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BacKGROuND aND cuRReNT sTaTus OF 
liFe seTTlemeNTs
In general, a life settlement can be described as a transaction 
in which a life insurance contract owner sells the contract 
to a third party, presumably for an amount that exceeds the 
contract’s cash surrender value but is less than the expected 
death benefit. 6 The ability of a life insurance contract’s owner 
to transfer the contract in a sale transaction was most notably 
featured in the Supreme Court’s 1911 holding in Grigsby v. 
Russell.7 There, the Court, in an opinion by Justice Oliver 
Wendell Holmes, Jr., held that life insurance contracts are 
assets and, as such, are freely assignable.

The AIDS crisis during the 1980s has been cited as the trig-
gering event that sparked the secondary market for life insur-
ance contracts. 8 During the early period of the crisis, AIDs 
patients needed to pay for the high cost of medical care, and 
many had a life insurance contract as an asset.9 Investors 
were willing to pay AIDs patients an advance on their life 
insurance death benefits (and more than the contracts’ cash 
surrender values) in exchange for the rights to the contracts’ 
full death benefits.10 In 1993, the National Association 
of Insurance Commissioners (“NAIC”) adopted the first 
Viatical Settlement Model Act, to encourage the promulga-
tion of rules that would regulate the sale or transfer of a benefit 
under a life insurance contract. Several states adopted this 
Model Act, which some attribute to the development of a 
secondary market for life insurance contracts, known as the 
viatical settlement market.11

Advancements in the treatment of the AIDS virus and the 
prolonged life expectancy of individuals with AIDS shifted 
the focus of this secondary market to seniors who wanted 
to sell their life insurance contracts.12 The settlement of life 
insurance contracts to seniors has become known by the more 
general term “life settlements,” while the term viatical settle-
ments refers to the settlement of contracts insuring the lives 
of individuals with a life expectancy of less than two years.13

Last spring the United States Senate, by voice vote, added 
a revenue-raising amendment to the House-passed 
Moving Ahead for Progress in the 21st Century Act 

(more affectionately known as the “highway bill”) that would 
change a number of tax requirements regarding so-called life 
settlements. As amended by the Senate, the bill would have 
(1) imposed tax reporting requirements with respect to life 
settlements, (2) modified the “transfer for value” rule of section 
101(a)(2) in cases of a commercial transfer of a life insurance 
contract, and (3) reversed a position the Internal Revenue 
Service (“IRS”) took in Rev. Rul. 2009-131 regarding how tax 
basis is determined for a contract involved in a life settlement.2  

In the congressional “conference committee” process, 
during which members of the Senate and the House of 
Representatives negotiated the final contents of the bill, the 
life settlement provisions were dropped.3 As a result, the 
final bill, which President Obama signed into law on July 6, 
2012, did not include the Senate amendment (hereinafter, 
the “Amendment”). Nonetheless, the Amendment was sig-
nificant, apart from its substance, in three respects: it was 
sponsored by Sen. Max Baucus (D-MT), who is the chairman 
of the tax-writing Senate Finance Committee, it was generally 
supported by both life insurance and life settlement industry 
trade groups4 and approved in the Senate without objection, 
and it would have raised a modest amount of revenue.5 In view 
of these characteristics, it seems likely that the proposals in 
the Amendment could eventually become law as part of some 
future legislative vehicle.

This article will examine each of the Amendment’s three 
proposals, beginning with a discussion of the background 
and current status of life settlements in the United States. The 
article will then explain, in order, the Amendment’s proposals 
relating to reporting for life settlements, the modification of 
the transfer for value rule for such transactions, and the rever-
sal of the IRS position in Rev. Rul. 2009-13. The article will 
conclude with an assessment of the anticipated effect of the 
proposed legislative changes on life insurers. 

lIFE SETTlEmENTS: 
CONGrESS WADES 
INTO ThE FrAy
By John T. Adney, Bryan W. Keene and 
Joshua r. landsman



12 | TAXING TIMES OCTObEr 2012

benefit riders to life insurance contracts. In 1996, the Health 
Insurance Portability and Accountability Act added sections 
101(g) and 7702B to the Code.23 In very general terms, those 
Code sections facilitate favorable tax treatment in cases 
where the insured under a life insurance contract suffers from 
a terminal or chronic illness by excluding from gross income 
(1) benefits paid under the contract before the insured’s death, 
and (2) amounts received in a sale of the contract to a viatical 
settlement provider. This favorable treatment does not extend 
to life settlements more generally, however, such as cases 
where a healthy senior wants to sell his contract to a third 
party for more than its cash surrender value. In such cases, 
as discussed below, the sale is generally taxable to the owner 
under section 1001 and the purchaser generally must include 
the death benefit in gross income (to the extent it exceeds the 
consideration paid) pursuant to the “transfer for value rule” of 
section 101(a)(2). 

