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Failure to Obtain Detailed Records from Insurer Results in Rare IRS Loss 
Against Taxpayer 
 
CITE: Jeffrey J. Furnish v. Commissioner; T.C. Summ. Op. 2013-81; No. 25690-
11S (Oct 23, 2013).   
 
SUMMARY:  Because the IRS did not obtain sufficient data regarding the 
premium payments and loan history on a policy which eventually lapsed and was 
placed on extended term, the Tax Court held the Service did not prove that a 
policyholder had received (and was therefore taxable on) a constructive 
distribution from the policy. We note, as a technical matter, that this decision is not 
reviewable by any other court and cannot be treated as precedent for any other 
case. 
 
FACTS:  Jeffrey Furnish is an actuary who obviously knows and believes in life 
insurance. He purchased his first policy in 1972 when he was a 20 year old college 
student.  Two years later, he purchased a second policy. Both policies allowed him 
to participate in annual dividends the insurer, Northwestern Mutual Life (NML) 
might declare. He elected to have dividends purchase "fully paid-up" additional 
insurance.  
 
Both policies offered Jeffrey the options of (1) obtaining policy loans from NML, 
and (2) paying annual premiums through premium loans from NML against the 
cash value of the policies. He recalled paying at least four of the first seven annual 
premium payments due on the policies. Thereafter, he elected to pay the annual 
premiums through premium loans.  
 
 



 
In 2009, the insurer determined that both policies had lapsed and issued a Form 
1099-R to Jeffrey reporting a gross distribution of $78,414.14 in respect of the two 
insurance policies, designating $49,255.24 as taxable income.   
 
Later, Jeffrey contacted the insurer and requested a statement confirming that he 
did not receive a cash distribution from NML when his insurance policies lapsed. 
NML responded to that request by stating that “The taxable amount occurred when 
your policies lapsed to an Extended Term insurance contract and the 
outstanding loan balances were repaid. Federal laws define most life insurance 
distributions as a taxable * * * [event] once the cost of insurance has been 
recovered. When a policy lapses to Extended Term, cash value is released from the 
policy to repay the loans. To the extent that loans paid off exceed the cost of the 
insurance, a taxable event takes place. If a policy has a gain, it's considered taxable 
as ordinary income and we must report it in the year the policy terminates for any 
reason, other than the death of the insured. Determining taxable gain is a two-step 
process. First, we determine the policy's cost basis. Next, we compare the paid off 
loan amount less the cost basis.”  (Emphasis added.) 
 
Jeffrey wrote to an IRS office questioning NML's calculations underlying the Form 
1099-R and stating that NML had declined to provide him with a "history of 
distributions" under his insurance policies because its electronic records went back 
only to the mid-1990s and the company was unwilling to do the research necessary 
to fully respond to his request.  
 
When NML determined that Jeffrey’s policies had lapsed, it applied the cash 
values of the policies to the outstanding balances on his loans. From a tax 
standpoint, the act of applying the cash value of a life insurance policy against an 
outstanding loan is not different from distributing the cash value to the taxpayer 
(including the untaxed inside buildup) who uses it to pay off the loan.  
 
The key question here was whether NML correctly determined that the policies 
had lapsed in 2009. As a general rule, the taxpayer bears the burden of showing 
that the IRS determination is in error. But an exception to this general rule applies 
if a taxpayer raises a reasonable dispute with respect to a third-party information 
return (such as the Form 1099-R in dispute) and has otherwise fully cooperated 
with the IRS.  Then, the burden of producing proof may shift to the Service.  The 
IRS has the burden – as the Court ruled in this case - to present reasonable and 
probative evidence to verify the information return.   
 
Jeffrey asserted that neither he nor the IRS can be certain that his insurance 
policies actually lapsed in 2009 without detailed records showing the amounts of 
premium loans, the interest computations related to those loans, and NML's 
dividend distributions over the life of the policies. Yet NML refused to produce 
those records. He showed that the letters and annual policy statements raised more 
questions than they answered. The Court agreed with him that there was a  



 
reasonable dispute regarding the accuracy of the Form 1099-R and that the IRS 
failed to produce reasonable and probative information regarding the accuracy of 
the Form 1099-R in dispute. Absent detailed records of premium payments and 
loan history to corroborate NML's Form 1099-R in the face of legitimate questions 
as to its accuracy, the court ruled that there was insufficient evidence to verify that 
Jeffrey received the constructive distribution of $49,255.24 that NML reported to 
the IRS. 
 
RESULT:  Clearly, if a client receives an amount in connection with a life 
insurance contract which is not received as an annuity, that will generally be gross 
income to the extent that the amount received exceeds the taxpayer’s investment in 
the insurance contract. Investment in the contract is the total amount of premiums 
or other consideration paid for the contract less amounts previously received under 
the contract to the extent they were excludable from gross income.  But since the 
IRS did not obtain detailed records of premium payments and loan history to 
corroborate information on the Form 1099-R issued to Jeffrey, the Court found the 
IRS did not prove its case. 
 
RELEVANCE:  As I looked at my hotel bill this morning, I noticed a $35 charge 
for valet parking – which was interesting – since I didn’t have a car.  We too often 
take for granted that anything that comes through on a computer printout is correct.  
And, although generally, 1099-Rs issued from insurers will be accurate, it is 
essential to advise your clients to do no less than you would with a dinner or hotel 
bill – and that is – check it! And if there is any question, demand thorough 
documentation from the insurer. 
 
In addition, this case is a reminder that policy lapses or surrenders where there is 
an outstanding loan can trigger recognition of income, even if no actual cash 
distributions are received. 
 
Finally, while we are unaware of any authority on this issue, it is not clear to us 
that these policies should have been considered to have lapsed for tax purposes 
when they were converted to extended term coverage under the nonforfeiture 
option.  Perhaps it would have been raised in the Tax Court if the taxpayer had not 
been representing himself. 
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DISCLAIMER  
 
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.  
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