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

The 10th Circuit Court of Appeals has affirmed a decision of the U.S. Tax 
Court (see McGowen v. Commissioner, T.C. Memo. 2009-285, discussed in 
our Bulletin No. 10-11), that a Taxpayer realized income from indirect life 
insurance distributions, and that they could not claim that such distributions 
were excludable from income as “discharge from indebtedness” under § 108 
of the Internal Revenue Code because they were not insolvent at the time.  
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At issue in the case was whether Taxpayers’ (Bill and Carolyn McGowen’s) realized 
income as a result of the termination of a variable life insurance policy, or whether that 
income was excludable as “discharge of indebtedness” under section 108.  

On May 30, 1986, Carolyn purchased for $500,000 a single-premium variable life 
insurance policy on her life.  The policy allowed her to borrow against its value, using 
only the policy as security. The insurance company, however, could terminate the policy 
if the policy debt exceeded its cash value.  

By February 28, 2004, Carolyn's debt on the policy ($1,064,784.86) exceeded its cash 
surrender value by $2,038.82. Due to the negative balance, the insurance company sent a 
notice to Carolyn advising the “outstanding debt on [her] variable life insurance ha[d] 
now exceeded its cash value.”  The notice gave her until March 30, 2004, to make a 
minimum loan repayment of $108,313.42 if she wished to keep the policy active. If she 
did not make a payment, the insurance company would terminate the policy on that date. 
The notice also stated:  

“Termination of your policy coverage will result in a taxable event. Any deferred gain in 
the policy will be reported to you and the [IRS] on a Form 1099-R. As of February 28, 
2004, the taxable gain is $562,746.04.” 

Carolyn did not make the required minimum payment by the stipulated date. 

Therefore, on March 30, 2004, the insurance company sent a letter informing Carolyn of 
the cancellation of the policy and the filing of an “IRS Form 1099-R reporting the total 
gain on this policy -- $565,224.11.”  Subsequently, the McGowens received a Form 
1099-R from the insurance company; it reported a gross distribution of $1,065,224.11 
and a taxable amount of $565,224.11 (after subtracting the $500,000 premium paid). 
Nevertheless, the McGowens filed a 2004 joint federal income tax return claiming the 
$565,224.11 was not income attributable to the termination of a life insurance contract, 
but a “discharge of indebtedness” excludable from gross income under IRC § 108 due to 
insolvency outside of bankruptcy. The McGowens' net worth on the date of the 
cancellation, apart from the policy, was “$3,701.20.” 

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 initial parties' dispute concerned the kind of income 
Taxpayers realized - i.e., income on surrender of a life insurance policy under section 72
(e), or income from discharge of indebtedness excludable under section 108. 

AALU :: Washington Report

Page 2 of 4



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

“Petitioners 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.] . . . The record here indicates that the loans 
to Mrs. McGowen were not discharged: they were extinguished after the insurer had 
applied the cash value of the insurance policy towards the debt owed by Mrs. McGowen. 
. . . The present record instead supports the characterization of petitioners' income as 
income received from a life insurance contract. Any distribution from Mrs. McGowen's 
insurance policy would fall within the purview of  section 72(e)(1).” 

The Tax Court then went on to apply Code § 72(e) to the discharge, and determined that 
the McGowens realized income in the amount that the loan cancellation exceeded their 
investment in the policy.  (See, 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 in 
McGowen.  See also Sanders v. Commissioner, T.C. Memo. 2010-279 and Ledger v. 
Commissioner, T.C. Memo. 2011-183, discussed in our Bulletins. Nos. 11-03 and 11-
75.) 

The Appellate Court affirmed on slightly different grounds - i.e., that the record 
established that the McGowens were not insolvent at the time of the purported “discharge 
of indebtedness,” an analysis that it characterized as “the most direct route to resolution.”  
They therefore could not claim an exclusion from income under § 108(a) of the Code.  
Section 108(a)(1)(B) states that the exception applies only if “the discharge occurs when 
the taxpayer is insolvent.”  Section 108(d)(3), which defines insolvency, states that:  

“the term ‘insolvent’ means the excess of liabilities over the fair market value of assets. 
With respect to any discharge, whether or not the taxpayer is insolvent, and the amount 
by which the taxpayer is insolvent, shall be determined on the basis of the taxpayer's 
assets and liabilities immediately before the discharge.” 

The Appellate Court noted that documents submitted at trial indicated that the 
McGowens were not “insolvent,” in that their assets exceeded their liabilities by almost 
$4,000.  The McGowens were taxable under § 61 of the Code, and the Court found it 
unnecessary to discuss § 72(e) of the Code. 

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 

AALU :: Washington Report

Page 3 of 4



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 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.  

 
 

AALU :: Washington Report

Page 4 of 4


