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In past years the secondary life insurance market had evolved into a . . .
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way for insurance contracts to be bought and sold much like any other Cracking the credit code — credibility,
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However the seizing up of credit markets have caused this secondary STEVE TOR N |O

market to slow, but increasingly as policyholders deplete other easy Senior Vice President / Market

cash sources they may turn to the sale of their life insurance policy or President

the surrender of the policy to the originator for the cash surrender value. MINNWEST Bank 07/21/09
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for the cash surrender value a taxable event has occurred and the proper accounting of that transaction is necessary. RIFF YEAGER

The IRS has issued new guidance specifically on the sale of life insurance contracts, Rev. Rul 2009-13, 2009-21 IRB,

outline the extent and character of the gain that will be recognized. When a policy is surrendered to the originator
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Generally the cash surrender value (CSV) of the contract will exceed the amount that has been spent to maintain the
contract. Just like any transaction where a realized gain must be determined it is necessary to have the amount
received and the basis of the item given up. In this case the consideration received is the CSV (less any fees by the

insurance company) and the basis in the contract is the investment in the contract.

The investment in the contract is the sum of premiums paid plus any other consideration paid less any amount

received under the contract that is excludable from gross income (loans & distributions).

The gain realized calculation is relatively straightforward. The character of the gain is ordinary, although it would
appear that capital treatment should be awarded, §61(a)(10) specifically states that gain from surrender or maturity
must be included in ordinary income. Life insurance that is sold to a third party also constitutes a taxable event and

can create both ordinary income and long term capital gain.

The determination that needs to be made first is the basis of the contract. Normally this would be easily be
determined to be the premiums paid for the policy, but since life insurance contracts are inherently dual purpose
(insurance and investment) a portion of each premium paid is insurance coverage that is not actually an investment

and will not be considered basis.

So the basis in a contract will be the total premiums paid (plus other consideration paid) less the portion applicable
to the insurance coverage. This amount will be the basis used to determine the gain from the sale. The overall gain
then may have both capital and ordinary characteristics. The gain that would have been recognized had the policy

been surrendered will remain as ordinary income with the remainder of the gain recognized as capital gain.
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