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ANNUITIES

Sec. 72. ANNUITIES

(a) GENERAL RULE FOR ANNUIMIES.—Except as otherwise provided in this chapter, gross income
includes any amount received as an annuity (whether for a period certain or during one or more
lives) under an annuity, endowment, or life insurance contract.

(b) EXCLUSION RATIO ~—

(1) IN GENERAL.~Gross income does not include that part of any amount received as an

annuity under an annuity, endowment, or life insurance contract which bears the same ratio to
such amount as the investment in the contract (as of the annuity starting date) bears to the
expected return under the contract (as of such date).

(2) EXCLUSION UIMITED TO INVESTMENT.—The portion of any amount received as an annuity

which is excluded from gross income under paragraph (1) shall not exceed the unrecovered
investment in the contract immediately before the receipt of such amount.

(3) DEDUCTION WHERE ANNUITY PAYMENTS CEASE BEFORE ENTIRE INVESTMENT RECOVERED. —

(A) IN GENERAL,~If—

(i) after the annuity starting date, payments as an annuity under the contract
cease by reason of the death of an annuitant, and

(ii) as of the date of such cessation, there is unrecovered investment in the
contract,
the amount of such unrecovered investment (in excess of any amount specified in
subsection (e)(5) which was not included in gross income) shall be allowed as a deduction
to the annuitant for his last taxable year.

(B) PAYMENTS TO OTHER PERSONS.—In the case of any contract which provides for
payments meeting the requirements of subparagraphs (B) and (C) of subsection (c)(2), the
deduction under subparagraph (A) shall be allowed to the person entitled to such
payments for the taxable year in which such payments are received.

(C) NET OPERATING LOSS DEDUCTIONS PROVIDED.—For }Jurposes of section 172, a deduc-
tion allowed under this paragraph shall be treated as if it were attributable to a trade or
business of the taxpayer,
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Distributions From Retirement Plans
* * CCH Explanation R \ g

plan (including a Sec. 457 plan discussed at §21,536), The instructions, like those
for Form 1099-R, do not distinguish betwpg'ﬁm‘ggd and unfunded plans. It
iy
R ag M

seems sensible to assume that the Box 11 qn is designed to accommo-
date distributions by unfunded plans, inasmuch e existence of a basis can
only be adeqiately’ disclosed on Fortiv 1099-R! (The force of this' assumption is
weakened by the fact that a participant iri a CodeSec. 457 plan can have a basis if
his. interest vests while the, plan. is-ineligible. See Code. Se¢. 457(5)(1)(B).) If a
participant in a funded plan has, no basis, it makes np, difference whether a
distril'mtion is reportec'l irk\iBox 11 of Form W-2 or in Box 2a of Form 1099-R.

! Ui o oaoificy aefnbrlon o nolendins I }esf)

. Based on the foregoing assumption, distributions by a funded, nonqualified
plan in a calendar. year should be reported by the payor.om Farm. 1099-R. If the
full amqunt of the distribytion is taxable, it should be entered in, Box 2a (taxable
amount); Box 1 (gross distribution) should be left blank. If the distribution is
partially nontaxable, the tatal djstribution is shown in Box 1 (gross distribution);
the basis recovered during' the' year js'showh in Box 5 (employe  contribytions);
and Box T less Box 5 is shown i Box 2a (tixhbll Arount). F the pagir it unable
to calculate the taxable amount, it should mark the check 6ff box in Box 2b and
leave Box 2a'blank.’Every effort should’'be made to calculate the taxable amount.
The recipient would report the distribution onLine 16 of Form 1040/or Line 12 of
Form 1040A. i

