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SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO  

THE CONCLUSION OF THIS WASHINGTON REPORT. 

The Tax Court has ruled, in a memorandum opinion, Chenault v. 

Commissioner, T.C. Memo. 2001-56, that the taxpayer, a former municipal 

employee, was liable for federal income taxes on annuities received by her in 

taxable year 2003.  The Court also determined that the Internal Revenue Service 

did not abuse its discretion in levying on the taxpayer’s property to collect those 

taxes.  

Delores Chenault (“Taxpayer”) worked as a principal stenographer for Cook County, Illinois 

(„county”), and the City of Chicago (“city”), until her retirement in May 1993. At some time in or around 

1993 Taxpayer applied for and was approved to receive monthly payments under two separate annuity 

contracts.   

By letter dated September 21, 1993, the city board approved a monthly annuity of $389.67 payable 

to Taxpayer for life beginning on May 29, 1993. The monthly payment under the city annuity increased by 

$11.69 in September 1996 and in each September thereafter. The letter stated that $27 in Federal income 

tax would be withheld each month and that the city annuity would become “fully taxable” to Taxpayer on 

January 29, 2015. Taxpayer's investment in the city annuity was $6,507 and her expected return was 

$175,688.  

http://www.aalu.org/
http://aaluwr.org/majorrefs/Ref11-27.pdf
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By letter dated September 1, 1993, the county board approved a monthly annuity of $1,364.55 

payable to Taxpayer for life beginning on June 1, 1993. The monthly payment under the county annuity 

increased by $40.94 in January 1997 and in each January thereafter. The facts in evidence did not establish 

Taxpayer's investment in or expected return on the county annuity.  

The Northern Trust Co. (Trust), as the city's paying agent, issued to Taxpayer a 2003 Form 1099-R, 

(“Distributions From Pensions, Annuities, Retirement or Profit-Sharing Plans, IRAs, Insurance Contracts, 

etc”). That form reported that during 2003 Taxpayer received gross distributions of $11,594.84, consisting 

of a taxable amount of $11,383.76 and employee contributions or insurance premiums of $211.08. The 

Trust withheld $864.  

The Cook County Pension Fund also issued to Taxpayer a 2003 Form 1099-R. That form reported 

gross distributions of $20,138.64, consisting of a taxable amount of $19,615.08 and employee contributions 

or insurance premiums of $523.56. The county withheld $1,268.10.  

Taxpayer did not timely file a Federal income tax return for 2003, and the government prepared a 

substitute for return on behalf of Taxpayer for that year. The government also mailed to Taxpayer a notice 

of proposed assessment (30-day letter), for 2003.  In the 30-day letter, the government notified Taxpayer 

that it had no record of having received Taxpayer's 2003 Federal income tax return and proposed an 

assessment using information returns that the government had received from third-party payors. The 

government also requested that Taxpayer file a 2003 Federal income tax return.  

On or about October 13, 2006, Taxpayer sent to the government a Form 1040, U.S. Individual 

Income Tax Return, for 2003. That return reported, among other things, taxable pensions and annuities 

received by Taxpayer of $30,999 and Federal income taxes owed of $649. Taxpayer did not pay all of the 

resulting tax liability, and the government assessed the liability as well as additions to tax for failure to file 

a return timely and failure to pay tax.  

On or about May 19, 2008, the government issued to Taxpayer a final levy notice. The final levy 

notice informed Taxpayer that the government proposed to levy upon Taxpayer's property to collect Federal 

income tax for 2003. The final levy notice advised Taxpayer that she could request a hearing with the IRS 

Appeals office as to the propriety of the proposed levy.   

On June 2, 2008, Taxpayer asked Appeals for a hearing and requested that the proposed levy be 

withdrawn. Appeals granted Taxpayer's request for a hearing but did not withdraw the proposed levy, 

which, within a year, was sustained. Following this determination, Taxpayer petitioned the Tax Court and a 

trial was held on November 23, 2010.  

Taxpayer argued that annuity payments that she received in 2003 and reported as taxable on her tax 

return were not taxable to her, and the government argued that they were. The Court agreed with the 

government.  

The Court explained that, in general, amounts received by a taxpayer under an annuity contract must 

be included in that taxpayer's gross income, but that, where appropriate, a taxpayer may exclude a portion 

of payments received under the annuity by applying an “exclusion ratio” to the payments received.  The 

exclusion ratio is calculated by dividing the taxpayer's “investment in the contract” by the expected return 

of the annuity contract.  The nontaxable portion of the annuity is determined by applying the exclusion ratio 

to the payment received until the taxpayer has recovered his or her investment in the contract.  “Effectively, 

the nontaxable portion is a return of capital of the taxpayer's investment in the contract recovered 

proportionately over the life of the annuity.” 

The Court calculated that, by the terms of the city annuity, Taxpayer was to receive total payments 

of $5,704.56 for 2003.  In accordance with the exclusion ratio, Taxpayer was entitled to recover 3.7 



 

 

3 

percent, or $211.08, as a nontaxable return of capital.  The balance of $5,493.48 was determined to be fully 

taxable to Taxpayer.  

Taxpayer was to have also received $5,890.28 in annuity payments from the city which were 

attributable to her father.  Since Taxpayer offered no evidence that would lead that Court to conclude that 

any part of this amount was excludable from Taxpayer‟s income, it concluded that the entire amount was 

taxable to her.  

Because Taxpayer provided no information to make such a determination such as her investments in 

the contract or her expected return under the contract with respect to the county annuity, the court similarly 

determined that Taxpayer's underlying tax liability with respect to that annuity was valid.  

The Court also rejected Taxpayer‟s arguments that the payor‟s failure to withhold the entire amount 

of taxes due on the annuities excused her from the duty to report and pay taxes on them. “[Taxpayer], as the 

person who received payments under the annuities, is liable for any taxes found to be due and owing 

therefrom.”  

The Court also ruled that Taxpayer‟s discharge in bankruptcy (on or about November 29, 2007) 

under chapter 7 did not discharge her from claims for income taxes due for a tax year for which the due 

date for the return is within 3 years of the filing of the petition in bankruptcy. It appeared that the due date 

for Taxpayer's 2003 Federal income tax return (October 15, 2004, with extensions) would have been within 

the 3-year lookback period, and, even if it was not, her 2003 Federal income tax liability would still not 

have been dischargeable because she filed her return untimely less than 2 years before she entered into 

bankruptcy. Therefore, Taxpayer did not prove that her 2003 income tax liability was discharged in 

bankruptcy.  

Finally, the Court determined that the government did not abuse its discretion by levying on 

Taxpayer‟s property to satisfy her tax debt.   

Any AALU member who wishes to obtain a copy of Chenault v. Commissioner 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. 

 

 

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

