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RUME, Judge: This case was heard pursuant to the provisions
of section 7463! of the Internal Revenue Code in effect when the
petition was filed. Pursuant to section 7463(b), the decision to
be entered is not reviewable by any other court, and this opinion

shall not be treated as precedent for any other case.

1 Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the year in issue.



-2 -

Respondent determ ned a deficiency in petitioners’ 2003
Federal inconme tax of $4,675. The only issue we nust decide is
whet her petitioners received incone of $18,171 as a result of the
| apse of a life insurance policy.?

Backgr ound

Sone of the facts have been stipulated and are so found.
The parties’ oral stipulation of facts and exhibits is
incorporated by this reference. Wen the petition was fil ed,
petitioners resided in Florida.

Joseph Dyer (petitioner) was a partner in the law firm of
Siciliano, Ellis, Sheridan, & Dyer (law firmor firm in 1978.
On May 12, 1978, the firmpurchased a |life insurance policy
(it nsurance policy or policy) with petitioner as the insured and
his wife, petitioner Mary Dyer, naned as the beneficiary. The
firms partners, including petitioner, had an oral agreenent to
insure each of the partners so that, in case one of the partners

di ed, the proceeds fromthe insurance covering that partner would

2 |n their petition, petitioners claimthat respondent is
barred by the statute of limtations fromassessing a deficiency
agai nst themfor 2003. |In respondent’s answer, he alleged that
petitioners’ 2003 Federal incone tax return was filed on Qct. 14,
2004, and that the notice of deficiency was tinely sent to
petitioners by certified mail on July 10, 2006, before the
expiration of the 3-year period for assessnent applicabl e under
sec. 6501(a). Petitioners did not argue this issue at trial.
Accordingly, we find that petitioners conceded the issue, and
respondent tinmely sent the notice of deficiency in accordance
with the requirenents of sec. 6501(a).
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satisfy the partnership’s obligation to his or her spouse for the
deceased partner’s share of the partnership.

Initially, the firmpaid significant anounts of noney to
fund the policy’'s premuns. After 5 years, the firm stopped
payi ng the prem uns and, apparently, the prem uns then were paid
by borrowing fromthe cash value of the policy. The policy was
i ssued by Northwestern Miutual Life Insurance Co. (the insurance
conpany). The insurance policy remained in effect from 1978
until 2003. The insurance conpany never had any direct contact
with petitioners. Petitioners never received any distribution of
nmoney fromthe policy, nor did they initiate any borrow ng
agai nst the policy.

Petitioner retired fromthe firmin 2001, and the firm paid
petitioner for his share of the partnership.

In a letter dated January 19, 2003, the insurance conpany
informed the law firmthat the policy on petitioner’s life had
| apsed. The letter was addressed to “Siciliano Ellis Sheridan &
Dyer”, the name of the lawfirmat the tinme the policy was

purchased,® and stated in pertinent part:

3 According to petitioner, the firmnane was changed in 1980
when “Sheridan” withdrew fromthe firmto becone a judge.
Petitioner also noted that “Siciliano” died in 1985, “Ellis”
retired fromthe firmin 1999, and petitioner retired in 2001.



Dear Pol i cyowner:

We have not yet received the current premumfor this
policy and it no |onger provides the protection you
originally wanted.

The policy | apsed to $40, 760 of insurance which will be
in effect until MARCH 9, 2004.

When your policy |apsed, |oan interest of $21, 955.05
was repaid.

The policy | apse resulted in taxable incone of
$18,171. 23 which we are required by lawto report to
the IRS. A 1099R formw || be sent to you in January.
We are also required to ask that you conplete and
return the enclosed Substitute WD formto ensure the
correct reporting of this incone.

However, you can apply to restore ful
protection and policy values and avoid the
taxabl e i ncome. To do so, you nust take

t hese easy steps:

- Conplete and sign the encl osed Request for
Rei nst at enent .

- Return the Request and your paynent for the
Anmount Due before FEBRUARY 12, 2003.

W will do the rest. |If the request is approved, you
will continue to enjoy all the valuable benefits the
policy was designed to provide.