. ’ Iy
Distributions by IRAs ' /"
035 Speéial ryles,—Beforé enattmenit of the Tax Reform Act of 1986, it was

not possible for the owner of an'JRA to make nondeductiblg contributjons to'it.
Sirice fhien, nondeductible’ co:‘ltrﬂaut_igﬁé‘ hatk Béeh permitted, ';miisgr:aléjn‘g it
possible’ for an, owner to Have basis in an'IRA’ The same rule appliés to
distributions by IRAs that applies to, in-servite distribtitions by plans qualified
‘undér Code Sec. 401 and by tax-shelteréd annuity. aftangements (see 96140.032—
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payer from his individual retirement account
(IRA), the Tax Court had to determine the
amount of his basis in his IRA contributions.
According to the tax law in effect for 1986, the
taxpayer had no basis in his pre-1987 [RA contri-
butions. With respect to his post-1986 contribu-
tions, his basis was equal to the investment in
the contract. The taxpayer’s total basis in the IRA
was equal to deposits that he made over a three-
year period for which no deductions were
claimed on his returns.

R.H. Schmalzer, 76 TCM B03, Dec. 52,94B(M), TC
Memao. 1998-399,

.22 Contributions attributable to foreign ser-
vice—An emplo who was exempt under
1939 Code Sec. 116(a) from taxation on annuity
contract premiums paid by the employer for ser-
vices rendered in China was entitled to treat the
employer’s contributions as a part of the cost of
the annuity.

C.A. Crispin, CA-9, 52-2 USTC 99545, 200 F2d 99,

The investment in an annuity contract as of the
. inuity starting date, January 1, 1954, is to be
reduced by pension and annuity payments re-
ceived by resident citizen taxpayers before Janu-
ary 1, 1951, to the extent that such payments
were, in accordance with the Crispin decision
above, treated as excludable from gross income
as consideration paid by the recipient because of
the earned income exemption in 1939 Code Sec.
116(a). However, such payments are not to re-
duce the investment if, in accordance with the
position of the Internal Revenue Service at that
time, the recipient did not actually treat them as
excludable from gross income as consideration
paid for the annuitv contract.

2005(2Y CCH—Standard Federal Tax Renorts

19,083

L. Wimbish, [r., DC Ky., 67-1 ustc 19319, 267 FSupp
547,

.26 Contributions by stockholders.—Pre-
mium payments to an pension-annuity arrange-
ment that were in excess of the employer's
contribution and were made by the controlling
stockholders, who were also the trustees of the
pension fund and the beneficiaries of the annui-
ties, were considered made by the taxpayers per-
:umlly. Thus, they were a part of the taxpayers’

asis,

[ Kappel, DC Pa., 74-1 Us1C 9419, 369 FSupp 267

30 Contributions by employer for insurance
protection.—The trustee of an exempt employ-
ees’ trust surrendered a life insurance contract
and used the proceeds to ?url:ha.se an annuity
contract upon retirement of a participating em-
ployee. The employee’s consideration for the an-
nuity contract within the meaning of section 72
of the Code does not encompass that portion of
the premiums included in his gross income
while the surrendered policy was outstanding
because, it was paid for life insurance protection
under that policy.

Rev. Rul. 67-334, 1967-2 CH &6.

Note: Regarding employer contributions for
life insurance protection, see 7 6140.0258.—CCH.

.34 Deductible contributions to Keogh
plan—A self-employed attorney, who had es-
tablished an owner-employee retirement plan,
could not include in his basis the amount of
deductible contributions made by him to the
plan.

R.W. Sterling, 43 TCM 197, Dec. 38,523(M), TC Memao.
1981-732

Rea.§1.72(0k1 N16140.42
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or devigned to be readily
in an establithed secunities
ithe rules stated in paragraph
d) of this section shall apply, and
or purposes of such paragraph (d) if
ch obligation is convertible into stock
then the term “stock” shall be sub-
stituted for the term “obligation"
wherever it appears in such para-
graph (d].

(2) Substantial dircount  rule.
Whether an obligation is convertible
at a substantial discount depersds upon
the particular facts and circumatances,
A substantial discount shall be con-
sidered to exing if at the time the con-

1

E—|

vertible is less than B0 of the fair
market value of the obligation [deter-
mined by taking into account all rele
vant factors, including proper discount
i peflect the fact that the convertible
obligation 15 not readily tradable in
an established securities market and
any additional consideration required
w be paid by the taxpayer). Also, if
& privilege to convert an obligation
into stock or an obligation which i
reachly wadable in an established se-
curities market may nod be exercied
within a period of one year from the
date the obligation & issued, a sub-
stamtial discount shall be considered
o exist.

