
 

 

 
Premier analysis of federal legislative and regulatory developments for the nation’s 2,000 most advanced 

life insurance planners, focusing on business, estate, qualified and nonqualified retirement planning. 
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Insurance Sales; Mandate Basis Credit for “Cost of Insurance” 

Major References: S.2048 (No Title) “To amend the Internal Revenue Code of 1986 to 

clarify the tax treatment of certain life insurance contract transactions, 

and for other purposes” (Jan. 31, 2012) 
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SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO  

THE CONCLUSION OF THIS WASHINGTON REPORT. 

The Obama Administration’s FY 2012 budget (see our Bulletin No. 11-17) 

contained a non-specific proposal (i.e., without legislative language) that would have 

required a person or entity that purchased an interest in an existing life insurance 

contract with a death benefit equal to or exceeding $500,000 to report the purchase 

price, the buyer’s and seller’s taxpayer identification numbers (TINs), and the issuer 

and policy number to the IRS, to the insurance company that issued the policy, and to 

the seller.  Similar, but not identical, reporting requirements would have applied to the 

purchaser of the policy and the insurance company upon the payment of the proceeds. 

The budget proposal also would have modified the “transfer-for-value” rule of IRC 

§ 101 to ensure that exceptions to that rule would not apply to “buyers of policies,” so 

that the death benefit proceeds of the purchased policies would be taxable. 

The “President’s plan for Economic Growth and deficit Reduction,” which was 

released on September 23, 2011 by the Office of Management and Budget in 

connection with the American Jobs Act, included among its revenue provisions a 

http://www.aalu.org/
http://www.aaluwr.org/majorrefs/Ref12-08.PDF
http://www.aaluwr.org/majorrefs/Ref12-08.PDF
http://www.aaluwr.org/majorrefs/Ref12-08.PDF
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proposal adapted from the President’s budget proposal - this time with accompanying 

legislative language - to modify the transfer-for-value rules and require information 

reporting of virtually all transfers of life insurance contracts in transactions in which 

consideration is received. (See our Bulletin No. 11-92.)  Although both the Budget and 

Jobs Act proposals purported to be concerned with “the growth in the number and size 

of life settlement transaction,” the legislative language in the latter had potential 

application to common estate planning transfers - such as sales between grantor trusts 

- that are outside the scope of the life settlement context.  

Now, on January 31, 2012, Senator Casey (D-PA) has introduced S.2048, “A 

bill to amend the Internal Revenue Code of 1986 to clarify the tax treatment of certain 

life insurance contract transactions, and for other purposes.”  While this legislation 

appears to have stemmed from previous Administration proposals, it is more narrowly 

tailored.  It also would amend IRC § 1016 to provide that the basis of a life insurance 

or annuity policy need not be reduced, as was required in Rev. Rul. 2009-13 (discussed 

in our Bulletin No. 09-46) by the portion of the premium that is attributable to the cost 

of insurance - an issue with which AALU has been concerned for well over a decade.  

(See, e.g., PLR 9443020, discussed in our Bulletin No. 94-93.) 

Summary: 

 The legislation defines a “reportable policy sale” as one where the transaction does not 

qualify for the exceptions to the transfer for value rules because the buyer has no substantial family, 

business or financial relationship with the seller apart from the purchase of the life insurance policy.  This 

approach, which is based on the absence of an “insurable interest,” is much more targeted than the approach 

in earlier Administration proposals, which would have applied to transfers to “disregarded entities,” such as 

grantor trusts and family limited partnerships, which are commonly used as estate or business planning 

vehicles. The reporting requirements would be mandated via new Internal Revenue Code § 6050X, entitled 

“Returns Relating to Certain Life Insurance Contract Transactions.” 

While the bill inferentially references the concept of “insurable interest” in its definition of 

“reportable policy sale,” it does not go beyond the tax implications of such sales.  That is, unlike some state 

laws, it does not attempt to deter sales of such policies by prohibitions on transfers of policies to those 

without an insurable interest in the scenario sometimes described as “stranger owned life insurance,” or 

“STOLI.”  It does not, in fact, even refer to STOLI or “investor-owned” insurance, referring instead to “life 

settlement transactions,” which most in the industry view as a benign and legitimate form of policy sale.  

The legislation thus broadly applies to all policy sales that fit within the “reportable” category. 

 If the sale is reportable, the buyer must provide to the IRS all necessary taxpayer 

identification of the buyer and seller and the sales price of the transaction, and must also notify the life 

insurance company that issued the policy that a reportable transfer has occurred.    

 The insurance company must then file an information return with the IRS and with the seller 

disclosing the seller’s investment in the contract and the gross amount of any subsequent payment of the 

death benefit.  Upon notice of a transfer of a policy to a foreign person, the insurer also must report the 

seller’s basis in the contract, and other relevant information, to the IRS.  Presumably this is to enable the 

IRS to track the source of the death benefit payments which, in Rev. Rul. 2009-14 (also discussed in our 

Bulletin No. 09-46), the Service determined to be U.S.-source income, subject to withholding at the source. 

 The legislation also amends the transfer-for-value rule of § 101(a) of the Code to provide 

that the general rule of non-taxability of death benefits will not apply to proceeds receivable as the result of 
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a “reportable policy sale,” - i.e., one in which the buyer acquired, whether directly or indirectly, a policy on 

the life on an insured with respect to whom the buyer had no family, business, or financial relationship.  An 

“indirect” acquisition of a policy would include an acquisition of an interest in a trust, partnership or other 

entity that holds an interest in the insurance contract. 

 The legislation eliminates any adjustments to the basis of life insurance under Section 1016, 

thus resolving the question of the treatment of the cost of insurance raised by Rev. Rul. 2009-13.  In Rev. 

Rul. 2009-13, the Revenue Service, in effect, codified its long-held - but not formally articulated - position 

that, basis in a life insurance contract, as determined under § 72 (which includes all “premiums paid”), 

applies only to surrenders of a life insurance contract, and not to sales to third parties.  The IRS based its 

rationale on court cases from the 1930s stating that life insurance policies combine both investment and 

insurance features.  Relying primarily on a 1934 case (Century Wood Preserving Co. v. Comr. 59 F. 2nd 

967 (3d Cir.1934)), the IRS held that the taxpayer's nominal (i.e., section 72) basis had to be reduced by the 

value of the annual insurance protection that had been earned and used.  It has always been AALU’s 

position that this interpretation is unsound and unwarranted under the statute and existing case law.  Sen. 

Casey’s bill would change the result in Rev. Rul. 2009-13, and would do so retroactively to August 25, 

2009, the day before the effective date of the 2009 ruling. 

 The effective date of the bill would be - except for the basis provisions described 

immediately above - December 31, 2012.   

We will continue to report on this bill as it moves through the legislative process.  Thus far, the only 

action on the bill, which has no co-sponsors to date, is its referral to the Senate Finance Committee. 

Any AALU member who wishes to obtain a copy of S.2048  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: 

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. 

 

 

                                                                             

http://www.aalu.org/
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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/

