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Introduction

Many individuals have maintained life insurance policies in order to provide
income to a survivor, or protect an asset (e.g., to fund a buy-sell agreement or
provide liquidity to pay estate tax on a closely-held business). However, with the
new estate tax exemption being set at a permanent $15 million, and indexed to
inflation, many of these contracts are no longer needed to fulfil their intended
purpose. With most of these policies suffering through a prolonged low-interest
rate environment, owner(s) of the policies may find the coverage lapsing or clients’
tolerance for premium payment materially declining — nobody wants to pay for

something they no longer need.

By analogy, if a homeowner bought a residence 20 years ago from a builder
for $100,000 and it was now worth $1 million, the homeowner would never turn
the home back to the builder for $100,000. They would rather sell the property to
a new buyer for its $1 million fair market value. Likewise, surrendering an

unneeded life insurance policy back to the insurance company without considering
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other options is essentially wasting a valuable asset for the policy owner, and the

cost of doing nothing can be significant.

Life settlements have emerged as a significant estate and financial planning
tool, allowing policyholders to sell their life insurance policies to third parties for a
lump sum payment at its fair market value. The transaction is the sale of a security
that can provide liquidity and financial flexibility; it also raises important tax
considerations. In the wake of historically unprecedented high estate tax
exemptions, this article explores the legal framework governing life settlements

and the taxation implications for policyholders.

Understanding Life Settlements

A life settlement occurs when a policyholder sells a life insurance policy to
an investor, typically for an amount greater than the cash surrender value (if any)
but less than the death benefit. The buyer assumes responsibility for future
premium payments and collects the death benefit upon the insured's passing. Life
settlements are particularly relevant for individuals who no longer need their
policies, no longer can afford to pay the premiums, or require immediate financial
resources. Note that in terms of premium affordability, it may not only be the
policies premium history, but many policies with a threat of lapsing could be

calling for future premium affordability issues as well.
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The legal permissibility of selling a life insurance policy was established
over a century ago in a seminal case. In Grigsby v. Russell’, the United States
Supreme Court legitimized the sale of the right to receive life insurance benefits,
ruling that a policy was private property which may be assigned at the will of the
owner. The case was argued in November 1911 and decided on December 4,
1911. Justice Oliver Wendell Holmes noted in his opinion that life insurance
possessed all the ordinary characteristics of property, and therefore, represented an

asset that a policy owner may transfer without limitation.

Dr. A. H. Grigsby treated a patient named John C. Burchard. Burchard was
unable to pay for a needed operation but had an insurance policy on his life. Being
in need of a particular surgical operation, Burchard offered to sell Dr. Grigsby his
life insurance policy in return for $100. Grigsby then paid the remaining
premiums, keeping the policy in force. When Mr. Burchard died, Dr. Grigsby
attempted to collect the benefits. The executor of Burchard's estate challenged Dr.
Grigsby in Appeals Court and won. The case eventually reached the U.S. Supreme
Court where Justice Holmes delivered the opinion of the court. He stated in

relevant part:

' Grigsby v. Russell, 222 U.S. 149 (1911). See also, Pruco Life Ins. Co. v. Brasner (S.D. Fla 2011)
(affirming that a validly issued policy may be sold to a third party without an insurable interest if procured
legitimately).
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“So far as reasonable safety permits, it is desirable to give to life policies the
ordinary characteristics of property. To deny the right to sell except to
persons having such an interest is to diminish appreciably the value of the

contract in the owner's hands.’”

The Supreme Court's decision set forth the fundamental principle upon
which the viatical settlement and later, the life settlement, industry were based: a
life insurance policy is private property, which can be assigned at the will of the
owner. Had the case gone differently, there would have been fewer financial
options for the terminally ill and insurance companies would have faced much less
risk on their policies in force — essentially, there would have been no secondary
market for life insurance. Nonetheless, even with this clarity of property rights,
viatical settlements remained rare for almost eight decades until the onset of the

AIDS epidemic.

