DEPARTMENT OF THE TREASURY
INTERNAL REVENUE SERVIGE
WASHINGTON, D.C. 20324

QFFICE OF
CHIRF COUNSEL

The Honorable Melissa A. Hart
L).8. House of Reprasentstives
Wazrhington, D.C. 20615

Daar Ms, Hart:

Thie letteris in raspanss to your Inquiry dated March 19, 2002, raquesting clarifization an the faderal tax freatment of bansfits recelved under a long-term cara
(LTC) insurance contract that Is not a "qualifleg” LTC contract.

Because long-term care insurance plans are not ualform, we cannet make blanket rulings or general statements as to whether benefits received under these
plans maet the necessary raguirements to be excluded from gross income. While we have not published any formal guidance on this issue, | can give you
the following information on sections of the Internal Revenue Cade (the Code) that apply to LTC insurance ¢ontracts.

Qualified LTC Insurance Contracts Must Maet Raquirements of Section 7702B of the Code

An insuranca contract must meat the raquirements of section 77028 of the Code to qualify as a qualiied long-term care insurance contract. A qualified LTC
insUrance contract only provides benafits when ar individual |s unable to perform at leasttwo of sik speelfic “activities of daily living.” If an Insurance contract
meets the requiramanis of saction 77028, the baneits received ara generally excluded from gross [ncome with an exclusion limitation (indexad for inflation)
far payment2 made ¢n & par diom ar ather periodic bazsls which are made without regard to the eéxpenaea incurted fer qualified long tarm care asrvices,

For contracts that do not mast the requirements o' section 7702R, the Congress has stated, "Contracts or services that do not meat HIPAA's requirements

{l.e., non-qualified LYC) continue ta be subject to the prior-aw rules." Joint Committee on Taxation, Description of Federal Tax Rules and Legisiative
Backgraund Relating to | ang-Temm Cara (JCX-18-21), March 26, 2001.

Insuranco Contracts that Do Not Meet the Raguirements of S8action 77028 Are Subject to Prior-Law Rules

Poficies that da ot meet the requirements of sectlon 77028 ara not deflned in the Code and must meet the genaral reguirements of seation 104(a)(3) (l.e.,
*prior-law rules”) to ba excluded fram gross Income. Under thls section, benefits are net included in the recipient's grass income if thay:

(1) Are received through an accident o health arrangamant
(2) Ara payable for personal injurles of sickness

This sectlen excludes from gross income amounts received through acsident or health insurancea (or through an arrangement having the effect of accident
or health insurance) for persqnal injuriea or slickness (other than amounts paid by or aftfibuted to contributions by an amployer for ts employesas,)

Some plans do not qualify under section 7702b, but do meet the section 104(a)(3) requirements. On the other hand, some contrasts do not maet the
requiremants of saction 104(a}(3) becauss they provide a form of prepaid retirement banefits or may not be considered insurance. We cannot make that
datarmination without a detalled analysis of the spacific provisions of the insurance palicy.

We recognize the current statutory sitwation makes [t difficurt for taxpayers to determing the taxabllity of benefits under pelicies that do not meet the
requirements of saction 77028, Howavar, any taxpayer whose tax liability is affectad by the tax treatment of benefits received under a specific contract can
et a definitive answer thraugh the private ietter ruling process. Rev, Proc, 2002-1, 2002-1 |.R.B. 1 outlines the procadures for obtaining a private letter ruling.

Current law makes it iImpossible for ue to iccus e definitiva ruling on the axclueion from grass incoma of benefits reesived undsr varlous nongualifisd LTC
insurance plans, The resolution of this issue will meat likely reguire leglslatian, Therefore, | am farwarding your latter to the Office of Tax Pollcy of the
Dapartment of Treasury for revlew and appropriate action.

\We hopa this lnfarmation ia hetpfut i you nead additinnal infarmation, plaase contact mes ar Shosrhanna Chalton of my etaff at (202) 822-3567.

Sincerely,

Harry Bakar
Chief, Health & Welfare Branch
Offlce of Division Counsal/
Associate Chief Caunss!
(Tax Exempt & Gavernment Entities)
ne:  The Office of Tax Paliey
1600 Pennsylvarila Ave, N.W., Room 1334
Washingten, .G, 20220



