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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

MORRI SON, Judge: In 2005, Bruce Brown held a life insurance
contract with Northwestern Miutual Life Insurance Conpany. On
Decenber 18, 2005, Northwestern term nated the contract, using
its entire cash value of $37,365.06 to pay policy debt.

Petitioners (the Browns) did not report any gain or loss on their
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2005 federal inconme tax return fromthe termnation of the life
I nsurance contract.

In a notice dated Decenber 24, 2007, respondent (the IRS)
determned a deficiency in tax of $8,553 for tax year 2005. The
deficiency was the result of the IRS s determ nation that M.
Brown recogni zed a taxable gain of $29,093.30 on termnm nation of
the Northwestern contract. The IRS also determ ned that the
Browns were liable for a penalty of $1,711 under section 6662.1
The Browns dispute those determ nations.

FI NDI NGS OF FACT

The parties stipulated some facts; those facts are so found.
The Browns

Bruce Brown is a comercial litigation attorney who has been
licensed since 1973. Hi s wfe, Carol Anfinson Brown, is also an
attorney. She has a master of |aws degree (LL.M) in taxation
and does appellate work in state court.

The | nsurance Contract

On March 16, 1982, M. Brown purchased a life insurance
policy from Northwestern with a $1,837 annual prem umand a
$100, 000 death benefit. The policy listed M. Brown as the
insured and as the policy’'s owner, and it |listed Ms. Brown as

its direct beneficiary.

Al section references are to the Internal Revenue Code, as
anended, effective during the year at issue, unless otherw se
i ndi cat ed.
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The policy was eligible for dividends, nmeaning that if
Nort hwestern had a divisible surplus, the policyholder (here, M.
Brown) was entitled to receive a fraction of the divisible
surplus in the formof a dividend. The policy listed four
options for how M. Brown could direct Northwestern to pay the
di vidends; he could direct Northwestern to (i) pay dividends
directly to him (ii) allow dividends to accunulate, (iii) apply
dividends to premuns, or (iv) apply dividends to purchase
pai d-up additional insurance. Besides the four |isted options,
the policy also stated that “[o]ther uses of dividends may be
made available by * * * [Northwestern].” The policy provided
that if M. Brown did not direct otherw se, Northwestern would
apply the dividends to purchase paid-up additional insurance.

Pai d-up additional insurance is single prem uminsurance;
for a one-tinme paynent, it increases the policy's death benefit
and share of divisible surplus wthout increasing the annual
premum The policy allowed M. Brown to surrender the paid-up
addi tional insurance in exchange for its cash val ue.

Over time, the policy accunmul ated “cash value”. Cash val ue
was i nmportant because, as explained below, (i) the policy all owed
M. Brown to borrow from Northwestern against its cash val ue and
(1i) if the policy term nated before M. Brown died, Northwestern
woul d pay M. Brown the policy’ s cash value m nus any outstandi ng

| oans.
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Assuming M. Brown paid all premuns, the policy’ s “cash
value” at the end of any policy year would be the sumof (i) any
di vidend accunul ations, (ii) the value fromthe table of
guaranteed values, and (iii) the cash value of any paid-up
addi tional insurance. The table of guaranteed values was in the
contract; it gave the cash value for the end of each policy
year,? a val ue which increased over tine. The contract stated
that during the year values would “reflect any portion of the
year’s premumpaid and the tine elapsed in that year.”

The policy allowed M. Brown to borrow from Nort hwestern
agai nst the policy’'s cash value. The policy |abeled these |oans
“premumloan[s]” if they were applied to policy prem uns or
“policy loan[s]” if they were used for anything el se. Both types
of | oans accrued interest at an annual effective rate of 8
percent. |If unpaid, the interest was capitalized, neaning
Nor t hwest ern added accrued interest to principal. |If M. Brown
died while the | oans were outstandi ng, Northwestern would reduce
the death benefit by the bal ance of the | oans.

