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P rior to PLR 201120011 (Feb. 11, 2011), it was widely 
believed that annuity payments that comply with the 
minimum distribution requirements under section 

401(a)(9)1 can satisfy the exceptions to the 10 percent pen-
alty tax under section 72(q)(1) (for nonqualified annuity con-
tracts) and section 72(t)(1) (for qualified retirement plans)2 
that apply for certain distributions which are made as part of a 
series of substantially equal periodic payments (or “SEPPs”) 
under section 72(q)(2)(D) and section 72(t)(2)(A)(iv), respec-
tively. However, in PLR 201120011 the Internal Revenue 
Service (“IRS”) ruled that lifetime annuity payments which 
increase annually by a constant 1, 2, 3, or 4 percent and comply 
with section 401(a)(9) nevertheless fail to satisfy the “SEPP 
exception” to the penalty tax under section 72(q)(2)(D).3 As 
explained below, this interpretation by the IRS effectively 
means that there is no published guidance on the circumstanc-
es in which any stream of annuity payments will constitute 
SEPPs. This position highlights the need for published guid-
ance addressing the treatment of annuity payments as SEPPs. 
The treatment of annuity payments for penalty tax purposes 
is very important for nonqualified annuity contract owners 
who want to begin taking annuity payments prior to age 59½, 
individuals who want to receive annuity payments under their 
qualified retirement plans commencing prior to age 59½, and 
annuity issuers.

Sections 72(q)(1) and 72(t)(1) impose a 10 percent penalty tax 
on the taxable portion of an amount received under a nonquali-
fied annuity contract and a qualified retirement plan, respec-
tively, which is received before the taxpayer attains age 59½, 
unless an exception applies. Sections 72(q)(2)(D) and 72(t)(2)
(A)(iv) provide virtually identical exceptions for distributions 
which are part of a series of SEPPs made not less frequently 
than annually for the life (or life expectancy) of the taxpayer 
or the joint lives (or joint life expectancies) of the taxpayer and 
his designated beneficiary. It was widely believed that annuity 
payments which satisfy the section 401(a)(9) minimum distri-
bution requirements would constitute SEPPs, and thus would 
not be subject to the 10 percent penalty tax that otherwise 
would apply prior to the taxpayer attaining age 59½.

This belief was based on Q&A-12 of Notice 89-254, which 
set forth three methods of determining SEPPs for purposes of 
section 72(t)(2)(A)(iv). One method, commonly referred to as 
the “required minimum distribution method,” provides that 
payments under a qualified retirement plan will be treated as 
SEPPs “if the annual payment is determined using a method 
that would be acceptable for purposes of calculating the mini-
mum distribution required under section 401(a)(9).”5 This 
method was believed to be available for annuity payments 
even after Q&A-12 was modified by Rev. Rul. 2002-62.6 The 
SEPP methods in Q&A-12, as modified by Rev. Rul. 2002-62, 
also apply for purposes of applying the section 72(q)(2)(D) 
SEPP exception for nonqualified annuity contracts.7

However, in PLR 201120011, the IRS stated that the guidance 
in Rev. Rul. 2002-62 “replaced” the guidance in Q&A-12. 
The IRS explained that:

Rev. Rul. 2002-62 makes it clear that the required mini-
mum distribution method involves an annual recalcula-
tion of the payments determined by dividing the account 
balance for that year by the number from the chosen life 
expectancy table for that year. Under this method, the 
annual payments may increase or decrease based on the 
account balance and the remaining life expectancy from 
the chosen table. (Emphasis added.)

Accordingly, the IRS determined that since the annuity pay-
ments in PLR 201120011 were not determined using the 
required minimum distribution method described in Rev. 
Rul. 2002-62 and Notice 89-25, the annuity payments did not 
constitute SEPPs, even though the payments complied with 
section 401(a)(9).

The import of this interpretation is that the required minimum 
distribution method in Q&A-12 is replaced by the required 
minimum distribution method in Rev. Rul. 2002-62 and is 
limited to contracts with an “account balance” (including 
deferred annuity contracts). Thus, this method does not apply 
to contracts under which annuity payments are being made 

Board to develop an Actuarial Standard of Practice to provide 
guidance to actuaries on tax-related matters. 3

This article first appeared in December 2011 issue of The 
Financial Reporter, the newsletter of the Financial Reporting 
Section of the Society of Actuaries.

The views expressed herein are those of the authors and do not 
necessarily reflect the views of Ernst & Young LLP.

The net admitted DTA can be approximated based on cur-
rent company fact patterns, and projected as a percentage of 
some “base,” and thus treated mathematically like a “negative 
reserve.” The base can be the excess of statutory reserves over 
tax reserves, plus the tax DAC balance.

REGULAToRy IMPLICATIoNS
Under the Actuarial Opinion and Memorandum Model 
Regulation (“AOMR”), as it is currently worded, tax cash 
flows should be a part of the asset adequacy calculation. Thus, 
it is important for the tax cash flows to consider significant tax 
issues that veer away from a simplistic tax cash flow formula.

