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Business Life 

 
Company-owned or business-owned life insurance is held by employers on the lives of 
their employees, and the employer is the beneficiary of these policies. Unless prohibited 
by state law, businesses can retain ownership of these policies regardless of whether 
the employment relationship has ended. Generally, business-owned life insurance is 
permanent, lasting for the life of the employee and accumulating cash value as it 
provides coverage. Attractive features of business-owned life insurance, which are 
common to all permanent life insurance, generally include both tax-free accumulation of 
earnings on the policies' cash value and tax-free receipt of the death benefit. Insurance 
professionals point out that if people are counting on you, life insurance is needed.  
 
Business life insurance is taken out on a business partner or upon an officer or 
stockholder in a corporation. Policy proceeds are used to finance purchase by surviving 
owners of the insured's interest after the insured dies. There are several ways to do this; 
needs can vary according to the situation. For purposes of this text, 'business-owned,' 
'company-owned,' and 'corporate-owned' life insurance refer to the same idea. This 
book is for educational purposes; the reader is advised to consult qualified tax, 
insurance, and legal advisors before advising on, entering into, or modifying any 
insurance arrangement.  
 

I. COLI Policies 
Businesses can purchase these policies to fund current and future employee benefits 
and receive tax advantages in the process. Federal bank regulators have collected 
some financial information on banks' and thrifts' business-owned life insurance holdings, 
but the data are not comprehensive and do not address the uses of the policies. The 
Securities and Exchange Commission (SEC), the IRS, state insurance regulators, and 
insurance companies told the General Accounting Office (GAO)1

                                            
1 More Data Could Be Useful in Making Tax Policy Decisions, GAO-04-303, May, 2004 

 that they generally had 
not collected comprehensive data on the sales or purchases of these policies or on their 
intended uses, because they have not had a need for such data in fulfilling their 
regulatory missions. In an effort to collect comprehensive data, a survey of insurance 
companies was considered regarding sales of business-owned life insurance. Based on 
a pretest with six insurance companies, it was deemed unfeasible to obtain sufficiently 
reliable data to allow it to conduct a survey. Researchers did determine, however, that 
some insurers have voluntarily disclosed information about sales of business-owned 
policies and that some noninsurance businesses have included examples of their uses 
in annual financial reports filed with SEC. As part of their responsibility to oversee the 
safety and soundness of banks and thrifts, the federal bank regulators have issued 
guidelines for institutions that buy business-owned life insurance. Also, the SEC 
reviewed the holdings of many institutions with significant amounts of business-owned 
life insurance and concluded that major supervisory concerns do not exist. SEC officials 



2 

said that the agency has not issued specific requirements for holders of business-
owned life insurance, relying instead on its broadly applicable requirement that public 
companies disclose information material to investors in their financial statements; SEC 
did not have investor protection concerns about public firms holding business-owned life 
insurance. The IRS had some requirements related to the tax treatment of business-
owned life insurance and expressed some concerns about compliance with these 
requirements. State laws governing business-owned life insurance differ; states' 
regulators note some limited oversight of the policies, and these regulators and NAIC 
reported no problems with them. 
 

Owned by the Business 
The term 'company-owned life insurance' or 'COLI,' refers to the ownership of life 
insurance contracts by a business. The life insurance contracts in COLI arrangements 
typically have covered the lives of employees, customers, or other individuals in whom 
the business has an insurable interest under applicable State law. COLI policies have 
served as an indirect funding vehicle for cash needs of the business, including cash to 
pay for employee benefits. 
 
COLI contracts are subject to the favorable tax rules generally applicable to life 
insurance contracts. Amounts received under a life insurance contract paid by reason of 
the death of the insured are not includible in gross income for Federal tax purposes. No 
Federal income tax generally is imposed on a policyholder with respect to the earnings 
under a life insurance contract (inside buildup). 
 
In addition, tax law imposes limits on the deductibility of premiums and interest 
associated with life insurance, including COLI contracts. Borrowing with respect to a life 
insurance contract is attractive because the earnings under the policy (i.e., inside 
buildup) increase tax-free. Loans permit the borrower to have the current use of income 
that has not been taxed. Interest paid by the borrower is credited to the policy, which the 
borrower owns, so the effect is equivalent to the borrower paying interest to itself. 
Provisions of tax legislation designed to limit the tax arbitrage of deducting interest on 
borrowings with respect to a life insurance contract date to the 1940's, and limitations 
were enacted in 1986, 1997, and 2006, although exceptions for key persons, 
employees, officers, directors and 20-percent owners apply under these limitations. 
Interest deductions under COLI arrangements have also been limited by case law 
applying general principles of tax law, including the sham transaction doctrine. 
 

Issues Raised 
Several issues have been raised with respect to COLI. From a tax policy standpoint, 
business investment in COLI is criticized because it presents an opportunity for tax 
arbitrage. Tax arbitrage occurs because the tax-free income of a COLI investment is 
offset by deductible expenses. Congress has demonstrated a concern with the problem 
of tax arbitrage in enacting generally applicable rules limiting the deductibility of 
expenses and interest allocable to tax-exempt income, as well as rules limiting the 
deductibility of premiums and interest expense associated with COLI contracts. 
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Some argue that COLI is a valuable means of prefunding certain types of necessary 
business expenditures such as payments under nonqualified deferred compensation 
arrangements and retiree health plans. Others argue that permitting a business to fund 
deductible compensation-related expenditures with tax-free inside buildup and tax-free 
death benefits under COLI contracts raises a tax arbitrage concern. They assert that 
Congress has already provided tax-favored funding mechanisms for employee benefits, 
and that a policy determination as to the scope of tax-favored funding mechanisms for 
employee benefits should be affirmatively decided by Congress, not justified based on 
practices that have evolved with respect to a particular investment product. They also 
argue that COLI has no relation to the benefits that would be funded, pointing to the fact 
that the death benefits payable when the insured workers or former workers die are 
necessarily used to fund benefits for others who are still alive. COLI also serves as an 
important investment purpose for businesses with volatile earnings that fluctuate with 
market factors such as interest rates. Opponents of this view agree that hedging 
volatility of earnings is a reasonable goal, but argue that the tax law should not create 
relative advantages and disadvantages among different types of investments used as 
hedges. 
 

Amounts Received from Insurance 
The original policy rationale for the rule excluding amounts received under an insurance 
contract by reason of the death of the insured has little relation to the current uses of 
COLI; 
• A company has no real connection to a former employee who remains insured.  
• The business no longer has a risk of lost productivity if the former employee dies.  
• The tax benefits of funding others' employee benefits upon the former worker's 

death should be terminated within a reasonable period after the employment 
relationship has ended.  

 
Others argue that companies should be able to continue to insure key persons after 
they have ceased to perform services for the business so long as they were key 
persons at the time they were insured. Otherwise, it is argued, no tax incentive is 
provided for businesses to insure key persons if the death benefits under the key 
person insurance contract become taxable after the key person no longer performs 
services in the business. Some nevertheless argue that term life insurance can serve 
the purpose of providing insurance against the loss of a key person for the period that 
the person is providing services to the business without adverse tax consequences. 
 
The type of life insurance contract used for COLI is often referred to generically as 
whole life insurance. The term 'whole life insurance' does not refer to the period for 
which the insurance contract is in effect, but rather to the fact that the contract has a 
'cash value,' as well as providing a death benefit upon the death of the insured person. 
The cash value arises because the premiums paid to the insurer for the contract are 
invested, and some of this investment income is credited to the contract. The amount of 
the future death benefit payable under the contract is funded both by premium 
payments, and by investment earnings on the premium payments. The earnings 
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credited to the contract are referred to as inside buildup. The amount of the cash value 
at any point in time generally is the sum of the premiums paid plus the earnings on 
premiums that are credited to the policy, reduced by the cost of death benefit coverage 
for the current period, fees, and other charges imposed by the insurer. The amount of 
the cash value generally is zero or small at first, and increases over the duration of the 
contract. The cash value of a whole life insurance contract usually may be borrowed or 
withdrawn by the contract holder; the amount borrowed reduces the amount that will be 
paid as a death benefit under the contract.  
 
Whole life insurance can be contrasted with term life insurance, which pays a death 
benefit upon the death of the insured person, but has no cash value. Under a term life 
insurance contract, the death benefit coverage applies only for a set term (e.g., one 
year or five years), and the premium payments are set at a level to fund the death 
benefit only during that period. The contract holder does not have the right to borrow or 
withdraw cash under a term life insurance contract, because it has no cash value. 
 

General Account and Separate Account COLI 
A life insurance company generally maintains several pools of assets that back its 
obligations to pay benefits under different types of insurance contracts. 'General 
account' COLI contracts generally bear a rate of return determined by the insurer, 
usually with a guaranteed minimum rate, and are backed by all the general account 
assets and the financial stability of the insurer. These credit a fixed interest rate 
annually to each policy. The interest rate is based on the expected return of the 
investment assets purchased by the insurance company less a margin for expenses. 
These assets are held in the general account of the insurance carrier. 'Separate 
account' COLI contracts generally provide a variety of investment options, including 
variable rates and equity-based yields, and are backed by the assets in the separate 
account, which are held separate from the insurer's general account assets. The buyer 
of separate account contracts takes on market risks associated with the market yields, 
but may purchase supplemental insurance protection against market fluctuations. 
 

State Law Notice, Consent and Insurable Interest Requirements 
Some States require notice to, or written consent from, the insured individual in some 
cases. The State-law notice or consent may be required if, for example, an employer 
insures its employees and the employer is entitled to receive death benefits as the 
insured individuals die. 
 
Under State law, generally the purchaser of a life insurance contract covering an 
individual must have an 'insurable interest' in the individual. State laws defining the 
scope of an insurable interest have been expanded to include employees and former 
employees, and in some cases, persons with other relationships to a business, such as 
mortgagees.  
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Financial Accounting Treatment of COLI 
A company that owns COLI contracts includes the increase in cash value (net of 
premiums paid) in earnings each year for financial accounting purposes. Even though 
cash is not received until the insured person dies and the death benefit is paid out, the 
company generally includes the inside buildup in earnings on a current basis, as it is 
earned. If the inside buildup is received as a death benefit, it is generally not subject to 
Federal income tax. As a result, a company generally need not report a deferred tax 
liability associated with the inside buildup that it is including in earnings. (FASB 
Technical Bulletin No. 85-4, Accounting for Purchases of Life Insurance; FASB 
Statement of Financial Accounting Standards No. 109, Accounting for Income Taxes) 
 

Banking Regulations Applicable to COLI Purchases 
The Office of the Comptroller of the Currency (OCC) issues guidelines for national 
banks relating to safe and sound banking practices. Due to the purchase of COLI by 
banks (known as BOLI or bank-owned life insurance), the OCC has issued guidelines 
specifically relating to BOLI. OCC guidelines provide that because of heightened 
liquidity, credit and tax risk, purchasing or holding excessive BOLI represents an unsafe 
and unsound banking practice, and national banks should review their BOLI holdings to 
verify that the contracts are associated with a legitimate insurance need and divest 
those that are not. It is also recognized that, absent any changes to banks' existing 
endorsement split-dollar arrangements, many banks with such arrangements would see 
a reduction in their Tier 1 capital upon their initial application of the consensus. This 
regulatory capital reduction would be the consequence of having to recognize a liability 
for postretirement benefits that these banks had not previously accrued on their balance 
sheets.  (Comptroller of the Currency, OCC Bulletin 2002-19, Unsafe and Unsound 
Investment Portfolio Practices, Supplemental Guidance, May 22, 2002, and OCC 
Bulletin 2000-23, Bank Purchases of Life Insurance, July 20, 2000. 
 

Use as Funding Vehicle 
COLI policies have been used as an indirect funding vehicle for employee benefits and 
for other cash needs of the business. If COLI policies held by the company are not 
specifically allocated to fund a particular expenditure, they can be used as a means of 
providing liquidity when direct funding of a future obligation is unnecessary or 
undesirable. For example, the death benefits paid to a business under COLI policies 
have been used to pay the business' obligations under deferred compensation 
arrangements, or to cover the business' obligations to retired employees under retiree 
health arrangements. As the insured individuals die, the life insurance proceeds 
received by the business are used to fund benefits for other employees of the company. 
 
In contrast to the use of COLI as an indirect funding vehicle, regulations provide specific 
funding rules which allow (and in some cases, require) tax-favored prefunding of certain 
employee benefits, including pension and retiree health benefits. For example, assets 
used to fund benefits under qualified employer-sponsored retirement plans are required 
to be held in a tax-exempt trust that meets certain requirements. Employers are entitled 
to deductions, within limits, for contributions to the trust. Earnings on trust assets 
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accumulate on a tax-free basis (inside buildup is not taxed). Distributions of benefits are 
includible in the income of the plan participants, except to the extent the distribution is a 
return of the participant's own contributions.  
 

Borrowing in Connection With COLI 
Patterns of business borrowings with respect to COLI contracts the business owns have 
changed over time. These changes have resulted from growth in the marketing to 
businesses of life insurance on employees, customers or other individuals, and from 
changes in the tax law, among other factors. 
 
Borrowing with respect to a life insurance contract is attractive because the earnings 
under the policy (i.e., inside buildup) increase tax-free. These loans permit the borrower 
to have the current use of income that has not been taxed. Interest paid by the borrower 
is credited to the policy, which the borrower owns, so the effect is equivalent to paying 
interest to oneself. If the business borrows directly from the policy under a loan 
administered by the insurance company, the amount of the loan reduces the death 
benefit when the insured person dies. Alternatively, the business may borrow from a 
third party lender, perhaps using the life insurance contract as security for the loan, 
either formally or informally. 
 
A further advantage of borrowing with respect to a life insurance policy arises if the 
interest on the policy loan is deductible. However, because of the opportunity for tax 
arbitrage that arises when a taxpayer deducts interest expense against tax-free income, 
lawmakers have restricted the deductibility of interest associated with COLI. These 
restrictions have not had the effect of denying all interest deductions associated with 
COLI contracts. Rather, the restrictions limit the deductibility of interest; 
1) paid or accrued on debt with respect to a COLI contract, or  
2) allocable to unborrowed COLI contract cash surrender values.  
 
In the first situation, however, an exception is provided if the insured individual is a key 
person, to the extent of interest on debt up to $50,000 per insured person. In the second 
situation, an exception is provided if the insured individual is an employee, officer or 
director, or 20-percent owner. If an employee ceases to be an employee, for example, 
this exception continues to apply. Judicial decisions applying general principles of tax 
law may in certain cases imposed additional restrictions on the deductibility of such 
interest. 
 
Tax law provides generally applicable rules limiting the deductibility of expenses and 
interest allocable to tax-exempt income. Provisions of tax legislation designed 
specifically to limit the tax arbitrage of deducting interest on borrowings with respect to a 
life insurance contract date to the 1940's. Section 129 of the Revenue Act of 1942 
added Internal Revenue Code section 24(a)(6), which provided that no deduction was 
allowed for any amount paid or accrued on indebtedness incurred or continued to 
purchase a single premium life insurance or endowment contract. For the purposes of 
this paragraph, if substantially all the premiums on a life insurance or endowment 
contract are paid within a period of four years from the date on which such contract is 
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purchased, such contract shall be considered a single premium life insurance or 
endowment contract.  
 

Tax Law & COLI 
Interest deductions under COLI arrangements have also been limited by case law 
applying general principles of tax law, including the sham transaction doctrine. These 
cases generally relate to taxable years of the taxpayers before the 1996 and 1997 
legislation took effect. These principles of tax law continue to apply after enactment of 
the specific interest deduction limitation rules. 
 
The case of Winn-Dixie Stores, Inc. v. Commissioner (Winn-Dixie, 113 T.C. 254 (1999), 
aff'd 254 F.3d 1313 (11th Cir. 2001), cert. denied) involved the application of the sham 
transaction doctrine. In 1993, Winn-Dixie entered into a COLI program on the lives of its 
36,000 employees. Under the program, Winn-Dixie purchased whole-life insurance 
policies and was the sole beneficiary. Winn-Dixie borrowed periodically against the 
policies' account value at interest rates that averaged 11 percent. Interest expense 
under the 11-percent average interest rate, when coupled with the administrative fees, 
exceeded the net cash surrender value and benefits paid on the policy. Although Winn-
Dixie lost money on the program each year, the tax deductibility of the interest and fees 
were projected to yield a benefit of several billion dollars over 60 years. In 1997, Winn-
Dixie terminated its participation in the COLI program following the enactment of tax law 
changes in 1996 that limited the deductibility of interest on COLI policy loans. On audit, 
the IRS disallowed the deductions for interest and administrative fees that Winn-Dixie 
claimed on its 1993 tax return with respect to its COLI program and COLI policy loans. 
 
On petition to the Tax Court, Winn-Dixie argued that the deductions relating to its COLI 
program were proper because:  
• The COLI program satisfied the business purpose and economic substance prongs 

of the sham transaction doctrine, and  
• In any case, the sham transaction doctrine was inapplicable because Congress 

explicitly authorized the deductions in connection with the COLI program. However, 
the Tax Court sustained the IRS disallowance of the COLI-related deductions 
claimed by Winn-Dixie, concluding that the COLI program (including the associated 
policy loans) was a sham. 

 
Other cases have also upheld the disallowance by the IRS of deductions for interest 
relating to COLI programs. In Internal Revenue Service v. CM Holdings, Inc. (254 B.R. 
578). Camelot Music had purchased COLI policies in 1990 covering the lives of 1,430 
employees. Camelot borrowed under the policies to pay the first three annual premiums 
and sought to deduct the interest on the borrowings. Camelot subsequently filed a 
petition under chapter 11 of the Bankruptcy Code, and the IRS filed proofs of claim 
based on disallowance of the interest deductions. The District Court held that the 
interest deductions should be disallowed, and also concluded that the application of 
accuracy-related penalties was appropriate. The court stated that there were two 
rationales for the interest deduction disallowance. First, the interest deductions were 
part of a transaction that was in part a factual sham and therefore did not meet the '4-
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out-of-7' exception [explained later in the text] to the interest deduction disallowance 
rule of Code section 264(a)(3). In addition, the COLI plan was found to lack economic 
substance and business purpose, and was a sham in substance. On appeal, the Third 
Circuit affirmed, "based on the . . . reasoning, that the COLI policies lacked economic 
substance and therefore were economic shams." (IRS v. CM Holdings, Inc. (In Re: CM 
Holdings, Inc.), 301 F.3d 96) The Appellate Court also affirmed the assessment of 
penalties. In American Electric Power, Inc. v. U.S., (American Electric Power, Inc. v. 
U.S., 136 F.Supp. 2d 762 (S. D. Ohio 2001), aff'd, 326 F.3d 737 (6th Cir. 2003), reh. 
denied, 338 F.3d 534). 
 
