(G)gppy. The decrease in the amount of any distribu® - ) ’
tions made on or after March 1, 2009, can signifidny time during the term of the contract,
Example (i) Facts On March 1, 1998, X issues cantly reduce the probability that total distributionsand are part of a series of distributions
a contract to E for cashThe contract provides that under the contract will increase commensuratelyhat begins within one year of the date of
beginning @ April 1, 1998, X will distribute to E awith F's longevy. Thus, the contract fails to be de-yq jnjtja| investment in the contracén
fixed amount of cash each month fds fife but that ~ scribed in section 1275(a)(1)(B)(j). it tract that is oth ise d
no distributions will be made aftépril 1, 2018. Example 2 (i) Facts On March 1, 1998, X is- aan1UI y_ contrac a IS otherwise de-
On April 1, 1998, Es life expectancy is 9 years. sues a contract to G for casFhe contract provides SCribed in the preceding sentence does not
(if) Analysis A maximum payout provision ex- that, dfective on any date G chooses (the annuityail to be described therein merely be-
ists because if E survives beybApril 1, 2018, E  starting date), X will begin monthly distributions to cgyse it also provides for a payment (or
will receive no furthe_r distributions undgr the cpn—G for Gs life. Prior to the annuity startlng_date, theﬁayments) made by reason of the death of
tract The period of time from the annuity startingaccount value of the contract reflects the investme individual
date (April 1, 1998) to the termination date (April 1,return, including changes in the market value, of afN€ Or more individuails.
2018) is 20 years. Because this 20—year period identifiable pool of assetshen G chooses the an-

(8) Effective dates-(i) In general Ex-
cept as provided in paragraph (j)(8)(ii)

vestment is treated as the purchase of a
contract afteApril 7, 1995.

more than twice as long assHife expectancy on nuity starting date, G must also choose whether the Michael P. Dolan,
April 1, 1998, the maximum payout provision quali-distributions are to be fixed or variable. If fixed, the Deputy Commissioner of
fies for the exception in paragraph (j)(6)(iii) of thisamount of each monthly distribution will remain Internal Revenue.

section Accordingly, the existence of this maxi- constant at an amount that is no less than an amount
mum payout provision does not prevent the contrattased on the contrastaccount value as of the annu-Approved December 19, 1997.
from being described in section 1275(a)(1)(B)(i). ity starting date, G age on that date, and permanent

purchase rate guarantees contained in the contract. Donald C. Lubick,
(7) Deaeasing payout mvision—(i)  If variable, the monthly distributions will fluctuate Acting AssistanSecetary of
General rule If the amount of distribu- to reflect the investment return, including changes in the Treasury

tions during any contract vear (other thaH‘e market value, of the pool of asseffie monthly _ ' _
9 y Y ( distributions under the contract will not otherwise(Filed by the Gfice of the Federal Register on

the last year during which diStrilDUtionsdecline from year to yea January 7, 1998, 8:45 a.m., and published in the
are made) may be less than the amount of ji) analysis Because the only possible yda-  iSSue of the Federal Register for January 8, 1998, 63

distributions during the preceding yga year declines in annuity distributions are describeffR: 1054)
this possibility can significantly reducein paragraph (j)(7)(ii) of this section, the possibility

the probability that total distributionsthat the amount of distributions may decline from
the previous year does not reduce the probability

under the contract will increase Comme_ntﬁat total distributions under the contract will in-

surately with .the longevity of th? anNUl-crease commensurately withisGongeviy. Thus,
tant (or annuitants) Thus, the existence the potential fluctuation in the annuity distributions
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