W w il not be sending you another rem nder, so we urge
you to mail the conpl eted request and your paynent
today. |If you have any questions, contact your

Fi nanci al Representative shown bel ow or your Service
Representative in the Policyowner Services Departnent
at the home office.

The firmdid not apply to restore the policy and did not nmake any

further prem um paynents to prevent the policy from |l apsing.
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Petitioners filed a joint Federal inconme tax return for 2003
W thout reporting inconme fromthe policy. Petitioners never
received a Form 1099-R, Distributions from Pensions, Annuities,
Retirement or Profit-Sharing Plans, |IRAs, Insurance Contracts,
etc., fromthe insurance conpany.

Apparently, the insurance conpany obtained petitioner Mary
Dyer’s Social Security nunmber fromthe firm s bookkeeper, but it
never contacted petitioners directly about the situation. The
i nsurance conpany notified the IRS that petitioner Mary Dyer was
the recipient of the incone referred to inits letter to the |aw
firmdated January 19, 2003. This resulted in an exam nation of
petitioners’ 2003 return. In a letter addressed to petitioners
dated May 3, 2006, respondent suggested that petitioners m ght
qualify to use a Form 8606, Nondeductible IRAs, to show their
cost basis in the “distribution” in question. The letter also
informed petitioners that respondent had contacted the insurance
conpany, which verified that it paid incone to petitioners. 1In a
letter dated May 29, 2006, petitioner described to respondent his
version of the circunstances surroundi ng the purchase of the
insurance policy. In the letter, petitioner stated as foll ows:

There has never been any distribution and the

suggestion that we nmay qualify to use a Form 8606 to

show our cost basis troubles ne because that woul d

apply to an annuity. * * * Al the prem uns were paid

by the business and were a business deduction by the

firmunder the tax law at that time. The purpose of

the life insurance was solely to benefit the business.
* * * Northwestern [the insurance conpany] always
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considered the firmto be the policyholder. (See

Nort hwestern’s |Itr. of Jan. 19, 2003 when they decl ared
the policy to have lapsed.) * * * Northwestern didn’t
even have our address or social security nunmber and
apparently called the firmin 2003 to get nmy wife’'s
soci al security nunmber. * * *

On July 10, 2006, respondent issued a notice of deficiency

to petitioners for their 2003 tax year. Under a section in the

notice titled “Reasons for the Changes”, respondent stated in

perti

2007,

nent part:

These paragraphs explain the itens |isted in Section 1.
I nfformati on Reported to IRS. * * *

RETI REMENT DI STRI BUTI ONS

We need nore information for the distribution showm on
this notice. W need to knowif the incone is a
pension or an annuity, an IRA or lunp sumrollover, or
an enpl oyee savings plan. |If the incone is froma
pensi on/annuity or an Enpl oyee Savings Plan and you are
recovering your contributions using the General Rule or
the Sinplified General Rule, please send us a signed
statenent with the date of your first pension paynent,
t he amount you receive nonthly, and the total anount
you contribute. If the income is an IRA or |unp sum
and was rolled over, please send us a signed statenent
with the amount of the rollover, the date of the
distribution and the date of the rollover. |If the
incone is an enpl oyee savings plan, please send us a
copy of the docunent showi ng the total distribution
anount you received for 2003, and the nontaxabl e anmount
of the distribution.

In a letter sent to the insurance conpany dated May 22,

respondent requested information relating to the alleged

i ncone and stated as foll ows:



| NFORMATI ON NEEDED

Qur records show that you issued a Form 1099-R to the
Social Security Nunmber (SSN) * * * for the tax year
endi ng Decenber 31, 2003 to Mary Dyer in the anmount of
$ 18,171. Can you please verify the correctness of
this amount? Can you pl ease provide a copy of the
check issued to Mary Dyer for this amount? This
pertains to Policy Nunmber * * * [the policy at issue].

In another letter to petitioners dated May 23, 2007,
respondent stated as foll ows:
Dear M. and Ms. Dyer

We have been notified that the United States Tax
Court has docketed this case. It is to our nutua
benefit to settle the case without a trial. This
pertains to the tax year endi ng Decenber 31, 200S3.
This case is scheduled for trial in Tanmpa, Florida on
Cctober 1, 2007.