With regard to this broader life settlements market—and 
STOLI in particular—the life insurance industry has advo-
cated legislative and regulatory changes to curb perceived 
abuses. These efforts led the Treasury Department to include 
in the Obama Administration’s fiscal year 2012 budget two 
proposals regarding life settlements. In its official expla-
nation of the budget proposals (called the “Greenbook”), 
the Treasury Department observed that “[c]ompliance is 
sometimes hampered by a lack of information reporting” 
with respect to life settlements, and that “the current law 
exceptions to the transfer-for-value rule may give investors 
the ability to structure a transaction to avoid paying tax on 
the profit when the insured person dies.”24 In light of these 
concerns, the Greenbook explained the Treasury Department 
proposals as (1) requiring information reporting by third-
party purchasers of life insurance contracts that provide death 
benefits of $500,000 or more, and (2) modifying the transfer 
for value rule to “ensure that exceptions to that rule would 
not apply to buyers of policies.”25 These proposals would 
eventually serve as the blueprint for two of those reflected 
in the Amendment. The Chairman then added the provision 
reversing the IRS position in Rev. Rul. 2009-13, which went a 
long way towards ensuring the life settlement industry’s sup-
port for the Amendment. The Amendment’s three proposals 
are discussed next.

The ameNDmeNT’s PROPOseD RePORTiNG 
RequiRemeNTs FOR liFe seTTlemeNTs
Currently, information reporting is not required in circum-

In 2007, the NAIC revised the Viatical Settlement Model 
Act to address several issues in the life settlement mar-
ketplace, including the emergence of a practice known as 
Stranger-Originated Life Insurance (STOLI).14 Such STOLI 
transactions have been defined as life insurance contracts man-
ufactured for the purpose of settling in the secondary market. 
The life insurance industry has mounted a campaign of opposi-
tion to this practice, which it considers a significant abuse.15

Recently, there has been a decline in the life settlements mar-
ket.16 In 2008, the total face value of life settlement contracts 
was $12.95 billion. In 2009, however, this number dropped 
to $7.01 billion.17 According to a 2011 report, the U.S. life 
settlement industry saw sales drop about 50 percent in 2012 
to roughly $3.8 billion in face value.18 Some commentators 
cite, inter alia, the recent economic and credit crisis as the 
reason for this downturn, including the collapse of the sub-
prime mortgage market in 2009 that caused many investors to 
scale back capital investments.19 Others have suggested that 
the downturn in the life settlements market was caused by the 
nature of the investment required. For example, some have 
referred to life settlements as a “wasting asset” that requires 
significant up-front capital to pay premiums of 5-10 percent 
of face per year and with a possible three-year or more period 
before any death benefit (i.e., the “return” on the investment) 
is paid.20

Life settlement industry leaders believe that there are still ad-
ditional challenges facing their industry. Fears that the U.S. 
economy could fall into a “double-dip” recession have caused 
investors to hold back capital. Further, as a result of the Dodd-
Frank Wall Street Reform and Consumer Protection Act, fed-
eral regulators are debating whether to define life settlement 
transactions as securities, a proposal that would place them 
under the jurisdiction of the U.S. Securities and Exchange 
Commission.21 Despite these challenges, some believe that 
the life settlements market may soon be reinvigorated: one 
recent article estimated that the potential market could reach 
over $177 billion over the next 10 years due to billions of dol-
lars that retiring (and aging) baby boomers have invested in 
life insurance contracts.22

Insurance companies themselves also have taken steps with 
their product designs and features to address consumer 
demand for life settlement options. Due in part to the ris-
ing popularity of viatical settlements during the 1980s and 
1990s, insurance companies began adding accelerated death 
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transfers any interest in the contract, (2) the investment in the 
contract (as defined in section 72(e)(6)) with respect to the 
seller, and (3) the policy number of the contract. In addition, 
the insurer would have needed to provide a written statement 
to the seller detailing the information that was required to be 
provided in the return.

Finally, payors of “reportable death benefits” would have 
been required to file a return setting forth (1) the name, ad-
dress, and TIN of the person making the payment, (2) the 
name, address, and TIN of each recipient of the payment, (3) 
the date of each payment, and (4) the amount of each payment. 
Under the Amendment, “reportable death benefits” were de-
fined as “amounts paid by reason of the death of the insured 
under a life insurance contract that has been transferred in a 
reportable policy sale.” Thus, proceeds payable to the buyer 
under a life settlement would have been reportable death 
benefits. 