Further, under the AOMR, an economic, post-tax reserve is 
calculated, and then compared against a traditional formula 
reserve, which is, and should be, pre-tax. This is an incon-
sistent comparison. If a deferred tax asset exists with respect 
to those policyholder liabilities, then the proper comparison 
against the economic reserve should be the formula reserve 
minus the admitted DTA associated with those policies in 
question, as opposed to the formula reserve itself.

Insurers subject to Solvency II will soon be required to com-
plete an Own Risk and Solvency Assessment (ORSA). A 
similar requirement may apply to insurers in the United States 
as a result of the NAIC’s Solvency Modernization Initiative. 
More sophisticated modeling of tax considerations is recom-
mended when companies perform dynamic capital adequacy 
and stress testing.

MANAGEMENT IMPLICATIoNS AND  
CoNCLUSIoN
For actuarial projections to serve as the management tools 
that they are intended to be, the persons charged with making 
those projections need to consider whether the projection is 
sufficiently sophisticated so that it does not miss major items. 
Moreover, when confronted with a possible opportunity or 
strategy, it is important to ask what the tax effect of that strat-
egy will be, not just in the implementation year, but projected 
over the significant time horizon. This can be a difficult con-
cept to communicate to company management, as taxes have 
a “mystique” in the eyes of many people.

Because tax expense is such a significant component of finan-
cial projections, the effort, both to increase the accuracy and to 
communicate its effect, should be very worthwhile.

Given the importance and complexity of tax considerations, 
it may also be an appropriate time for the Actuarial Standards 

END NOTES

1   Unless otherwise specified, all references are to the Internal revenue Code 
of 1986, as modified, and the Treasury regulations promulgated thereun-
der.

2  as will be discussed below, the Operating loss Deduction is defined in 
Code section 810. Within the life insurance context, the generally known 
NOl of section 172 is defined as an Operating loss Deduction.

3 Code section 848, “Capitalization of Certain acquisition Expenses.”

4  This brings up a related issue. It can be shown mathematically that there is 
a need to subtract policy-related admitted DTas from the formula reserves, 
in order to compare consistently with the economic (post-tax) reserves 
that are produced under the asset adequacy testing requirement of the 
actuarial Opinion and memorandum regulation.

5  IrC section 172(b)(1)(h) was added to allow a company to elect to carry 
back a non-life NOl from either 2008 or 2009 to any of the fifth, fourth or 
third taxable years prior to taxable year of loss.

6 See IrC section 172(b)(3).

7  section 810 was modified by Public law 111-92 to add subsection (b)(4), 
which allowed a taxpayer to elect to carry back a loss from operations 
generated in either 2008 or 2009, to tax years either four or five years prior.

8  See footnote 7.

9  Treasury regulation 1.1212-1(a)(iv)(Example 5).

10  Treas. reg. §1.848-1(h)(2)(ii)-(viii).

11  Treas. reg. §1.848-1(h)(1) and (3).

12  Code §848(b)(4). 

13  Treasury reg. §1.848-2(f).

14   It is important to note that we are not speaking to the accuracy of  the 
projected reversal patterns for admissible DTa calculation purposes in the 
statutory annual statements, Our comment here is on projection of the 
DTa’s themselves as elements in projections of statutory net liabilities.

15  See statement of statutory accounting Principles No. 101 (“ssaP 101”).
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(or “payout” annuity contracts, which lack a conventional 
account balance). This effectively means that there is no pub-
lished guidance addressing any circumstances in which 
annuity payments will constitute SEPPs. Hence, owners of 
nonqualified annuity contracts, individuals under qualified 
retirement plans, and annuity issuers are left without any 
published guidance on when annuity payments can be used 
to satisfy the SEPP exceptions to the 10 percent penalty tax 
under sections 72(q)(2)(D) and 72(t)(2)(A)(iv).

The insurance industry requested guidance on this issue.8 
On September 2, 2011, the Treasury Department and IRS 
released their joint 2011–2012 Priority Guidance Plan, which 
lists priority projects that they plan to work on actively during 
the period of July 2011 through June 2012. One of the priority 
projects listed is “Guidance on exceptions to additional tax 
under §72(t) on early distributions from retirement plans and 
IRAs.”9 Although this item does not specifically refer to an-
nuities or the SEPP exception under section 72(t)(2)(A)(iv), it 
is hopeful that this guidance will cover the treatment of annu-
ity payments as SEPPs.