The District Court concluded that interest deductions on policy loans under a COLI 
program covering the lives of over 20,000 employees should be disallowed. The court 
concluded that the "plan as a whole was a sham in substance," (Id., 136 F.Supp. 2d 
762, 795) as well as concluding that first-year policy loans, and the first-year and fourth-
through seventh-year loading dividends and corresponding portions of the premiums, 
were factual shams. The court stated that it had "independently reached many of the 
same conclusions as the [District] court in C.M. Holdings," and that the policies in that 
case were in all relevant respects identical to those involved in this case. The Sixth 
Circuit Court of Appeals affirmed, concluding that the company's "COLI plan as a whole 
lacked economic substance." (326 F.3d 737, 745). 
 
In another notable case, Dow Chemical Company, however, the District Court held that 
the IRS improperly disallowed the taxpayer's deductions for interest and expenses in 
connection with its COLI plans (Dow Chemical Company v. U.S., 250 F. Supp.2d 748 
(E.D. Mich. 2003), modified, Case No. 00-10331-BC, E. D. Mich., Aug. 12, 2003). 
 
The District Court concluded that the "policies in this case were not 'empty 
transaction[s]' entered into 'for the sole purpose of generating a deduction,' 301 F.3d at 
105 [citing the Third Circuit's opinion in CM Holdings], and the COLI policies were 
therefore not an economic sham." (Dow Chemical Company, modified opinion, Case 
No. 00-10331-BC, E.D. Mich., Aug. 12, 2003, at 25). 
 

Tax Issues 
Whether any compensation plan is qualified or non-qualified is primarily a question of 
taxation under the Internal Revenue Code (IRC). A rational-choice business manager 
prefers to deduct business expenses from its income, which will reduce the income 
subject to taxation. Expenses which are deductible (qualified) have satisfied tests 
required by the IRC. Expenses which do not satisfy those tests (non-qualified) are not 
deductible; even though the business has incurred the expense, the amount of that 
expenditure remains as part of taxable income. In most situations, any business will 
attempt to satisfy the requirements so that its expenditures are deductible business 
expenses. 
 
A non-qualified deferred compensation plan or agreement simply defers the payment of 
a portion of the employee's compensation to a future date. The amounts are held back 
(deferred) while the employee is working for the company, and are paid out to the 
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employee when he or she separates from service, becomes disabled, dies, etc. A key in 
designing a non-qualified deferred compensation plan is making sure that the employee 
will not be required to pay income tax on those deferred amounts until the amounts are 
actually paid to the employee. 
 
There are multiple issues involved in the taxation of split-dollar life. Under current 
regulations, two mutually exclusive sets of rules govern taxation. Generally, if the 
employer owns the policy (an endorsement form arrangement), the employer is treated 
as transferring economic benefits to the employee. The employee must include in 
income the value of the life insurance protection provided by the employer, plus the 
cash value (if any) to which he or she may have access (to the extent that it has not 
been taken into account in a prior taxable year). Under the loan regime, the employer is 
treated as lending premium payments to the employee. The loan regime generally 
governs the taxation of those arrangements under which the employer's premium 
advances are secured by a collateral assignment of the policy. 
 

Fringe Benefit or Compensation 
Fringe benefits are generally included in an employee's gross income (there are some 
exceptions). The benefits are subject to income tax withholding and employment taxes. 
Fringe benefits include cars and flights on aircraft that the employer provides, free or 
discounted commercial flights, vacations, discounts on property or services, 
memberships in country clubs or other social clubs, and tickets to entertainment or 
sporting events. In general, the amount the employer must include is the amount by 
which the fair market value of the benefits is more than the sum of what the employee 
paid for it plus any amount that the law excludes. A fringe benefit is a form of pay for the 
performance of services. For example, an employee is provided with a fringe benefit 
when he or she is allowed to use a business vehicle to commute to and from work.  
 
Performance of services- A person who performs services does not have to be an 
employee. A person may perform services as an independent contractor, partner, or 
director. 
Provider of benefit- An individual is considered the provider of a benefit if it is provided 
for services performed for the individual. Mr. Jones is considered the provider of a fringe 
benefit even if a third party, such as a client or customer, provides the benefit to an 
employee for services the employee performs for Mr. Jones. For example, in exchange 
for goods or services, a customer provides day care services as a fringe benefit to 
employees for services they provide for Mr. Jones as their employer, and then Mr. 
Jones is the provider of this fringe benefit even though the customer is actually 
providing the day care.  
Recipient of benefit- The person who performs services for a business owner is 
considered the recipient of a fringe benefit provided for those services. That person may 
be considered the recipient even if the benefit is provided to someone who didn't 
perform the services. For example, the employee may be the recipient of a fringe 
benefit provided to a member of the employee's family.  
Fringe Benefits and Tax- Any fringe benefit provided is taxable and must be included 
in the recipient's pay unless the law specifically excludes it.  
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Including taxable benefits in pay- A recipient's pay must include the amount by which 
the value of a fringe benefit is more than the sum of any amount the law excludes from 
pay and any amount the recipient paid for the benefit. If the recipient of a taxable fringe 
benefit is an employee, the benefit is subject to employment taxes and must be reported 
on Form W-2, Wage and Tax Statement.  
 

Treatment Rules Change 
The federal income tax treatment of split-dollar life changed substantially in 2003. Under 
the old rules, split-dollar life insurance regulations were such that covered employees 
generally were taxed currently on the term value of life insurance coverage benefits. 
With the updated rules, depending on the structure, the arrangement either would be 
taxed as a loan of the premiums (potentially subject to imputed interest income to the 
employee), or under an 'economic benefit' regime, where the employee would be 
subject to tax on the value of life insurance coverage plus any vested interest in the 
policy cash value. The Treasury Regulations allowed for grandfather treatment of old 
split-dollar arrangements and many of these arrangements still exist. The grandfather 
rules of the final split-dollar Treasury Regulations are very restrictive and split-dollar 
arrangements also may be subject to deferred compensation restrictions under section 
409A of the Internal Revenue Code. Care should be taken in administration of such 
arrangements. Business owners should review split-dollar life insurance arrangements 
and ensure that the policies are being properly administered from a federal income tax 
standpoint (including ongoing income tax reporting of coverage value or imputed 
interest, etc.). Employers should also analyze and plan for any potential tax issues that 
may arise in connection with the termination or rollout of a split-dollar policy including 
any potential reporting and withholding issues 
 

ERISA Relationship 
The Employee Retirement Income Security Act of 1974 (ERISA) is a federal law that 
sets minimum standards for most voluntarily established pension and health plans in 
private industry to provide protection for individuals in these plans. ERISA requires 
plans to provide participants with plan information including important information about 
plan features and funding.  
 

History of ERISA 
The Employee Benefits Security Administration (EBSA) is responsible for administering 
and enforcing the fiduciary, reporting and disclosure provisions of Title I of the 
Employee Retirement Income Security Act of 1974 (ERISA). The provisions of Title I of 
ERISA, which are administered by the U.S. Department of Labor, were enacted to 
address public concern that funds of private pension plans were being mismanaged and 
abused. ERISA was the culmination of a long line of legislation concerned with the labor 
and tax aspects of employee benefit plans. Since its enactment in 1974, ERISA has 
been amended to meet the changing retirement and health care needs of employees 
and their families. The role of EBSA has also evolved to meet these challenges. 
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The administration of ERISA is divided among the U.S. Department of Labor, the 
Internal Revenue Service of the Department of the Treasury (IRS), and the Pension 
Benefit Guaranty Corporation (PBGC). Title I, which contains rules for reporting and 
disclosure, vesting, participation, funding, fiduciary conduct, and civil enforcement, is 
administered by the U.S. Department of Labor. Title II of ERISA, which amended the 
Internal Revenue Code to parallel many of the Title I rules, is administered by the IRS. 
Title III is concerned with jurisdictional matters and with coordination of enforcement 
and regulatory activities by the U.S. Department of Labor and the IRS. Title IV covers 
the insurance of defined benefit pension plans and is administered by the PBGC.  
 
Prior to a 1978 reorganization, there was overlapping responsibility for administration of 
the parallel provisions of Title I of ERISA and the tax code by the U.S. Department of 
Labor and the IRS, respectively. As a result of this reorganization, the U.S. Department 
of Labor has primary responsibility for reporting, disclosure and fiduciary requirements; 
and the IRS has primary responsibility for participation, vesting and funding issues. 
However, the U.S. Department of Labor may intervene in any matters that materially 
affect the rights of participants, regardless of primary responsibility. As a result of the 
enactment of the Federal Employees' Retirement System Act of 1986 (FERSA), EBSA 
has fiduciary and auditing oversight of the Thrift Savings Plan that was established by 
this Act. 
 

Protect Plan Participants 
The goal of Title I of ERISA is to protect the interests of participants and their 
beneficiaries in employee benefit plans. Among other things, ERISA requires that 
sponsors of private employee benefit plans provide participants and beneficiaries with 
adequate information regarding their plans. Also, those individuals who manage plans 
(and other fiduciaries) must meet certain standards of conduct, derived from the 
common law of trusts and made applicable (with certain modifications) to all fiduciaries. 
The law also contains detailed provisions for reporting to the government and disclosure 
to participants. Furthermore, there are civil enforcement provisions aimed at assuring 
that plan funds are protected and that participants who qualify receive their benefits. 
 
ERISA covers retirement plans (including traditional defined benefit pension plans and 
individual account plans such as 401(k) plans) and welfare benefit plans (e.g., 
employment based medical and hospitalization benefits, apprenticeship plans, and 
other plans described in section 3(1) of Title I). Plan sponsors must design and 
administer their plans in accordance with ERISA. Title II of ERISA contains standards 
that must be met by employee retirement benefit plans in order to qualify for favorable 
tax treatment. Noncompliance with these tax qualification requirements of ERISA may 
result in disqualification of a plan and/or other penalties. 
 
Important legislation has amended ERISA and increased the responsibilities of EBSA. 
For example, the Retirement Equity Act of 1984 reduced the maximum age that an 
employer may require for participation in a retirement plan; lengthened the period of 
time a participant could be absent from work without losing credit towards the plan's 
vesting rules for pre-break years of service; and created spousal rights to retirement 
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benefits through qualified domestic relations orders (QDROs) in the event of divorce, 
and through pre-retirement survivor annuities. The Omnibus Budget Reconciliation Act 
of 1986 eliminated the ability of employers to limit participation in their retirement plans 
for new employees who are close to retirement and the ability to freeze benefits for 
participants over age 65. The Omnibus Budget Reconciliation Act of 1989 requires the 
Secretary of Labor to assess a civil penalty equal to 20% of any amount recovered for 
violations of fiduciary responsibility. The Pension Protection Act of 2006 made many 
changes to ERISA, including expanding the availability of fiduciary investment advice to 
participants in 401(k)-type plans and individual retirement accounts (IRAs), removing 
impediments to automatic enrollment through qualified default investment alternatives, 
and increasing the transparency of pension plan funding through notice requirements. 
 
ERISA was expanded by the Consolidated Omnibus Budget Reconciliation Act of 1985 
(COBRA) added a new Part 6 to Title I of ERISA which provides for the continuation of 
health care coverage for employees and their beneficiaries (for a limited period of time) 
if certain events would otherwise result in a reduction in benefits. The Health Insurance 
Portability and Accountability Act of 1996 (HIPAA) added a new Part 7 to Title I of 
ERISA aimed at making health care coverage more portable and secure for employees, 
and gave the department broad additional responsibilities with respect to private health 
plans. These responsibilities were increased further with the enactment of the Genetic 
Information Nondiscrimination Act of 2008, the Mental Health Parity and Addiction 
Equity Act of 2008, and the Children's Health Insurance Program Reauthorization Act. 
The 2010 passage of the Patient Protection and Affordable Care Act (ACA) brought 
widespread health care reform. In addition to the ACA's market reform provisions, 
significant changes impact dependent coverage, lifetime and annual benefit limits, 
coverage of preventative services, preexisting condition exclusions for minors, 
disclosures to plan participants, claims procedures and external review, and many other 
areas. The ACA also provided EBSA with additional enforcement authority to protect 
workers and employers whose health benefits are provided through Multiple Employer 
Welfare Arrangements. As the ACA phases in to full implementation, EBSA and the 
Department of Health and Human Services, the Department of the Treasury and the 
Internal Revenue Service will continue to work to issue guidance on the law's many 
provisions. 
 

Non-Discrimination Rules 
Rules found in qualified retirement plans stating that all employees of a company must 
be eligible for the same benefits, regardless of position within the company. The rule 
keeps plans from being discriminatory toward highly-compensated employees and 
company executives. Nondiscrimination rules are required for a plan to be considered 
qualified under ERISA. A company may offer non-qualified plans (meaning that 
contributions are not tax deductible) that are discriminatory or selective in nature, in 
addition to standard qualified plans. Nondiscrimination rules must be kept up even when 
retirement plans such as 401(k)s are amended or transferred to another trustee, 
according to ERISA guidelines.  
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Business Goals 
Employers have used nonqualified deferred compensation arrangements for many 
years. They have been used to accomplish various business goals and objectives and 
have been given many different names depending on the purpose of the arrangement 
or the manner in which the deferred compensation under the arrangement was to be 
determined.  
 
Most nonqualified deferred compensation arrangements are unfunded; that is, the 
employer's promise to pay the deferred compensation is unfunded and unsecured. An 
employer may set aside assets to fund its promise to pay, but the assets typically 
remain part of the employer's general assets and are subject to the claims of the 
employer's creditors. The employee's right to receive the deferred compensation under 
an unfunded, nonqualified deferred compensation arrangement is no greater than that 
of any other unsecured creditor of the employer, and is subject to the employer's credit 
and business risks, risk of nonpayment, and risk of the employer's unwillingness to pay. 
These fears have prompted many employers and highly compensated employees to 
look for ways to secure the employer's promise to pay deferred compensation. 
 
There is no way to satisfy all parties when trying to secure the employer's promise to 
pay under a nonqualified deferred compensation arrangement. Securing the employer's 
obligation to pay deferred compensation will cause the employee to be taxed 
immediately on the amounts set aside for the employee unless the employee's right to 
receive the deferred compensation is subject to a substantial risk of forfeiture. 
Furthermore, a funded, nonqualified deferred compensation arrangement normally is 
subject to the participation, vesting, funding, and fiduciary requirements imposed by 
ERISA. 
 
Resulting from or concurrent with ERISA implementation there developed the so-called 
'Top Hat' plans, a form of retirement plan available only to selected company 
employees- usually key executives. A search of the Internet informs the reader that the 
top hat is frequently associated with the upper class, in the past being used by satirists 
and social critics as a symbol of the world of business. The top hat also forms part of 
the traditional dress of Uncle Sam, a symbol of the United States, generally striped in 
red, white and blue. The top hat is also associated with stage magic, both in traditional 
costume and especially the use of magic hat tricks. With such symbology in mind, it is 
noted that top hat plans differ from standard retirement plans; 
• They do not offer the same tax benefits as a company-wide opt-in plan. 

Contributions to defined contribution pension plans have traditionally been opt-in and 
this has resulted in only about one third of employees contributing. 

• Not everyone can participate 
 

Top Hats 
Currently, there are two general types of top hat plans: a nonqualified deferred 
compensation plan and a supplemental executive retirement plan. The former allows 
participants to defer income into the plan during each calendar year; the latter is funded 
entirely by the employer. 
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A split-dollar life agreement can be considered a welfare benefit plan under ERISA. A 
strategy that requires ERISA compliance subjects such plans to the following fiduciary 
provisions of ERISA: 
• established and maintained pursuant to a written agreement 
• provide for one or more named fiduciaries that are to have authority to control and 

manage the operation of the plan. This requirement is typically met by designating 
the employer acting through one of its officers to be the named fiduciary 

• provide a procedure for establishing and carrying out a funding policy and method 
consistent with the objectives of the plan 

• describe a procedure for the allocation of responsibilities for the operation and 
administration of the plan 

• provide a procedure for amending the strategy and for identifying those persons who 
have authority to amend the plan 

• specify the basis on which payments are made to and from the plan  
 
If ERISA applies, non-qualified deferred compensation plan eligibility must be limited to 
the 'top-hat' group. The 'top-hat group' is defined in the regulations as a select group of 
management or highly compensated employees. Generally, it is understood that the 
purpose of the top-hat exception was to remove from ERISA those employees who did 
not need its protection. In regards to Protection SERP, in order to comply with ERISA, 
the only employees who can participate are key executives.  
 
A split-dollar arrangement maintained by an employer for a select group of management 
or highly compensated employees (where benefits are provided through insurance 
contracts and premiums are paid directly by the employer from its general assets) is 
exempt from all reporting and disclosure requirements of ERISA. This total exemption 
apparently applies solely to the employer pay-all split-dollar arrangements. Split-dollar 
plans with fewer than 100 participants which provides benefits through insurance 
contracts (the premiums for which are paid solely by the employer or partly with 
employee contributions) qualifies for a partial exemption from the reporting and 
disclosure requirements of ERISA. Under this partial exemption, no reporting is required 
to the Department of Labor unless the Department of Labor makes a special request to 
be furnished with a copy of the document or other books and records of the strategy. 
However, participants and their beneficiaries must be provided with a Summary Plan 
Description which is kept up-to-date in the event of any changes in plan strategy. 
Employers should provide copies of the final signed split-dollar agreement and any 
other related materials to covered employees. These materials may help meet the 
requirements of a Summary Plan Description. Every employee benefit plan must also 
establish and maintain reasonable claims procedures. Also the plan administrator must 
make available any plan documents for inspection by a participant or beneficiary and 
provide copies upon written request.  
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Establishing a Plan 
Management can establish exclusive Split-Dollar, Non-Qualified Deferred Comp, & 
Executive Bonus Plans. Non-Profit Corporations and Business owners operating as 
non-public C Corporations that are not deemed to be Personal Service Corporations 
enjoy special income tax brackets that enable them to utilize retained earnings and 
profits on a favorable tax basis to fund designated key-executive benefits such as Split-
Dollar life insurance and Non-Qualified Deferred Compensation Plans on an 'exclusive 
basis.' These plans are not subject to the ERISA non-discrimination rules. 