Overall, the proposal provided a reporting regime that would 
have allowed buyers and sellers to be made aware of the 
tax consequences of the sale of the life insurance contract, 
and would have enabled both the IRS and the issuing life in-
surer to track sales of contracts in the secondary market. The 
Amendment would have applied to reportable policy sales 
occurring after Dec. 31, 2012, and to reportable death benefits 
paid after that date. 
 
The ameNDmeNT’s PROPOseD chaNGes 
TO The TRaNsFeR FOR value Rule
There has been no change in the sub-
stance of section 101(a)(2)’s transfer 
for value rule since 1942. Under that 
provision in its current (and original) 
form, when the owner of a life insur-
ance contract transfers some or all of 
the benefit under the contract (other 
than in a collateral assignment) to 
another party for consideration, the 
normal tax-free status of the death 
proceeds under section 101(a)(1) is 
precluded and the purchaser of the 
policy is required to pay income tax 
on the full amount of the death benefit 
in excess of the consideration and 
any premiums that the purchaser paid 
for the contract. Since 1942, section 

stances involving the sale of a life insurance contract. The 
Amendment would have helped close this information gap by 
requiring reporting for individuals, both buyers and sellers, 
who engage in a “reportable policy sale.”  The Amendment 
defined such a sale as:

The acquisition of an interest in a life insurance 
contract, directly or indirectly, if the acquirer has no 
substantial family, business, or financial relation-
ship with the insured apart from the acquirer’s inter-
est in such life insurance contract. For purposes of 
the preceding sentence, the term ‘indirectly’ applies 
to the acquisition of an interest in a partnership, trust 
or other entity that holds an interest in a life insur-
ance contract.

Accordingly, sales of life insurance contracts in the secondary 
market (i.e., life settlements) would have constituted report-
able policy sales under the Amendment.

Under the Code’s information reporting rules as modified by 
the Amendment, if a sale of a life insurance contract were a 
reportable policy sale, the buyer would have been required 
to provide certain information in a return filed with the IRS. 
This information would have included (1) the name, address, 
and taxpayer identification number (TIN) of the buyer, (2) the 
name, address, and TIN of each recipient of a payment in the 
reportable policy sale, (3) the date of the sale, (4) the name of 
the issuer of the contract sold and the policy number of such 
contract, and (5) the amount of each payment.

In addition to filing a return, the buyer would have been re-
quired to furnish a written statement to the seller and the life 
insurance company setting forth (1) the name, address and 
phone number of the buyer, and (2) the information required 
to be shown on the return with respect to the seller and the 
insurer. However, the buyer would not have been required to 
disclose to the insurer that issued the contract the amount for 
which the policy was sold—a feature that was necessary to the 
life settlement industry’s support for the Amendment.

The Amendment also included a provision requiring the life 
insurer that issued the seller’s contract to make a return to the 
IRS reporting the seller’s adjusted basis in the life insurance 
contract. (How one determines such basis is discussed below, 
in the context of Rev. Rul. 2009-13.)  The return would have 
included (1) the name, address, and TIN of the seller who 
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The IRS made this observation in a pair of 2009 revenue 
rulings involving life settlements and used it to rationalize 
disparate treatment of a taxpayer who surrenders versus 
sells his or her contract.26 In particular, the IRS in Rev. Rul. 
2009-13, Situation 2, concluded (to the surprise of many) that 
in the case of an individual who purchased a life insurance 
contract to provide insurance protection to his or her family, 
the “adjusted basis” of the contract under section 1011 used 
to determine gain on the contract’s subsequent sale must be 
reduced by cost of insurance (“COI”) charges previously paid 
under the contract. 

In Situation 2, taxpayer “A” sold a life insurance contract 
for $80,000 some eight years after purchasing it to a person 
unrelated to the taxpayer who would suffer no economic loss 
on the taxpayer’s death, i.e., a party who lacked insurable 
interest. The contract’s cash surrender value at the time of 
the sale was $78,000, which reflected the addition of interest 
credits and the subtraction of $10,000 of COI charges that the 
issuer had previously collected under the contract. Through 
the date of the sale, A had paid premiums totaling $64,000. 
The IRS concluded that the seller’s adjusted basis in the con-
tract should be reduced by “that portion of the premium paid 
for the contract that was expended for the provision of insur-
ance before the sale,” i.e., the COI charges. In reaching this 
conclusion, the IRS relied extensively on dicta from several 
cases decided in the 1930s,27 in addition to citing to (inter alia) 
sections 1011, 1012, and 1016 and the regulations thereunder.