In addition, it would be helpful for such guidance to provide 
comfort that an individual who satisfies a SEPP exception by 
taking distributions under one of the “individual account” 
methods described in Rev. Rul. 2002-62 can subsequently use 
annuity payments to satisfy the exception. This might occur, 
for example, if an individual begins taking SEPPs under a 
deferred annuity contract for a number of years and would 
like to continue taking SEPPs under a lifetime annuity option 

in the contract. The concern is 
that a replacement of SEPPs 
determined using one of the 
individual account methods in 
Rev. Rul. 2002-62 with annuity 
payments that satisfy the SEPP 
exception could be viewed as an 
impermissible modification of 
the series of payments. In this re-
gard, sections 72(q)(3) and 72(t)
(4) provide generally that if the 
applicable SEPP exception is 
used to avoid the 10 percent pen-
alty tax, and the series of pay-
ments is modified (other than 
by reason of death or disability) 
before the close of the five-year 

period beginning on the date of the first SEPP or before the 
taxpayer attains age 59½, the previously avoided penalty tax 
is recaptured (with interest) in the year of the modification.

As the IRS recognized in PLR 201120011, annuity payments 
are determined differently than distributions under the meth-
ods described in Rev. Rul. 2002-62. Hopefully, published 
guidance will recognize that simply replacing SEPPs under 
Rev. Rul. 2002-62 with SEPPs in the form of annuity pay-
ments will not constitute a modification of the stream of pay-
ments which results in the recapture of the penalty tax. The 
legislative history describes the recapture rules under sections 
72(q)(3) and 72(t)(4) as applying in cases in which a distribu-
tion method that satisfies the SEPP exception is changed to a 
form that does not qualify for the SEPP exception.10 Applying 
the recapture rules where an individual alters a distribution 
method that satisfies the SEPP exception to a form that also 
satisfies the exception would appear to be contrary to congres-
sional intent. If the recapture rules are triggered by switching 
from an individual account method of making payments 
under the SEPP exception to an annuity method of making 
payments under the SEPP exception, no individual who com-
mences taking SEPPs under a method described in Rev. Rul. 
2002-62 could ever annuitize their contract within five years 
or prior to age 59½ without incurring the penalty tax.

In short, the position of the IRS in PLR 201120011 highlights 
the need for published guidance addressing the application of 
the SEPP exceptions in sections 72(q)(2)(D) and 72(t)(2)(A)
(iv) to annuity payments. The absence of such guidance has 
created a great deal of uncertainty for nonqualified annuity 
contract owners, qualified retirement plan participants and 
annuity issuers about (1) the circumstances in which annuity 
payments constitute SEPPs for purposes of these exceptions, 
and (2) whether distributions that satisfy a SEPP exception 
under an individual account method in Rev. Rul. 2002-62 can 
be replaced with annuity payments that satisfy the exception 
without incurring the penalty tax. Hopefully, the fact that the 
2011–2012 Priority Guidance Plan includes an item on the 
exceptions to the 10 percent penalty tax under section 72(t) 
indicates the government’s intention to issue guidance ad-
dressing these questions. 3
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END NOTES

1  Unless otherwise indicated, all section references are to the Internal revenue Code of 1986, as amended.

2  a “qualified retirement plan” is defined for this purpose in section 4974(c) to include a plan under section 401(a), an annuity under section 403(a), a section 403(b) 
contract, an individual retirement account under section 408(a), and an individual retirement annuity under section 408(b). 

3  a private letter ruling cannot be cited as precedent. See section 6110(k)(3).

4  1989-1 C.B. 662, 666, modified by rev. rul. 2002-62, 2002-2 C.B. 710.

5  Id. Q&a-12 provides that payments will also be treated as sEPPs if the amount to be distributed annually is determined (1) by amortizing the taxpayer’s account bal-
ance over a number of years equal to the life expectancy of the account owner or the joint life and last survivor expectancy of the account owner and beneficiary at a 
reasonable interest rate (commonly referred to as the “amortization method”), or (2) by dividing the taxpayer’s account balance by an annuity factor which is derived 
using a reasonable mortality table and using a reasonable interest rate (commonly referred to as the “annuitization method”). Id.

6  rev. rul. 2002-62, 2002-2 C.B. 710, modifying Q&a-12 of Notice 89-25, 1989-1 C.B. 662, 666.

7  Notice 2004-15, 2004-1 C.B. 526, 527; INFO 2000-0226. an information letter, like INFO 2000-0266, is a statement issued by the Irs National Office that calls attention to 
a well-established interpretation or principle of tax law without applying it to a specific set of facts. See section 2.04 of rev. Proc. 2002-1, 2002-1 C.B. 1. an information 
letter, like a private letter ruling, cannot be cited as precedent. See section 6110(k).

8  letter from Davis & harman llP written on behalf of the Committee of annuity Insurers, to Internal revenue service (June 1, 2011) (on file with author); letter from 
american Council of life Insurers (aClI), to Internal revenue service (June 1, 2011) (on file with Tax analysts). 

9  U.s. Dep’t of Treasury, 2011-2012 guidance Priority Plan (2011), http://www.irs.gov/foia/article/0,,id=181687,00.html.

10  h.r. rep. No. 99-841, vol. II, at 400-403, 455-457 (1986) (Conf. rep.); s. rep. No. 99-313, at 567-568, 615 (1986); sTaff of JT. Comm. on Tax’n, 99Th Cong., general explanaTion 
of The Tax reform aCT of 1986, 659-660, 717-718 (1987). 
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