M. Brown could surrender the policy in exchange for its
cash value. |If he did so, the contract would term nate and

Nort hwestern woul d use the policy’s cash value to pay policy

2The tabl e gave a value for each of the first 20 years and
then values for the years in which M. Brown would turn 60, 65,
and 70 (that is for the policy years ending in 2007, 2012, and
2017). The contract stated that the values in the table assuned
t he policyhol der paid all prem uns when due.
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debt, which was the total of all outstanding | oans and
accunul ated interest. Then, if the policy s cash val ue exceeded
policy debt, Northwestern would pay M. Brown the excess.
If, at any tine, policy debt exceeded cash val ue,
Nort hwestern could apply the policy’s cash value to the policy
debt and term nate the contract.

Premi um Paynent s

Each year M. Brown paid prem uns by check, |oans, or
di vi dends.

. From 1982 t hrough 1986, he paid $1, 837 each year by
check.

. From 1987 t hrough 2000, he paid $1, 837 each year by
t aki ng | oans agai nst the policy’ s cash val ue.

. From 2001 t hrough 2003, he paid each year’s prem uns in
sem annual installnents of $938.° Each year he paid
the first installnent by taking | oans and the second
i nstal |l ment by check.

. In 2004 and 2005, he paid the annual prem um of $1, 837
by directing Northwestern to apply dividends to

prem uns.

3The product of $938 and 2 is $1,876, which is $39 greater
than $1,837. The record does not nmke clear why the prem um for
these 3 years is higher than $1, 837.
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In total M. Brown paid $44,205 in premuns: $11, 999 by
check, $28,532 by |oans, and $3,674 by dividends. The follow ng

tabl e shows how he paid the prem um each year:

Year_ Pai d by Check Pai d by Loan Pai d by Dividend
1982 $1, 837 - 0- - 0-
1983 1, 837 - 0- - 0-
1984 1, 837 - 0- - 0-
1985 1, 837 - 0- - 0-
1986 1, 837 - 0- - 0-
1987 - 0- $1, 837 - 0-
1988 - 0- 1, 837 - 0-
1989 - 0- 1, 837 - 0-
1990 - 0- 1, 837 - 0-
1991 - 0- 1, 837 - 0-
1992 - 0- 1, 837 - 0-
1993 - 0- 1, 837 - 0-
1994 - 0- 1, 837 - 0-
1995 - 0- 1, 837 - 0-
1996 - 0- 1, 837 - 0-
1997 - 0- 1, 837 - 0-
1998 - 0- 1, 837 - 0-
1999 - 0- 1, 837 - 0-
2000 - 0- 1, 837 - 0-
2001 938 938 - 0-
2002 938 938 - 0-
2003 938 938 - 0-
2004 - 0- - 0- $1, 837
2005 - 0- - 0- 1, 837
Subt ot al 11, 999 28, 532 3,674

Total prem uns 44, 205



Di vi dend Use

Initially M. Brown did not direct the dividends’ use, so
Nort hwestern applied themto purchase pai d-up additional
i nsurance. In March 2004 M. Brown executed a change-of - di vi dend
form electing to have Northwestern apply dividends first to
prem uns and then to policy debt. 1In 2004 the total dividend was
$2,986.94; in accordance with the new el ection, Northwestern
applied $1,837 to the policy premiumand $1,149.94 to interest on
the loans. 1In 2005 the total dividend was $1, 883; Northwestern
applied $1,837 to the policy premumand $46 to interest on the
loans. On their inconme tax returns, the Browns properly excl uded
all of the dividends fromgross incone.

Policy Debt and Termn nation

M. Brown increased the policy debt by taking | oans and by
allowi ng unpaid interest to capitalize. By borrowing to pay the
prem uns, he added $1,837 to the policy debt in May of each year
from 1987 t hrough 2000 and $938 to the policy debt in May of
2001, 2002, and 2003. Before 2004 interest was capitalized each
year because he made no interest paynents. By 1997 the annual
i nterest accrual exceeded the prem um by 2002, it was twi ce the
premum As previously discussed, the policy provided that
Nort hwestern could termnate it if the policy debt exceeded cash
value. Policy debt first exceeded cash value in Novenber 2004.

M. Brown reduced the policy debt on Decenber 29, 2004, by
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surrendering the paid-up additional insurance for its cash val ue
of $31,063.30. O that $31,063.30, Northwestern applied
$27,252.49 to principal and $3,810.81 to interest. Surrendering
t he pai d-up additional insurance, however, reduced the policy’s
cash value and the policy debt by the sane anpbunt because the
policy’s cash value included the cash val ue of the paid-up

addi tional insurance.* Thus policy debt continued to exceed the
policy’' s cash value, and Northwestern term nated the policy on
January 6, 2005.

