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§ 1A:5.02 Definition of Life Insurance Contract 

 
 
In order for the proceeds of a contract to be eligible for the 
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exclusion from gross income, it must meet three separate 
definitional requirements for a life insurance contract. First, it 
must qualify as life insurance under applicable law. Second, it 
must qualify as life insurance under judicial and administrative 
rules. Third, it must meet the definition of a life insurance 
contract of IRC Section 7702, a complex multi-faceted test to 
determine if the contract is designed primarily to provide a death 
benefit, and is not primarily an investment vehicle.

 
 
[1] In General
 
 
Non-tax statutory requirement: Before any of the tax-favored attributes of a life 
insurance contract may be available, the contract has to meet applicable state or 
foreign law requirements for qualification as a life insurance contract. 
 
Judicial and administrative requirements: Case law and rulings have raised the 
issue of whether a contract will be eligible for the exclusion from gross income under 
two circumstances. The first is when the contract does not provide life insurance 
protection, that is, shifting and spreading the risk of death.1 Application of this 
principal can be found in a Revenue Ruling, where the value of the contract was not 
larger at the death of the insured than it was during the lifetime of the insured, so 
there was no exclusion from gross income that would otherwise be available for life 
insurance contract death benefits.2 

 
 
Example:
 
 
The insured simultaneously purchases an annuity and a life insurance 
contract from the same carrier. Immediately before the death of the 
insured, the annuity is worth $500,000 and the life insurance contract is 
worth $0. Immediately after the death of the insured, the annuity is 
worth $0 and the life insurance contract is worth $500,000. Taken 
together, the insurance company has not taken any economic risk that 
would be triggered upon the death of the insured. Accordingly, the 
contract does not qualify as insurance.

 
 
The other circumstance is when the beneficiary does not have an insurable interest. 
For example, the Court of Appeals for the Fifth Circuit looked at an arrangement 
where a company (the taxpayer) maintained accident insurance for its employee 
truckers, but required that the employees designate the company as beneficiaries of a 
life insurance component of the contract. The Fifth Circuit affirmed a District Court 
ruling that the employer had no insurable interest in the life insurance contract. 
Accordingly, the Court treated the contract as a wagering contract rather than an 
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insurance contract, and denied the IRC Section 101 exclusion from gross income.3 
 
Tax-law requirement:IRC Section 7702 creates a special definition for "life 
insurance contract." In addition to the fact that it must qualify as a life insurance 
contract under applicable law, it must also meet one of two tests.4 These are the cash 
value accumulation test, and the guideline premium and cash corridor test. 
 
The underlying principle of IRC Section 7702 is to make sure that the cash value of a 
contract is not disproportionately large when compared with the death benefit, since 
the primary function of life insurance is to provide a death benefit rather than a tax-
favored investment. 
 
[2] Cash Value Accumulation Test
 
 
The basic requirement here is fairly straightforward. By the terms of the contract, the 
cash surrender value of the contract "may not at any time exceed the net single 
premium which would have to be paid at such time to fund future benefits under the 
contract."5 In making this calculation, certain rules apply: 

●     • 
The interest rate assumed is the greater of four percent or the amount 
guaranteed by the contract.

●     • 
Mortality charges must be reasonable, and must use prevailing standard 
actuarial tables as of the time the contract is issued.

●     • 
Other charges must be reasonable, and must be reasonably expected to be 
paid, based on the company's experience with similar contracts, if any.6

If the cash value accumulation test is not met, the contract may alternatively qualify 
as a life insurance contract if the guideline premium requirements and cash value 
corridor test are met. 
 
[3] Guideline Premium Requirements and Cash Value Corridor Test
 
 
In order to meet this alternative to the cash value accumulation test, both of these 
requirements must be satisfied: 
 
Guideline Premium Requirements:IRC Section 7702 provides that the sum of the 
premiums paid under the contract cannot at any time exceed the "guideline premium 
limitation" at such time.7 This is defined by IRC Section 7702 as the greater of the 
following two amounts: 
 
(A) the amount that would be required to fully fund future benefits under the contract, 
if paid as a single premium on the date the contract is issued, or 
 
(B) the amount that would be required to fully fund future benefits under the contract, 
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if paid as level annual premiums through age 95.8 
 
The actuarial rules described in Section 1A:5.02[2], above, will apply in making these 
calculations, except that in calculating the single premium, an interest rate of six 
percent is used, and in calculating the level annual premiums an interest rate of four 
percent is used. 
 