This global rife created a need for individuals with life expectancies of two
years or less (i.e., terminal or chronic illness) to possibly cash in life insurance
policies to obtain needed financial resources during the balance of their lives. At
the time, the transactions were termed “viatical settlements” because the policy

owners needed immediate cash to pay for medical treatment and living expenses.

21d, at 156.
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The person selling the policy is referred to as the “viator.” The term comes from
Latin, meaning “traveler,” evoking the idea of someone nearing the end of life’s
journey.

Taxation of Life Settlements

At a high level tax perspective, it has taken time to develop a lexicon of
rules regarding life insurance contracts. Life insurance contracts have a plethora of
tax complexities with varying tax implications. Rev. Ruling 64-51 holds that the
sale of a life insurance policy by the insured is not treated as a capital gain
transaction. Rather, the entire amount realized above the tax basis is ordinary
income.® This initial position of the IRS has since been largely modified or
superseded.

Life insurance contracts have long been in existence, but the Code did not
define them for tax purposes until Sec. 7702 was added in 1984*. It was not until
fifteen years later, in Rev. Rul. 2009-13°, the IRS finally provided guidance on the
amount and character of income that selling taxpayers recognize in the surrender or
sale of life insurance contracts. Alongside this ruling, in Rev. Rul. 2009-14°, the

IRS has provided guidance to purchasers of life insurance contracts for profit, but

3 See, Rev. Rul. 64-51, 1964-1 C.B. 322.

4 See, Deficit Reduction Act of 1984, Pub. L. No. 98-369, § 221(a), 98 Stat. 494, 767 (1984) (enacting
I.R.C. § 7702 to define life insurance contracts for federal tax purposes).

5 Rev. Rul. 2009-13, 2009-21 I.R.B. 1029 (superseding part of Rev. Rul. 2008-42 and clarifying the IRS'’s
position about whether such gains should be treated entirely as ordinary income).

6 Rev. Rul. 2009-14, 2009-21 I.R.B. 1 (2009).
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severely limited the establishment of income tax basis’, providing a material
impediment to sellers of life insurance contracts because the net tax proceeds
available to owners was significantly diminished.

Along came the Tax Cuts and Jobs Act in 20178, effectively overturning the
IRS’s 2009 rulings, eliminating the prior basis reduction rule.

The taxation of life settlements has evolved over time, with significant
changes introduced by the Tax Cuts and Jobs Act (TCJA) of 2017. Today, the
Internal Revenue Service (IRS) classifies the proceeds from a life settlement into

three distinct tax categories:

1. Tax-Free Basis Recovery: The portion of the settlement proceeds equal to
the policyholder’s cost basis (total premiums paid) is received tax-free.

2. Ordinary Income Taxation: Any amount exceeding the cost basis up to the
policy’s cash surrender value (if any) is taxed as ordinary income.

3. Capital Gains Taxation: The portion of the settlement proceeds exceeding

the cash surrender value is subject to capital gains tax.

The TCJA clarified the tax basis of life insurance contracts, ensuring that
policyholders selling their policies in life settlements receive the same tax

treatment as those surrendering their policies. Additionally, a recent IRS revenue

7 See, Rev. Rul. 2009-14, I.R.B. at 1032 (referring to the Situation 2 example).
8 See, Tax Cuts and Jobs Act, Pub. L. No. 115-97, §§ 13520-13522, 131 Stat. 2054, 2213-18 (2017).
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ruling confirmed that term insurance policies also have a tax basis, calculated as
the cumulative premiums paid.” These developments have made life settlements

much more attractive by reducing the tax burden on sellers.