 Split-Dollar plans enable businesses to fund special, exclusive life 
insurance plans for key employees until retirement. 

1.) Endorsement Split-Dollar Plans are life insurance contracts owned by the business 
on the lives of key employees typically established and totally funded by the business, 
with the greater of cash surrender value or premiums paid inuring to the business and 
the excess death benefit each year inuring to the key employee and payable to his or 
her designated beneficiary. Endorsement Split-Dollar Plans are often used in 
conjunction with Non-Qualified Deferred Compensation Plans to fund a future retirement 
benefit while providing current life insurance benefits to designated beneficiaries of key 
employees prior to retirement. 
2.) Collateral Assignment Split-Dollar Plans, on the other hand, are life insurance 
contracts owned by either the insured or a trust created by the insured, with an 
assignment by the key employee to the corporation of an interest in the policy. 
• One valuable technique in Non-Qualified Deferred Compensation Planning is for the 

employer to accumulate cash surrender values until the employee retires and then 
exchange the life policy for a single premium immediate annuity on a tax free basis. 
The income paid to the company from the annuity is used to fund the retirement 
benefit to the now-retired employee. A substantial portion of the payment from the 
annuity is a return of basis, which creates a tax shelter for the employer against 
other earnings and profits each year. 

 
In light of past abuses in both split-dollar & Non-Qualified Deferred Compensation 
Plans, there are now clear, established guidelines to follow that eliminate IRS 
challenges when plans are prepared and administered compliantly. 
 

At Retirement 
Owner exit strategies are very much the same whether employees are governed by an 
employment contract or not. Typically sales of closely held businesses and professional 
practices are 'asset sales' versus 'entity sales' because buyers do not want to find 
themselves obligated to hidden liabilities of the seller. In an asset sale the 'trade or 
business' is sold and the entity typically liquidated. In regards to the collective 
bargaining agreement between the 'selling entity' and the 'collective bargaining 
representative for the employees' – the employment contract simply terminates. 
 
If the employee dies prematurely, the employer recovers either the premiums paid, cash 
value or the amount owed in loans. When the repayment is made, the employer 
releases any restrictions on the policy and the employee's named beneficiaries, who 
can include an ILIT, receive the remainder as a tax-free death benefit. If the employee 
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fulfills the term and requirements of the agreement then all restrictions are released 
under the loan arrangement, or ownership of the policy is transferred to the employee 
under the economic benefit arrangement. Depending on how the agreement was 
drafted, the employer may recover all or a portion of the premiums paid or cash value. 
The employee now owns the insurance policy. The value of the policy is taxed to the 
employee as compensation and is deductible for the employer. 
 

The Plan Participant 
The heart of a good benefits plan is proper fiscal analysis to see what the plan is doing 
now versus potential options and opportunities that may improve the picture specifically 
as it relates to plan stakeholders. It might be observed that the best candidates are 
those who are self-employed business owners and high-income professionals sharing 
most of the following characteristics: 

 Over age 50 
 High earnings 
 Limited financial debt 
 Concerned with asset protection 
 Concerned with saving for retirement 
 Concerned with uninsured health costs 
 Unable to afford, or not inclined to provide, the same level of benefits for all 

employees 
 

Understanding IRS Guidance - A Brief Primer 
For anyone not familiar with the inner workings of tax administration, the array of IRS 
guidance may seem puzzling at first glance. To facilitate understanding, here is a brief 
look at seven of the most common forms of guidance. In its role in administering the tax 
laws enacted by the Congress, the IRS must take the specifics of these laws and 
translate them into detailed regulations, rules and procedures. The Office of Chief 
Counsel fills this crucial role by producing several different kinds of documents and 
publications that provide guidance to taxpayers, firms and charitable groups. 
 
Regulation- A regulation is issued by the Internal Revenue Service and Treasury 
Department to provide guidance for legislation or to address issues that arise with 
respect to existing Internal Revenue Code sections. Regulations interpret and give 
directions on complying with the law. Regulations are published in the Federal Register. 
Generally, regulations are first published in proposed form in a Notice of Proposed 
Rulemaking (NPRM). After public input is fully considered through written comments 
and even a public hearing, a final regulation or a temporary regulation is published as a 
Treasury Decision (TD), again, in the Federal Register. 
 
Revenue Ruling- A revenue ruling is an official interpretation by the IRS of the Internal 
Revenue Code, related statutes, tax treaties and regulations. It is the conclusion of the 
IRS on how the law is applied to a specific set of facts. Revenue rulings are published in 
the Internal Revenue Bulletin for the information of and guidance to taxpayers, IRS 
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personnel and tax professionals. For example, a revenue ruling may hold that taxpayers 
can deduct certain automobile expenses. 
 
Revenue Procedure- A revenue procedure is an official statement of a procedure that 
affects the rights or duties of taxpayers or other members of the public under the 
Internal Revenue Code, related statutes, tax treaties and regulations and that should be 
a matter of public knowledge. It is also published in the Internal Revenue Bulletin. While 
a revenue ruling generally states an IRS position, a revenue procedure provides return 
filing or other instructions concerning an IRS position. For example, a revenue 
procedure might specify how those entitled to deduct certain automobile expenses 
should compute them by applying a certain mileage rate in lieu of calculating actual 
operating expenses. 
 
Private Letter Ruling- A private letter ruling, or PLR, is a written statement issued to a 
taxpayer that interprets and applies tax laws to the taxpayer's specific set of facts. A 
PLR is issued to establish with certainty the federal tax consequences of a particular 
transaction before the transaction is consummated or before the taxpayer's return is 
filed. A PLR is issued in response to a written request submitted by a taxpayer and is 
binding on the IRS if the taxpayer fully and accurately described the proposed 
transaction in the request and carries out the transaction as described. A PLR may not 
be relied on as precedent by other taxpayers or IRS personnel. PLRs are generally 
made public after all information has been removed that could identify the taxpayer to 
whom it was issued. 
 
Technical Advice Memorandum- A technical advice memorandum, or TAM, is 
guidance furnished by the Office of Chief Counsel upon the request of an IRS director 
or an area director, appeals, in response to technical or procedural questions that 
develop during a proceeding. A request for a TAM generally stems from an examination 
of a taxpayer's return, a consideration of a taxpayer's claim for a refund or credit, or any 
other matter involving a specific taxpayer under the jurisdiction of the territory manager 
or the area director, appeals. Technical Advice Memoranda are issued only on closed 
transactions and provide the interpretation of proper application of tax laws, tax treaties, 
regulations, revenue rulings or other precedents. The advice rendered represents a final 
determination of the position of the IRS, but only with respect to the specific issue in the 
specific case in which the advice is issued. Technical Advice Memoranda are generally 
made public after all information has been removed that could identify the taxpayer 
whose circumstances triggered a specific memorandum. 
 
Notice- A notice is a public pronouncement that may contain guidance that involves 
substantive interpretations of the Internal Revenue Code or other provisions of the law. 
For example, notices can be used to relate what regulations will say in situations where 
the regulations may not be published in the immediate future. 
  
Announcement- An announcement is a public pronouncement that has only immediate 
or short-term value. For example, announcements can be used to summarize the law or 
regulations without making any substantive interpretation; to state what regulations will 
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say when they are certain to be published in the immediate future; or to notify taxpayers 
of the existence of an approaching deadline. 
 
 

II. Split-Dollar Life 
 
Split-Dollar life insurance is a type or application of COLI. Split-dollar life involves a 
person who needs insurance and an employer or other person willing to help pay for it. 
Split-dollar life insurance is not a type of life insurance policy; instead, it is an 
arrangement under which two (or more) parties agree to share obligations and rights 
with respect to a permanent life insurance policy. Premiums, death benefits, policy cash 
value and dividends may be allocated or 'split' under a split-dollar life insurance 
arrangement. Typically, the employer will pay most (and often all) of the policy 
premiums and the employee will be able to name a beneficiary who will receive policy 
death proceeds less the amount of the premiums that were paid by the employer. Split-
dollar plans have often been used as a form of employee compensation, and this 
discussion addresses the use of split-dollar insurance in the employer-employee 
context. Split-dollar may also be used in other contexts, such as between a corporation 
and a shareholder, a partnership and a partner or a donor and a donee. These plans 
typically involve the filing of a security interest with the insurer reflecting the relative 
rights of the parties. If the employee owns the policy subject to a split-dollar 
arrangement, a so-called 'collateral assignment' will be filed with the insurer to reflect 
the employer's policy rights. This collateral assignment provides the employer certain 
rights to policy cash surrender value upon certain events, such as termination of the 
plan. If the employer is the policy owner subject to a split-dollar plan, a form of 
endorsement will be filed with the insurer to reflect the employee's policy rights. 
 

Gift, Estate, or Compensate 
Split-dollar insurance can be used in gift and estate planning and is an important part of 
the compensation package of many key employees. This coverage may split policy 
obligations and benefits in a variety of ways, regardless of who owns the policy. The 
coverage, amounts, and terms of the split-dollar arrangement are generally not subject 
to Employee Retirement Income Security Act (ERISA) nondiscrimination rules, Split-
dollar plans can be used to: 

• Attract, motivate, and retain employees 
• Provide low-cost life insurance protection to employees 
• Fund severance benefits 
• Fund stock purchase agreements  
• Fund nonqualified deferred compensation plans 

 
Split-dollar life insurance offers a number of advantages: 

• A split-dollar plan allows an executive to obtain life insurance coverage using 
employer funds. 
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• The investment by a business in the plan is fully secured. If the insured employee 
dies or his or her employment is terminated, the business is reimbursed from the 
policy proceeds for its payment of premiums. 

• Split-dollar plans can be customized to meet the objectives of both employer and 
employees. 

• The death benefit from a split-dollar plan (both the employer's share and the 
share going to the beneficiary of the employee) is generally free from income tax. 

Note: If the death proceeds are paid in installments, any interest element in the 
installment payments will generally be taxable. 
 
Split-dollar plans have some disadvantages as well, including the following: 

• The business will generally receive no tax deduction for its share of premium 
payments under the split-dollar plan. 

• Depending on how the agreement is structured, employees may have to pay 
income taxes each year on the value of the economic benefits provided them. 
Alternatively, if the employer's premium payments are considered a series of 
loans to the employee, then the employee must pay a reasonable rate of interest 
to the employer. If the employee does not do so, the employee is considered to 
have received taxable income up to the amount of interest that should be paid. 

• Tax rules regarding split-dollar life insurance are complicated. 
 

How Split-Dollar Life Came To Be 
Under pre-2003 treasury regulations, split-dollar plan tax savings were produced by 
permitting inside build-up of investment income to be sheltered from taxation, and by 
not taxing the value of interest associated with loans made to the donee at below 
market rates for life insurance premium costs (premiums paid by the donor who later 
recovered a below market rate of interest as a return at policy maturity or termination). 
Typically, the plans provided that the donor paid either the total premium or an amount 
equal to the annual increase in the policy's cash surrender value and the donee paid the 
balance of the cost. The donee was only subject to tax on income equal to the value of 
the term insurance component of the life insurance purchased by the donor. At the 
donee's death, the donor received the policy's cash value or the dollar value of 
premiums paid and the donee or donee's beneficiary received any remaining cash value 
and any death benefit. Thus, a split-dollar arrangement created an interest-free loan to 
the donee and taxable income equal to only the annual cost of term insurance 
measured by the lower of IRS estimates of term insurance cost (originally contained in 
the P.S. 58 Tables, now IRS Value of Group Term Life Insurance Table) published in 
Revenue Rulings or the lowest rate the donee could document. 
 
Prior to 1995, the IRS had concluded that only the cost of term insurance was the 
economic benefit the donee received from a split-dollar arrangement. The IRS's initial 
determination of the non-taxability of such interest free loans was affirmed by the Tax 
Court in 1961. 
 
In Revenue Ruling 55-713, the IRS had initially determined that SDAs were in all 
respects the same as if the employer had made annual loans without interest to the 
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employee in an amount equal to the annual increases in policy cash surrender value, 
and that merely making available funds without interest did not result in taxable income 
to the employee. The IRS subsequently reconsidered this area and revoked Revenue 
Ruling 55-713. Subsequently, in Dean vs. Commissioner (35 T.C. 1083 (1961)), the Tax 
Court held that an interest free loan did not result in taxable income to an employee. 
The IRS developed a method for valuing the economic benefit that resulted from split-
dollar plans, which resulted in Revenue Ruling 64-328. Several years later, in Dickman 
vs. Commissioner, 465 U.S. 330 (1984), the U.S. Supreme Court ruled that interest-free 
demand loans provided to a family member and a closely held family corporation 
constituted taxable gifts. As a result Congress enacted Section 7872 of the Code, which 
sets forth rules for determining the amount of imputed compensation to the employee 
resulting from an employment-related loan that does not bear an adequate amount of 
interest. 
 
Increases in the donee's share of the policy's cash value did not become subject to 
taxation until 1995. The 2003 regulations may have had their origin in the wide public 
exposure that split-dollar arrangement tax avoidance schemes received. The IRS 
showed that the tax burden imposed prior to the then-proposed 2003 regulations was 
substantial. The tax incurred by a forty-percent bracket taxpayer on a hypothetical split-
dollar contract under the modified rules, reflecting imputed interest based on a seven-
percent demand loan was ten to twelve times that under the old rules. The move toward 
more regulation began in 1995 when the IRS held that the economic benefit received 
from the life insurance policy included both the current value of the life insurance 
protection and any cash surrender value the donee would ultimately receive. In addition, 
the IRS held that life insurance issued pursuant to a split-dollar arrangement, which a 
donee placed in an irrevocable life insurance trust (ILIT), was subject to gift tax on both 
the annual cost of term insurance and the increase in cash value accruing to the donee 
under the split-dollar arrangement. Unless retained by the employer or corporation, 
once the cash value exceeded the premiums paid by the donor, the additional cash 
value was taxable as imputed income to a donee employee or as a dividend to a donee 
shareholder. In addition, the very low P.S. 58 table values for term insurance were 
replaced with IRS Value of Group Term Life Insurance Table.  
 
The life insurance industry was stung over the loss of tax benefits previously available 
from split-dollar arrangements. More regulation was to come. Imputed interest on 
interest free loans from the donor to the donee in the form of payment of the insurance 
premiums remained untaxed until 2003. Under the current rules, when payments are 
made in exchange for economic benefits to the donor or loans are made to the donee at 
below-market interest rates, the donee is subject to tax on the economic value of those 
benefits. When payments are neither made in exchange for economic benefits, nor split-
dollar insurance loans, the taxation of premium payments is governed by the imputed 
interest rules associated with employment tax, dividend tax, or gift tax principles rather 
than the split-dollar arrangement regulations. Payments made by debt instruments 
issued by the non-owner that are subsequently forgiven are treated as taxable 
compensation to an employee, a taxable dividend to a shareholder, or a gift to a donee 
that is subject to gift tax. Even under the 2003 regulations, four sources of potential tax 
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benefits remain. The first three are likely to be minor, the fourth significant. First, the 
cost of term insurance in IRS tables may be lower than the actual cost of that insurance. 
Second, the interest rates imputed by the IRS may be lower than the rate at which 
borrowers can borrow. Third, split interest gifts can be an effective vehicle for 
minimizing gift taxes on the establishment of ILITs. Finally, present economic conditions 
have produced low interest rates that are likely to rise in the future, which makes certain 
types of split-dollar life insurance arrangements set up under the loan regime a vehicle 
for significant lawful tax avoidance. The rules permit donees to lock in low current 
interest rates. 
 
Term Life Rates- PS 58 rates had historically been used to report the value of current 
death benefits coverage. In 2001, the IRS gave notice the PS 58 rates would be 
replaced;  

The P.S. 58 rates set forth in Rev. Rul. 55-747, which are based on mortality tables 
originally published in 1946, no longer bear an appropriate relationship to the fair 
market value of current life insurance protection. Since the published split-dollar 
rulings merely state that the P.S. 58 rates 'may' be used to value the economic 
benefit that an employee receives in the form of current life insurance protection and 
allow that economic benefit to instead be valued using the insurers lower published 
one-year term rates, the P.S. 58 rates have come to function more as an upper limit 
on the valuation of current life insurance protection for Federal income tax purposes 
than as the presumptive measure of the fair market value of that economic benefit 
(IRS Notice 2001-10, Part III). 

 
IRC section 79 provides exclusion for the first $50,000 of group-term life insurance 
coverage provided under a policy carried directly or indirectly by an employer. There are 
no tax consequences if the total amount of such policies does not exceed $50,000. The 
imputed cost of coverage in excess of $50,000 must be included in income, using the 
IRS Premium Table, and are subject to Social Security and Medicare taxes. 
 
Effective in 2002, the IRS Value of Group Term Life Insurance Table associated with 
IRC Sec. 79 is used to report the value of current death benefit coverage. For the 
employee to determine the tax on company-provided life insurance; 
Determine the excess of the GTLI (Value of GTLI - $50,000 allowable). 
Divide the excess amount by 1,000. 
Multiply the result by the age-appropriate value in the table below 
Multiply that result by the number of months of coverage. 
Subtract after-tax premiums paid by the employee 
 
For example, an employee is 40 years old and does not pay any of the premiums for 
GTLI for the whole year. The value of the GTLI was $75,000. A total of $30.00 is added 
to the employee's W-2 as income for the premiums paid by the company on the excess 
$25,000. 
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Table 2-1 Group Term Life Insurance Table 
 

Age Cost 
Under 25  $ .05 
25 through 29  .06 
30 through 34  .08 
35 through 39  .09 
40 through 44  .10 
45 through 49  .15 
50 through 54  .23 
55 through 59  .43 
60 through 64  .66 
65 through 69  1.27 
70 and older  2.06 
IRC Section 79 Table 1 
((Amount of insurance > $50,000)/1,000) x 
(value from chart) x (months of coverage) 
 
Alternative term rates. The IRS has questioned whether alternative term rates 
developed by insurers under current rules reflect an appropriate measure of the 
economic benefit under an SDA. The notice states that alternative term rates may not 
realistically be available for all standard risks who apply for term insurance. It appears in 
some cases that alternative term rates have been based on contracts filed with the state 
insurance commissioner that have never been sold to the public. Even assuming that 
alternative term rates reflecting economic realities are used to report income, the IRS is 
considering whether life insurance protection provided to different taxpayers should be 
valued differently depending upon which insurer has issued the SDA policy. 
 

