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AALU Bulletin No:  10-133 December 28, 2010 

Subject: Annuity Payments Includible in Income 

Major References:   Morris v. Commissioner, T.C. Summ. Op. 2010-171 

MDRT Information Retrieval Index Nos.: 700.00, 2400.00 and 3490.00 
 

SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO  
THE CONCLUSION OF THIS WASHINGTON REPORT. 

The Tax Court, in Morris v. Commissioner, T.C. Summ. Op. 2010-171, 
determined that plaintiff, who rolled over his plan account to an individual retirement 
account ("IRA"), was required to include in income the full amount of payments made 
from annuity contracts purchased with IRA funds. 

 
The Internal Revenue Service determined that plaintiffs, Willie and Charlotte Morris, failed to 

include in gross income payments made to Mr. Morris from annuity contracts purchased with proceeds 
from his IRA.  In 1995, Mr. Morris received a distribution from his account under a 401(k) plan maintained 
by Kimberly-Clark totaling about $439,000 and composed of approximately $40,000 in after-tax 
contributions, $92,000 in 401(k) contributions, $128,000 in employer contributions, and $179,000 in 
earnings.  At the time of the distribution, after-tax contributions were not eligible for rollover from a 
qualified plan to an IRA.  Consequently, Mr. Morris' after-tax contributions of $40,000 were distributed 
directly to him, while the balance of his distribution was made in the form of a direct rollover to an IRA.  
From the Tax Court's opinion, it appears that a portion of the assets transferred to the IRA was used to 
purchase annuities. 

 
In 2006, the plaintiffs received annuity payments totaling about $38,000, $12,500 of which they 

excluded from their 2006 income tax return.  Plaintiffs contended that $250,000 in annuity payments made 
over the life of the annuity contracts should be treated as an investment in the contract  Because the annuity 
was to be paid over 20 years, plaintiffs determined that in 2006 they were entitled to exclude 1/20th of the 
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total investment in the contract, or $12,500.  However, the Court concluded that the plaintiffs 
failed to offer any evidence to support the treatment of $250,000 as investment in the contract. 

 
Although the Court noted that a taxpayer's investment in the contract can include contributions 

made to a plan or IRA by an employer to the extent such amounts have been included in the employee's 
gross income, it determined that none of the $40,000 of after-tax contributions that was distributed outright 
to Mr. Morris was included in his 1995 rollover to the IRA.  In fact, no part of the rollover distribution, 
comprised entirely of pre-tax contributions and earnings, had been previously included in Mr. Morris' gross 
income and, as a result, no investment in the contract existed in the funds rolled over to the IRA.  Because 
it was these pre-tax moneys that were used to purchase the annuity contracts from which the 2006 
payments were made, the plaintiff's investment in the contract was zero and, as a result, the plaintiffs were 
not permitted to exclude from income any portion of the annuity payments. 

 
In making its ruling, the Court determined that the failure of the IRS to challenge plaintiffs in prior 

years when they had excluded such amounts was irrelevant.  The failure to challenge in previous years does 
not preclude the IRS from making this determination for 2006.  Additionally, in rejecting plaintiffs' 
argument that they should not have had to produce records from the 1995 rollover (since the statute of 
limitations for that tax year had expired), the Court ruled that the plaintiffs were required to maintain 
certain records for the 2006 tax year. 

 
Any AALU member who wishes to obtain a copy of Morris v. Comm'r may do so through the 

following means: (1) use hyperlink above next to “Major References,” (2) log onto the AALU website at 
www.aalu.org and enter the Member Portal with your last name and birth date and select Current Washington 
Report for linkage to source material or (3) email Anthony Raglani at raglani@aalu.org and include a 
reference to this Washington Report. 

 
In order to comply with requirements imposed by the IRS which may apply to the Washington Report as 

distributed or as re-circulated by our members, please be advised of the following: 

THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE USED, AND IT CANNOT 
BE USED, BY YOU FOR THE PURPOSES OF AVOIDING ANY PENALTY THAT MAY BE 

IMPOSED BY THE INTERNAL REVENUE SERVICE. 

In the event that this Washington Report is also considered to be a “marketed opinion” within the meaning 
of the IRS guidance, then, as required by the IRS, please be further advised of the following: 

 

THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE PROMOTIONS OR 
MARKETING OF THE TRANSACTIONS OR MATTERS ADDRESSED BY THE WRITTEN 
ADVICE, AND, BASED ON THE PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK 

ADVICE FROM AN INDEPENDENT TAX ADVISOR. 
 

 

                                                                             
The mission of AALU is to promote, preserve and protect advanced life insurance planning  

for the benefit of our members, their clients, the industry and the general public. 
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For more information about how AALU’s advocacy efforts help protect your business and the 
advanced life insurance marketplace, visit our website at www.aalu.org, or  

call toll free 1-(888)-275-0092. 
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