Life Settlements as an Estate Planning Tool

Under the One Big Beautiful Bill Act'?, the individual exemption from
estate and gift tax, has increased from $13.99 million in 2025 to $15 million in
2026 ($30 million for married couples), and is indexed for inflation. This marks an
all-time high for federal estate tax relief. As a result, fewer estates will owe estate
tax and old policies will need to find a new purpose. Granted, there are some
legitimate reasons to continue owning life insurance for tax purposes — future
administrations could once-again reduce the exemption, life insurance is also a
hedge for very wealthy families against financial impairment to those who rely on
the insured for liquidity. The bottom line is, now more than ever, existing life
insurance policies formerly needed to create liquidity for taxable estates need to be
carefully reviewed to make sure they are properly managed and fulfil their
intended purpose. This is an acute issue for policies owned by irrevocable life
insurance trusts (ILITs), where an independent trustee is responsible for the

policy’s purpose and suitability for that purpose.

%1d.
10 One Big Beautiful Bill Act, Pub. L. No. 119-21, 139 Stat. 72 (2025).
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Absent a sale, the options facing the owner of an obsolete or
underperforming insurance policy, where it is no longer fulfilling its orginally-
intended purpose, are to either let the policy lapse or surrender the policy back to
the insurance company. However, what if there were, in addition to these options,
a third option that could be far greater for the consumer who no longer wanted or
couldn’t afford their policy? What if the other option was tantamount to the owner
of a personal residence who paid $100,000 for it and she now has a market to sell
that asset for its fair market value, rather than just some version of a return of the
cost basis?

Step by Step Guide to Life Settlement Practice

Today there 1s a much wider audience that may qualify for a life settlement.
In some cases, insureds with 25-year life expectancies or longer may be able to sell
their policy for more than the surrender value. The market opportunity has grown
in multitudes, yet there is a large gap in consumer awareness.

For those estate plans where life insurance may no longer be needed, the
following is a step-by-step analysis of how to address the possible disposition of

the contract.

Step 1: The first step in evaluating whether a life settlement is an

appropriate alternative is to make sure the policy is actively managed.
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Most insurance policies are not being actively managed. A financial
professional is generally not required to review a policy every year. It comes down
to proactive awareness on behalf of the consumer, or their professional life
insurance representative, trustee, attorney or CPA. A 2016 market study has
suggested that nearly 80% of consumers are not aware that a life settlement is an
option to consider!'!. Another 2010 study states that 90% of seniors said they
would have considered selling their lapsed policies had they known about life
settlements.!? Finally, a 2024 study says nearly 50% of professional advisors
admit they lack knowledge about life settlements. '3

Larger insurance companies have not historically been proactive regarding
life settlement awareness. The insurance company benefits when a policyowner
surrenders or lapses their policy. It is estimated over 112 billion dollars of death
benefit is being lapsed or surrendered by insured’s age 65 or older each year.!*
This statistic 1s expected to continue to grow with the baby boomer generation

entering the senior citizen demographic.

" See, Peter Hershon, More Than 8 in 10 Seniors Unaware of Life Settlement Option, ThinkAdvisor (May
12, 2016) (finding that 86.1% of 604 surveyed seniors were unaware of life settlements)

12 See, Insurance Studies Institute, Survey of Senior Life Insurance Policyholders 1 (2010) (finding that
“90 percent of seniors who have let a policy lapse would have considered selling it if they had known a life
settlement was an option”)

'3 See, Insurance Studies Institute, Why Sell? Life Settlements: A Guide for Financial Advisors 1 (2024)
(noting that “49 percent of advisors cited lack of knowledge as the reason for not recommending life
settlement options to clients”

4 See, Life Insurance Settlement Association, American Seniors Forfeit $112 Billion in Benefits Annually
Due to Lapsed or Surrendered Life Insurance Policies (Feb. 24, 2015) (presenting research that
“Americans who are aged 65 or older leave approximately $112 billion in benefits on the table each year
by lapsing or surrendering their life insurance policies”) (press release), available at
https://www.globenewswire.com/news-release/2015/02/24/...
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Active management can allow the policy owner and stakeholders to make
the economic options and risks more transparent to identify issues and threats to
this asset before they occur.

Step 2: Identify the market in which to propose a sale of the policy.