Plan Involvement 
There are a variety of split-dollar plans. The common characteristic is the involvement of 
two or more people or entities splitting the costs and benefits of some sort of permanent 
life insurance. The term 'split-dollar insurance' does not refer to an insurance policy; it 
refers to a contract between the parties that sets out their duties to split the costs and 
their rights to share in the proceeds of a policy. An insured person may enter into an 
arrangement with family members or a trust for the family's benefit, but most split-dollar 
plans involve a fringe benefit program in which an employer assists an employee in 
purchasing an insurance policy on the life of the employee for the benefit of the 
employee's family. These employment-related split-dollar arrangements are used as a 
method of deferred compensation and sometimes as an estate-planning technique for 
the insured employee. 
 
Unlike many other fringe benefit programs, split-dollar life insurance arrangements were 
not built upon statutory or judicial law. Instead, the tax consequences of split-dollar life 
insurance plans had been largely driven by Revenue Rulings published by the IRS. A 
Revenue Ruling is fairly weak authority in legal terms, yet split-dollar coverage grew into 
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a product that allowed practically every employer to adopt some form of split-dollar 
insurance for one or more of its employees. 
 

Recognize Term Cost 
In a typical split-dollar agreement, the employer pays all or most of the policy premiums 
in exchange for an interest in the policy cash value and death benefit. In the past, the 
IRS took the position that the insured employee must recognize the 'term cost' of the life 
insurance protection as income. Term cost is simply the cost of a one-year term policy 
on the insured employee with the same death benefit, i.e., what it would cost the 
employee to buy the same amount of insurance protection for one year under a term 
policy. In some arrangements, the employee actually pays the term costs. Term costs 
generally are quite low until a person reaches an advanced age and are usually 
significantly lower than the actual premiums paid on the policy. 
 
For example, assume a male employee, age 40, entered into a split-dollar agreement 
with his employer before January 28, 20x2, under which the employer pays all of the 
premiums, and in 20x4 the employer paid a premium of $10,000 on a $1,000,000 life 
insurance policy insuring the life of the employee. The insurance company issuing the 
policy has quoted $200 as the cheapest premium it would charge on any $1,000,000 
term insurance policy covering a 40-year-old male. The employee would be required to 
report $200 of taxable income on his 20x4 personal income tax return attributable to the 
split-dollar agreement, even though the employer paid $10,000 of premiums. 
Often, where the split-dollar plan is part of the employee's estate plan, the insured 
employee will create an irrevocable life insurance trust (ILIT) to own the policy subject to 
the split-dollar plan. If done properly, this removes the life insurance proceeds from the 
employee's gross estate for federal estate tax purposes. Where an ILIT owns the policy, 
the employee is deemed to have made a taxable gift to the ILIT in an amount equal to 
the term cost of the life insurance (the same amount taxed to the employee). 
This reliance on term costs to value the taxable income to the employee (and the gift to 
the ILIT) was the reason split-dollar arrangements became so attractive. In effect, the 
employee gets the benefit of a permanent life insurance policy for the price of a very 
inexpensive term policy. 
 
The cost of a term insurance policy, with time, will no longer be a bargain, and some 
sort of exit strategy has always been an important part of split-dollar life insurance 
planning. Consider the cost of a one million dollar term life insurance policy on an 85-
year-old man. The employer may no longer need to mail a check to the insurance 
company because the policy has sufficient value to carry itself. The position of the IRS 
has always been that the term cost continues to be deemed income to the insured 
employee for as long as the plan exists. Without an exit strategy, an employee who 
lived to a ripe old age and was insured with a fairly large split-dollar policy would be 
required to recognize tens of thousands of dollars in phantom income each year and 
face the consequences of making large phantom taxable gifts if an ILIT were involved. 
 
Split-dollar agreements look a lot like interest-free loans. The IRS, however, took the 
position in the 1964 Revenue Ruling that split-dollar arrangements would be considered 
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by the IRS to be a taxable fringe benefit to the employee rather than an interest-free 
loan. Accordingly, for a very small income and gift tax consequence, an employee could 
provide significant benefits for his or her family. 
 

Tax Considerations 
As with any arrangement between an employer and employee both parties need to 
consider the tax consequences of the arrangement. With split-dollar coverage there are 
tax advantages and disadvantages for the employer and employee. The following table 
illustrates the major tax considerations.  
 

Employer Employee 

Premiums Paid Non-Deductible 

Non-Deductible and must report the 
benefit received for income tax purposes 
(employer paid premiums). The 
reportable amount is computed using IRS 
Value of Group Term Life Insurance 
Table  

Death Benefits 
Received 

Tax Free - Unless 
paid to a C 
Corporation. The 
benefits are 
includable in 
calculating the AMT 
amounts 

Tax Free 

Estate Tax N/A 
No incidents of ownership - not includable 
in gross estate. Incidents of ownership - 
includable in gross estate 

 
Example- Susan works at ABC Corporation. She would like to purchase life coverage 
and designate her husband as policy beneficiary. ABC Corp. does allow employees to 
purchase life insurance under a split-dollar arrangement and Susan is not a shareholder 
in the corporation. Which type of arrangement should Susan choose?  
 
Since Susan is not a shareholder in the corporation; it is more beneficial for her and the 
corporation to use the endorsement method. Susan's husband would not be the primary 
beneficiary of the policy, ABC Corporation is the primary. Upon Susan's death ABC 
Corp. receives the benefits and retains the total of the premiums paid, then passes the 
remaining balance to Susan's husband. Under the collateral assignment method 
Susan's husband is the primary beneficiary and must give the corporation the remaining 
balance on the loan amount (total premiums paid). 
 
Specific Structure 
Agents must examine the specific structure of a life insurance arrangement to determine 
whether it allows for loan treatment or is essentially a retirement benefit that should be 
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expensed. If there are obligations incurred as part of the arrangement, these should be 
recorded and reported. 
 

Split-Dollar Federal Regulation 
The Internal Revenue Service is not the only federal agency to consider split-dollar 
insurance. The Federal Reserve has a history with split-dollar that extends back almost 
as long as that of the Internal Revenue Service. A member bank is prohibited from 
extending credit in any manner to any of its own executive officers, by Section 375a of 
the Federal Reserve Act prohibits (there are some exclusions). The Federal Reserve 
has interpreted the application of this statutory prohibition to split-dollar on three 
occasions. On none of those occasions did the Federal Reserve find split-dollar 
arrangements to bank executives to necessarily be in violation of this prohibition. 
 
A member bank asked the Federal Reserve whether a split-dollar arrangement for its 
managerial employees would violate the statutory and regulatory prohibitions against 
extending credit to executives. In the Federal Reserve response (FRRS 3-1044 (August 
27, 1963). it was noted that split-dollar life is used to recruit and retain employees and it 
then analyzed the nature of split-dollar arrangements. The letter concludes that since 
the arrangement was nonrecourse (that is, the bank had to look solely to the cash 
surrender value of the policy for reimbursement of its premiums), the statute was not 
violated. It further noted that the purpose of the statutory prohibition was not to 
discourage banks from providing their employees with various forms of fringe benefits, 
including programs for life insurance. The Federal Reserve concluded that split-dollar 
was an acceptable benefit to be provided to bank executives, notwithstanding that at 
this time the Internal Revenue Service considered split-dollar to be a loan for income tax 
purposes (Rev. Rul. 55-713).  
 
In 1981 the Federal Reserve was again faced with this issue. Again it held that the 
purchase of split-dollar insurance for a member bank's executive officer did not violate 
the prohibition contained in the predecessor of section 375a. Also again, it based its 
conclusion on what appears to be two independent holdings. First, as in the 1963 letter, 
the Federal Reserve concluded that the arrangement did not involve an extension of 
credit because there was no obligation on behalf of the executive to repay the bank's 
premiums. The obligation arose entirely from the policy itself. In addition, the letter 
noted that the Internal Revenue Service, under Rev. Rul. 64-328, treated split-dollar 
arrangements as taxable income and therefore split-dollar should not be considered an 
extension of credit.  
 
The final letter was issued in 1995 and reaffirms the position of the two earlier letters 
while refusing to extend it to additional factual situations that were raised. The additional 
factual situations involved situations in which the member bank would receive interest 
on its premium payments or on which the executive would be independently obligated to 
repay the loan outside the proceeds of the insurance policy itself. In this letter the 
Federal Reserve reiterates the importance of the federal income tax treatment: Staff 
continues to believe that the tax treatment of these arrangements is instructive, 
although not determinative, as to the appropriate treatment of such transactions. 
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Finance Employee Benefits 
Banks have acquired life insurance assets to finance the cost of employee benefits, 
protect against the loss of key persons, or provide retirement and death benefits as part 
of certain employees' compensation. According to a 2013 review of FDIC data, 53.4% of 
U.S. banks held some type of BOLI assets, with an average premium of about $2 million 
per case on newly issued policies. While BOLI policies generally make up a rather small 
portion (2-3% or less) of a bank's assets, they are an effective way to produce strong 
returns to fund employee benefit programs, which banks would otherwise have to fund 
with investments that paid significantly less. 
 
Banks often use split-dollar life insurance arrangements to provide retirement and death 
benefits to employees. These arrangements are commonly structured as either 
'endorsement' split-dollar arrangements or 'collateral assignment' split-dollar 
arrangements. Although both types of split-dollar life insurance arrangements have 
existed for many years, within the past year the Financial Accounting Standards Board 
(FASB) has ratified separate consensuses reached by its Emerging Issues Task Force 
(EITF) on the accounting for these two types of arrangements. The consensuses in 
EITF Issues No. 06-4 and No. 06-10 cover endorsement and collateral assignment split-
dollar life insurance arrangements, respectively. The EITF addressed the accounting 
issues associated with these arrangements because of diversity in practice with respect 
to the deferred compensation and postretirement benefit aspects of typical split-dollar 
arrangements. As a consequence, institutions that have entered into split-dollar 
arrangements with employees now need to review how they account for them. For 
many banks, the application of the EITF consensuses will result in a change in 
accounting principles that will require them to recognize a liability for any benefits 
provided to these employees that extend to postretirement periods. 
 

Providing Guidance 
The December 2004 Interagency Statement on the Purchase and Risk Management of 
Life Insurance, which provides guidance regarding supervisory expectations for the 
acquisition and holding of life insurance by banks and savings associations, also 
addresses split-dollar life insurance arrangements. As noted in the Interagency 
Statement, under split-dollar arrangements, the employer and the employee share the 
rights to the insurance policy's cash surrender value (CSV) and death benefits. In 
general, the difference between endorsement and collateral assignment split-dollar life 
insurance arrangements is in the ownership and control of the life insurance policy. In 
an endorsement arrangement, the employer (bank) owns the insurance policy and 
controls all rights of ownership; in a collateral assignment arrangement, the employee 
owns the policy and controls all rights of ownership. According to the EITF's description 
of a typical endorsement split-dollar arrangement, an employer purchases a life 
insurance policy to insure the life of an employee and pays a single premium at 
inception of the policy. 
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Based on the insurance carrier's experience (for example, mortality) it can either charge 
or credit the policyholder for the negative or positive experience, respectively. The 
additional premium or credit is typically effectuated through an adjustment to the cash 
surrender value of the policy. The employer enters into a separate agreement that splits 
the policy benefits between the employer and the employee, To effect the split-dollar 
arrangement, the employer endorses a portion of the death benefits to the employee 
(the employee designates a beneficiary for this portion of the death benefits). Upon the 
death of the employee, the employee's beneficiary typically receives the designated 
portion of the death benefits directly from the insurance company and the employer 
receives the remainder of the death benefits. In contrast, as described in the EITF's 
materials, a typical collateral assignment split-dollar arrangement has the following 
characteristics: An employee purchases a life insurance policy through an arrangement 
with the employer to insure the employee's life… [or] the employer purchases a life 
insurance policy and transfers ownership of the insurance policy to the employee…The 
employer usually pays all or a substantial part of the premium. The employee 
irrevocably assigns a portion or all of the death benefits to the employer as collateral for 
the employer's interest in the insurance policy [i.e., the employer's loan to the employee] 
(the collateral assignment arrangement).  
 
Amounts due to the employer vary but, typically, the employer is entitled to receive a 
portion of the death benefits equal to the premiums paid by the employer or premiums 
paid plus an additional fixed or variable return on those premiums. The appendix to the 
2004 Interagency Statement contains similar descriptions of these two split-dollar 
arrangements. The Interagency Statement further provides that an institution's 
economic interest in the insurance policy underlying the split-dollar arrangement should 
at least be equal to the premium or premiums paid plus a rate of return comparable to 
returns on investments of similar maturity and credit risk.  
 

Valuation Rate 
The employer would need to determine the expected repayment date of the loan to the 
employee based on the terms of the split-dollar life insurance arrangement as well as 
the appropriate interest rate at which to discount the loan. APB 21 states that the rate 
used for valuation purposes will normally be at least equal to the rate at which the 
debtor [i.e., the employee] can obtain financing of a similar nature from other sources at 
the date of the transaction. The objective is to approximate the rate which would have 
resulted if an independent borrower and an independent lender had negotiated a similar 
transaction under comparable terms and conditions. The employer would apply the 
interest method to amortize the resulting discount on the loan to the employee over the 
life of the loan at the rate used for valuation purposes.  
 

Prudent Risk Management 
A prudent risk management process includes effective oversight as well as an effective 
ongoing system of risk assessment, management, monitoring, and internal control. As a 
key aspect of the ongoing monitoring process, management should provide a risk 
management review of the institution's insurance assets to the board of directors at 
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least annually. The Interagency Statement provides examples of situations when more 
frequent reviews are appropriate. Although changes in accounting requirements are not 
specifically included among the examples, the EITF's consensuses are of sufficient 
significance as to warrant a review outside of the annual cycle. Among other elements, 
an institution's risk management review should include a comprehensive assessment of 
the risks of its life insurance holdings. In particular, the Interagency Statement notes 
that transaction/operational risk arises due to the tax and accounting treatments of life 
insurance products and instructs an institution to thoroughly review and understand how 
the accounting rules will apply to the insurance products it is considering purchasing.  
 
The Interagency Statement notes that split-dollar life insurance has complex tax and 
legal consequences and that material modifications of these arrangements may 
unfavorably alter their tax treatment. As a consequence, the Interagency Statement 
cautions institutions to consult qualified tax, insurance, and legal advisors before 
entering into or modifying split-dollar life insurance arrangements.  
 
Split-dollar arrangements are not complex once sketched out. 
 
 Employer Executive Income tax IRS 
  (the insured) on economic 
 benefit 
 
 Premium Payments 
 
 
 Life Insurance Co. Policyholder's 
 (Receives cash in  Beneficiary 
 form of premiums) 
 
 
 At employee's death 
 
Cash value Death Benefit 
of policy (less cash value) 
 
 
 
Banking Practices and BOLI 
In the Interagency Statement on the Purchase and Risk Management of Life Insurance, 
the federal banking agencies provide guidance on the safe and sound banking practices 
they expect institutions to employ for the purchase and ongoing risk management of 
bank-owned life insurance. Here are some important concepts; 
• Institutions should have a comprehensive risk management process for purchasing 

and holding bank-owned life insurance (BOLI) 
• The safe and sound use of BOLI depends on effective senior management and 

board oversight 
• Institutions should establish policies and procedures governing their BOLI holdings, 

including meaningful risk limits.  
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• A sound pre-purchase analysis helps ensure that institutions understand the risks, 
rewards and unique characteristics of BOLI.  

• Institutions also should monitor BOLI risks on an ongoing basis subsequent to 
purchase. 

 
The federal banking agencies issued the interagency statement to help ensure that their 
risk management processes for bank-owned life insurance (BOLI) are consistent with 
safe and sound banking practices. The interagency statement also provides guidance 
for split-dollar arrangements and the use of life insurance as security for loans. Among 
the safe and sound banking practices discussed in this interagency statement is the 
need for senior management and board oversight of BOLI, including both a thorough 
pre-purchase analysis of risks and rewards and post-purchase risk assessment. The 
guidance discusses the permissibility of BOLI purchases and holdings, as well as their 
risks and associated safety and soundness considerations. An appendix to the 
interagency statement describes the types of life insurance and the purposes for which 
institutions commonly purchase life insurance and also contains a glossary of BOLI-
related terms. The guidance in the Interagency Statement for the pre-purchase analysis 
of life insurance applies to all BOLI contracts entered into after December 7, 2004. The 
guidance concerning the ongoing risk management of BOLI subsequent to its purchase 
applies to all holdings of life insurance regardless of when purchased. To provide 
institutions with an overview of the Interagency Statement, an executive summary of the 
guidance is attached. For complete information on the FDIC's supervisory expectations 
for institutions that purchase and hold BOLI, please refer to the statement itself.  
 