Cash Value Corridor Test: Under this test, the death benefit under the policy must be 
a minimum percentage of the cash surrender value. The percentage is based on the 
age of the insured.9 
In the case of an 
insured with an 
attained age as of the 
beginning of the 
contract year of:

The applicable 
percentage shall 
decrease by a ratable 
portion for each full 
year:

More than: But not more 
than: From: To:

0 .................. 40 250 .................. 250

40 .................. 45 250 .................. 215

45 .................. 50 215 .................. 185

50 .................. 55 185 .................. 150

55 .................. 60 150 .................. 130

60 .................. 65 130 .................. 120

65 .................. 70 120 .................. 115

70 .................. 75 115 .................. 105

75 .................. 90 105 .................. 105

90 .................. 95 105 .................. 100
 
 
[4] Contracts Issued Before 1985
 
 
IRC Section 7702 was enacted in 1984.10 As a general rule, contracts issued before 
1985 are not subject to this section. However, under a transitional rule, IRC Section 
7702 may apply to contracts issued before June 30, 1984 that have an increasing 
death benefit, and are funded more quickly than by 10 annual level premiums. 
 
Contracts issued before 1985 are governed by an earlier provision upon which IRC 
Section 7702 was based,11 which focuses on the relationship between the insurance 
component of the contract and the investment component, and denies favorable tax 
treatment if the contract resembles an investment more than an insurance product. 
Unlike IRC Section 7702, which denies favorable tax treatment to cash value 
increases but not death benefits, the earlier provision denied all benefit of the IRC 
Section 101 exclusion if the contract too closely resembled an investment rather than 
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an insurance product. 
 
The earlier provision, IRC Section 101(f), addressed the "flexible premium life 
insurance contract." This is defined as a life insurance contract which provides for the 
payment of one or more premiums that are not fixed by the insurer as to both timing 
and amount.12 
 
A flexible premium life insurance contract issued before 1985 will be eligible for the 
income tax exclusion under IRC Section 101 only if certain tests are met. These mirror 
the IRC Section 7702 tests, with some modifications. For instance, instead of the 
current percentages in the cash value corridor test, the applicable percentage is 140 
percent for an individual aged 40 or less, minus one percentage point for each year 
the insured is over age 40, but not reduced to less than 105 percent.13 Flexible 
premium life insurance contracts are discussed further in § 1A:5.08, below. 
 
[5] Revenue Procedures for Correcting Life Insurance Contract Failures
 
 
The IRS released five revenue procedures in the summer of 2008 that provide relief 
when an insurance company's life insurance contract fails to meet the definitional 
requirements under IRC Section 101 or IRC Section 7702. Two of the revenue 
procedures are particularly helpful and relevant.14 
 
Revenue Procedure 2008–42 provides an automatic waiver for issuers who fail to 
meet the definitional requirement for life insurance contracts in the event of certain 
“eligible reasonable errors.”15 The IRS waives the failure for the individual contract 
holders with respect to taxability of insurance proceeds in such cases as well.16 
 
If the automatic waiver is not available to an issuing insurance company, the company 
may still be eligible for a correction by closing agreement as provided in Revenue 
Procedure 2008–40. Under this procedure, the IRS can agree in the closing agreement 
to treat contracts, and amounts already paid, as qualifying under the life insurance 
contract definition so that it is not included in an individual’s income.17 
 
 
 
FOOTNOTES
 
 
 
(**) *Written by Martin A. Goldberg, J.D., LL.M. Updated by Deanne B. Morton, J.D., 
LL.M., LexisNexis Federal Tax Analyst. 
 
 
(1) E.g., Helvering v Le Gierse, 312 U.S 156 (1941); Fidelity-Philadelphia Trust Co v 
Smith, 356 US 274 (1958); Rev Rul 2005-40, 2005-27 IRB 4. 
 
(2) Rev Rul 55-313, 1955-1 CB 219. 
 
(3) Atlantic Oil Co. v. Patterson, 331 F2d 516 (5th Cir 1964). 

http://w3.lexis.com/research2/tax/api/taxstart.do?_m=...%20Advisor%20--%20Federal%20Topical%20%a7%201A%3a5.02 (5 of 6)3/4/2009 11:16:53 AM