(I} Effective date. The provisions
of this section shall apply w0 sales or
ather dispositions occurning after May
27, 1969, which are not made pure
sant 0 a binding written coniract
entered into on of before such date.
No inference shall be drawn feom this
section as 1o any questions of law con-
cerning the application of section 433
i sales or other dupositions oocurming

e e fe . WF_ AW GO

Code of 1954 [BBA Stat, 917; 26
US.C. 780S).)

Jounme M. Warrens,
Commirianer of
Intermal Revenue.

Approved July 5, 1972,
Frepene W. Hickman,
Acting Assistant Secretary of
the Trearury.

[Filed by the Ofics of the Foderal Ragister
on July 10, 1972, B:5 am, and
Lahedd F

the iwue of the Frderal
for July 11, 1972, 37 F R, 13831

28 CFR 14321 : Instalimeni misihod af re-
p-rt-ll (LTS T N

Whiether & “beasor™ will be permitied i
minke utlemnuunh-cllm 433 of the
Lnﬁ“:h":‘:d:wmdm cast in the lnmh-n.
n‘llnq_um.]y devermi e F"“Hbl:l . wle of
property. &I-R.El-' Hul. 72408, page 06,

Mom of innalimant b

Profit to be reported on an in-
stallment sale modified by a reduc-
lion in the original sale price is
determined by recomputing total
gross profit using the adjusted sale
price, sublracting profit already re-
ported, and spreading the re-
mainder evenly over the remaining
instaliments: Revenue Rulings 55-
429 and 68-419 amplified,

Rev. Rul, 72-570

Advice has been reguested as o
the proper inethod of recomputing the
gross profit to be reported on an in-
stallment sale after the original sales
price is reduced under the circum.
stances described below.

In 1969 a taxpayer sold shares of
stock having a bass of 340,000 for
$100,000, and clected on his individual
income tax return for that vear o
retsnrt hin orom neofit of BEDODD fream

26 CFR 1433-9: Gain or loos on disgpoasi-
lEgatnens.

Seathon 453

percent  interest bearing note, the
purchase price was to be paid in five
n.nnl.La.'I :'mu.llm::. af l!u.mﬂ. [I'I. A=
cordance with his election, the w@x-
payer reported a gross peofit of
12000 on each of the installment
ﬁ?mﬂ_ s he received in 1969 and

In 1971 1htp-uﬁ=ﬂpwdlu|-im
the plm:h.nn price of the stock o
$85,000 because of a dechine in it
market valoe, and the payments due
for the years 1971, 1972, and 1973
were reduced o $15,000 for each yvear,

Section 453 of the Code provides in
part as follows:

(d) Gain or Loss on Dispoaition of
Installment Obligations.—

(1] General Rile.—IF an installmest oh-
ntbon if satisfed af pther than i lece

e = g e oy
L L
lﬂllntmﬂdﬁtm“ bl.'h-':
the basia of the obligation and-—
(A} the pmount the case of
atifasvion &1 other than wahse or &

nale or exchange or

Il!ﬂi“t“ﬁtﬂ-dhﬁ
teon a1 the time of distribution, tram
T

won, or di , im e 'En:’-;ﬁ
wise thas by tale or sichange. -

Any gain or loss so resuliing shall be
comsidered as resulting from the sale
or exchange of the property in res
tEcl of which the installment obliga.
thn was received,