 
 
 

III. Key Person Insurance 
Intellectual capital is the intangible value of a business. Developed economies have 
seen a shift from the industrial economy, in which tangible resources were dominant, to 
a knowledge economy, in which intellectual capital (IC) is a critical resource and a key 
determinant of competitive advantage, economic success and value creation in firms. 
Accounting rules keep intellectual capital from being listed on the balance sheet. 'Key 
person' or 'Key man' insurance is coverage purchased by companies to protect them on 
the death or disability of a valued employee, who could be capital the company utilized 
in showing solid profits There is no legal definition for 'key person insurance'. It can be 
described as an insurance policy taken out by a business to compensate for financial 
losses that would arise from the death or extended incapacity of someone who is vital to 
the business. With this type of coverage an employer takes out an insurance policy 
insuring against loss of profits arising from the death, sickness or injury of a key 
employee. The beneficiary is the employer. In the case of a life insurance policy, it is a 
term insurance, covering the life of the employee within the term of the policy, with no 
other benefits. The term does not extend beyond the period of the employee's 
usefulness to the employer. The purpose of taking out the insurance is to compensate 
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the employer for the loss of business income that may result from the loss of the service 
of the key employee in case of death, sickness or injury. 
 

Key Person Life Goal 
Key person Insurance policies are usually owned by the business. The goal is to 
compensate the business for losses incurred as a result of the loss of services of a key 
income generator. Key person coverage does not indemnify the actual losses incurred 
but compensates with a fixed monetary sum; the face amount of the insurance policy. 
Many businesses have a key person who is responsible for the majority of profits, or 
has a unique and hard to replace skill set such as Intellectual Property that is vital to the 
organization. An employer may take out a key person insurance policy on the life or 
health of any employee whose knowledge, work, or overall contribution is considered 
uniquely valuable to the company. The employer does this to offset the costs (such as 
hiring temporary help or recruiting a successor) and losses (such as a decreased ability 
to transact business until successors are trained) which the employer is likely to suffer 
in the event of the loss of a key person. It can be used to fund both an entity purchase 
buy-sell arrangement and executive benefits designed to retain and motivate key 
employees (for example, non-qualified deferred compensation plans, endorsement split-
dollar plans, death benefit only (DBO) plans).  
 

Loss Categories 
There are four categories of loss for which key person insurance can provide 
compensation: 

1. Losses related to the extended period when a key person is unable to work, to 
provide temporary personnel and, if necessary to finance the recruitment and 
training of a replacement. 

2. Insurance to protect profits. For example, offsetting lost income from lost sales, 
losses resulting from the delay or cancellation of any business project that the 
key person was involved in, loss of opportunity to expand, loss of specialized 
skills or knowledge. 

3. Insurance to protect shareholders or partnership interests. Typically this is 
insurance to enable shareholdings or partnership interests to be purchased by 
existing shareholders or partners. 

4. Insurance for anyone involved in guaranteeing business loans or banking 
facilities. The value of insurance coverage is arranged to equal the value of the 
guarantee. 

 

Who Is a Key Person? 
Key people are individuals whose skills, knowledge, experience or leadership are 
important to a business' continued financial success. Should something happen to one 
of these individuals it is likely that their loss will have a detrimental impact on the 
profitability of the business and will cause financial strain. Examples of a key individual 
include, but are not limited to: company directors, sales directors, IT specialist, 
managing directors and heads of product development. 
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How can monetary value be attributed to that person? 
Deciding on the sum of money to ensure the key person is dependent on the company 
and the reason for insuring that individual. It can be to cover a loan or investment 
amount, or it can be dependent on working out the worth of the person to the company. 
It is recommended that the firm think about loss of profits, cost of replacement and 
debts that would need to be covered to keep the company running without that person. 
 

Policy Ownership 
Key person Insurance policies can be owned in a number of ways depending on the 
needs of the business. It is common for a business to own the policy with claim 
proceeds being paid directly to the business. There is no legislative or insurable 
requirement for a policy to be owned by a specific party or entity and there may be 
circumstances (taxation or policy continuation purposes) where policies may be owned 
and paid for by the insured person directly, or owned by another individual. 
Advantages of key person insurance; 

1. In case of death of a key person the company is paid money to manage the loss. 
2. Any business concern buying key person insurance for its employee can claim a 

deduction for the premium paid for the policy as a business expense under 
Section 37(1) of the IRC.  

3. This policy can be used as either an extra superannuation benefit or an ex-gratia 
payment to the key employee during the service period. If the company receives 
the proceeds on maturity, then they may be taxable. 

4. No need of giving advanced intimation to the IRS. 
5. The company can also raise loans on the policy from the insurer. For term life 

there is no cash value so no loan is available) 
6. For the executives earning high salaries, this policy can be given as a hike in 

salary and saves income tax. 
7. It becomes a great help to the business for their tax planning. 
8. The directors can also safeguard their immediate family from being affected by 

the vagaries of the industry and the various business cycles that the business 
has to encounter. 

9. The key person Insurance policy helps to improve the retention of key human 
resources of the business. 

 
The business pays the premiums and is not entitled to an income tax deduction for the 
premium expense. At the key employee's death, the business generally receives the 
death benefit proceeds income tax-free. Proceeds from an insurance policy are 
generally income tax-free (e.g., absent a transfer for value). Any death benefit received 
by an employer policy owner may be subject to income tax unless the parties have 
complied with IRC 101(j). 
 
IRC Reporting Requirements 
Internal Revenue Code Section 60391 requires the annual reporting of information 
regarding employer-owned life insurance contracts. This annual reporting is required on 
IRS Form 8925, Report of Employer-Owned Life Insurance Contracts. This form must 



32 

be filed by every employer that owns a life insurance contract on the life of one or more 
of its employees. Additionally, any life insurance contract for which there is a material 
increase in death benefit or other material change is treated as a new contract. The 
form must be attached to the employer's annual income tax return. This form requires 
disclosure of the following information: 
• The number of employees at the end of the year. 
• The number of employees who are insured at the end of the year under employer-

owned life insurance contracts. 
• The total amount of life insurance in force at the end of the year under these 

contracts. 
• The name, address, and taxpayer identification number of the employer and the type 

of business in which the employer is engaged. 
• Whether the employer has a valid consent for each insured employee, and if not, the 

number of insured employees for whom a consent was not obtained 
 
As a general rule, life insurance proceeds are income tax-free per Section 101(a)(1) of 
the IRC. One longstanding exception is IRC Sec. 101(a)(2), which taxes insurance 
proceeds where the life insurance contract has been transferred for valuable 
consideration and none of the transfer-for-value exceptions apply. 
 
Life insurance proceeds derived from employer-owned life insurance contracts are 
taxed subject to four important exceptions.  Provided statutorily prescribed notice and 
consent requirements are satisfied, life insurance proceeds from employer-owned life 
insurance contracts can be received tax-free if: 
1. The insured was an employee of the employer at any time during the 12-month 

period preceding his or her death;  
2. The insured was at the time the contract was issued; 

a. a director,  
b. a highly compensated employee (a defined term) or  
c. a highly compensated individual (likewise a defined term) of the employer;  

3. One of the following 
a. a member of the insured's family,  
b. a designated beneficiary of the insured under the subject life insurance contract,  
c. a trust established for either the family member or the designated beneficiary, or  
d. the insured's estate; or  

4. The insurance proceeds are utilized to purchase an equity interest in the employer 
from any of the persons described in 3 a-d above. 

 
Before the notice and consent requirements can be satisfied three prerequisites must 
be met: 
• The employee must be notified in writing that the employer intends to insure the 

employee's life and the maximum amount of death benefit for which the employee 
will be insured.  

• The employee must provide the employer with written consent to being insured and 
that such coverage may continue after the employee terminates employment.  
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• The employee is informed in writing that the employer will be the designated 
beneficiary upon the insured's death. 

 
These rules find their origin in tax shelter cases involving a strategy known as 'broad 
based leveraged COLI.' In this strategy, employers would purchase permanent life 
insurance policies on employees without their knowledge. Premiums were often 
leveraged providing income tax deductions for interest expense, while the insurance 
policy's cash surrender values would grow tax free. Eventually employees would die 
and the employers would benefit from tax-free policy death benefits. Congress decided 
to curb this practice and employers must annually disclose the details of all employer-
owned life insurance contracts. As a result, the reporting requirement applies to many 
common business insurance needs including: 
• Key-man life insurance. 
• Buy-sell arrangements structured as stock redemptions funded with life insurance. 
• Employer-owned life insurance contracts required by a bank loan covenant. 
• Certain split-dollar life insurance arrangements. 
• Non-qualified deferred compensation plans where employer liabilities are financed 

with life insurance, whether owned by the employer or a Rabbi trust. 
 
Employers have to satisfy the notice and consent requirements in order to receive tax-
free life insurance proceeds on the death of an insured employee. 
 
A key employee can be an owner-employee or a non-owner key employee. If the key 
employee is an owner, the life insurance coverage can also help protect his/her family's 
financial position. Key person life insurance may also be used as the funding vehicle for 
other sales concepts. It can be used to fund both an entity purchase buy-sell 
arrangement and executive benefits designed to retain and motivate key employees (for 
example, non-qualified deferred compensation plans, endorsement split-dollar plans, 
death benefit only (DBO) plans). Key person life insurance is relatively simple in its 
operation. The business purchases a life insurance policy on the life of the key 
employee and is the policy owner, the premium payor and the beneficiary. If the key 
employee dies, the policy's death benefits are paid to the business; it may use them to 
hire a replacement for the key employee or in other ways to promote the business and 
preserve its financial health.  
 

Legal and Tax Consequences  
The business pays the premiums and is not entitled to an income tax deduction for the 
premium expense. At the key employee's death, the business generally receives the 
death benefit proceeds income tax-free. Proceeds from an insurance policy are 
generally income tax-free (e.g., absent a transfer for value). Any death benefit received 
by an employer-policy owner may be subject to income tax unless the parties have 
complied with IRC 101(j).  
 
Key person life insurance is a big advantage for businesses. It is based on the likelihood 
that if a key employee dies, the business will lose profits or experience an increase in 
expenses. The business must have an insurable interest in the employee before a 
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policy may be issued. The agent must check to see if the state where the business is 
located has adopted statutes or regulations defining the types of employees in which a 
business has an insurable interest.  
 

Assuaging Lender's Fears 
Businesses often borrow money from banks or obtain credit from firms that sell them 
equipment, buildings, or operating supplies. Often these loans are secured by valuable 
business assets. If the business defaults, the lender may take possession of the 
secured assets and sell them to produce funds to repay the loan. The lender wants 
access to as many valuable business assets as possible to reduce its risk of loss if the 
business defaults. Lenders and creditors can get nervous when an owner or key 
employee dies. They can be concerned about the business' ability to continue operating 
profitably without the key person's special skills. If they call the loan or foreclose on any 
asset pledged as security, the business can be thrown into bankruptcy. The best way to 
calm lenders' fears and prevent foreclosure is to demonstrate an inflow of income tax-
free cash that can act as an emergency fund to replace profits and pay the costs of 
finding, hiring and training a replacement. If the lender wants to call the loan, the life 
insurance death benefits can be used to repay it. When a business borrows money from 
a bank, a personal guarantee is often required from the owner as a condition to making 
the loan.  
 
These personal guarantees usually allow the bank to accelerate (call) the loan if the 
owner dies. The personal guarantee can give the bank the ability to collect the 
remaining loan balance from either the business' assets or from the owner's personal 
assets. By signing the guarantee, the owner gives the bank preferred access to his/her 
personal assets. The guarantee usually doesn't require the bank to seek repayment 
from the business first or to claim and sell any business assets that may be subject to a 
security agreement. Instead, the bank may seek repayment from the owner without 
going through the business at all. If several owners have given personal guarantees, the 
bank may seek repayment from any of the guarantors in any proportion it wishes. It can 
collect from any one guarantor and need not take proportional amounts from others. 
There are two ways life insurance can help solve the personal guarantee problem:  
• Key person life insurance on the lives of owners who personally guarantee to pay a 

business' debt. The business is the owner and beneficiary of the policy. At the 
owner's death, the policy death benefits can be used to repay the loan balance. 
Then the personal guarantee is cancelled.  

• Personally owned life insurance paid with business funds. A personal guarantee can 
be a real threat to a business owner's financial future and that of his/her family. It 
puts a bank 'lien' on the entire estate.  

 
Business owners have the right to be compensated for personally guaranteeing to pay a 
business debt. Some businesses pay a guarantor's fee to owners who take on this risk. 
Such a fee would be fully taxable to the owner. The business owner can use the fee to 
purchase a life insurance policy on him/herself and name the estate or the spouse as 
the beneficiary.  
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A personal guarantee may end up as a lien placed on the owner's entire estate. Nothing 
gets settled until the loan is repaid. That means the bank is put ahead of the spouse 
and children in the owner's estate plan. 'When you stop, your business stops.' How will 
the banker look at the business if the owner is not there? A life insurance policy may 
potentially pay off business debts if the business owner died unexpectedly. 
 
Assets can only generate profits when employed by talented people. Key people often 
have the intellect, skill and savvy to position business resources so they make a profit. 
This is the guiding principle of key person insurance. If something happens to a key 
person and he/she is no longer able to perform, the business potentially loses profits 
and capital. Businesses insure their property (buildings, machines, and physical assets) 
against loss, but often forget that what makes the profit is the decisions key people 
make. If a key employee dies, the business will not only lose some profits, it may also 
incur recruiting and training expenses for a new hire, travel and relocation expenses, 
and additional salary & benefit expenses.  
 

Identify Key People 
Management must identify the business' key people; whose death will have an adverse 
financial impact on the business. Next, the value of those key employees must be 
determined so the business can try to quantify the potential loss and decide how much 
life insurance protection it needs to protect itself.  
Does the business have some employees who are unusually important to its bottom 
line? Do some employees have special skills or attributes that can greatly influence 
profits year after year? Employees who stand out in these areas are probably key 
people. Some states have adopted statutes or regulations that define who a key 
employee is for insurable interest purposes. For example, New York has adopted 
Regulation 180 which lists several classes of key employees. If the employee doesn't 
fall into one of those classes, the business does not have an insurable interest and a 
policy cannot be issued. Check the law of the state where the business is located to see 
if there are any insurable interest restrictions.  
 
Business owners sometimes take their key people for granted. Business owners and 
managers need to ask themselves questions like these in order to understand who they 
depend on most; 
• If an employee died or was disabled unexpectedly, would it take several months to 

find and train a replacement? 
• Is anyone in the business engaged in a project which, if left unfinished, would be 

costly to the company? 
• Which employees would be the hardest to replace? 
 
Businesses insure against potential liabilities. They insure automobiles and facilities. 
The firm should also insure against the loss human capital; a business must protect 
itself from the death of a key employee's. Better still; adopt a plan that gives the key 
employee a reason to stay. Such a plan should do the following;  
• Recognize the employee's value to the business 
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• Give the key employee incentives to continue working 
• Recover the expenses incurred to provide the benefit. 
 
The same life insurance policy may be able to fund both an executive benefit plan for 
the key employee and the death benefit needed to replace the lost profits and increased 
expenses that occur if the key employee dies. One life insurance policy may be able to 
do double duty. A non-qualified deferred compensation plan, split-dollar life insurance 
plan, split-dollar loan arrangement or a death benefit only (DBO) plan can each be 
funded by a key person life insurance policy.  
 
 
 
 

IV. Buy-Sell Agreements 
 
A buy-sell agreement, also known as a buyout agreement, is a legally binding 
agreement between co-owners of a business that governs the situation if a co-owner 
dies or is otherwise forced to leave the business, or chooses to leave the business. It 
may be thought of as a sort of premarital agreement between business 
partners/shareholders or is sometimes called a "business will". An insured buy-sell 
agreement (triggered buyout is funded with life insurance on the participating owners' 
lives) is often recommended by business-succession specialists and financial planners 
to ensure that the buy-sell arrangement is well-funded and to guarantee that there will 
be money when the buy-sell event is triggered. 
 
A buy-sell agreement consists of several legally binding clauses in a business 
partnership or operating agreement or a separate, freestanding agreement, and controls 
the following business decisions: 

• Who can buy a departing partner's or shareholder's share of the business (this 
may include outsiders or be limited to other partners/shareholders); 

• What events will trigger a buyout, (the most common events that trigger a buyout 
are: death, disability, retirement, or an owner leaving the company) and; 

• The price to be paid for a partner's or shareholder's interest in the partnership 
and so on. 

 
A buyout is an investment transaction by which the ownership interest of a company or 
a majority share of the stock of the company is acquired. The purchaser buys out the 
present equity holders of the target company. A buyout will often include the purchasing 
of the target company's outstanding debt, which is referred to as "assumed debt" by the 
purchaser. In accounting and finance, equity is the difference between the value of the 
assets and the total of the liabilities of an entity or property. For example, if someone 
owns a car worth $15,000 but owes $5,000 on that car, the car represents $10,000 
equity. Equity can be negative if liability exceeds assets. In an accounting context, 
shareholders' equity represents the equity of a company as divided among individual 
shareholders of stock. 
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Buy-sell agreements can be in the form of a cross-purchase plan or a repurchase (entity 
or stock-redemption) plan. For greater neutrality and effectiveness of the buy-sell 
arrangement, the service of a corporate trustee is recommended. 
 

Business Valuation  
In the simplest sense, the theory surrounding the value of an interest in a business 
depends on the future benefits that will accrue to its owner. The value of the business 
interest, then, depends upon an estimate of the future benefits and the required rate of 
return at which those future benefits are discounted back to present value as of the 
valuation date. The correct approach, in theory, is to project some category or 
categories of the future benefits of ownership (usually some measure of economic 
income, such as cash flow, earnings, or dividends) and estimate the present value of 
those future benefits by discounting them based upon the time value of money and the 
risks associated with ownership. Direct implementation of this theoretically correct 
approach is discussed in Chapter 9, "Income Approach: Discounted Future Economic 
Income Method." That chapter focuses heavily on net cash flow as a measure of 
economic income, both for conceptual reasons and also because it is the focus of most 
merger and acquisition income value analysis. While there is general acceptance of a 
theoretical framework for business valuation, translating it into practice in an uncertain 
world poses one of the most complex challenges of economic and financial theory and 
practice. The reasonableness of the business valuation conclusions usually depends 
upon whether the projections and assumptions used to estimate future economic 
income benefits are acceptable to the decision maker for whom the business valuation 
is being prepared (e.g., the buyer, the seller, the opponent, the IRS, the judge). 
 

What It Is Worth 
Small businesses are not listed on the stock exchange, so valuation can be challenging. 
When dealing with exchange-listed companies, market price per share does not 
correspond to the equity per share calculated in the accounting statements. Stock 
valuations, which are often much higher, are based on other considerations related to 
the business' operating cash flow, profits and future prospects; some factors are derived 
from the accounting statement.  
 