http://www.lexis.com/research/buttonTFLink?_m=1fe90546f814074aff6c643d4d6ee48a&_xfercite=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5bLexisNexis%20Tax%20Advisor%20--%20Federal%20Topical%20%a7%201A%3a5.02%5d%5d%3e%3c%2fcite%3e&_butType=4&_butStat=0&_butNum=12&_butInline=1&_butinfo=26%20U.S.C.%20101&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzz-zSkAz&_md5=ea1d6673a4f715b35e48bd959e2d9457
http://www.lexis.com/research/buttonTFLink?_m=1fe90546f814074aff6c643d4d6ee48a&_xfercite=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5bLexisNexis%20Tax%20Advisor%20--%20Federal%20Topical%20%a7%201A%3a5.02%5d%5d%3e%3c%2fcite%3e&_butType=4&_butStat=0&_butNum=13&_butInline=1&_butinfo=26%20U.S.C.%20101&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzz-zSkAz&_md5=0eebd669837007ab444d7eacbe98288c
http://www.lexis.com/research/buttonTFLink?_m=1fe90546f814074aff6c643d4d6ee48a&_xfercite=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5bLexisNexis%20Tax%20Advisor%20--%20Federal%20Topical%20%a7%201A%3a5.02%5d%5d%3e%3c%2fcite%3e&_butType=4&_butStat=0&_butNum=14&_butInline=1&_butinfo=26%20U.S.C.%207702&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzz-zSkAz&_md5=e54437de8b4e4756a3ba054cff886daa
http://www.lexis.com/research/buttonTFLink?_m=1fe90546f814074aff6c643d4d6ee48a&_xfercite=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5bLexisNexis%20Tax%20Advisor%20--%20Federal%20Topical%20%a7%201A%3a5.02%5d%5d%3e%3c%2fcite%3e&_butType=4&_butStat=0&_butNum=15&_butInline=1&_butinfo=LEXISNEXIS%20TAX%20ADVISOR%20-%20FEDERAL%20TOPICAL%201A%3a5.08&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzz-zSkAz&_md5=b5be20c6a1b5d861c738b059a22aa46e
http://www.lexis.com/research/buttonTFLink?_m=1fe90546f814074aff6c643d4d6ee48a&_xfercite=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5bLexisNexis%20Tax%20Advisor%20--%20Federal%20Topical%20%a7%201A%3a5.02%5d%5d%3e%3c%2fcite%3e&_butType=4&_butStat=0&_butNum=16&_butInline=1&_butinfo=26%20U.S.C.%20101&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzz-zSkAz&_md5=94a0858b725c5bb8cb39769526286795
http://www.lexis.com/research/buttonTFLink?_m=1fe90546f814074aff6c643d4d6ee48a&_xfercite=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5bLexisNexis%20Tax%20Advisor%20--%20Federal%20Topical%20%a7%201A%3a5.02%5d%5d%3e%3c%2fcite%3e&_butType=4&_butStat=0&_butNum=17&_butInline=1&_butinfo=26%20U.S.C.%207702&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzz-zSkAz&_md5=16655aab4e8bb74d506fd76d4a79eb34
http://www.lexis.com/research/buttonTFLink?_m=1fe90546f814074aff6c643d4d6ee48a&_xfercite=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5bLexisNexis%20Tax%20Advisor%20--%20Federal%20Topical%20%a7%201A%3a5.02%5d%5d%3e%3c%2fcite%3e&_butType=3&_butStat=2&_butNum=18&_butInline=1&_butinfo=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5bRev.%20Proc.%202008-42%5d%5d%3e%3c%2fcite%3e&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzz-zSkAz&_md5=2c0cc394bf72b60f019578761f94aa1f
http://www.lexis.com/research/buttonTFLink?_m=1fe90546f814074aff6c643d4d6ee48a&_xfercite=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5bLexisNexis%20Tax%20Advisor%20--%20Federal%20Topical%20%a7%201A%3a5.02%5d%5d%3e%3c%2fcite%3e&_butType=3&_butStat=2&_butNum=19&_butInline=1&_butinfo=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5bRev.%20Proc.%202008-40%5d%5d%3e%3c%2fcite%3e&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzz-zSkAz&_md5=26eee2e36017f8d98bd44f2939dfbeeb
http://www.lexis.com/research/buttonTFLink?_m=1fe90546f814074aff6c643d4d6ee48a&_xfercite=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5bLexisNexis%20Tax%20Advisor%20--%20Federal%20Topical%20%a7%201A%3a5.02%5d%5d%3e%3c%2fcite%3e&_butType=3&_butStat=2&_butNum=19&_butInline=1&_butinfo=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5bRev.%20Proc.%202008-40%5d%5d%3e%3c%2fcite%3e&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzz-zSkAz&_md5=26eee2e36017f8d98bd44f2939dfbeeb
http://www.lexis.com/research/buttonTFLink?_m=1fe90546f814074aff6c643d4d6ee48a&_xfercite=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5bLexisNexis%20Tax%20Advisor%20--%20Federal%20Topical%20%a7%201A%3a5.02%5d%5d%3e%3c%2fcite%3e&_butType=3&_butStat=2&_butNum=20&_butInline=1&_butinfo=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5b312%20U.S.%20156%5d%5d%3e%3c%2fcite%3e&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzz-zSkAz&_md5=3e76933a9e68e77783bf0edf64ab6c67
http://www.lexis.com/research/buttonTFLink?_m=1fe90546f814074aff6c643d4d6ee48a&_xfercite=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5bLexisNexis%20Tax%20Advisor%20--%20Federal%20Topical%20%a7%201A%3a5.02%5d%5d%3e%3c%2fcite%3e&_butType=3&_butStat=2&_butNum=21&_butInline=1&_butinfo=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5b356%20U.S.%20274%5d%5d%3e%3c%2fcite%3e&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzz-zSkAz&_md5=25b46425a2e4dc3c4bbd5602141e3967
http://www.lexis.com/research/buttonTFLink?_m=1fe90546f814074aff6c643d4d6ee48a&_xfercite=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5bLexisNexis%20Tax%20Advisor%20--%20Federal%20Topical%20%a7%201A%3a5.02%5d%5d%3e%3c%2fcite%3e&_butType=3&_butStat=2&_butNum=21&_butInline=1&_butinfo=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5b356%20U.S.%20274%5d%5d%3e%3c%2fcite%3e&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzz-zSkAz&_md5=25b46425a2e4dc3c4bbd5602141e3967
http://www.lexis.com/research/buttonTFLink?_m=1fe90546f814074aff6c643d4d6ee48a&_xfercite=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5bLexisNexis%20Tax%20Advisor%20--%20Federal%20Topical%20%a7%201A%3a5.02%5d%5d%3e%3c%2fcite%3e&_butType=3&_butStat=2&_butNum=22&_butInline=1&_butinfo=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5bRev.%20Rul.%202005-40%5d%5d%3e%3c%2fcite%3e&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzz-zSkAz&_md5=750ceca6ef0e315e45b726b059b5be06
http://www.lexis.com/research/buttonTFLink?_m=1fe90546f814074aff6c643d4d6ee48a&_xfercite=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5bLexisNexis%20Tax%20Advisor%20--%20Federal%20Topical%20%a7%201A%3a5.02%5d%5d%3e%3c%2fcite%3e&_butType=3&_butStat=2&_butNum=23&_butInline=1&_butinfo=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5bRev.%20Rul.%2055-313%5d%5d%3e%3c%2fcite%3e&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzz-zSkAz&_md5=008a694b77bf4e1f996f547304f19c66
http://www.lexis.com/research/buttonTFLink?_m=1fe90546f814074aff6c643d4d6ee48a&_xfercite=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5bLexisNexis%20Tax%20Advisor%20--%20Federal%20Topical%20%a7%201A%3a5.02%5d%5d%3e%3c%2fcite%3e&_butType=3&_butStat=2&_butNum=24&_butInline=1&_butinfo=%3ccite%20cc%3d%22USA%22%3e%3c%21%5bCDATA%5b331%20F.2d%20516%5d%5d%3e%3c%2fcite%3e&_fmtstr=FULL&docnum=1&_startdoc=1&wchp=dGLbVzz-zSkAz&_md5=6812bf7d37bc4767ccb63a474ffb65cd