The modification of the terms of
a note by a reduction in the purchase
price of the stock is not a dispesition
or satisfaction of an imstallment ob.
ligatson within the meaning of sec-
tion 433(d) of the Code. See Revenue
Ruling 554239, CB. 19552, 52,
which holds, under the [acts described
therein, that the modifeation of an
original sales contract relating to the
wle of & patent to reduce the selling
price and installment payments o
meet the ootentin]l aales and oeafite
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not involve income from personal services, it would seem to be inhep.
ent in the rationale of those cases that if either the capital or services
contributed by a wife to a bona fide partnership are a material factop
in producing the income of the partnership, the partnership will be
recognized for tax purposes even though the income is of a personal
service nature, and even though it is in the form of professional fees,
Finding that the partnership between Harold and Beulah meets the
qualifications for a partnership under the definitions contained in the
Internal Revenue Code and in the Cwlbertson and other cases, and
perceiving no reason under the tax law why it should not be recog-
nized as a partnership for purposes of reporting its income on a fiscal
year basis, we conclude that the partnership was bona fide and valid
and that no part of the income of the partnership for its fiscal year
beginving April 1, 1953, and ending March 31, 1954, is taxable to
Harold or Beulah as community income for the calendar year 1953,

Decision will be entored for the petitioners,

Faxxie Barrrerre, Permoser, ». CoMMISSIONER OF INTERNAL
Revenue, RESPONDENT.

Docket No. 63725, Flled September 30, 1969,

Heid, pensjon recelved by petitloner from Milwaukee puablle
schoolteachers’ anpuity and retirement fond constitutes taxable
inpcome to petitioner.

Lowis L. Meldman, E'svq., for the petitioner.
Delman H. Eure, Esq., for the respondent.

OPINION,

Duex xex, Judge: This case was submitted on a stipulation of facts
with exhibits attached, which are incorporated herein by this
reference.

Petitioner is an individual residing in Barton, Wisconsin, She
filed a timely income tax return for the year 1953, on a calendar
year basis, with the district director of internal revenue at Milwaukee,
Wisconsin,

Petitioner was employed as a teacher in the public schools of Mil-
wattkea fram 1920 throneh Jannare 1947 Duorine tha vear 1953,




46,902 U. 8. Tax Cases Number 52—239
Sharpe etur.v. U. S, _ 12-9-54

not be obtained. In spite of certain lan-
guage in the opinion | do not read in the
Phipps case a repudiation of the entire
doctrine of continuity, While criticising
continuity of venture, the court seemingly
recognized continuity of the character of

it is inconsistent with the idea of a tax.
free reorganization that the government
should lose by the process.

It is equally inconsistent that the govern.
ment should gain by the process, and in
my opinion nothing in the Phipps case

individual items. Id. at 416. It super- compels me so to hold,
imposed, however, a further principle that Judgment will be entered for the plaintiff,

[19694] Raymond G. Sharpe and Mabel A. Sharpe, his wife, Plaintiffs v, United
States of America, Defendant.

In the United States District Court for the Western District of Washington, Southern
Division. No, 1737, July 30, 1954,

[Specifically covered by 1954 Code Sec. 37)

Gross income: Compensation: Pension v, gift—Taxpayer contended that the differ-
ence between his contribution payments and payments received from a state retirement
fund for state employees was a gift and therefore nontaxable. The Court held that the
retirement payments received were in consideration of taxpayer’s status as an employee
of the state after the effective date of the state Retirement Act, and therefore the pay-
ments were held to be includible in gross income,

Back reference: §39.22(a)-2 at 541 CCH {] 52.36.

Raymond G. Sharpe, 508 Carlyon Avenue, Olympia, Wash, the plaintiffi above named
is 2 member of the Bar and appeared in his own behali. Guy A. B. Dovell, Assistant
United States Attorney, Federal Building, Tacoma, Wash,, and Thos. R. Winter, Special
Assistant to the Chief Counsel, Bureau of Internal Revenue, United States Court House,

Seattle, Wash,, for defendant.

Memorandum Decision

Bovor, District Judge: In order to prevail
in this action plaintiffs have the affirmative
burden of establishing that the payments
received by plaintifi husband from the
Washington State Retirement Fund for the
years in question were gifts. If the pay-
ments were not gifts, they were taxable as

lnsnma na mattar what daslonatine ae shae.

acter they might have.

