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SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO  

THE CONCLUSION OF THIS WASHINGTON REPORT. 

On May 3, 2011, Sens. Robert Casey and Pat Toomey of Pennsylvania 

(respectively a Democrat and a Republican) wrote to Treasury Secretary Geithner to 

request clarification of the arguably inconsistent tax treatment of sales (to a third 

party) and surrenders (to the insurance company) of life insurance policies under Rev. 

Ruls. 2009-13 and 2009-14.  (See our Bulletin No. 09-46.)  Acting Assistant Secretary 

Emily McMahon has now responded to the Senators on Mr. Geithner's behalf. 

Rev. Rul. 2009-13 basically held that the “cost of insurance” should be taken into account in 

determining the taxpayer’s “investment in the contract” in the case of a policy surrender taxable under 

section 72 of the Internal Revenue Code, but that such costs could not be taken into account as part of the 

seller’s basis in a sale of a sale of a policy to an unrelated third party.  The ruling further held that any gain 

realized on the surrender or sale should be taxed as ordinary income, up to the amount of the previously 

untaxed “inside build-up” in the policy.  Any gain realized beyond that amount should be taxed as capital 

gain.  In the case of a term policy, which accrues no “inside build-up,” the gain on sale would be capital 

http://www.aalu.org/
http://aaluwr.org/majorrefs/Ref11-57.pdf
http://aaluwr.org/majorrefs/Ref11-57.pdf
http://aaluwr.org/majorrefs/Ref11-57.pdf
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gain, but the taxpayer would have no policy basis (other than the unexpired portion of his or her last 

insurance premium) that could be used to offset the amount of gain.   

Rev. Rul. 2009-14 addresses the taxation of the unrelated third part buyer of an insurance policy.  

That ruling concludes that the purchaser of a term policy may credit the entire amount of his or her 

purchase price paid for the policy, plus the amount of subsequent premiums paid by the buyer, against the 

death benefit eventually collected (or the re-sale proceeds of a subsequent disposition), without reduction 

for the cost of insurance.  Any excess over the taxpayer’s basis determined in this manner is taxable as 

ordinary income (in the case of death benefit proceeds, which are not received as the result of a “sale or 

exchange”) or as capital gain (in the case of re-sale proceeds).  The ruling also concludes income derived 

by the resale of a policy by a third party purchaser that was a foreign corporation would be U.S. source 

income taxable in the United States. 

As we noted at the time, the correctness of the conclusions reached in these rulings is subject to 

question.  The rationale for distinguishing between sales and surrenders, particularly given the enactment of 

Revenue Code section 1234A, is particularly troubling, as is the failure to credit the cost of insurance as 

part of the policy basis in the case of a sale by the insured (which appears to be based, in part, on two more 

than eighty-year old cases, London Shoe Co. v. Commissioner, 80 F.2d 230, 231 (2d Cir. 1935), and 

Century Wood Preserving Co. v. Commissioner, 69 F.2d 967, 968 (3d Cir. 1934), both of which held that, 

for purposes of determining the loss realized on the surrender (in the case of London Shoe) or sale (in the 

case of Century Wood Preserving) of an insurance contract, a taxpayer’s basis in the contract does not 

include the cost of the insurance protection paid during the period that the taxpayer held the policy.)  (See 

also the discussion of Barr v. Commissioner, T.C. Memo 2009-250, in our Bulletin No. 09-128.) 

The Casey/Toomey letter asked for clarification on these two Revenue Rulings, which, in their 

words, “rather than providing clear guidance, may have created confusion in the marketplace,” given that 

the tax treatment of economically identical policies is different depending on whether the policy is 

surrendered or sold.  

The Senators also expressed concern that the different treatment of the buyers in Rev. Rul. 2009-14 

(based on whether the buyer collected the proceeds or re-sold the policy) “may lead to inefficiencies in the 

life settlement market by reducing the capital available to purchase policies and hindering the opportunity 

for seniors to maximize the value of their policies.” 

The Treasury’s June 1 response basically repeats the reasoning of the Revenue Rulings, 

emphasizing that section 72(e) applies to surrenders, and that “general tax principles and case law” 

apply to sales to third parties.  It also distinguishes the different taxation of the receipt of death 

benefit proceeds by a third party purchaser (ordinary income) vs. the re-sale of the contract by the 

third party purchaser (capital gain) on the theory that there is no “sale or exchange” in the case of 

the receipt of death benefit proceeds. 

We doubt that this explanation will clear up the marketplace confusion created by these rulings 

since the explanation is, like the original rulings, based on questionable premises. 

Any AALU member who wishes to obtain a copy of the Treasury Department letter may do so 

through the following means: (1) use hyperlink above next to “Major References,” (2) log onto the AALU 

website at www.aalu.org and enter the Member Portal with your last name and birth date and select Current 

Washington Report for linkage to source material or (3) email Anthony Raglani at raglani@aalu.org and 

include a reference to this Washington Report. 

 

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: 

http://www.aalu.org/
mailto:raglani@aalu.org
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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 mission of AALU is to promote, preserve and protect advanced life insurance planning  

for the benefit of our members, their clients, the industry and the general public. 

 

For more information about how AALU’s advocacy efforts help protect your business and the 

advanced life insurance marketplace, visit our website at www.aalu.org, or  

call toll free 1-(888)-275-0092. 

 

 

http://www.aalu.org/

