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

The Tax Court has ruled, in McGowen v. Commissioner, T.C. Memo. 2009-285, 
that a Taxpayer realized income from indirect life insurance distributions, where the 
application of the cash value of the policy to extinguish a loan against policy value 
did not result in a “discharge of indebtedness,” as defined in section 108 of the 
Internal Revenue Code. 

 
At issue in the case was whether Taxpayers’ (Husband’s and Wife’s) income as a result of the 

termination of a variable life insurance policy should be characterized as income from a life insurance 
contract pursuant to section 72(e), or income from the discharge of indebtedness under section 108.  

On May 30, 1986, Wife purchased for $500,000 a single-premium variable life insurance policy on 
her life.  Upon her death, the policy would have conferred on the beneficiary a benefit in excess of the 
policy debts she incurred. The death benefits consist of a guaranteed amount plus, in certain circumstances, 
the return on the investments (in this case mutual funds) made by the insurer.  The guaranteed amount is 
determined on the basis of the year the beneficiary receives the benefit. In the initial year, the beneficiary 
will receive solely the guaranteed amount.  For all subsequent years the benefit will vary in accordance 

http://www.aalu.org/
http://www.aaluwr.org/majorrefs/Ref10-11.pdf
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with the positive return of the investment in the mutual funds, but will not be less than the 
guaranteed amount.  

Wife had the right to cancel the insurance policy and receive its net cash value, defined as the cash 
value minus any policy debt. The policy debt consists of the sum of all outstanding loans plus accrued 
interest. The insurance policy permits Wife to borrow money at a 5.25-percent annual interest rate.  Any 
unpaid interest due at the end of the policy year will be added to the amount of the loan.  The insurance 
policy further requires, by its terms, that it serve as collateral and that it terminate if the policy debt ever 
exceeds the cash value.  

Wife began borrowing from the insurance policy to pay her personal expenses on May 31, 1989.  
The insurer notified Wife on May 28, 1999, May 30, 2000, May 29, 2001, May 28, 2002, and May 28, 
2003, that, if she surrendered the policy on those dates, she would have incurred a taxable gain of 
$413,124.30, $456,684.62, $480,124.92, $506,400.60, and $536,831.59, respectively.  The insurer also 
corresponded with Husband, apprising him of the financial history of Wife's insurance policy.  

By November 28, 2003, the monthly statement had indicated that the net cash surrender value had 
been diminished to $2,782.25.  

On March 1, 2004, the insurer issued a notice warning Wife that her outstanding policy debt had 
exceeded the insurance policy's cash value as of February 28, 2004, and the termination of the policy would 
occur within 31 days if she did not make a payment of $108,313.42.  That notice also stated that the policy's 
cancellation would be a taxable event, whereby she would have to recognize $562,746.04 as of February 
28, 2004.  Interest would still accrue during the 31- day grace period. Wife did not make the payment. On 
March 30, 2004, the insurer sent a letter informing Wife of the cancellation of the insurance policy and the 
issuance of an Internal Revenue Service Form 1099-R, Distributions From Pensions, Annuities, Retirement 
or Profit-Sharing Plans, IRAs, Insurance, Contracts, etc., reporting a gain of $565,224.11.   

The cash value at the time of surrender was $1,065,224.11, which, by the contractual terms, could 
not be less than the aggregate of all the amounts borrowed by Wife and the accrued interest. Wife's 
investment in the contract was $500,000.  The excess of the insurance policy's cash surrender over the cost 
of the contract was attributable to the previously untaxed inside buildup of $565,224.11. 

Neither party disputed that Taxpayers had received income as a result of the termination of their 
variable life insurance policy and that Taxpayers intended to report that income on their 2004 joint return. 
The parties' dispute concerned the kind of income Taxpayers received - i.e., income on surrender of a life 
insurance policy under section 72(e), or income from discharge of indebtedness under section 108.   If the 
latter, Taxpayers might have qualified to offset some of that income under provisions of section 108(g) 
(relating to indebtedness incurred in the operation of the trade or business of farming). [Note: Taxpayers 
were willing to recognize the full amount of the borrowing - in excess of $1 million - unreduced by their 
investment in the contract, as cancellation of indebtedness income, presumably because they would have 
been able to reduce or eliminate that amount under section 108(g).] 

The Court found that Taxpayers received income attributable to the termination of their variable life 
insurance policy pursuant to section 72(e). 

“[Taxpayers] did not receive income from discharge of indebtedness. A discharge of indebtedness 
occurs when ‘the debtor is no longer legally required to satisfy his debt either in part or in full.’ 
[Citations omitted.]. On the basis of facts presented, the Court cannot characterize the source of 
Taxpayers' income as income derived from the discharge of indebtedness. The record here indicates 
that the loans to [Wife] were not discharged: they were extinguished after the insurer had applied 
the cash value of the insurance policy towards the debt owed by [Wife].” 
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Instead, the Court concluded, Taxpayers' income should be characterized as income received 

from a life insurance contract. Any distribution from Wife's insurance policy would fall within the purview 
of section 72(e)(1).  That Revenue Code section mandates that a taxpayer include in his gross income any 
amount that is received under an annuity, endowment, or life insurance contract and is not received as an 
annuity to the extent that the amount exceeds the taxpayer’s investment in the contract.  

Although the Taxpayers in this case did not receive a direct distribution from the policy, they were 
required by the Court to include in their gross income the indirect distribution to them of the insurance 
policy's cash value.  (See section 72 of the Revenue Code.  See also, e.g., Atwood v. Commissioner, T.C. 
Memo. 1999-61, discussed in our Bulletin No. 99-29, and cited as authority by the Tax Court here in 
McGowen.) 

Any AALU member who wishes to obtain a copy of McGowen 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. 
 

 

                                                                             
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. 
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