Alter fully reviewing the briefs and the
authorities cited therein, | am satisficd that
the retirement fund pavments received by
Mr. Sharpe were not gifts by the State of
Washington or any other agency or person.
In my opinion, the Washington State Legis-
lature is without power to make a gift of
state {unds or property to private individuals.
Moreover, the retirement fund payments to
Sharpe were made in consideration of Sharpe’s
statiis ag an employee for periods after the
effective date of the Retirement Act and in
consideration of the contributions to the Fund
made by Sharpe during such periods. The
fortuitous (and for plaintiffs fortunate) cir-

cumstance that by reason of his age and
previous length of service Sharpe is entitled
to payments from the Fund far exceeding his
contributions thereto does not affect the status
of the contributions as consideration for the
payments, nor will it make the payments mere
gifts unsupported by consideration. This is
s0 regardless of whether the payments be

considered as “compensation™ for services
TIIOET PITOT OF SULSEYUENL 10 LT THHTLLIvE

date of the Act
Findings, conclusions and a judgment
conforming hereto may be presented.

Findings of Fact and Conclusions of Law—
(November 22, 1954)

This cause came on regularly for trial
on May 10, 1954, before the Honorahble
George H. Boldt, United States District
Judge, sitting without a jury, and the cause
having been submitted on pre-trial order,
oral and documentary evidence, arguments
and briefs, and the Court being duly ad-
vised, now malkes its findings of fact and
conclusions of law as follows:

q 8894 Copyright 1954, Commerce Clearing House, Ine.

1954
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® BTA—Dec, 522; 2 BTAS3; A, IV-2CB |
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® BTA—Dec, 11 608; 43 BTA 254; A, 1941-1 CB 2
KTH?Em Coall:n TC, Dec. 16,065(M), 6 TCM -
Chicago Mines Co., TC, Dec. 15,462, 7 TC 1103
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TC 412

Victoria Mines, Inc., TC, Dec, 13,111(M), 1 TCM B70
Kennedy Hmmlﬁ-Mllllng Co., BTA, Dec, 11,660, 43

BTAG17
. 136,894.8046

Britt, Claire . ‘
® DC-DofC—83-2 us*lc‘l'iﬁ?..'s
® DC-DofC—B2-2 UsTC T 9611; 547 FSupp BOA
Murphy, DC-Hawail, 99-2 ustc 150,776, 79
FSupp2d 1180

Long, CA-9, B4-2usTc 19791, 742 F2d 1173
Canri. DC-Conn. BR-2 st 19534

Brittain, J. L. {(See Cage, J. B.)
Brittain, Kenneth K. . . . .. .. T3100.19, 5704.36,
24,783,1973, 39, 560. 34 39 £52.34, 39,658.71
® TC—Dec. 48,216(M}; 63 TCM 3004; TC Memo.
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® TC—Dec. 23,776, 32 TC 1332
Heard, CA-8, 64-1 usTc 19227, 326 F2d 962

92,822 CCH

Britten, Jr., E. Frank, Exr. (Franzen Will) . .. ...
.124,267.027, 24 431 19
- 'I‘:-l-a—{rﬂ g ‘and rem'g DCy, '47-1 um*ngz:ra«
161 F2d 921
Neuman, TC Dtt: 29 JG655(M), 2B TCM 724, TC
Mirnu. 196
Let, Rul. ?BD‘EGS?
® DC-NJ—46-1 vsTc 19121, 63 FSupp 478
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DETAILED ANALYSIS

I. Introduction

This porifolio discusses the provisions of the Internal
Revenue Code dealing with the allowance of and limita-
tions on deductions for inlerest expenses. Section 163(a)’
conlains the general rule allowing a deduction for all
inerest paid or accrued by a laxpayer, bul many other
seclions aflect interest deductions. This portfolio is
organized around the types of questions that should be
asked in analyzing an issue involving inicrest deductions,
including the guesiion of whether interest must be capital-
ized. After touching upon the rules for imputation of
inlerest (comprehensively covered in 535 T.M., Time Value
of Money: OID and Imputed Interest), the porifolio surveys
(im section X) statutory provisions disallowing {or defer-
ring) interest deductions, The portfolio concludes with a
discussion of the deductibility of interest on tax
deficiencies.