On February 16, 2005, Northwestern restored the policy
because M. Brown made a $559 “mini mnuminterest paynent” of which
$428.04 went to interest and $130.96 went to principal. On March
21, 2005, M. Brown made a final cash paynent of $162.82, all of
which went to interest.

M. Brown made no nore paynents, and Northwestern again
termnated the policy on Decenber 18, 2005. At that tinme, the
policy’ s cash value was $37,365.06. Northwestern applied the
cash value to the policy debt, which, as of Decenber 18, 2005,

was $37,395.48.° Because the policy debt of $37,395.48 exceeded

“Appl ying the cash value of the paid-up additional insurance
to policy debt did have one positive effect for the Browns: it
decreased the annual interest accrual by reducing the principal.

°The policy debt included $35,273.76 of principal as of Dec.
18, 2005 and $2,121.72 of interest, which had accrued between
Mar. 21, 2005 (the date of M. Brown’s final paynent) and Dec.
18, 2005. There is an unexpl ai ned di screpancy because the total
(continued. . .)



- 9 -
the policy’ s cash value of $37,365.06, Northwestern did not nake
a cash paynent to the Browns.

Nort hwestern’'s Conputati on of Taxable Gain

Nort hwestern sent M. Brown a Form 1099-R, Distributions
From Pensions, Annuities, Retirenment or Profit-Sharing Plans,
| RAs, Insurance Contracts, etc. The Form 1099-R showed a gross
di stribution of $37,365.06 and a taxabl e anount of $29, 093. 30.
The Form 1099-R descri bed the $37,365.06 as “l oans repaid at
surrender” and described the $29,093.30 as “taxable ant. at
surrender”.

According to Northwestern' s cal cul ati ons, the $29, 093. 30
t axabl e amount was equal to the policy’s cash value of $37, 365. 06
mnus what it called “net cost” of $8,271.76. Net cost was
calculated as “total premuns” (the prem uns paid by |oans,
$28,532; by checks, $11,999; and by dividends, $3,674) mi nus what
Nort hwestern called “total dividends” (in which Northwestern
i ncl uded the $2,986.94 dividend paynment to M. Brown in 2004, the
$31, 063. 30 received by M. Brown on surrender of the paid-up
addi tional insurance in 2004, and the $1, 883 dividend paynent to

M. Brown in 2005).

5(...continued)
policy debt of $37,395.48 exceeds the cash val ue of $37,365.06 by
$30.42. The record does not reveal whether M. Brown paid the
additional policy debt, whether Northwestern forgave the
addi tional policy debt, or whether M. Brown still owes
Nort hwestern the additional policy debt.
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The Browns' Reporting for Tax Year 2005

M. Brown prepared the Browns’ return, which did not report
any inconme fromtermnating the life insurance contract. Before
filing the return, he consulted Ms. Brown about the Form 1099-R
They believed that Northwestern based its report that M. Brown
had a $29, 093. 30 taxable gain on the theory that a debtor has a
taxabl e gain when a creditor cancels a debt. They believed
Nort hwest ern was incorrect because Northwestern had not forgiven
M. Brown’s debt. Having concluded that Northwestern analyzed
the termnation of the policy incorrectly, the Browns nmade no
further attenpt to determ ne the proper tax treatnment of the
transacti on.

OPI NI ON

The IRS Correctly Determ ned That M. Brown Had a $29, 093. 30
Taxable Gain on Ternm nation of the Life I nsurance Contract.

As we describe in greater detail later, the IRS argues that
t he tax consequences of the $37,365.06 are controlled by section
72(e)(5)(A) and (C), which provides that an anmount received under
a life insurance contract that is not received as an annuity is
included in gross incone to the extent it exceeds investnent in
the contract. The Browns argue, first, that they did not receive
t he $37, 365. 06 and, second, that if they did, it is not included
in gross incone under section 72(e)(4)(B). W disagree.

For federal income tax purposes, |oans against a life

i nsurance contract’'s cash value are true |loans fromthe insurance
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conpany to the policyholder. See Mnnis v. Conm ssioner, 71 T.C.