Unfortunately, what the typical owner believes to be the value of his or her business is 
not necessarily what someone else would be willing to pay for it. This can be due to 
several factors:  
• Much of the value of a small business is a result of the time, energy, and skills of the 

owner. However, if proper planning is not done, once the owner exits much of the 
value may be lost.  

• Business owners are often very busy with the day-to-day tasks of running the 
business. Therefore, they may not have the time to take a step back and think 
objectively about the value of their business. 

• A business owner may hear of a similar company being sold for a certain amount, or 
may have gotten prices from brokers who want to sell the business, or offers subject 
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to "due diligence." An owner should always look at these numbers as not necessarily 
representing what the company may be worth in the market.  

• A business will almost always be more valuable to the person who has spent the 
better part of his or her adult life building it than it will be for others. 

 

Establishing a Value  
Issues affecting appraisal of a business can arise in the various aspects of the valuation 
process. In the perspective of a shareholder/ equity owner dispute, the business 
appraiser may be engaged to provide an opinion of value of the subject equity 
ownership interest in an attempt to assist the remaining equity owners to offer a 
reasonable price, negotiate with the selling equity holder, or resolve a dispute relative to 
value. Description of the specific interest(s) that are the subject of the valuation must be 
articulated clearly to result in a meaningful conclusion. The interest(s) can include equity 
stock (common or preferred, voting or nonvoting) of a corporation or S corporation, 
partnership interests (including general and limited partners), or limited liability company 
(LLC) member interests. It must be known if the valuation subject is a partial (or 
fractional) interest and the relationship of that partial interest to the entire capital 
structure.  
 
A buy-sell agreement may be in place containing key provisions describing the 
situations (triggering events) in which an equity holder is permitted or required to buy 
out the ownership interest of another equity owner as well as documenting how the 
value of the ownership interest should be determined. Generally the mechanisms in 
place to determine value include an agreed-upon value, a formula approach or hiring a 
third-party valuation expert. When the agreement calls for a third-party valuation expert, 
it is common to include a description of the valuation date, standard of value, premise of 
value and use of valuation discounts (which should be consistent with the stated 
standard of value). Each of these components has a significant impact on the valuation 
and thus, to the extent that they are clearly defined, it should serve to minimize the 
likelihood of additional controversy. In the instance where parties have not executed a 
buy-sell agreement with the various definitional components of the valuation specified, 
the shareholder/equity owner dispute can be prolonged due to the complex statues and 
case law surrounding each component. The purpose of any valuation provision within a 
governing document or agreement is to assist in determining; 
 • The valuation date,  
• The appropriate standard of value,  
• The premise of value, and  
• The appropriateness or permissibility to apply discounts for lack of control and/or lack 
of marketability.  
 

Valuation Date  
Valuation is a date-sensitive process, and any conclusion of value is effective on just a 
single date. As such, the date(s) on which the subject equity ownership interest will be 
valued is critically important because events and circumstances can arise that can 
cause value to vary materially over a short time frame. The date of valuation influences 
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the information available for the valuation. It is the perspective from which all analysis is 
performed in the valuation. In connection with a shareholder/equity owner 
determination, the date of valuation can be defined in a buy-sell agreement or can be 
agreed to by all parties. The date of valuation should be meaningful in providing an 
opinion of value in connection with a shareholder/equity owner dispute. Issues will arise 
when parties to the dispute do not agree on the date of valuation. Preparing a valuation 
without a reliable date can render the opinion of value meaningless. Generally, the 
business appraiser derives the date of valuation from legal counsel.  
 

Standard of Value 
A 'standard' has such properties as stability, general recognition, and conformity to 
established practice. It is a type, model, or combination of elements accepted as 
correct. 'Value' can be seen as the utility of an object in satisfying, directly or indirectly, 
the needs or desires of people, or its worth consisting in the power of purchasing other 
objects, called "value in exchange." 
 
The standard of value and the definition of value in the context used legitimately 
influence the approaches to value and specific methodology used by the appraiser. It is 
a definition of different, commonly-utilized types of value. It is incumbent upon the 
appraiser and the user of his/her work product to fully understand the ramifications and 
implications of each definition. The word "value" can take on different meanings 
depending on the context of the valuation assignment. Application of an inappropriate 
standard of value will have a direct impact on the reliability of the opinion of value. The 
standards of value most commonly encountered by business appraisers and users of 
valuation reports are:  
• Fair Market Value  
• Investment Value  
• Fair Value  
• Intrinsic/Fundamental Value 
 
Fair market value is an objective standard, while fair value is an equitable standard. 
Note that in the event a buy-sell agreement exists, it may direct the appraiser of the 
business to the agreed-upon standard of value. Selecting the correct standard of value 
and applying it properly is critical in a valuation assignment as each standard will yield 
different opinions of value. The standard of value dictates the methodologies that will be 
performed as well as the discounts and premiums that may be applied. This is often 
challenging in a litigation setting as the correct standard of value varies depending on 
the nature of the case. As a result, it is important that legal counsel is consulted 
regarding the standard to be used. 
 
To the extent that a buy-sell agreement requires the application of the fair market value 
standard, discounts for lack of control and lack of marketability may be applied to 
minority (non-controlling) equity ownership interests in closely held businesses in the 
context of a shareholder/equity owner dispute, if application is necessary. Whether 
valuation discounts should be applied in a fair value context is often subject to 
contentious debate in shareholder/equity owner disputes. If the dispute leads to 
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shareholder litigation, and the fair value standard is employed, discounts may or may 
not apply as treatment of discounts varies from one state to another. 
 
Selling to a family member should be explored carefully. IRS attribution rules can make 
this a seemingly-simple alternative for which much preparation is required. The parties 
should arrive at a realistic, legally defensible value for the business. A valuation 
performed by an independent, qualified valuation advisor may be very worthwhile. 
Remember, the IRS is not obligated to respect valuations it does not consider 
reasonable. A low valuation may cause the IRS to claim that there is, in fact, a gift being 
given, on top of the sale of the business. A high valuation may saddle the business, or 
family member with excessive debt. Some or all of the proceeds from the sale of the 
business can pass into the estate of the original owner; they will be counted in the 
overall estate. 
 

Cross Purchase Buy-Sell Agreement 
The owner of a successful wholesale grocery business, Joe Jackson, tells his insurance 
agent about the problems he had when he inherited the firm from his father. The cash 
needs for estate expenses and death costs were so heavy Joe was afraid the business 
was going to go under. Only a fortunate coup he scored buying Valley grapefruit cheap 
just before a freeze in Florida wiped out that state's grapefruit crop made enough money 
to tide him over. 
 
Joe does not want his son, who is still in college, to face the same problem if he decides 
to go into the family firm. A longtime business associate, Al, now owns 35 per cent of 
the firm and would like to buy the rest of it if he had the cash available at the time of 
Joe's death. Joe would also like to be able to buy Al's interest if he dies first. 
 
With the business valued at $1,500,000, the insurance professional and the firm's legal 
and financial advisors work out a plan for the orderly disposition of both interests in the 
business. 
 
A written agreement that Joe's interest is to be purchased by Al if Joe dies first, and vice 
versa if Al dies first, is signed. Each one agrees to apply and pay for an insurance policy 
on the other's life, which will be owned by the buyer and of which he is the beneficiary. 
Each pays the premiums to the insurance company. If Joe dies first, the life insurance 
company will pay the death benefits to Al, who then will pay this cash to Joe's estate in 
return for Joe's interest in the company. The same provisions will work in reverse if Al 
dies first. 
 
This arrangement allows for a smooth transition of ownership for the company by 
making cash available when it is needed to buy out the deceased owner's interest and 
keep the firm going. 
 
In case Joe's son eventually decides to enter the business and receives all or part of his 
father's interest, he can make the same kind of arrangement with Al for a further orderly 
transition of ownership. 
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There are in general three ways of disposing of a business when the owner dies. It may 
be retained by the family, liquidated, or sold intact to a willing buyer. 
 
Sometimes it is impractical to try to keep a business going after the owner's death if he 
has been the main figure in its operation and there is no one in the family willing or able 
to carry on. In such a case plans need to be made for orderly liquidation of the business 
at the owner's death. These will probably require life insurance on the owner equal to 
the difference between the actual value of the property to be liquidated and the 
liquidation value, which may be much less. 
 
If there is a family member willing and able to take over the business, or if there is an 
outside buyer willing to purchase it, there should be insurance equal to the value of the 
interest to be transferred so the full dollar value of the business interest can be retained 
while the transfer is made.  
 
The buy-sell agreement makes it possible to sell a business as a going concern, 
maintaining its full value. It avoids disruption of the business through the owner's death 
and possible liquidation of business properties at a loss in order to pay death expenses 
and estate taxes. The two key factors in a buy-sell agreement are a contractual 
arrangement between the parties involved and life insurance to fund the purchase of the 
business at the necessary time. 
 
Under current tax laws, the cross-purchase agreement is often preferred to an entity 
purchase agreement because the surviving owners under a cross--purchase have a 
higher cost basis for their shares. A higher basis is important under current capital gains 
tax provisions because it will mean less tax on the gain if a survivor later sells his 
interest.  
 
The Players  
Applicant: The buyer(s).  
Owner: The buyer(s).  
Premium payor: The buyer(s).  
Named insured: The owner(s).  
Beneficiary: The buyer(s). 
 
Taxability 
Premiums paid by the buyer-partners or others in the buy-sell agreement are not tax 
deductible. 
 
Death proceeds paid to the beneficiary or beneficiaries are not taxable. 
 
Proceeds given to the estate for purchase of stock in the case of a corporation are not 
subject to capital gains tax if market is higher than book value. 
 
Proceeds given to the estate in the buy-out are subject to estate tax. 
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Entity Purchase Buy-Sell Agreement 
Another arrangement for orderly transition of business ownership is the entity purchase 
buy-sell agreement. When there are more than two or three principals in the business, 
the entity purchase agreement is usually considered the simpler arrangement; a policy 
is required for each owner. 
 
Under this plan it is the business entity that buys the deceased principal's interest, 
rather than the surviving principal or principals. The business entity applies for, pays for, 
owns, holds, and is the beneficiary of insurance on the life of each principal, under an 
agreement in writing signed by all. The amount of insurance on each principal is equal 
to his share in the business. The business entity pays premiums to the life insurance 
company. On the death of a principal, the insurance company pays death benefits to the 
business entity holding the policy, which uses this cash to buy the deceased principal's 
interest in the business from his estate. Each surviving principal's percentage of 
ownership is then adjusted to reflect the proportionate increase in his or her share of the 
business. Whether to use a cross-purchase agreement or an entity purchase agreement 
is up to the prospect. It is the insurance agent's job to see that whichever arrangement 
is used is properly funded by life insurance policies. 
 
To propose a concrete funding plan through insurance, the agent needs the owners' 
names, genders, dates of birth, and percent of ownership, and the market value of the 
business. The owners' own estimate of the business worth may be used, or legal and 
financial advisors of the firm may cooperate with the insurance agency in a computer-
generated valuation. 
 
Either kind of buy-sell agreement, the cross-purchase or the entity purchase, can be 
used to cover disability of a principal as well as death, providing for orderly transfer of 
ownership in that eventuality. Either agreement helps the owners determine in advance 
the price at which the business will change hands and provides a buyer for it at that 
price, with funds to make the purchase possible. 
 
The Players  
Applicant: The business. 
Owner of the policy: The business.  
Premium payor: The business.  
Named insured: The seller/owner.  
Beneficiary: The business.  
Taxability: The premiums paid by the company are not deductible. 
 
The death proceeds received by the company/beneficiary are not taxable. 
 
The proceeds used to purchase stock from the estate, assuming a corporation, are 
subject to capital gains tax. 
 
The proceeds received by the estate are taxable. 
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Transaction Details 
The proceeds from an insurance policy are used to fund the purchase price of the 
business interest of the outgoing owner. Under the agreement, business-owners are 
required to carry life insurance in an amount equivalent to the market value of their 
business interest. As the value of their business interest may change, each business-
owner must review their insurance arrangements on a regular basis to ensure that 
sufficient insurance proceeds will be received to cover the market value of their 
business-interest on their unexpected death. Insurance proceeds will equal the 
purchase price that way when this unexpected death occurs, the outgoing business 
owner is required to sell their interest in the business for an agreed value to the 
remaining business-owners. The agreed purchase price is funded by the insurance 
proceeds that are paid by the insurer to the outgoing business-owner or his/her estate. 
There are potential tax consequences for the insurance proceeds: It is very important 
that the insurance proceeds are received by the business-owner or his family tax free.  
 
Disposal of business interest: The disposal of the outgoing owner's business interest 
may attract capital gains tax if a 'net capital gain' is derived by the outgoing business-
owner or his family. Life insurance policies are frequently purchased by businesses to 
aid in transferring ownership rights. Life insurance facilitates the transfer of ownership 
interests or it can allow a family to maintain control of the business when the owner 
dies. If there is one owner of the business, he or she may wish to arrange to have the 
business sold at death. This arrangement can help ease the burden on survivors. The 
insurance coverage allows the continuation of the business; most firms are worth more 
as going concerns than they would be in liquidation. At times the business can be sold 
to a key employee. For these and other scenarios, a life insurance policy on the 
business owner will provide the cash needed to make the purchase. The money will be 
there when needed. In general, the person who buys the business will be the 
beneficiary of the policy and also pays the premiums. A legal agreement for the 
purchase between the buyer and the seller, the buy-sell agreement, must be arranged 
at the same time.  
 

Agreed Value 
Determining the appropriate value of the business interest is an important part of the 
process. The IRS is vigilant in seeing to the value agreed on in the buy-sell agreement 
be a fair price, since the purchase price will ordinarily be a part of the decedent's estate 
and subject to estate tax. As a business grows and prospers the amount of life 
insurance needed to buy the owner's interest will also increase. The same is true for 
partnerships and closely-held corporations. The surviving partners or shareholders will 
want to purchase the interest of the member who dies. Life insurance policies can be 
used to provide the money necessary to make the purchase.  
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Annual Process 
A good rule of thumb is that the owners get together once a year and determine the 
buy-sell agreement price. The owners usually have direct knowledge of their business 
interest along with personal estate objectives. They have a better idea than anyone else 
about the future operations of the business. Most of the time owners would still benefit 
from professional outside guidance on its worth. The problems with this approach arise 
when the annual valuation is neglected or when the parties cannot agree. The buy-sell 
agreement must provide for dealing with these contingencies. 
 
One method of handling potential neglect of the annual valuation is to stipulate that if 
the price is not set annually on a timely basis, after some period (typically 12 to 24 
months following the last price agreement); the price-fixing mechanism automatically 
reverts to an independent appraisal. In the buy-sell agreement it is necessary to either 
name a qualified appraisal firm or specify the method by which the appraiser will be 
selected. If a firm or person is named, provision must be made for an alternative 
selection procedure if the named appraiser is unable to serve. 
 
Dated buy-sell agreements are worrisome for several other reasons. No matter the 
original reason for creating the agreements one, five, or x years back, it is probable that 
the situation has since changed; 

• Stakeholders are older. This brings about changes in health and personal 
situations. 

• Business conditions have changed and the original business reasons that the 
buy-sell agreement addressed have probably changed. 

• The estate planning needs of the principal owners have changed. 
• The ownership composition may have changed. 

 
The bottom line is that things change over time. Take for example a buy-sell agreement 
that is to be triggered by the death of a business owner/shareholder where the 
agreement called for a price based on accounting book value (shareholders' equity on 
an historical cost basis). Over the years the company created significant intangible 
value that was well above book value. Each owner had a contingency plan no matter 
who died first; 

• The first to die would receive value according to the buy-sell agreement's pricing 
mechanism of only a fraction of the fair market value of the businesses.  

• The surviving owner would receive the benefit of bargain purchases of the other 
owner's interests in the company. 

 
At the death of an owner/shareholder, the interests of the company and the remaining 
owners/shareholders diverge from those of the estate.  The estate wants to maximize 
value and the company and other owners desire to purchase at the lowest possible 
price. Sometimes litigation results, so it is important to agree to a valuation framework 
initially, while the interests of the parties are aligned. 
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V. Accounting for Business Life 
Businesses should follow generally accepted accounting principles (GAAP) applicable 
to life insurance for financial and regulatory reporting purposes. Financial Accounting 
Standards Board (FASB) Technical Bulletin No. 85-4, Accounting for Purchases of Life 
Insurance (TB 85-4), discusses how to account for holdings of life insurance. Under TB 
85-4, only the amount that could be realized under an insurance contract as of the 
balance sheet date (that is, the CSV reported to the institution by the carrier, less any 
applicable surrender charges not reflected by the insurance carrier in the reported CSV) 
is reported as an asset. 
 

Split-Dollar Life Accounting 
When the employer-policyholder maintains the insurance policy in force for the 
employee's benefit during his or her retirement, the liability recognized during the 
employee's active service period should be based on the future cost of insurance to be 
incurred during the employee's retirement. Alternatively, if the employer-policyholder 
provides the employee with a death benefit, then the liability for the future death benefit 
should be recognized. 
 
Collateral-assignment split-dollar life insurance arrangements are used for two primary 
reasons: first, because they provide tax-advantaged retirement benefits to executives; 
and second, because businesses can structure them as loans rather than expensed 
retirement benefits. In the past, supplemental executive retirement plan (SERP) 
deferred compensation arrangements were used, but as tax law has evolved, these are 
gradually being overtaken by other instruments, including split-dollar life insurance 
arrangements.  
 

Varied Programs 
Split-dollar programs are life insurance arrangements in which any number of financial 
elements (including cash values, premiums, death benefits, or ownership) are shared 
between an employee and an employer. They ordinarily take the form of a premium 
loan made to an organization's executive that is scheduled to be repaid to the health 
care organization via the death benefit associated with the life insurance contract. The 
guidance regarding treatment of these arrangements is nuanced. (See FASB ASC 715-
60). If the organization has an obligation (stated or implied) to maintain policies in the 
postretirement period or cover experienced losses of the insurance contract or 
company, the premium loan must be accounted for as a retirement benefit expense. 
 
