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Dear

This letter responds to your request dated Date D and the request of Taxpayer A on Date
C, for several rulings regarding the treatment of a proposed exchange of one annuity contract for
one or two annuity contracts under section 1035 of the Internal Revenue Code (the “Code™) and
the application of section 72(q)(1) to the exchange of an annuity contract. Additional
information was submitted on Date E. By letter dated September 30, 1998, Taxpayer A and
Taxpayer B have withdrawn the issues relating to section 72(e)(4) relating to the pledging of an

annuity.
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_ At the time Taxpayer B enters into Agreement, the cash value of the annuity contract does
not exceed Taxpayer B’s investment in Contract A. The investment component of Contract A is

As part of Program, Taxpayer B is entitled to exchange Contract A for one or two annuity
contracts issued by the same or another insurance company and the investment component of the

Law and Analysis

Section 72(e) of the Code provides guidance for the tax consequences of amounts not
received as annuities received by a taxpayer. Section 72(e)(2) provides that generally, if such
amount is received on or after the annuity starting date, it is included in gross income and if such
amount is received before the annuity starting date, then such amount is included in £ross income
to the extent allocable to income on the contract. Section 72(e)(4)(ii) provides that if, during any
taxable year, an individual assigns or pledges (or agrees to assign or pledge) any portion of the
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value of any such contract, then such amount is treated as received under the contact as an
amount not received as an annuity.

Section 1035(a)(3) of the Code provides that no gain or loss shall be recognized on the
exchange of an annuity contract for an annuity contract. For this purpose, section 1035(b)(2)
defines the term “annuity contract” as a contract with an insurance company and which depends,
in part, on the life expectancy of the insured-annuitant but which may be payable during the life
of the annuity only in installments.

Section 1.1035-1 of the Income Tax Regulations provides that “[t]he exchange, without
recognition of gain or loss, of an annuity contract for another annuity contract under section
1035(2)(3) is limited to cases where the same person or persons are the obligee or obligees under
the contract received in the exchange as under the original contract.”

The House Committee Report to the Internal Revenue Code of 1954 indicates that section
1035 was designed to eliminate the taxation of individuals “who merely exchanged one insurance
policy for another better suited to their needs but who have actually recognized no gain.” H, R.
Rep. No. 1337, 83 Cong., 2d Sess. 81 (1954). Accordingly, section 1035 operates as the
insurance analogue to section 1031, which relates to like-kind exchanges of certain types of
property held for productive use in a trade or business or for investment. The similarity of
section 1031 and section 1035 is evidenced in section 1035(c)(1), which provides that the
recognition of gain or loss on an exchange that is not solely like-kind will be made under the
terms of section 1031(b) and (c). In addition, section 1035(c)(2) states that section 103 1(d)
provides rules relating to the basis of property acquired in an exchange described in section
1035(a). Section 1031(b), (c), and (d) similarly cross-reference section 103 5(a).

Section 1031 of the Code permits exchanges of more than one property for one property.
See section 1.1031(j)-1 (relating to exchanges of multiple properties). See also Rev. Rul.. 85-
135, 1985-2 C.B. 181 (exchange of assets of two television stations for the assets of another
television station permitted ) supplemented by Rev. Rul. 89-121, 1989-2 C.B. 203.

Because section 1035(a)(1) is written in the singular, one might argue that it does not
apply to the exchange of one annuity contract for two annuity contracts. However, section
7701(m)(1) cross-references Title A, section 1 of the United States Code, which provides that
“[i]n determining the meaning of any Act of Congress, unless the contact indicates otherwise,
words importing the singular include and apply to several person, parties, and things.” Thus, just
as section 1031 applies to exchanges of multiple properties, section 1035(a)(1) apples to
exchanges of annuity contracts.

Section 72(q) of the Code imposes a penalty on premature distributions form annuity
contracts. The penalty is equal to 10 percent of the portion of the distribution that is includible in

gross income.
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There are certain exceptions and limitations to section 72(q) of the Code. The penalty
does not apply to a distribution that is allocable to an investment in the contract made before
August 14, 1982. H.R. Rep. No. 97-760, 97 Cong., 2d. Sess 647 (1982), 1982-2 C.B. 600, 686
states, refetring to the preceding sections: “[A] replacement contract obtained in a tax-free
exchange of contracts succeeds to the status of the surrendered contract for purposes of the new
provisions.” See Rev. Rul. 85-159, 1985-2 C.B. 29 and Rev. Rul. 92-95, 1992-1 C.B. 43
Thus, the new annuity contract(s) recejved in the tax-fee exchange are not considered new

contracts for purposes of section 72(q).
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3) The exchange of Contract A issued by Entity A for up to two other annuity
contracts issued by the same or another insurance company qualifies as a tax-fee
transaction under section 1035(a)(3) if: (a) the investment component of the
exchanged Contract A is assigned, pursuant to an Agreement, as collatera] fora
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4) The exchange of Contract A issued by Entity A for Uup to two other annuity

5) The exchange of Contract A issued by Entity A for one or two other annuity

Except as specifically set forth above, no opinion is cxpressed as to the tax treatment of
Contract A or any other contract under the provisions of any other section of the Code or the
regulations. Specifically, no opinion is expressed as to the application of section 72(e)(4) of the
Code to any contracts involved in Program.
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This ruling letter is directed only to the taxpayer who requested it. Section 6110(j)(3) of
the Code provides that it may not be used or cited as precedent.

A copy of this letter should be attached to the next federal income tax return to be filed by
Taxpayer A and Taxpayer B.

A copy of this letter will be sent under separate cover to Taxpayer A.

Sincerely yours,

Assistant Chief Counsel
(Financial Institutions & Products)

By: ﬁm\fﬁ) e )

Donald J. Dr&/:es, Jr. 4
Senior Technician Reviewer,
Branch 4
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