


State legislators, regulators, and industry groups have questioned whether STOLI
transactions satisfy the fundamental requirement that the owner of the policy have an insurable
interest consistent with state law and public policy. From the outset, the parties to the transaction
contemplate that the policy will be settled at the end of the term, with the investor receiving the
death benefit. After the policy is settled, the investor’s interest is enhanced on death of the
individual, rather than on the insured’s continued life. Thus, STOLI policies are similar to the
wager policies considered against public policy and rejected by the Supreme Court in Warnock
v. Davis, 104 U.S. 775 (1882).

While we acknowledge that the state law treatment of a STOLI policy is not within the
Jurisdiction of the Department of Treasury, the federal tax consequences to the insured on the
settlement of a STOLI transaction have been the subject of increasing commentary and concern.
Depending upon the structure, the transaction can be classified as a "split-dollar life insurance"
arrangement as defined in Treas. Reg. §1.7872-15. The rules concerning cancellation of
indebtedness income may also come into play on settlement of the policy. In certain cases, the
terms for the initial arrangement may not qualify as true indebtedness, thus exposing the insured
to income inclusion. Also, depending upon the value of the promotional incentive or cash
payment, the insured could be taxed on the value of the promotion received. Depending upon
the structure of the product promoters may also be liable for information reporting.

Our concern with STOLI policies is not intended to inhibit the ability of individuals to
legitimately settle life insurance policies. Rather, we seek Treasury’s assistance in notifying
elderly taxpayers of the adverse tax consequences of investing in a product that is in fact "too
good to be true." We recommend that Treasury issue a Notice or other form of public guidance
outlining the potential tax consequences of participating in a STOLI transaction. While we
recognize that STOLI products can take various forms that potentially alter the tax treatment, we
believe that guidance could be crafted to address these variations.

We appreciate your attention to this important matter and look forward to working with
you to resolve this issue of importance to the American taxpayer.
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