This is the case regardless of whether the arrangement is considered an individual 
deferred compensation arrangement or a postretirement plan, a distinction beyond the 
scope of this text. Businesses must evaluate the specific circumstances surrounding 
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these transactions to ensure that obligations are accurately recorded and disclosed in 
their financial statements according to generally accepted accounting principles. 
 
Each collateral assignment split-dollar arrangement is unique and requires specific 
analysis to determine the correct accounting treatment. However, the general treatment 
of the key lifecycle events is as follows: 

• Premium payments. The business establishes a receivable for the premiums it 
pays by debiting a receivable account (e.g., split-dollar loan receivable) and 
crediting cash. 

• Loan interest. Depending on the plan design, interest on the premium loan is 
paid by the executive each year, reported as attributed to income to the 
executive each year, or compounded from year to year and paid from the policy's 
death proceeds. 

 
If the executive pays the interest each year, the business debits cash and credits 
interest income.  
 
If the executive reports the interest in income each year, the reporting has no 
accounting impact for the business. If the business pays a bonus to the participant to 
cover the taxes on the imputed income (the forgiven interest on the loan), the bonus is 
reported as any other cash compensation.   
 
If the interest accrues and compounds to be paid from the death proceeds, each year 
the business records the accrual by recognizing the income (credit split-dollar loan 
interest income) and increasing the receivable (debit split-dollar loan receivable). 

• Adjustment of split-dollar loan carrying value. At least annually, the business 
adjusts the receivable so the balance sheet reflects the lesser of the split-dollar 
loan plus interest or the policy's cash surrender value. This is done by debiting an 
adjustment account (e.g., split-dollar loan adjustment) and crediting the 
receivable. As the difference between loan and interest and the cash surrender 
value decreases, the adjustment is reversed by debiting the receivable and 
crediting the adjustment account. 

• Loan repayment. When the loan (and interest, if applicable) is repaid from the 
policy's cash value or death proceeds, the organization debits cash and credits 
the receivable. If the cash received exceeds the receivable amount (e.g., key 
person insurance proceeds), the excess is recorded as extraordinary income. 

 
Collateral assignment split-dollar plans must obtain specific accounting guidance from 
their plan provider and from their professional advisors. Doing so will assure that the 
advantages of offering such a plan are not dampened by incorrect tax or accounting 
treatment. 
 

Applicable Rules 
COLI contracts are subject to the following Federal tax rules generally applicable to life 
insurance contracts. Amounts received under a life insurance contract paid by reason of 
the death of the insured are not includible in gross income for Federal tax purposes. No 
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Federal income tax generally is imposed on a policyholder with respect to the earnings 
under a life insurance contract (inside buildup). This favorable tax treatment is available 
only if a life insurance contract meets certain requirements designed to limit the 
investment character of the contract (sec. 7702). By contrast to the treatment of life 
insurance contracts, if an annuity contract is held by a corporation or by any other 
person that is not a natural person, the income on the contract is treated as ordinary 
income accrued by the contract owner and is subject to current taxation (i.e., the 
contract is not treated as an annuity contract) (sec. 72(u)). 
 
Distributions from a life insurance contract (other than a modified endowment contract) 
that are made prior to the death of the insured generally are includible in income to the 
extent that the amounts distributed exceed the taxpayer's investment in the contract 
(i.e., basis). Such distributions generally are treated first as a tax-free recovery of basis, 
and then as income (Sec. 72(e)). In the case of a modified endowment contract, 
however, in general, distributions are treated as income first, loans are treated as 
distributions (i.e., income rather than basis recovery first), and an additional 10 percent 
tax is imposed on the income portion of distributions made before age 59-1/2 and in 
certain other circumstances (Secs. 72(e) and (v)). A modified endowment contract is a 
life insurance contract that does not meet a statutory '7-pay' test, i.e., generally is 
funded more rapidly than seven annual level premiums (sec. 7702A). 
 

Nonqualified Plans 
Employers may also provide retirement benefits or other deferred compensation to 
employees outside of a qualified retirement plan. Such nonqualified deferred 
compensation arrangements are not subject to the qualification rules and are typically 
limited to a relatively small group of higher-paid employees and officers. An employer is 
not entitled to a deduction for such compensation until it is includible in the gross 
income of the employee. The time for inclusion of such compensation depends on 
whether the arrangement is considered funded for tax purposes or unfunded. If the 
arrangement is funded, the deferred compensation is includible in gross income when it 
is vested (IRC Sec. 83). 
 
If it is considered unfunded, it is generally includible in gross income when paid or 
otherwise made available to the employee. Most nonqualified deferred compensation is 
provided through arrangements that are not considered funded for tax purposes, 
because that results in current taxation to the employee. However, over time, practices 
have developed that seek to provide security for employees while not triggering current 
taxation. Such arrangements include, for example, so-called 'rabbi trusts,' through which 
amounts can be set aside solely for the purpose of paying nonqualified deferred 
compensation, subject to the claims of the employer's general creditors. 
 
Tax law also allows prefunding of retiree health benefits, subject to certain restrictions. 
There are two main ways that retiree health benefits can be funded: 
• Through a section 401(h) account that is part of a qualified defined benefit plan or 

qualified money purchase pension plan; or  
• Through a voluntary employees' beneficiary association (VEBA) or other trust.  
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Employers can make deductible contributions to a 401(h) account; the earnings on 
contributions accumulate on a tax-free basis. Contributions to the account can be no 
more than 25 percent of the actual contributions made to the qualified plan of which the 
account is apart since the account was established. Deductions for prefunding retiree 
health benefits through a VEBA or other trust are governed by sections 419 and 419A, 
which generally allow retiree health benefits to be funded over the working life of the 
employee (assuming current medical costs). However, earnings on assets set aside to 
fund retiree health benefits may be subject to unrelated business income tax. Retiree 
health benefits may also be funded indirectly by transferring excess pension plan assets 
to a section 401(h) account to pay for current retiree health expenses. 
 

Deduction Limitations 
Interest deductions under company-owned life insurance arrangements have also been 
limited by case law applying general principles of tax law, including the sham 
transaction doctrine, discussed above. 
Premiums- No deduction is currently permitted for premiums paid on any life insurance, 
annuity or endowment contract, if the taxpayer is directly or indirectly a beneficiary 
under the contract (Sec. 264(a)(1)). 
Interest paid or accrued with respect to the contract- No deduction generally is 
allowed for interest paid or accrued on any debt with respect to a life insurance, annuity 
or endowment contract covering the life of any individual (Sec. 264(a)(4)). 
 
An exception is provided under this provision for insurance of key persons. Interest that 
is otherwise deductible (e.g., is not disallowed under other applicable rules or general 
principles of tax law) may be deductible under the key person exception, so long as it is 
interest paid or accrued on debt with respect to a life insurance contract covering an 
individual who is a key person, to the extent that the aggregate amount of the debt does 
not exceed $50,000 per insured person. The deductible interest may not exceed the 
amount determined by applying a rate based on a Moody's Corporate Bond Yield 
Average-Monthly Average Corporates. A key person is an individual who is either an 
officer or a 20-percent owner of the taxpayer. The number of individuals that can be 
treated as key persons may not exceed the greater of; 
• Five individuals, or  
• the lesser of five percent of the total number of officers and employees of the 

taxpayer, or 
• 20 individuals (Sec. 264(e)(3)). 
 
Pro rata interest limitation- A pro rata interest deduction disallowance rule also 
applies. Under this rule, in the case of a taxpayer other than a natural person, no 
deduction is allowed for the portion of the taxpayer's interest expense that is allocable to 
policy cash surrender values (Sec. 264(f). This applies to any life insurance, annuity or 
endowment contract issued after June 8, 1997. 
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Interest expense is allocable to unencumbered (not serving as loan collateral) policy 
cash values based on the ratio of; 
(1) the taxpayer's average policy cash values of life insurance, annuity and endowment 
contracts, to  
(2) the sum of the average cash values (or average adjusted bases, for other assets) of 
all the taxpayer's assets. 
 
Under the pro rata interest disallowance rule, an exception is provided for any contract 
owned by an entity engaged in a trade or business, if the contract covers only one 
individual who is a 20-percent owner of the entity, or an officer, director, or employee of 
the trade or business. The exception also applies to a joint-life contract covering a 20-
percent owner and his or her spouse. 'Single premium' and '4-out-of-7' limitations.--
Other interest deduction limitation rules also apply with respect to life insurance, annuity 
and endowment contracts. The IRC provides that no deduction is allowed for any 
amount paid or accrued on debt incurred or continued to purchase or carry a single 
premium life insurance, annuity or endowment contract (Sec. 254(a)(2)). Additionally, 
the IRC provides that no deduction is allowed for any amount paid or accrued on debt 
incurred or continued to purchase or carry a life insurance, annuity or endowment 
contract pursuant to a plan of purchase that contemplates the systematic direct or 
indirect borrowing of part or all of the increases in the cash value of the contract (either 
from the insurer or otherwise (Sec. 264(a)(3)). Under this rule, several exceptions are 
provided, including an exception if no part of four of the annual premiums due during the 
initial seven-year period is paid by means of such debt (known as the '4-out-of-7 rule'). 
 

Rules for Split-Dollar Arrangements  
The IRS has guidelines for the income, gift, employment, and self-employment taxation 
of equity and non-equity split-dollar life insurance arrangements. Under an equity split-
dollar life insurance arrangement, one party to the arrangement typically receives an 
interest in the policy cash value (or equity) of the life insurance contract disproportionate 
to that party's share of policy premiums. That party also typically receives the benefit of 
current life insurance protection under the arrangement. Under a non-equity split-dollar 
life insurance arrangement, one party typically provides the other party with current life 
insurance protection but not any interest in the policy cash value.  
 

Mutually Exclusive Regimes 
The regulations provide two mutually exclusive regimes for taxation of split-dollar life 
insurance arrangements- a loan regime and an economic benefit regime. Under the 
loan regime the non-owner of the life insurance contract is treated as loaning the 
amount of its premium payments to the owner of the contract. The loan regime 
generally governs the taxation of collateral assignment arrangements. Under the 
economic benefit regime, the owner of the life insurance contract is treated as providing 
economic benefits to the non-owner of the contract. The economic benefit regime 
generally governs the taxation of endorsement arrangements (where the donor is the 
owner of the insurance contract). 
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Ownership of the life insurance contract determines which regime applies. It has been 
argued that the use of the two mutually exclusive regimes is an artificial and rigid 
approach that fails to account adequately for the economic reality of a split-dollar life 
insurance arrangement. However, the IRS and Treasury believe that the regulations 
properly account for the division of the costs and benefits of a split-dollar life insurance 
arrangement. It has been previously requested that taxpayers be permitted to elect 
which regime would apply to their split-dollar life insurance arrangements. However, in 
the view of the IRS and the Treasury, taxpayers effectively have the ability to elect 
which regime will apply by designating one party or the other as the owner of the life 
insurance contract.  
 
The IRS requires that a split-dollar policy take one of two approaches to taxation: the 
economic benefit approach or the loan approach. With either approach, the business 
cannot deduct the premium for tax purposes. The economic benefit is measured by the 
insurance protection provided, based on the IRS table for group term life rates or on 
one-year term rates if the life insurance carrier provides them based on the economic 
value of the death benefit. Typically, the employer (i.e., endorsement split-dollar) or an 
irrevocable life insurance trust (ILIT) (i.e., private split-dollar) will own the policy's entire 
cash value using this approach. A collateral assignment arrangement can be taxed 
using the economic benefit approach, as long as the policy and its entire cash value are 
assigned to the employer (i.e., non-equity collateral assignment). The IRS treats the 
economic benefit portion of the arrangement as rent, and the entire basis accrues in the 
hands of the owner of the contract. This means the non-owner is renting the net death 
benefit from the owner. Under this approach, the economic benefit (or the rent) is 
measured by the insurance protection provided, based on the IRS table for group term 
life rates or on one-year term rates if the life insurance carrier provides them. With 
endorsement and non-equity collateral assignment arrangements, the employer will 
receive the entire basis in the contract. The cost of the arrangement will increase at 
termination to the extent the non-owner is given ownership of the policy in the form of a 
bonus.  
 

Owners and Non-owners  
There are specific regulations for determining the owner and the non-owner of the life 
insurance contract. Thus, the owner generally is the person named as the policy owner. 
If two or more persons are designated as the policy owners, the first-named person 
generally is treated as the owner of the entire contract. However, it has been pointed 
out that determining tax ownership based on whom the parties name as the policy 
owner of the life insurance contract represents a departure from general tax principles. 
A split-dollar life insurance arrangement is like any co-ownership situation in which two 
or more parties agree to share in the costs and benefits of a policy such that each party 
will be entitled to exercise certain rights with respect to the underlying policy and will 
have certain responsibilities.  
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Donor is the Owner 
The IRC treats the donor as the owner of a life insurance contract where the donee is 
named as the policy owner if, under the split-dollar life insurance arrangement, the only 
economic benefit provided to the donee by the donor under the arrangement is the 
value of current life insurance protection. Any amount paid by a donee, directly or 
indirectly, to the donor for such current life insurance protection would generally be 
included in the donor's gross income. Where the donor is the owner of the life insurance 
contract that is part of the split-dollar life insurance arrangement, amounts received by 
the irrevocable insurance trust (either directly or indirectly) under the contract (for 
example, as a policy owner dividend or proceeds of a specified policy loan) are treated 
as gifts by the donor to the irrevocable insurance trust as provided in §1.61-22(e). The 
donor must also treat as a gift to the trust the amount set forth in §1.61-22(g) upon the 
transfer of the life insurance contract (or undivided interest therein) from the donor to 
the trust.  
 
The gift tax consequences of the transfer of an interest in a life insurance contract to a 
third party will continue to be determined under established gift tax principles 
notwithstanding who is treated as the owner of the life insurance contract. See, for 
example, Rev. Rul. 81-198, 1981-2 C.B. 188. Similarly, for estate tax purposes, 
regardless of who is treated as the owner of a life insurance contract, the inclusion of 
the policy proceeds in a decedent's gross estate will continue to be determined under 
section 2042. Thus, the policy proceeds will be included in the decedent's gross estate 
under section 2042(1) if receivable by the decedent's executor, or under section 2042(2) 
if the policy proceeds are receivable by a beneficiary other than the decedent's estate 
and the decedent possessed any incidents of ownership with respect to the policy. One 
commentator requested that these regulations address the extent to which a decedent's 
interest in a co-owned policy is included in that decedent's gross estate under section 
2042, but the IRS and Treasury believe that issue is beyond the scope of these 
regulations.  
 
 
 

VI. Insurable Interest 
 
An insurable interest exists when an insured person derives a financial or other kind of 
benefit from the continuous existence of the insured object (or in the context of living 
persons, their continued survival). A person has an insurable interest in something 
when loss-of or damage to that thing would cause the person to suffer a financial loss or 
other kind of loss. Typically, insurable interest is established by ownership, possession, 
or direct relationship. 
 

Concept of Insurable Interest 
The idea of insurable interest has developed to eliminate the element of wagering from 
insurance contracts. Wagering contracts on individual lives was not addressed by 
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statutory law until 1774. The development of the tenet of insurable interest as a 
prerequisite for the purchase of insurance distanced the insurance business from 
gambling, enhancing the industry's reputation and leading to its greater acceptance. 
The United Kingdom was a leader in that trend by passing legislation that prohibited 
insurance contracts if no insurable interest could be proven, notably the Life Assurance 
Act of 1774 which renders such contracts illegal, and the Marine Insurance Act of 1906 
which renders such contracts void. 
 

Property Insurance 
Individuals have an insurable interest in their property up to the value of the property, 
but not more. The principle of indemnity dictates that the insured be compensated for a 
loss of property, but not for more than what the property was worth. A lender who 
accepts a house as a mortgage has an insurable interest on the property used as 
security; but the insurable interest is not in excess of the value of the loan. 
 

Life insurance 
In the case of a life policy insurable interest is: 

• An interest based upon a reasonable expectation of pecuniary advantage 
through the continued life, health and bodily safety of another person, and, 
consequently, loss by reason of their death or disability; or 

• A substantial interest engendered by love and affection if closely related by blood 
or by law.  

 
Legal guidelines have been established in many jurisdictions which confirm the kinds of 
family relationships for which an insurable interest exists. The insurable interest of 
family members is assumed to be emotional as well as financial. The law allows 
insurable interest on the presumption that a personal connection makes the family 
member more valuable alive than dead. Thus, husbands/wives have an insurable 
interest in their spouse, and children have an insurable interest in their parents (and 
vice-versa). Brothers/sisters and grandchildren/grandparents are also assumed to have 
an insurable interest in the lives of those relatives. But cousins, nieces/nephews, 
aunts/uncles, stepchildren/stepparents and in-laws cannot buy insurance on the lives of 
others solely on the basis of being related by these connections. 
 
As a next step and because insurance companies have a duty to exercise reasonable 
care in determining whether insurable interest exists and whether the consent of the 
insured has been obtained to avoid legal implications, underwriters look at the 
beneficiary's insurable interest. The presence of insurable interest must be established 
for every life insurance policy to make sure that the insurance contract is not challenged 
to be an illegal wagering agreement. If an insurable interest is not found at the time of 
underwriting the policy will not be issued. To determine insurable interest the following 
rule of thumb is followed 'Insurable interest exists when the proposed insured is likely to 
benefit if the insured continues to live and is likely to suffer some loss or detriment if the 
insured dies'. Underwriters screen every application for life insurance and make sure 
that the insurable interest requirement imposed by law in the applicable jurisdiction will 
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be met when the policy is issued. Stated differently the underwriter must determine 
whether the beneficiary of the life insurance policy has an insurable interest in the 
proceeds of the insurance policy. A person is always deemed to have an unlimited 
insurable interest in one's life and health. Therefore the beneficiaries of the policies do 
not need to prove an insurable interest as long as they are deemed to be concerned 
with the insured life. Courts and state laws have established guidelines for those 
persons and entities deemed to have insurable interest in the proposed insured life. 
They fall into three categories, relations by blood or marriage, business relationship, 
and creditors. 
 