1049, 1054 (1979); Sanders v. Conm ssioner, T.C Meno. 2010-279;

McGowen v. Conmi ssioner, T.C. Menp. 2009-285; Barr V.

Conmi ssioner, T.C. Meno. 2009-250; Atwood v. Conmi ssioner, T.C

Meno. 1999-61. Thus, using the policy’s proceeds to satisfy the
| oans has the sane effect as paying the proceeds directly to the

policyholder. See, e.g., Atwood v. Conm ssioner, supra. For

exanple, in Barr and Atwood the insurance conpanies credited the
cash value of the termnated life insurance policies against
existing policy debt. The policyholders had incurred the policy
debt for reasons other than the paynent of prem uns. The Court
hel d that the policyhol ders constructively received the anmounts
used to satisfy the | oans because the policy proceeds paid

genui ne debts. See, e.g., Barr v. Comm ssioner, supra; Atwood V.

Commi ssi oner, supra. On Decenber 18, 2005, Northwestern

termnated the life insurance contract with M. Brown. At that
time the policy’s cash value was $37,365.06. On termnation, the
policy’'s only proceeds were its cash value. Northwestern applied
the entire cash value to pay policy debt, and M. Brown thus
constructively received $37, 365. 06--t he anount of the policy
proceeds Northwestern used to satisfy policy debt. The Browns
argue that M. Brown did not constructively receive the anount
applied to satisfy the policy debt because M. Brown incurred

that debt to pay premuns. They point out that the taxpayers in
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Barr v. Conm ssioner, supra, and Atwood v. Conmmi SSioner, supra,

did not incur policy debt to pay premuns. But it does not
matter why M. Brown incurred the debt. Al that matters it that

the policy debt was genuine. See Atwood v. Comm Ssioner, supra.

M. Brown’s policy debt was genuine: Northwestern lent himthe
policy premuns, allowing himto continue to enjoy the benefits
of the policy w thout paying premuns out of pocket. Because the
policy debt was genuine, M. Brown constructively received the
proceeds that Northwestern used to satisfy that debt. Thus the
$37, 365. 06 cash value Northwestern used to satisfy M. Brown’s
policy debt is an anobunt received under a life insurance
contract.

W now turn to the tax treatnment of that $37,365.06. Any
anounts received under a |ife insurance contract that were paid
because of the death of the insured are excludable fromthe gross
inconme of the recipient; that is, they are not taxable. Sec.

101(a)(1).°® The tax treatnent of ampunts received under a life

6As t he House conference report on the Technical and
M scel | aneous Revenue Act of 1988, Pub. L. 100-647, 102 Stat.
3342, correctly sunmari zes:

the undi stributed investnment income (“inside buildup”)

earned on premuns credited under a contract that

satisfies a statutory definition of life insurance is

not subject to current taxation to the owner of the

contract. In addition, death benefits paid under a

contract that satisfies the statutory definition are

excluded fromthe gross inconme of the recipient, so

that neither the owner of the contract nor the
(continued. . .)
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i nsurance contract, but before the death of the insured, is found
in section 72.

Section 72 determ nes the taxation of amounts received under
annuity contracts, endowrent contracts, and life insurance
contracts. Section 72 gives several rules for the tax treatnent
of various types of anmobunts. How these rules apply to a
particul ar anmount depends on (i) the type of paynent (i.e.
whet her the paynent is received as an annuity, a part of a series
of paynents over tine); (ii) the type of contract (i.e. whether
the contract was an annuity contract, endowrent contract, or life
i nsurance contract); and (iii) the tinme of paynment (i.e. whether
t he paynent was made before or after a date referred to as the
annuity starting date’).

If the type of paynment is an annuity, the paynment’s tax
treatnent is governed by the rule of section 72(a). Paynents
that are not received as an annuity are governed by section

72(e). Under section 72(e), the tax treatnent of such nonannuity

5(...continued)
beneficiary of the contract is ever taxed on the inside
bui l dup * * *

H Conf. Rept. 100-1104 (Vol. 11), at 96 (1988), 1988-3 C.B. 473,
586.

