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AALU Bulletin No:  11-03 January 6, 2011 

Subject: Taxpayer Was In Constructive Receipt of Income When Insurance 
Company Cancelled Policy With Indebtedness In Excess of Premiums 
Paid 

Major References: Sanders v. Commissioner, T.C. Memo. 2010-279 (Dec. 20, 2010) 

Prior AALU Washington Reports: 09-57; 09-29; 09-02; 99-29 
 
MDRT Information Retrieval Index Nos.: 4400.05; 7400.023 
 

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

In Sanders v. Commissioner, T.C. Memo. 2010-279 (Dec. 20, 2010), the Tax 
Court, found that the taxpayer was in constructive receipt of income when New York 
Life Insurance Co. (New York Life) cancelled a whole life policy with outstanding 
loans in excess of premiums paid. 

In 1979 taxpayer John M. Sanders purchased a whole life insurance policy with a $25,000 face 
amount (the policy) on which he paid monthly premiums of about $31 until March 2006.  The policy 
allowed taxpayer to borrow generally up to the policy's cash value, using the policy as security. Interest on 
policy loans accrued at 8 percent, with any accrued but unpaid interest added to the loan and bearing 
interest at the same rate. By its terms the policy terminated if any unpaid loan, including accrued interest, 
exceeded the sum of the policy's cash value and any dividend accumulations.  

The taxpayer took advantage of the loan feature by borrowing, between 1990 and 2004, $7,136 
against the policy, none of which was repaid. 

By letter dated February 9, 2006, New York Life advised taxpayer that his outstanding policy loan 
balance, including principal and accrued interest, was $17,203, that this amount exceeded by $517 the 
policy's cash value, and that the policy would be canceled unless taxpayer paid at least $517 within 30 days.  

http://www.aalu.org/
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When the taxpayer did not respond within this time period, New York Life advised taxpayer that it had 
terminated the policy. Taxpayer received no cash or property from New York Life upon the policy 
termination.  

New York Life issued a form 1099-R to taxpayer for the year 2006, in which it reported a gross 
distribution to taxpayer of $17,292, with a "Taxable amount" of $7,175 after taking into account taxpayer's 
$10,117 of insurance premiums paid.  Taxpayer did not report this amount (or any amount relating to the 
policy’s termination) on his 2006 return.   

The government determined, and the Tax Court agreed, that taxpayer improperly omitted the $7,175 
of taxable income shown on the Form 1099-R.  

Taxpayer’s argument at trial was that he "just did the math basically in my head" and he thought 
that New York Life's "mathematics are way off."    The Court found that this “vague [contention]” did not 
rise to the level of a "reasonable dispute" so as to impose on New York Life a burden to produce reasonable 
and probative evidence to verify the information return. See Revenue Code § 6201(d).   

The Court also determined, citing Atwood v. Commissioner, T.C. Memo. 1999-61 (see our Bulletin 
No. 99-29), that the distributions New York Life made to taxpayer before 2006, as well as capitalized 
interest on these amounts, were bona fide loans, collateralized by the policy's value.  

Although taxpayer received no cash or other property from the policy, the general rule is that when 
a policy’s cash value is applied to an outstanding balance on a policy loan, that action is the “economic 
equivalent” of receipt of the policy proceeds, including untaxed inside buildup.  Taxpayer, in effect, used 
those proceeds to pay off his policy loans and “[t]his constructive distribution is gross income to taxpayer 
insofar as it exceeds his investment in the contract,” citing, Atwood, supra, and McGowen v. 
Commissioner, T.C. Memo. 2009-285, discussed in our Bulletin No. 09-29. 

For cases reaching a similar conclusion upon the termination or surrender of a policy subject to an 
outstanding loan, see Reinert v. Commissioner, T.C. Summ. Op. 2008-163, discussed in our Bulletin No. 
09-02, and Chambers v. Commissioner, T.C. Summ. Op. 2007-63, discussed in our Bulletin No. 09-57. 

Any AALU member who wishes to obtain a copy of Sanders 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 

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