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New Proposed Regulations
on Private Annuities

-by Neil E. Harl*

On October 18, 2006, the Department of the Treasury issued new proposed regulations
on private annuities! which will affect most private annuities entered into after April 17,
2007 and some entered into after October 18, 2006.% The proposed regulations will render
the private annuity less attractive as an estate and business planning tool.® Basically, the
new rules specify that, in a private annuity setting, the transferor and transferee of property
are left as if the transferor had sold the property for cash and used the proceeds to purchase
an annuity contract.* The established rule of deferring the gain on the property funding the
private annuity over the transferor’s life expectancy® would not be available.

Previous treatment of private annuities

A private annuity involves a transfer of property (such as land) from the transferor
(the annuitant) to a transferee (the obligor) who has not from time to time written annuities,
in consideration of the obligor’s unsecured promise to make periodic payments of money to
the annuitant for a specified time or for the life of the annuitant.” If the present value of the
obligation to make the required payments is less than the fair market value of the property
at the time of the transfer, the transaction is deemed a gift to the extent of the difference.®
The present value of annuities is determined by applying an interest rate of 120 percent of
the midterm applicable federal rate published for the month of valuation.’

With respect to income tax treatment of an unsecured private annuity, if the value of the
property exceeds its adjusted basis, as it usually does with farm property, the annuitant does
not recognize gain in the year of the transfer.!” This is because there is no ascertainable fair
market value if there is uncertainty as to the ability of the obligor as an individual to pay
when the time for payment arrives.!! If the promise to pay is secured, there is more certainty
as to value and taxable gain may be recognized to the annuitant measured by the difference
between the annuitant’s basis in the property transferred and the present value of the annuity
contract.!? The gain is reported ratably over the period of years measured by the annuitant’s
life expectancy.' If the property transferred is a Section 1245 or Section 1250 asset, part of
the gain otherwise taxable to the annuitant as capital gain is taxed as ordinary income.!*

The obligor may not claim an income tax deduction for interest or an allowance for
interest.!s The imputed interest or unstated interest rules do not apply to private annuities;'®

* Charles F. Curtiss Distinguished Professor in Agriculture and Emeritus Professor of Economics,
Towa State University; member of the Iowa Bar.
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moreover, the installment sale rules do not apply to a private
annuity.!”

The cost of the property is uncertain to the obligor; therefore,
the basis for the property for purposes of depreciation and
for sale or exchange is likewise uncertain and is subject to
adjustment for the total payments made.'® Annuity payments are
not tax deductible.! The basis for cost recovery is the value of
the prospective annuity payments to be made under the annuity;
excess payments are added to the basis when and if made. After
death of the annuitant, subsequent cost recovery is computed
using the total payments actually made as the basis. In the event
of sale of the property before the annuitant’s death, the basis for
computing gain is the total of payments actually made plus the
present value of future payments remaining to be paid based
on the annuitant’s life expectancy as of the date of disposition
of the property. For purposes of computing /oss on the sale of
the property before the annuitant’s death, the basis is the total
of all payments actually made to the date of sale.

The proposed rules

Under the proposed rules, for exchanges of property for an
annuity contract after October 18, 2006, the amount realized
is the fair market value of the annuity contract at the time of
the exchange determined under LR.C. § 7520.2! The entire
amount of the gain or loss, if any, is recognized at the time of
the exchange.?? Thus, the transaction is treated essentially as
a sale for cash with the proceeds used to acquire the annuity
contract.

For a limited class of transactions, the effective date is
delayed for six months (until April 17, 2007), for transactions
in which— (1) the issuer of the contract is an individual; (2) the
obligations are not secured, either directly or indirectly; and (3)
the property transferred in the exchange is not subsequently sold
or otherwise disposed of by the transferee (the obligor) during
the two year period beginning on the date of the exchange.?
That provision embraces most annuities of the type used in farm
or ranch settings. Those contemplating a private annuity should
consider carefully the opportunity to utilize the established rules
during the additional six month period.
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