‘Generally, the annuity starting date is the latter of “the
date upon which the obligations under the contract becane fixed”
or “the first day of the period (year, half-year, quarter, nonth,
or otherw se, dependi ng on whether paynents are to be nmade
annual |y, sem annually, quarterly, nonthly, or otherw se) which
ends on the date of the first annuity paynent.” Sec.
1.72-4(b)(1), Incone Tax Regs.
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amounts is governed by the general rule of section 72(e)(2),?8
and, if applicable, the special rule of section 72(e)(5). The
special rule of section 72(e)(5) governs anounts received under a
life insurance contract. Sec. 72(e)(5) (0O

Here, the anount was received before M. Brown’s death, so
section 72 governs its tax treatnent. The anount was not
received as an annuity, so section 72(e)--not section 72(a)--
governs its tax treatnent. And the anmount was received under a
life insurance contract, so the special rule of section 72(e)(5)
governs the tax treatment of the $37,365.06 M. Brown received.

We turn next to how section 72(e)(5) affects the tax
treatment of the $37,365.06. Section 72(e)(5)(A) provides that

(A) In general. 1In any case to which this
par agraph applies--

(1) paragraphs (2)(B) and (4)(A) shal
not apply, and

(1i) if paragraph (2)(A) does not apply,
t he anobunt shall be included in gross inconme, but
only to the extent it exceeds the investnent in
the contract.
Two points of explanation are required. First, “[paragraph]
(2)(B)” is section 72(e)(2)(B), the general rule for anmounts

recei ved before the annuity starting date that are not received

as an annuity. Thus for anmounts governed by the special rule of

8Under that general rule, sec. 72(e)(2)(A) governs anpunts
received on or after the annuity start date and sec. 72(e)(2)(B)
governs anounts recei ved before.
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section 72(e)(5) that are received before the annuity starting
date, the general rule is expressly not applicable. Sec.
72(e)(5) (A (i). Second, “paragraph (2)(A)” is section
72(e)(2)(A), the general rule for amounts received after the
annuity starting date that are not received as an annuity. Thus
an anount governed by the special rule of section 72(e)(5) to
whi ch section 72(e)(2)(A) “does not apply” is included in gross
incone to the extent it exceeds investnment in the contract. Sec.
72(e)(5)(A). M. Brown received the $37, 365.06 before the
annuity starting date, so section 72(e)(2)(A) “does not apply”.
Thus under the special rule of section 72(e)(5), the $37, 365. 06
is included in gross incone to the extent it exceeds M. Brown’s
investnment in the contract. Sec. 72(e)(5)(A).

Section 72(e)(6) defines “investnent in the contract”.
Section 72(e)(6) provides:

For purposes of this subsection, the investnment in the
contract as of any date is--

(A) the aggregate anmount of prem uns or
ot her consideration paid for the contract
bef ore such date, m nus

(B) the aggregate anount received under
the contract before such date, to the extent
t hat such anpbunt was excl udabl e from gross
i ncone under this subtitle or prior incone
tax | aws.
Thus investnent in the contract is (i) the total prem uns or
ot her consideration paid mnus (ii) the total anobunt (a) received

under the contract and (b) excludable from gross incone.
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M. Brown’s investnment in the contract was $8,271.76. He

paid total prem uns of $44,205: $11,999 paid by check, $28,532
pai d by | oans, and $3,674 paid by applying dividends to prem uns.
Before term nating the contract, he received $35, 933. 24 that was
excludabl e fromgross inconme: the $2,986.94 dividend paynent in
2004; the $31, 063. 30 proceeds fromthe 2004 surrender of the
pai d-up additional insurance; and the $1,883 dividend paynment in
2005. Hence his investnent in the contract was $8,271.76: the
$44,205 total premuns paid mnus the $35,933.24 he had recei ved

under the contract that was excludable from gross incone.?®

Qur calculation of M. Brown's investnent in the contract
does not include the dividends (up to 2003) that purchased pai d-
up additional insurance (distinguished fromthe cash val ue of
t hat pai d-up additional insurance on surrender) for two reasons.
First, with the exception of dividends received in 1987, 1988,
and 1995, the record does not give the anobunts of those
di vidends. Second, as we explain below regardless of the
anounts, those dividends did not affect M. Brown’s investnent in
the contract.

| nvestnent in the contract is (i) the total prem uns or
ot her consideration paid mnus (ii) the total anobunt (a) received
under the contract and (b) excludable fromgross incone. Sec.
72(e)(6). The dividends used to purchase the paid-up additional
i nsurance--whi ch were excl udable from gross incone--did not
affect M. Brown’s investnent in the contract because the
di vidends increased both the total prem uns or other
consideration paid and the total anount received under the
contract and excludable from gross incone by the sanme anount, the
anmount of the dividends.