The second step involves identifying the market in which to propose a sale
of the policy. There are two primary markets. Under the first option, a policy
owner can apply with a single provider to act as the purchaser of the policy. A
provider either uses proprietary funds or represents institutional investors who buy
policies. The provider makes a single offer to purchase the policy. The benefits of
selling directly with a provider can be potentially faster transaction times, as well
as minimizing the direct fees involved in the sales process. The primary downside
with this option is not knowing if the offer is fair or reasonable or at a true market
value — because there is typically only one offer. Many direct providers advertise
on television or radio to bring awareness to the consumer.

The second, lesser known, option is to hire a life settlement broker with
financial professionals working on behalf of the policy owner, accessing a
marketplace of funding providers. The benefits of working with a financial
professional representing the policy owner is the professional’s unique ability and

experience to work with a large network of providers and having them compete
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against each other until the highest offer is attained. The downside can be longer
transaction times, and fees for the broker and financial professional’s services.

Step 3: Prepare the policy for sale.

The third step is to prepare the policy for sale — even if a sale never occurs.
Continuing with the home sale metaphor, a home sale typically consists of months
of preparation to prepare for listing and identification of comparable sales, a couple
months to list it on the market and find a buyer, and another month or two to close
on the property.

Similarly, a life settlement process normally takes 3-6 months (sometimes
longer). Note that even though this can be a relatively long process, it is possible
to estimate a range of value for the policy with about a 24-hour turnaround with an
in-force illustration. The process starts with signing a HIPAA release of
information, and providing a list of all the insured’s doctors. The financial
professional will work toward collecting necessary information for buyers to make
the determination on how much they can offer to purchase the policy. One
important note is, unlike applying for new insurance, the life settlement process
does not require any in-person underwriting to be done. Once an initial offer
amount is determined, the owner can decide if the offer is substantial enough to
sell. If the decision is to sell, closing contracts are signed. Once signed and in

good order, the ownership changes to the investor, and the owner receives an
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agreed upon cash amount. The owner is then relieved from any future premium
payments.

As an example, one independent broker takes policy owners through a
unique life settlement process. This process involves the licensed professional
working in the client’s best interest, with the majority of the industry’s largest
providers who represent hundreds of institutional investors, auctioning the policy
until a value is determined. The licensed professional then helps guide the owner
on the offer and determining if it is in the owner’s best interest to sell it. An
owner may be able to identify two or three direct providers interested in their
policy, but with only one prospective buyer among the direct providers, and no
experienced financial professional controlling the bidding, it is unlikely the owner

will achieve a competitive auction in the marketplace.

Conclusion

With the new tax law, many life insurance policies formerly needed for
estate liquidity or buy-sell planning purposes will no longer be needed. Life
settlements can provide policyholders with financial flexibility but require careful
tax and financial planning. Understanding the tax implications and recent legal
changes can be crucial for policyholders and advisors navigating the secondary

life insurance market. As the industry continues to evolve, policy owners need to
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understand the policies they own and what options are available as the purpose of

the policies comes into question.
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Adivsers LLC. She is a Certified Financial Planner and Chartered Life
Underwriter, and also holds her Florida and Wisconsin Life &Health, and Variable
Insurance licenses, Series 6, and 65 registrations, and is a Certified Financial
Planner (CFP®), Chartered Life Underwriter (CLU®), and Chartered Financial
Consultant (ChFC®).

Rosie partners with clients in identifying, planning and implementing their
life goals. With decades of experience as an adjunct professor and financial
services professional, she guides clients through saving for retirement and
educational goals, as well as managing their money in the distribution phase after
retirement. In the process, she provides clients with the tools needed to empower

transformation in wealth accumulation and protection.

Rosie approaches client interactions with the heart of a teacher, having
previously served on the faculty at the University of Wisconsin — Oshkosh campus.

While teaching in the College of Business, Rosie developed and implemented the

13
QB\98220129.2



curriculum for their Personal Financial Planning program. She also was the
Director of their Volunteer Income Tax Assistance (VITA) program. In addition to
leading the Financial Planning program, Rosie taught classes in Accounting,

Information Systems and Financial Management.

