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

In Ledger v. Commissioner, T.C. Memo. 2011-183 (Aug. 2, 2011), the Tax 
Court held that a couple received gross income when the husband’s life 
insurance policy matured. The income was equal to the excess of the policy 
proceeds over his investment in the policy, because he received a constructive 
distribution when the policy proceeds were applied to repay policy loans.  

 
James Ledger (“Taxpayer”) purchased a life insurance policy (policy) from Prudential 
Insurance Co. of America (Prudential) in April 1974. The face amount of the policy was 
$31,448, the maturity value considered for gain was $61,722.31, the endowment maturity 
value was $42,403, and the monthly premiums were set at $100.  The policy was payable 
upon either Taxpayer’s death or his reaching age 65.  

Beginning in October 1978 Taxpayer began borrowing against the policy, and, as of May 
27, 2005, his final loan balance and accrued interest against the policy totaled 
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$56,219.61. The policy matured on April 12, 2006, with a gross maturity value of 
$61,787.72 and a maturity value considered for gain value of $61,772.31.  Prudential paid 
Taxpayer $5,568.11, representing the policy’s gross maturity value less the final loan 
balance. Prudential determined Taxpayer’s investment in the contract at the time of 
maturity to be $20,780.03.   

Prudential issued a Form 1099-R (Distributions From Pensions, Annuities, Retirement or 
Profit-Sharing Plans, IRAs, Insurance Contracts, etc.) to Taxpayer for the 2006 tax year, 
identifying taxable distributions of $40,992.28 (calculated as maturity value considered 
for gain less cost basis/investment in the contract).  Taxpayer and his spouse did not 
include this amount in Taxpayer’s gross income for the 2006 taxable year.  

The government issued a notice of deficiency on December 15, 2008, determining a 
$7,184 deficiency in income tax and a section 6662(a) accuracy-related penalty of $1,433 
for the 2006 tax year.  

After a trial, the Tax Court ruled in favor of the government.  It noted that “. . .using the 
policy’s proceeds to satisfy the loans has the same effect as paying the proceeds directly 
to the policyholder.”  Thus Taxpayer received - actually or constructively - both 
$5,568.11 in cash and $56,219.61 in loan repayments, or a total of $61,787.72. 

Taxpayer testified at trial that he had already “paid taxes” on any money he took out of 
the policy, specifically any dividends that were issued to him. Taxpayer also testified at 
trial that he does not “know the difference between a dividend or calling the insurance 
company and say [sic], I need another $3,000 for the kids school and they sent it to me.”  
Taxpayer produced no evidence, however, that he had ever paid taxes on distributions 
from the policy. 

Accordingly, the Court determined that the $40,992.28 ($61,772.31 less $20,780.03) 
constructive distribution was pro tanto a payment of the policy proceeds, “and as such is 
gross income to Taxpayers insofar as it exceeds their investment in the contract.” In 
support of its conclusion the Court cited McGowen v. Commissioner, and Atwood v. 
Commissioner, which are discussed in our Bulletins Nos. 10-11 and 99-29.  

Any AALU member who wishes to obtain a copy of Ledger v. Commissioner may do so 
through the following means: (1) use hyperlink above next to “Major References,” (2) log 
onto the AALU website at http://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 
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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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