The Statutory Notice of Deficiency (SND) dated
July 10, 2006 proposed an increase to taxable incone
for the failure to report the follow ng i ncone on your
tax return:

Taxabl e annuity incone issued in the Soci al
Security Nunber (SSN) of Ms. Dyer fromthe
Nort hwest ern Mutual Life Insurance Conpany in the
amount of $ 18,171. * * *

I nformation received fromNorthwestern Miutual Life
| nsurance Conpany regarding Policy Nunber * * *
indicates this policy | apsed and the taxabl e anmount was

$ 18,171.23. | have enclosed a copy of this
information. Per Internal Revenue Code Section 72, if
a loan is still outstanding when the life insurance

policy is surrendered or allowed to | apse, the borrowed
anount becones taxable at the tine to the extent the

| oan val ue exceeds the owner’s basis in the contract,
as if the borrowed anmount was actually received at the
time of surrender or |apse and used to pay off the
loan. * * * Please secure a corrected witten
statenent fromthemthat would verify the corrected
taxabl e incone regarding this policy for tax year 2003.
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The remaining itens proposed in the SND was [ sic]
a conput ational change to your Schedule Alimtation.
The determ nation of this issue will depend on the
final resolution of the annuity incone issue.

Di scussi on

Respondent’ s position is based on his receipt of a Form
1099-R from the insurance conpany. That Form 1099-R is not in
evi dence. After sone confusion, respondent now relies solely on
a theory that petitioners’ “incone” is a result of policy |oans
made by petitioner Mary Dyer as owner of the policy that were
sati sfied when the insurance policy | apsed. Respondent’s

pretrial menorandumcites Atwood v. Conm ssioner, T.C. Meno.

1999-61. Atwood invol ved taxpayers who had borrowed agai nst the
cash value of the insurance policies that they owned.

The crux of petitioners’ argunent is that they were never
the owners of the insurance policy, that they received no | oans
to pay policy premuns, that they never received any paynents
fromthe insurance conpany, and that they, therefore, never
received any inconme. Petitioners support this argunent by
poi nting out that petitioner’s fornmer law firmpaid all the
prem uns and purchased the policy solely for the purpose of
payi ng a surviving spouse for a deceased partner’s share in the
firm This is corroborated by the letter fromthe insurance
conpany addressed to the law firmdated January 13, 2003, which

refers to the law firmas the “policyower” of the policy and
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i ndi cates that any inconme fromthe policy s | apse would be the
firms incone and that a Form 1099-R woul d be sent to the firm

Section 6201(d) provides as foll ows:

SEC. 6201(d). Required Reasonable Verification of

I nformation Returns.—1n any court proceeding, if a

t axpayer asserts a reasonable dispute with respect to

any itemof inconme reported on an information return

filed with the Secretary under subpart B or C of part

11 of subchapter A of chapter 61 by a third party and

t he taxpayer has fully cooperated with the Secretary

(i ncluding providing, within a reasonabl e period of

time, access to and inspection of all w tnesses,

i nformati on, and docunents within the control of the

t axpayer as reasonably requested by the Secretary), the

Secretary shall have the burden of producing reasonabl e

and probative information concerning such deficiency in

addition to such information return.

Petitioners have asserted a reasonable dispute to the item
of incone reported to the RS on the information return and
cooperated fully with respondent’s requests. Accordingly,
respondent has the burden of producing information to show that
petitioners received incone.

There is no evidence in the record that petitioners received
the incone in question. Indeed, the evidence in the record
i ndicates that the owner of the policy in gquestion was
petitioner’s former law firm Petitioner retired fromthe firm?2
years before the insurance policy |apsed, and neither he nor his
w fe received any paynents fromthe insurance conpany.

Accordingly, we hold that petitioners are not |liable for a
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deficiency in inconme tax as determ ned by respondent for the
t axabl e year 2003.

To reflect the foregoing,

Deci sion will be entered

for petitioners.