Both the life insurance industry and the life settlement indus-
try disagreed strongly with the IRS’ conclusion in Situation 
2, arguing that it was inconsistent with the general federal 
income tax treatment of similar transactions in property by 
individuals. For example, in the case of personal property 
unrelated to business or investment, the federal tax law gener-
ally makes no provision for adjusting the basis of the property 
to account for personal use or consumption.28 In determin-
ing gain on the sale of such property, the property’s basis 
equals its cost, unadjusted for personal use or consumption.29 

Conversely, where there is a loss on the sale, no deduction is 
allowed, save in the case of casualty.30 For these reasons, the 
ruling’s critics argued that a life insurance contract held by 
or for the benefit of an individual, apart from a business or 
investment activity, constitutes personal use property, and 
absent a specific statutory rule dictating a different result, the 
contract’s adjusted basis should be determined in the same 
manner as adjusted basis in connection with other sales of 
personal property.31

101(a)(2) has provided exceptions to this general rule for 
certain transfers, i.e., a transfer to the person insured under 
the contract, to a partner of the insured, or to a partnership 
or corporation in which the insured is a partner or officer or 
shareholder, as well as a transfer in which the transferee’s 
cost basis in the contract is calculated by reference to the 
transferor’s basis.

The Amendment proposed to make an exception to these 
exceptions to the transfer for value rule in the case of “com-
mercial transfers.” The Amendment provided as follows:  

( 3 )  E X C E P T I O N  T O  V A L U A B L E 
CONSIDERATION RULES FOR COMMERCIAL 
TRANSFERS.— (A) IN GENERAL.—The second 
sentence of paragraph (2) shall not apply in the case 
of a transfer of a life insurance contract, or any inter-
est therein, which is a reportable policy sale.

As described above, a “reportable policy sale” referred to the 
acquisition of an interest in a life insurance contract, directly 
or indirectly (including via an entity that holds the contract), 
if the acquirer had no substantial family, business or financial 
relationship with the insured apart from the acquirer’s inter-
est in the life insurance contract. The proposed amendment 
would have applied to transfers after Dec. 31, 2012.
 
The ameNDmeNT’s PROPOseD ReveRsal 
OF The iRs hOlDiNG iN Rev. Rul. 2009-13
The third and final change that the Amendment would have 
accomplished was to overrule the IRS position in Rev. Rul. 
2009-13 regarding how an individual’s tax basis in a life 
insurance contract is determined upon a sale of the contract. 
As a general matter, section 72 governs the tax treatment of 
amounts received under a life insurance contract prior to the 
insured’s death, with such amounts being taxable by refer-
ence to the owner’s “investment in the contract,” as defined 
in section 72. In contrast, section 1001—regarding the “sale 
or other disposition of property”—generally governs the tax 
treatment of amounts received upon the sale of a life insurance 
contract by its owner to a third party, with such amounts being 
taxable by reference to the owner’s “adjusted basis” in the 
contract, as defined in section 1011. Because different Code 
sections apply in these situations, it is possible for different tax 
results to occur with respect to life settlements (i.e., the sale of 
a contract) versus other policy transactions (i.e., surrenders, 
withdrawals, and loans). 
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Amendment would have applied the provision retroactively 
to transactions entered into after Aug. 25, 2009, which is the 
effective date of Rev. Rul. 2009-13. 
 
cONclusiON
As noted above, President Obama signed the highway bill into 
law on July 6, 2012, and the Amendment was not included as 
part of the final bill. Nonetheless, because the Amendment 
enjoyed broad support, raised some greatly needed revenue, 
and was not viewed as controversial—recall the voice vote 
in the Senate—it will likely show up in other legislation in 
the future. If the Amendment represents the full extent of life 
insurance-related legislation that passes Congress in 2012 or 
2013, it will serve a useful purpose. 

The Amendment appeared to adopt the critics’ view of these 
rules by reversing the IRS conclusion in Situation 2 of Rev. 
Rul. 2009-13. The Amendment would have accomplished 
this by amending section 1016 to specify that there would 
be no adjustment to the basis of a life insurance contract “for 
mortality, expense or other reasonable charges incurred under 
an annuity or life insurance contract.” The Amendment’s 
inclusion of this change was a major reason why the life insur-
ance industry and the life settlement industry supported the 
Amendment. In addition, the Amendment characterized the 
change as a “clarification” of current law, thereby confirming 
both industries’ longstanding understanding of the manner in 
which section 1001 and related rules apply to life insurance 
contracts. Further evidencing the nature of the provision as 
a clarification rather than a substantive change in law, the 
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