Her clients are her number one focus. She works with her clients to
thoroughly understand their comprehensive personal and financial goals while
reviewing their financial situation to customize a plan that is designed to attain the
desired result. She identifies clients’ hopes and dreams for the future and explains
how the financial plan can serve as a tool to accomplish the client’s goals. She also
realizes clients’ goals can change and meets with them periodically to review and

update them.

Rosie also serves the community through her involvement in the Women’s’
College Endowment Program of Milwaukee, 100 Women Who Care — Metro Area,
Brookfield Lutheran Church and the University of Wisconsin — Eau Claire Alumni

Association.

Rosie received an MBA with a concentration in Finance from the University
of Minnesota — Twin Cities’ Carlson School of Management, along with a BBA in

Accounting and Finance from the University of Wisconsin — Eau Claire.

14

QB\98220129.2



Robert A. Mathers, JD, CPA, ABV, PFS is a tax attorney at the law firm
of Quarles & Brady LLP. He provides legal and business advisory services
to closely-held businesses and their owners with a focus on business law,
estate planning and private wealth services.

Robert is a Certified Public Accountant and is AICPA Accredited in
Business Valuation (ABV) and is an AICPA Personal Financial Specialist (PFS).
He leverages his prior experience as one of the country’s largest CPA firm’s
National Tax Director, and CEO of its Wealth Management subsidiary, to provide
tax and transactional guidance to businesses and individual clients. He
regularly provides guidance to CPA firms, financial services firms, and the

accounting and investment advisory industries.

His professional memberships include American Institute of Certified Public
Accountants, Wisconsin Institute of Certified Public Accountants, Vistage
(formerly The Executive Committee, TEC), American Academy of Attorney-
CPAs, Fox Valley Estate Planning Council, Naples Estate Planning Council, the
State Bar of Wisconsin (former Director, Tax Section) and the American
Bar Association (Tax Section). He is also a director of the Collier Community

Foundation and chairs its Professional Advisor Committee.

15
QB\98220129.2



Robert received his Doctor of Jurisprudence from Mitchell Hamline School
of Law and a B.B.A., cum laude, from the University of Wisconsin-Eau Claire. He
1s a member of the Florida, Wisconsin, Minnesota, and Arizona Bar Associations,

the U.S. District Court — District of Minnesota, and the U.S. Tax Court.

16

QB\98220129.2



Disclosure:

In a life settlement arrangement, the current policy owner transfers the ownership
and beneficiary designation to a third party, who will receive the death proceeds
upon the death of the insured. As a result, this buyer has a financial interest in the
seller’s death. When an individual decides to sell their policy, he or she must
provide complete access to his or her medical history, and other personal
information, that may affect his or her life expectancy. This information is
requested during the initial application for a life settlement. After the completion of
the sale there may be an ongoing obligation to disclose similar and additional
information later. Valmark Securities supervises all life settlements like a security
transaction. A life settlement may affect the seller’s eligibility for certain public
assistance programs, such as Medicaid, and there may be tax consequences.
Individuals should discuss the taxation of the proceeds received with their tax
advisor. Individuals considering life settlements should carefully read the entire
sales agreement, consult their advisors, and consider all available options before
selling their policies. Valmark Securities and its registered representatives act as
brokers in the life settlement transaction and receive compensation from the
purchaser. A life settlement transaction may require an extended period to
complete. Due to the complexity of the transaction, fees and costs incurred with the

life settlement transaction may be substantially higher than other securities. Once
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the policy is transferred, the policy owner has no control over subsequent transfers.

Neither Valmark Securities nor its registered representatives provide tax advice.

Securities offered through Valmark Securities Inc., Member FINRA, SIPC.

Investment Advisory Services offered through Valmark Advisers, Inc., a SEC Registered
Investment Advisor. Private Wealth Advisers LLC and Quarles & Brady LLP are separate
entities from Valmark Securities, Inc. & Valmark Advisers Inc.
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