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SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO  

THE CONCLUSION OF THIS WASHINGTON REPORT. 

In both (i) PLR 201122034, a recent ruling by the Internal Revenue Service, 

and (ii) a decision by the U.S. Tax Court in Zedaker v. Comm'r, T.C. Summ. Op. 2011-

64 (June 1, 2011), the "simplified method" was used for calculating taxable income 

resulting from retirement plan annuity payments, notwithstanding the potentially 

inequitable result for taxpayers-recipients.  This method is set forth in IRS Notice 88-

118 and substantially codified in Revenue Code § 72(d) by the enactment of the Small 

Business Job Protection Act of 1996 (SBJPA).   

 

Generally, includible income (resulting from (i) annuities paid from qualified plans and (ii) tax-

exempt annuities) is determined under § 72 and related guidance.   

 

Prior to the Tax Relief Act of 1986 ("TRA '86"), the amount included in income through that 

section was based upon the exclusion ratio, defined as the ratio of the "investment in the contract" (i.e., 

employee contributions, generally) to the contract's total expected return.  An employee's investment in the 

contract would be adjusted to take into account death benefits and/or refund features of the annuity.  The 

employee's life expectancy at the time of the annuity starting date determined the employee's total expected 
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return.  An exception to this treatment applied, however, when the payments made in the first three years of 

the annuity exceeded the employee's total cost basis in the annuity contract.  In such a case, under the so-

called "3-year" rule, no payments were included in income until the employee's total cost was recovered.   

 

When TRA '86 was enacted, the 3-year rule was eliminated for annuity starting dates beginning 

after July 1, 1986.  As a result, regardless of the amount of employee contributions, all retirement plan 

annuity distributions were subject to the ratio exclusion rule for determining includible income. 

 

Because of complexities relating to the determination of the total return and to adjustments that 

were required in calculating the "investment in the contract," in Notice 88-118 the IRS created a simplified 

rule for determining includible income if certain conditions were satisfied.  Under the simplified rule, the 

employee's investment in the contract would be divided by the expected number of payments to be 

received by the distributee.  This portion of each annuity payment would then be excluded from income.  

The refund features of an annuity contract did not affect the employee's investment in the contract, and the 

expected number of payments was determined based upon the age of the distributee at the annuity starting 

date.  In order to apply the simplified method, the distributee had to make an election on his or her tax 

return. 

 

With the enactment of the SBJPA, the exclusion ratio rule was eliminated for qualified retirement 

plan annuities and was replaced by a codification of the simplified rule, with minor changes.  As a result, 

for annuity starting dates before November 16, 1996, the determination of includible/excludable income 

was based upon the simplified rule.  Distributees no longer have the option to elect the general exclusion 

ratio rule. 

 

PLR 201122034 

 

In PLR 201122034, the taxpayer, a U.S. citizen who is a resident of a country with which the U.S. 

has a tax treaty, was receiving annuity benefits from a pension plan and requested a ruling relating to the 

tax treatment of such payments.  Under the treaty, with regard to pensions arising in the U.S., the taxpayer 

is taxed by the country of which he is a resident only to the extent such payments would be included in 

U.S. gross income if they had been received by a resident of the U.S.  The taxpayer had earlier elected to 

take a portion of his benefit in the form of a lump sum.   

 

Because the annuity starting date was before November 16, 1996, the method for determining 

taxable income would have been the general ratio exclusion rule, but the taxpayer elected to use the 

simplified method set forth in Notice 88-118.  When determining the portion of the annuity payments that 

would be excludable from income, the IRS ruled that the investment in the contract had to be reduced by 

the tax-free part of the lump sum payment previously made to the taxpayer.  The Service then ruled that, 

because the taxpayer was at least 55 and less than 60 at the time of the annuity starting date, the investment 

in the contract would be divided by 260 which, under Notice 88-118, was the expected number of 

payments determined for someone who was at least 55 and less than 60.  The result is the amount from 

each annuity payment that would be excluded from income until the total amount excluded was equal to 

the distributee's investment in the contract.  After full recovery of the investment in the contract, the entire 

annuity payment would then be includible in income. 

 

A similar ruling was made in PLR 200840056.  (See our Bulletin No. 08-93.) 

 

Zedaker v. Comm'r 

 

In Zedaker, taxpayer Marjorie Z. Zedaker was a participant in the California State Teachers' 

Retirement System ("CalSTRS").  In 1986, upon terminating her employment, Ms. Zedaker withdrew all of 
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her contributions and accumulations from her CalSTRS account and paid the appropriate tax on the amount 

withdrawn.  In 1991, Ms. Zedaker returned to teaching and re-deposited into her CalSTRS account the 

amount she previously had withdrawn.  In 2006, following her retirement, Ms. Zedaker began receiving a 

monthly annuity from CalSTRS. 

 

In 2008, the year in question, Ms. Zedaker did not report any of her annuity payments as taxable 

income, taking the position that all of the payments under the annuity contract should be tax-free until Ms. 

Zedaker is able to recover her investment in the contract, which was equal to the amount that Ms. Zedaker 

had re-deposited into her CalSTRS account in 1991. 

 

The IRS determined that § 72(d) applied to these payments.  Ms. Zedaker's 1991 contribution 

should be divided by 310, which is the number of anticipated payments set forth under § 72(d)(1)(B)(iii) 

that an annuitant would receive if her age on the annuity starting date was more than 55 but less than 60.  

(Note that the anticipated number of payments was one aspect of Notice 88-118 that had changed when the 

simplified method was codified in § 72(d).)  The result was then excludable from each annuity payment 

until Ms. Zedaker received the entirety of her investment in the contract.  Because the amount excludable 

by Ms. Zedaker was less than the annuity payment, the IRS argued that Ms. Zedaker had income resulting 

from her monthly annuity payments. 

 

Based on that argument, the Revenue Service filed a motion for summary judgment.  The taxpayers, 

Ms. Zedaker and her husband, responded that the Court should adopt a "first in, first out" formula for 

determining taxable income resulting from retirement plan annuity payments.  They contended that the 

simplified method was unreasonable because it would take 25 years for Ms. Zedaker to recover her basis, 

at which time she would be 90 years old and beyond her life expectancy.  Fairness, they further argued, 

dictated a more reasonable approach.  The Court acknowledged that although the result may appear 

inequitable, it was constrained to act within the law and, albeit with seeming reluctance, granted the IRS' 

motion. 

 

Conclusion 

 

Both rulings represent a straightforward application of the simplified method for determining 

taxable income resulting from retirement plan annuities.  The Court's dicta in Zedaker relating to the 

fairness of the simplified method, however, is noteworthy given that this method for determining taxable 

income has been in existence for over 15 years. 

 

Any AALU member who wishes to obtain a copy of PLR 201122034 or Zedaker 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: 

http://www.aalu.org/
mailto:raglani@aalu.org


 

 

4 

 

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. 

 

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. 

 

http://www.aalu.org/