LexisNexis® Tax Center – Results

 
(4) IRC § 7702(a). 
 
 
(5) IRC § 7702(b)(1). 
 
(6) IRC § 7702(b)(2). 
 
 
(7) IRC § 7702(c)(1). 
 
(8) IRC § 7702(c)(2). 
 
(9) IRC § 7702(d). 
 
 
(10) Pub L No 98-369, 98th Cong, 1st Sess § 221(a) (1984) 
 
(11) IRC § 101(f). 
 
(12) IRC § 101(f)(3). 
 
(13) IRC § 101(f)(3). 
 
 
(14) See Rev Proc 2008-38, 2008 IRB LEXIS 498; Rev Proc 2008-39, 2008 IRB LEXIS 
501; Rev Proc 2008-40, 2008 IRB LEXIS 500; Rev Proc 2008-41, 2008 IRB LEXIS 
499; Rev Proc 2008-42, 2008 IRB LEXIS 497 (all effective July 21, 2008). 
 
(15) Authority for this kind of waiver is provided in IRC § 7702(f)(8) and IRC § 101(f)
(3)(H). 
 
(16) See Rev Proc 2008–42, 2008 IRB LEXIS 497. 
 
(17) See Rev Proc 2008–40, 2008 IRB LEXIS 500 (Model Closing Agreement). 
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