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this subparagraph, see paragraph (d)(3) 
of § 1.72–4. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 6497, 25 FR 10019, Oct. 20, 
1960; T.D. 6885, 31 FR 7798, June 2, 1966]

§ 1.72–3 Excludable amounts not in-
come. 

In general, amounts received under 
contracts described in paragraph (a)(1) 
of § 1.72–2 are not to be included in the 
income of the recipient to the extent 
that such amounts are excludable from 
gross income as the result of the appli-
cation of section 72 and the regulations 
thereunder.

§ 1.72–4 Exclusion ratio. 
(a) General rule. (1)(i) To determine 

the proportionate part of the total 
amount received each year as an annu-
ity which is excludable from the gross 
income of a recipient in the taxable 
year of receipt (other than amounts re-
ceived under (a) certain employee an-
nuities described in section 72(d) and 
§ 1.72–13, or (b) certain annuities de-
scribed in section 72(o) and § 1.122–1), an 
exclusion ratio is to be determined for 
each contract. In general, this ratio is 
determined by dividing the investment 
in the contract as found under § 1.72–6 
by the expected return under such con-
tract as found under § 1.72–5. Where a 
single consideration is given for a par-
ticular contract which provides for two 
or more annuity elements, an exclusion 
ratio shall be determined for the con-
tract as a whole by dividing the invest-
ment in such contract by the aggregate 
of the expected returns under all the 
annuity elements provided thereunder. 
However, where the provisions of para-
graph (b)(3) of § 1.72–2 apply to pay-
ments received under such a contract, 
see paragraph (b)(3) of § 1.72–6. In the 
case of a contract to which § 1.72–6(d) 
(relating to contracts in which 
amounts were invested both before 
July 1, 1986, and after June 30, 1986) ap-
plies, the exclusion ratio for purposes 
of this paragraph (a) is determined in 
accordance with § 1.72–6(d) and, in par-
ticular, § 1.72–6(d)(5)(i). 

(ii) The exclusion ratio for the par-
ticular contract is then applied to the 
total amount received as an annuity 
during the taxable year by each recipi-
ent. See, however, paragraph (e)(3) of 

§ 1.72–5. Any excess of the total amount 
received as an annuity during the tax-
able year over the amount determined 
by the application of the exclusion 
ratio to such total amount shall be in-
cluded in the gross income of the re-
cipient for the taxable year of receipt. 

(2) The principles of subparagraph (1) 
may be illustrated by the following ex-
ample:

Example Taxpayer A purchased an annuity 
contract providing for payments of $100 per 
month for a consideration of $12,650. Assum-
ing that the expected return under this con-
tract is $16,000 the exclusion ratio to be used 
by A is $12,650÷16,000; or 79.1 percent (79.06 
rounded to the nearest tenth). If 12 such 
monthly payments are received by A during 
his taxable year, the total amount he may 
exclude from his gross income in such year is 
$949.20 ($1,200x79.1 percent).The balance of 
$250.80 ($1,200 less $949.20) is the amount to be 
included in gross income. If A instead re-
ceived only five such payments during the 
year, he should exclude $395.50 (500x79.1 per-
cent) of the total amounts received.

For examples of the computation of the 
exclusion ratio in cases where two an-
nuity elements are acquired for a sin-
gle consideration, see paragraph (b)(1) 
of § 1.72–6. 

(3) The exclusion ratio shall be ap-
plied only to amounts received as an 
annuity within the meaning of that 
term under paragraph (b) (2) and (3) of 
§ 1.72–2. Where the periodic payments 
increase in amount after the annuity 
starting date in a manner not provided 
by the terms of the contract at such 
date, the portion of such payments rep-
resenting the increase is not an 
amount received as an annuity. For the 
treatment of amounts not received as 
an annuity, see section 72(e) and § 1.72–
11. For special rules where paragraph 
(b)(3) of § 1.72–2 applies to amounts re-
ceived, see paragraph (d)(3) of this sec-
tion. 

(4) After an exclusion ratio has been 
determined for a particular contract, it 
shall be applied to any amounts re-
ceived as an annuity thereunder unless 
or until one of the following occurs: 

(i) The contract is assigned or trans-
ferred for a valuable consideration (see 
section 72(g) and paragraph (a) of § 1.72–
10); 

(ii) The contract matures or is sur-
rendered, redeemed, or discharged in 

VerDate Apr<18>2002 04:47 Apr 28, 2002 Jkt 197081 PO 00000 Frm 00129 Fmt 8010 Sfmt 8010 Y:\SGML\197081T.XXX pfrm12 PsN: 197081T