For exanpl e, suppose a policyholder paid $10 in total
premuns for a life insurance contract. Suppose further that the
first anmount the policyhol der received under the contract was a
$1 dividend that the policyhol der received before the annuity
start date and used to purchase pai d-up additional insurance.

Bef ore the policyhol der received the dividend, the policyholder’s
(continued. . .)
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Thus under the special rule of section 72(e)(5), M. Brown
had gross incone of $29,093.30, which is the anpbunt by which the
$37,365.06 he received exceeded his $8,271.76 investnment in the
contract. The IRS was therefore correct in determning that the
Browns were required to include $29,093.30 in gross inconme from
the termnation of the Northwestern |ife insurance contract.

The Browns contend that even if M. Brown received the
$37,365.06, the tax treatnment of that amount is governed by
section 72(e)(2)(B) and that the $37,365.06 is not included in
gross incone under section 72(e)(4)(B). W have al ready
expl ai ned why the special rule of section 72(e)(5)--not the
general rule of section 72(e)(2)--controls the tax treatnment of
the $37,365.06. So the Browns are w ong.

But even if they were right that section 72(e)(2)(B)
controlled, they would still be wong: section 72(e)(4)(B) would

not exclude any part of the $37,365.06 from gross incone.

°C...continued)
investnment in the contract would be $10, the $10 total
consideration paid mnus the $0 received under the contract and
excl udabl e fromgross income. Wen the policyhol der received the
dividend, it would be excludable fromgross incone because it
woul d be | ess than the policyholder’s investnent in the contract
at the tinme (the $10 total consideration paid mnus the $0
recei ved under the contract and excludable from gross incone).
See sec. 72(e)(5)(A). After the policyholder received the
di vidend, the policyholder’s investnent in the contract would
still be $10, the $11 total consideration paid mnus the $1
recei ved under the contract and excludable from gross incone.
Thus di vi dends used to purchase pai d-up additional insurance do
not affect the policyholder’s investnent in the contract.
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Section 72(e)(4)(B) provides that for purposes of section 72(e)(2)(B):

Any ampunt described in * * * [section 72(e)(1)(3ﬂ

shall not be included in gross incone under * *

[section 72(e)(2)(B)(i)] to the extent such anount is

retained by the insurer as a prem um or other

consideration paid for the contract.

An anount described in section 72(e)(1)(B) is “any anount
received which is in the nature of a dividend or simlar
distribution”. Thus section 72(e)(4)(B) excludes frominconme
only anounts received that are in the nature of a dividend or
simlar distribution. The $37,365.06 that M. Brown received was
not a dividend, was not in the nature of a dividend, and was not
a simlar distribution. It was the cash value of the policy, and
it was unrelated to Northwestern' s divisible surplus. Moreover
Nort hwestern did not retain the $37,365.06 to pay prem uns but to
pay policy debt. So even if section 72(e)(2)(B) controll ed--
which it does not--section 72(e)(4)(B) would not prevent any part
of the $37,365.06 from being included in gross incone.

As we have di scussed, we agree with the IRS that the Browns
were required to include $29,093.30 in gross income fromthe
termnation of the Northwestern life insurance contract. The IRS
contends that the tax required to be shown on the return was
$52,995 and that the deficiency in income tax was $8,553. This

$8, 553 anount reflected on the notice of deficiency is equal to

the difference between the $52,995 required to be shown on the
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return and the $44, 442 supposedly shown as tax on the return.
Yet the record shows that the amount of tax shown on the return
was not $44, 442, but $43,763.67. The anpunt of the deficiency
reflected in the deficiency notice was therefore probably in
error; it probably understated the deficiency by several hundred
dollars. Even though the IRS may have presented evi dence show ng
that the correct amount of tax should be $52,995, and therefore
that the deficiency should be several hundred dollars nore than
what is reflected on the deficiency notice, we question whether
we have jurisdiction to redeterm ne a deficiency of nore than
$8,553. As expl ai ned bel ow, we conclude that we | ack such
jurisdiction. Section 6214(a) provides:

Except as provided by section 7463, the Tax Court shal

have jurisdiction to redeterm ne the correct anount of

the deficiency even if the anmount so redetermned is

greater than the amount of the deficiency, notice of

whi ch has been nmailed to the taxpayer, and to determ ne

whet her any additional anount, or any addition to the

tax should be assessed, if claimtherefor is asserted

by the Secretary at or before the hearing or a

reheari ng.
Thus if the IRS asserts a greater deficiency than is reflected on
the notice and the I RS does so before the hearing or a rehearing,
we have jurisdiction to redetermne a deficiency or addition to

tax greater than the amount shown on the notice. See, e.g.,

Brooks v. Conm ssioner, T.C Meno. 1975-295 (holding that the Tax

Court had jurisdiction to redeterm ne an increased deficiency

where the I RS asserted the higher deficiency in its answer),
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affd. wi thout published opinion 552 F.2d 367 (5th Gr. 1977).
Here, the IRS failed to assert that the deficiency is greater
t han $8,553, and we therefore lack jurisdiction to redeterm ne a

greater deficiency. See sec. 6214(a); see also Browning v.

Comm ssioner, T.C. Menp. 1991-93 n.3 (“Although the evidence

i ndi cates a higher deficiency than determ ned on the notice of
deficiency, because respondent did not assert this higher anount
before trial, we are without jurisdiction to redetermne a
greater anount.”). W therefore uphold the RS s determ nation
that the Browns had a deficiency in tax of $8,553 for tax year
2005. The renmaining issue is whether the Browns are liable for a
penal ty.

1. Penalty

The I RS determ ned that the Brows were liable for the
accuracy-rel ated penalty under section 6662. Section 6662 adds
to the tax 20 percent of any underpaynent attributable to a
substanti al understatenent of incone tax.

Section 6662(d) defines “substantial understatenent”.
CGenerally, an “understatenent” is the excess of tax required to
be shown on the return over the tax shown on the return. Sec.
6662(d)(2)(A); sec. 1.6662-4(b)(2), Incone Tax Regs. An
understatement is substantial if it exceeds $5,000 and it exceeds
10 percent of the tax required to be shown on the return. Sec.

6662(d) (1) (A); sec. 1.6662-4(b)(1), Incone Tax Regs.
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A. The RS Met Its Burden of Produci ng Evidence That the
Browns Are Liable for the Accuracy-Rel ated Penalty.

The I RS bears the burden of producing evidence that the
taxpayer is liable for penalties. Sec. 7491(c). This burden is
satisfied if the IRS cones forward with “sufficient evidence
indicating that it is appropriate to inpose the rel evant

penalty.” Higbee v. Comm ssioner, 116 T.C 438, 446 (2001). W

have upheld the IRS s determ nation that the Browns understated
their inconme tax by $8,553, which exceeds both $5,000 and 10
percent of the tax required to be shown on the return. The IRS
has therefore net its burden of producing evidence show ng that
the Browns are liable for the accuracy-rel ated penalty.

B. The Browns Have Not Proven That They Are Not Liable for
the Penalty.

Once the IRS satisfies its burden of production, the
t axpayers mnmust prove they are not liable for penalties. 1d. at
446-447. The taxpayer bears the burdens of both production and
proof regardi ng exceptions to the substantial understatenent
penalty. See id. at 446 (stating that the IRS “need not
i ntroduce evidence regardi ng reasonabl e cause, substanti al

authority, or simlar provisions”). The Browns have not

°As di scussed above, the notice of deficiency states that
the Browns’ return showed tax of $44,442, but the tax shown on
the return is $43,763.67. To the extent the discrepancy m ght
increase the penalty, the IRS did not assert the issue. W
therefore lack jurisdiction to i npose any additional amunt. See
sec. 6214(a).
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satisfied their burden to show that they are not |iable for the
penalty. And, as we explain below, they have not shown that any
of the exceptions to the substantial understatenent penalty
applies to them

i Substantial Authority

If there is substantial authority for the taxpayer’s
treatment of an itemon the return, the tax attributable to the
itemis not included in the understatenent. Sec. 6662(d)(2)(B)
sec. 1.6662-4(d)(1), Incone Tax Regs. There is substanti al
authority for the taxpayer’s treatnent of an itemif substantial
authority exists either (i) when the taxpayer files the return or
(1i) on the last day of the taxable year to which the return
relates. Sec. 1.6662-4(d)(3)(iv)(C, Incone Tax Regs.

