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TOPIC: Another Case Involving the Taxation of the Lapse of a Life Insurance 
Policy Subject to an Outstanding Loan 
 
CITE: Black v. Commissioner, No. 6402-12; T.C. Memo 2014-27. 
 
SUMMARY: The policy owner had been borrowing against his policy, until it 
lapsed subject to his outstanding loan.  The taxpayer contended that the amount 
realized on the policy lapse included only the loan principal, not the interest that 
had accrued on the loan during its term.  The Tax Court, in a memorandum 
decision, disagreed. It held that the amount realized on the lapse of the policy 
subject to the loan must include not only the loan principal but also all of the 
accrued interest.   
 
FACTS:  In June 1989, Mr. Black, an attorney, purchased a policy on his life from 
Northwestern Mutual Life Insurance Company.  Under the terms of the policy, he 
was entitled to borrow against the policy. The contract provided that any unpaid 
interest on the policy loan would be added to the loan principal.  Over time, he 
borrowed more than $100,000 against the policy, none of which was ever repaid.   
 
The policy lapsed in January 2009 and the outstanding loan was satisfied by the 
policy proceeds and extinguished.  At the time of the lapse, the outstanding loan 
balance, including both principal and accrued interest, was in excess of $196,000.  
He had paid slightly less than $87,000 in policy premiums.   
 

https://www.courtlistener.com/tax/eAFD/boyd-j-black-janice-c-black-v-commissioner/?q=&court_tax=on&sort=score+desc


Northwestern issued a 1099R reflecting a gross distribution of more than $196,000 
and a taxable amount of over $109,000 - the difference between the policy loans 
plus accrued interest and his basis.   
 
Mr. Black and his wife filed their joint 2009 tax return which did not report any 
part of the taxable income reflected on the 1099R.  Two years later, they filed an 
amended return for 2009, reporting as taxable income the difference between the 
principal of the loans of about $103,000, less the premiums paid.   
 
RESULT:  The Tax Court first determined that the policy loans were bona fide 
loans which were collateralized by the policy’s cash value.  It also held that when 
an insurance policy lapses and all or part of the proceeds are used to satisfy a loan 
against the policy, it is treated for income tax purposes as if the taxpayer had first 
received the proceeds and then used them to pay the outstanding loan.   
 
The Tax Court then held that the tax treatment of a distribution from a life 
insurance policy before the death of the insured is governed by Section 72, with 
any amount received constituting gross income to the extent it exceeds the 
taxpayer’s investment in the contract.  The Tax Court further determined that the 
issue before it was not discharge of indebtedness, since the loans were not 
discharged, but were extinguished by application of the cash value of the policy 
against the debt owed by Mr. Black.   
 
Finally, the court upheld the imposition of an accuracy related penalty equal to 
20% of the amount of the underpayment, since it found that there was no 
reasonable cause for the underpayment and that the taxpayer had not acted in good 
faith with respect to the underpayment.   
 
RELEVANCE:  This is yet another Tax Court case (see WRNewswire  #13.12.18 
describing Brach v. Commissioner) involving the surrender or the lapse of an 
insurance policy subject to a policy loan, in which the Tax Court held that the 
extinguishment of the loan on the policy lapse by application of the cash surrender 
value was a taxable event under Section 72 of the Code.   
 
Despite the taxpayer’s unique argument that the amount realized on the policy 
lapse included only the amount of the loan principal, but not any of the accrued 
interest on the loan, the Tax Court found that the entire loan principal, including 
accrued interest was a part of the amount realized on lapse of the policy. 
 
This case is another reminder about the tax consequences of the surrender or lapse 
of a policy subject to a policy loan and that on a policy lapse, there will be a tax 



consequence because of extinguishment of the loan, despite the fact that there was 
no cash generated by the lapse. 
 
WRNewswire # 14.02.18 was written by Lawrence Brody of Bryan Cave LLP. 
 
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.  
_________________________________________________________________ 
 
The AALU WRNewswire and WRMarketplace are published by the Association for 
Advanced Life Underwriting® as part of the Essential Wisdom Series, the trusted 
source of actionable technical and marketplace knowledge for AALU members—
the nation’s most advanced life insurance professionals.  

http://www.bryancave.com/offices/stlouis/