Il.  Qutline of Legislative History

A. Early History

Most of the early income lax slalules expressly allowed
deduclions for inleresl in various circumstances.” The [first
modern income ifax siatule. the Revenue Act of 1916

All interest paid or accrued within the 1axable year
on indecbledness, excepl on indebledness incurred or
continued Lo purchasc or carry obligations or securilies
{olher than obligations ol the United States issued alter
Seplember 24, 1917), the interest on which is wholly
exempl from laxation under this title . ..

The Revenue Act of 1932 prohibited deduction of
interest on indebledness incurred or continued in connec-
tion with purchasing an annuily.* However, the Revenue
Act of 1934 omilted this prohibition.”

All section references are 1o the Iniernal Revenue Code, as amended,

and the regulations promulgated thereunder, unless otherwise indicated.

PE.g. Actof 1870, §9, 16 Stal. 256; Actol 1894, §28, 28 Sial. 509; Act
af 1913, 18 Stat, 114, §11{B).

"Revenue Act of 1916, §5(a)i(2d), 39 Sial. 756.

“Revenue Act of 1917, §1201(1), 40 Stat. 300. §1207(1) imposed a
special limitation on how much intercst & corporation could deduct.

*Revenus Act of 1918, §8214(a)(2), 234(a)(2), 40 Stal. 1057,

*Revenue Act of 1932, E23 k), 47 Stat. |69

"Revenue Act of 1934, §23(b), 48 Stat. 680

536-2nd

Changes and Analysie of New Developments appear in the front of this pertfolio

The Revenue Act of 1942 enacted the original prede-
cessor of §266, regarding capitalization of carrying
charges.” It also added limitations on deductibility of inter-
esl incurred 1o purchase a single premium insurance or
endowmeni contract.* Scction 264(a)(2) now conlains a
similar prohibition,

The 1954 Internal Revenue Code added §163(b), pro-
viding an interest deduction for installment purchases of
personal properly where interest was not separately stated.”
It also extended the reach of rules regarding deductibility
ol interest in connection with life insurance policies. These
rules are now found in §264.

Public Law 88-9 enacled §163(c)." Section 163(c)
provides that redeemable ground rents (a legal device often
used in Maryland) are 1o be treated as interest on debi.

The Revenue Acl of 1964 cnacted §483, which rechar-
aclerizes principal as interest on debt obligations received
in a sale or exchange of property il the inlerest is loo low,
subject lo various special rules and exceptions.” Il also
broadened §163(b) to cover educational services paid for in
installments.” The Revenue Act of 1964 also amended
§264, regarding deductibility ol interest in connection with
insurance contracts, 10 add the four-outl-ol-seven rule of
§264(c)." It also amended §265, dealing with interest

The Tax Reform Act of 1976 added §189 10 the Code,
providing for capitalization (and then amorltization) of
interest and laxes incurred during the construction period
in construcling property.” Section 189 was ultimalely re-
pealed,® when the Tax Reform Act of 1986 (TRA 1986)
enacied the uniform capitalization rules of §263A." The

* Revenue Act of 1942, §130, 36 Sial. 798,

* Revenue Act of 1942, §129, 56 Stal. 798,

*PL. 83591, §163(b).

"PL. BB-9, 1 a) see alio §1055. For the commiliee report, see 19631
C.B 412

TP.L. 88-272, §224.

'P.L. 88-272, §224(c)

“P L. BRB-272. §215. The Taxpayer Reliel Act of 1997, §1084, redesig-
nated §264(c) as §264(d), gencrally effective for insurance contracis
issued after June 8, 1997

"p L §8-272, §216.

“PL. 91-172, §221(a).

"PL. 91-172, §4111a).

P.L.91-172, §415(a).

P.L. 94-455, §201(a).

PL. 99514, §R03(EMID

®PL.99-514, §803(a).
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