The Browns cite several sources as substantial authority:

(1) section 72(e); (ii) Barr v. Comm ssioner, T.C. Mno.

2009-250; (iii) Atwood v. Conmm ssioner, T.C Meno. 1999-61; (iv)

a Field Service Advice Menorandum and (v) an excerpt from Brody
et al., Insurance-Rel ated Conpensation, 386-3d Tax Mgnt. (BNA)
As we expl ain below, these sources do not provide substanti al
authority for the Browns’ position.

A position may have substantial authority if its support is
“a wel |l -reasoned construction of the applicable statutory

provision.” Sec. 1.6662-4(d)(3)(ii), Income Tax Regs. But the
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Browns failed to give a well-reasoned construction of section
72(e).
Judi ci al opinions can be substantial authority for a
t axpayer’s position. Sec. 1.6662-4(d)(3)(iii), Inconme Tax Regs.

But neither opinion cited by the Browns (Barr v. Conmm Ssioner,

supra, and Atwood v. Conm Sssioner, supra) supports their

position. In both cases we held that policy proceeds
constructively received through the paynent of policy debt should

be included in gross incone. See Barr v. Conm SSioner, supra;

Atwood v. Conmi ssioner, supra. And even if those cases supported

the Browns, only Atwood could be “authority” for their position
because Barr--issued in 2009--did not exist when the Browns filed
their return. See sec. 1.6662-4(d)(3)(iv)(C, Income Tax Regs.
Finally, neither the Field Service Advice Menorandum nor the
treati se excerpt provides substantial authority. Section
1.6662-4(d)(3)(iii) and (iv)(A), Incone Tax Regs., lists the
types of sources that are “authority” for the purpose of the
substantial authority exception. Neither a Field Service Advice

Menor andum nor a conclusion reached in a treatise is a source

that serves as “authority”. Yet the authorities underlying those
sources may still give rise to substantial authority if they are
“applicable to the facts of a particular case”. Sec.

1.6662-4(d)(3)(iii), Income Tax Regs. But the treatise and the

Field Service Advice Menorandum do not cite authorities other
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than section 72, and we have al ready expl ai ned why section 72
does not support the Browns. Thus the authority underlying both
sources does not give rise to substantial authority.

The Browns have not shown that there was substanti al
authority for their position.

ii. Reasonabl e Cause and Good Faith

| f the taxpayer both (i) had reasonabl e cause for and (ii)
acted in good faith regarding part of the underpaynent, no
penalty is inposed on that part. See sec. 6664(c)(1l); sec.

1. 6664-4(a), Inconme Tax Regs. The Browns argue that they did not
report the item because they believed that Northwestern based the
Form 1099-R on the theory that a debtor has a taxable gain when a
creditor cancels a debt, a theory that would not apply here
because Northwestern did not discharge the loan. But even if the
Browns’ m stake about why Northwestern reported i ncone was
reasonabl e, the m stake was not reasonabl e cause for their

under paynent. One of the nost inportant factors in denonstrating
reasonabl e cause and good faith is the extent of the taxpayer’s
effort to determne the proper tax liability. Sec.
1.6664-4(b) (1), Income Tax Regs. The Browns exerted little
effort. They understood correctly that there was no di scharge of
debt. They therefore concluded that Northwestern's information
return, which they m sconstrued as havi ng been based on a

di scharge-of -debt theory, was wong. Yet they did not research
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the proper tax treatnent of the transaction. They did not even
make the sinple effort of asking Northwestern why it reported
i ncome where there was no di scharge of debt. And, finally, the
Browns’ experience, know edge, and education wei gh agai nst them
both are |icensed attorneys, and one has a naster of |aws degree
(LL.M) in taxation. 1In short, the Browns have failed to show
that they had reasonabl e cause for and acted in good faith
regardi ng the under paynent.

We therefore find that the IRS correctly determ ned that the
Browns are |iable for the substantial understatenment penalty
under section 6662(a).

To reflect the foregoing,

Deci sion will be entered

for respondent.