Blood or Marriage: 
People generally have an insurable interest in the lives of their spouses and 
dependents. Based on this relationship, the general rule of thumb is:  
 
Insurable Interest No Insurable Interest 
Husbands and wives Other relatives by marriage 
Parents and children 
(including adopted children) 

Nieces and nephews 

Grandparents and grandchildren Cousins 
Brothers and sisters Uncles and aunts 
Engaged couples (some states) Stepchildren and stepparents 
 

Business Relationship 
Someone who receives economic benefit from the continued life and good health of 
another also has an insurable interest in that person's life. For example, employers can 
take out key person life insurance on key employees, corporations can take out 
insurance on the lives of their officers, and business partners can take out life insurance 
on each other. Thus an insurable interest may be created in an otherwise non-insurable 
interest relationship by the existence of a financial dependency or a business 
relationship between the parties. As a result, an uncle may be deemed to have an 
insurable interest in a nephew because the nephew runs the uncle's business and the 
venture is profitable. 

Creditors 
Creditors are allowed to take out life insurance on the lives of their debtors, with the 
debtors' consent, up to the limit on the debt. Mortgage and credit insurance are 
examples of this type of insurance. An underwriter reviews non-medical aspects of the 
application to assess moral and physical risks such as; 
• The purpose of the insurance is to protect and not create value. Thus the underwriter 
will look in the application form for a valid insurance purpose like estate planning, 
business or family protection. 
• The occupation of the applicant is relevant because some occupations are hazardous 
and increase the risk of death, disability or accidental death. 
• The income of the applicant is reviewed to determine if the amount of insurance 
applied for is justified. 



54 

• The use of tobacco or smoking is another important factor affecting mortality and 
morbidity as is the excessive use of alcohol. 
• Aviation and foreign travel details are also important factors in the risk assessment 
process as these could also have an impact on mortality and morbidity. 
 

Lord Mansfield and Insurable Interest  
Going back a bit in time, eighteenth-century judge William Murray, Lord Mansfield 
(1705-1793), was developing the concepts of mercantile law, including law influencing 
insurance. His legal decisions promoted individual economic liberty and smooth 
operation of a market economy, modernizing concepts such as opinion and speech, 
consumption and contract. Mansfield was an important figure in integrating the laws of 
commerce with general law. Among other things, Mansfield helped ensure the rights of 
holders in due course to commercial paper, that it be treated as a negotiable instrument. 
Insurance law was developed through his take on the notion of good-faith disclosure 
and clarification of the definition of insurable interests.  
 
Two English statutes from the 18th century created the requirement that the insured 
have an interest in an insured life or property. These two laws, from 1746 and 1774, did 
not define an insurable interest so it was left to the courts to communicate what an 
insurable interest was. Their reasoning in cases more than 200 years ago defined the 
contours of the debate that are still in use today. The basic disagreement came down to 
whether an insurable interest had to include a legal interest in the property or simply 
what one might call a factual expectation of possession of the property. Two cases help 
clarify the issue. 
 

Factual Expectation 
In Le Cras v. Hughes (99 Eng.Rep. 549 (KB 1782)), the Spanish ship Santo Domingo 
was taken by a British captain and crew in the war with Spain. Under English law (the 
'Prize Act'), the crew of a ship, under certain circumstances, actually could be vested 
with title to the ship and its goods after return to England. With this hope the crew 
insured the ship and sailed it back from Spain to England. As fortune would have it, the 
ship was destroyed in a storm. The captain tried to collect on the insurance policy but 
his claim was denied by the insurance company because he did not yet have a legal 
right to the ship--i.e., it was only an expectancy. When the case got to the King's Bench, 
Judge Mansfield agreed that there was no legal expectancy here, because the Royal 
Navy might also be awarded title to the ship. Lord Mansfield's reasoning did not stop at 
that point; he found what he called a 'factual expectancy' that was grounded in the past 
experience of the English people that whenever a capture has been made, since the 
Revolution (1688), by sea or land, the Crown has made a grant: there is no instance to 
the contrary. This expectation was sufficient, for Mansfield, to support an insurable 
interest. His relevant words are: 
"An interest is necessary, but no particular kind of interest is required. ….though not a 
vested interest, were held insurable. An agent of prizes may insure his profits though 
they are in contingency..."  
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The captain and crew had no recognized legal interest as of yet, it had happened in 
every case for nearly a century that such an interest would accrue when Parliament 
acted. But this simply had not happened yet because the ship was in transit. Thus, the 
'doctrine' of factual expectancy was no doubt created to handle this situation where 
justice would have been denied if the strict legal test were required. But what is that 
strict legal test? An 1805 case defines it most clearly.  
 

Legal Interest 
Twenty years later, in Lucena v. Crawford (127 Eng.Rep. 630 (1805)), Lord Eldon 
articulated a narrow conception of insurable interest that depended on the existence of 
a legal right. The facts of the case are similar Le Cras. Lord Eldon would have held that 
there was no insurable interest in the ship until it reached an English port. His point was 
as follows. If the Commissioners (the Royal Commissioners who insured the captured 
ship this time) had an ability to insure a ship, when they had yet no recognized property 
interest in it, then anyone could have insured the ship, and the situation would be open 
to the problems of wagering once again. He stated: 
"..If they (the Commissioners) have a right so to insure, it seems to me that 
any person who is directed to take goods into his warehouse may insure...If 
moral certainty be a ground of insurable interest, there are hundreds, 
perhaps thousands, who would be entitled to insure. First the dock company, 
then the dock-master, then the warehouse-keeper, then the porter, then 
every other person who to a moral certainty would have anything to do with 
the property, and of course get something by it." 
 
For Eldon it was the technical legal interest that created an insurable interest, even if it 
was virtually certain that the legal right would never have value. He gave the following 
famous hypothetical to illustrate his position: 
"Suppose A be possessed of a ship limited to B in case A dies without issue; 
that A has 20 children, the eldest of whom is 20 years of age; and B is 90 
years of age. It is a moral certainty that B will never come into possession, 
yet this is a clear interest. On the other hand, suppose the case of the heir 
at law of a man who has an estate worth 20,000 a year, who is 90 years of 
age; upon his death-bed intestate, and incapable from incurable lunacy from 
making a will, there is no many who will deny that such an heir at law has a 
moral certainty of succeeding to the estate; yet the law will not allow that he 
has any interest, or any thing more than a mere expectation."  
 
The former, with no 'moral expectation' at all, would have an insurable interest, for 
Eldon, while the latter would not.  
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Of Wager Policies 
Many are the contrivances which men have fallen upon for the gratification of their 
propensity to gaming.2  And the uncertain events of maritime adventure afford an 
obvious and extensive field for the calculation of chances, and the decision of fortune. 
The practice of gaming, by nourishing a constant hope of gain, excites in the mind an 
interest: which engrosses the attention, and withdraws the exertions of men from useful 
pursuits. By pointing out a speedy, though hazardous mode of accumulating wealth, it 
produces a contempt for the moderate, but certain, profits of sober industry. It perverts 
the activity of the mind, taints the heart and depraves the affections. By frequent and 
great reverses of fortune, it becomes not only the source of great private misery, but 
suggests constant temptations to fraud and the perpetration of atrocious crimes. There 
are a few well-regulated governments in which gaming has not been laid under 
considerable restrictions. In this country ideas less rigid have prevailed. Innocent 
wagers have long had the sanction of the common law. They are only deemed illegal 
where they are prohibited by statute, where they tend to create an improper influence 
on the mind in the exercise of a public duty, where they are contra bonos mores3

The spirit of gaming, which is always ready to insinuate itself into every transaction, and 
to assume the form of every contract, which depends upon uncertain events, long 
availed itself of insurance upon lives, as affording abundant opportunities for 
speculating upon chances. Wagers came to be daily made upon the duration of men's 
lives, in the form of insurances, by persons who were neither connected with the 
parties, nor in any manner interested in the duration of their lives nor did the insurers 
much concern themselves to know upon what interest, or for what reason, such 
insurances were made. Such practices were big with mischiefs of various descriptions; 
nor is it probable that even the lives, thus presumptuously insured, were always free 
from danger. The evil, however, at length became apparent to the legislature. But it 
being admitted, that insurances upon lives, under proper restrictions, might, in many 
instances, be highly beneficial to the public, it was determined, that such insurances 
ought not to be abolished, but only regulated. Therefore, by fiat. 14 G. III. c. 48, § 1, was 
enacted

, or in 
any other manner tend to the prejudice of the public, or the injury of third persons. And 
after all it must be owned, that the law greatly descends from its dignity, when it lends 
its aid to give effect to any wager, however innocent. 
 

4

'That no insurance shall be made by any person or persons, bodies politic or corporate, 
on the life or lives of any person or persons, or on any other event or events whatever 
wherein the person or persons, for whose use or benefit, or on whose account, such 
policy or policies shall be made, shall have no interest or by way of gaming or wagering: 

; 
 

                                            
2 Samuel Marshall, "A Treatise on the Law of Insurance" (1805) Book III Ch 3 p. 672 
3 This means 'contrary to good morals.' Used in law to describe an action or a contract considered harmful to the 
moral welfare of society. 
4 This Life Assurance Act was enacted by Parliament in April 1774. To put that in perspective, The Quartering Act, 14 
G. III. c. 54, approved by Parliament a couple months later in June, 1774, required American colonists to house 
troops not only as previously required under an existing quartering act, but also in private homes. The Quartering Act 
is one of the Intolerable Acts that led to dissent in the American colonies. 
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And that every insurance made contrary to the true intent and meaning of this act, shall 
be null and void to all intents and purposes whatsoever.' 
 
And (by § 2,) it is further enacted; 
'That it shall not be lawful to make any policy or policies on the life or lives of any person 
or persons, or other event or events, without inserting in such policy or policies, the 
name or names of the person or persons interested therein, or for what use, benefit, or 
on whose account, such policy is so made or underwrote.' 
 
And (by § 3,) it is further enacted; 
'That in all cafes, where the insured hath an interest in such life or lives, event or events, 
no greater sum shall be recovered, or received from the insurer or insurers, than the 
amount or value of the interest of the insured in such life or lives, or other event or 
events.' 
 
The fourth section contains a proviso that this act shall not extend to insurances bona 
fide made on ships or goods. 
 
The title of this statute is, 'An act: for regulating insurances upon lives, and for 
prohibiting all such Insurances, except in cases where the persons insuring shall have 
an interest in the life or death of the persons Insured.' From this title it would seem, that 
the framers of this bill originally intended to confine the operation of it to insurances 
upon lives only. But the words, 'or any other event or events whatsoever,' introduced 
both into the enabling parts and the preamble, plainly shew that the legislature meant, 
that the regulations of this act: Should extend to every species of insurance, except 
marine insurances ; to which, by the proviso in the 4th section, it is declared, that it shall 
not extend. 
 
Very few questions have arisen upon the interest of the insured, in the life insured. A 
bona fide creditor has undoubtedly an interest in the life of his debtor, at least where he 
has only the personal security of the debtor and it has been holden by a great authority, 
that this interest is insurable within the statute. Thus: An insurance was made on the life 
of Lord Newhaven from the 1st of December 1792, to the 1st of December 1793. In an 
action on the policy, the only question made by the defendant was, as to the plaintiff's 
interest in the life insured which, it was contended, was not sufficient to take this case 
out of the above statute. It appeared in evidence that Lord Newhaven was indebted to 
the plaintiff and a Mr. Mitchell in a large sum of money; part of which debt had been 
assigned by them to another person. The remainder being more than the amount of the 
sum insured, was, upon a settlement of accounts between the plaintiff and Mitchell 
agreed by them to remain to the account of Mitchell only. 
 
Lord Kenyon, who tried the case (Anderson v. Edie, 1795, K. B. Trin. Term), was of 
opinion, that this debt was a sufficient interest. He said it was singular that this question 
had never been directly decided before: That a creditor had certainly an interest in the 
life of his debtor because the means by which he was to be satisfied might materially 
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depend upon it and that, at all events, the death must, in all cases, in some degree, 
lessen the security. The jury found a verdict for the plaintiff. 
 
From the above note of this case, though it seems to be rather a defective one, it may 
reasonably be supposed that the plaintiff had only Lord Newhaven's personal security 
for the debt, and that with him died all hopes of repayment from his estate. Upon this 
ground I think there could be no doubt but that the creditor had an insurable interest in 
Lord Newhaven's life, to the amount of the debt. But Lord Kenyon is stated to have said, 
that, At all events the death must in all cases in some degree lessen the security. As an 
abstract proposition, this is, in general, true. But it cannot be inferred from this, that his 
lordship meant to lay it down, as law, that every creditor, however his debt may be 
secured, has an insurable interest in the life of his debtor, to the amount of the debt. 
Lord Mansfield in the case of Stackpool v. Simon5

When Must the Insurable Interest Exist? 

 says that a policy may be considered 
as a collateral security for the debt clue to the insured.  -And yet it would seem that, 
even where the creditor has only the personal security of the debtor to rely upon for 
repayment, the insurer, before he pays the sum insured, might, perhaps, have a right to 
call upon the creditor insured, to shew that nothing could be recovered from the estate 
of the deceased debtor. Where the debt is amply and satisfactorily secured by mortgage 
or otherwise, the creditor can have but the shadow of an interest in the life of the debtor. 
But, by the third section of the above act, it is declared, that, 'No greater sum shall be 
recovered from the insurer than the amount or value of the interest of the insured in the 
life insured.' Now, what can be the amount or value of the interest of the creditor, in the 
case put?  It is nothing that a jury could estimate. 
 

 
 

Generally speaking, an insurable interest must exist at the time the contract of personal 
insurance becomes effective but need not exist at the time the loss occurs. 
 
The almost universal rule of law in this country is that if the insurable interest 
requirement is satisfied at the time the policy is issued, the proceeds of the policy must 
be paid upon the death of the life insured without regard to whether the beneficiary has 
an insurable interest at the time of death. 
 
A majority of jurisdictions statutorily recognize the right of any individual of competent 
legal capacity to contract for life insurance upon his or her own life for the benefit of 
anyone. In the opposite situation, no person may procure an insurance contract upon 
the life of another individual unless the benefits under the policy are payable to the 
insured, his or her personal representative, or a person having, at the time the contract 
is made, an insurable interest in the life of the individual insured. Legislatures 
throughout the country have also codified the common-law rule which prohibits the 
making of a life insurance contract upon the life of another unless the insured applies for 
the policy or consents to it in writing. The sole exception to this prohibition is where the 

                                            
5 This case often cited as Stackpole v. Simon (Sitt. At Guild, Hil. Vac., 1779) 
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policy is being contracted for a person having an insurable interest in the insured. When 
someone other than a person having an insurable interest takes out a policy on the life 
of another without his or her consent or knowledge, courts have traditionally relied upon 
two theories to render the policy unenforceable: the policy is a wagering contract, or; 
such a policy presents an opportunity for crime. 
 

Interest Broadly Defined 
Both judicial case law and state insurance statutes broadly define this insurable interest 
requirement to include a 'love and affection' insurable interest for persons 'closely 
related by blood or law,' and, in the case of other persons, a lawful and substantial 
economic interest in the continued life, health, or bodily safety of the person insured. 
This generalized definition of an insurable interest in the life of another, being written in 
such overly broad language, leaves considerable room for judicial and scholarly 
interpretation. Concerning insurable interest, in 1918 Edwin Patterson observed in the 
Columbia Law Review that, there exists great diversity of judicial opinion. Nor are the 
text writers agreed. Since life insurance is an everyday commercial transaction, a rule of 
certainty is highly desirable. A century later, and despite a significant amount of 
contemporary information on the subject, Professor Patterson's appeal for uniformity 
and predictability in this area of insurance law is still valid. 
 

Borrowing Against the Policy 
The owner of a life insurance policy can generally borrow money on a permanent life 
policy and use the proceeds for any purpose. Before taking a policy loan, policy owners 
should be sure to understand the loan and tax implications. An amount up to the policy's 
cash surrender value (less an adjustment for interest) can usually be borrowed from the 
insurer. The insurer will charge interest on the loan. There are misconceptions about 
whether the insurer charges interest on the loan against policy. Yes, it is just like a 
bank. The insurer is lending money to the policyholder and the policy's cash value is the 
loan collateral. The lending of money generates interest income for the insurer and this 
must be accounted for at tax time. If a repayment schedule is not adhered to by the 
policy owner/borrower, interest not paid is added to the amount of the loan. He or she 
ends up paying interest on interest (never a good thing).  
 
Interest charged on a policy loan is usually not deductible for income tax purposes. 
There could be other adjustments as well under the contract; for example, a 
participating policy may restrict the payment of dividends while a loan is outstanding. 
The policyholder may not be required to repay a life insurance policy loan on a 
scheduled basis, but the life insurance policy loan can still be repaid at any time while 
the insured is alive. If the loan is not repaid, the cash surrender value eventually paid or 
the policy proceeds disbursed at death will be reduced by the amount of the loan (plus 
interest). The loan reduces life insurance protection. If the loan amount plus accrued 
interest ever equals or exceeds the cash surrender value, the policy can terminate if 
additional amounts are not paid into the life insurance policy.  
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Lapse or surrender of policy 
An outstanding loan is generally treated as an amount received if a policy lapses or is 
surrendered and may result in taxable income. A policy can lapse if premiums are not 
paid and the policy terminates when any policy benefits are exhausted as a result. The 
policy owner can surrender the policy to the insurer in return for the policy's cash 
surrender value (as reduced by the amount of the loan plus interest). If the policy is 
surrendered or lapses, any gain realized is taxable at ordinary income tax rates. The 
gain is the excess of the amount received over the net premium cost. The net premium 
cost is the total premiums paid less any tax-free distributions received. An outstanding 
loan is generally treated as an amount received if a policy is surrendered or lapsed. 
Another section of the text has more on taxation. 
 

Policy Assignment 
Assignment refers to transfer by the policyowner of legal rights or interest in the life 
insurance policy. Life insurance contracts are everywhere assignable except as 
restricted by law, by the provisions of the policy, or by collateral agreement. The 
contract of life insurance has its own characteristics a unique feature of which is that the 
contract has as its beneficiaries the people who are to be protected in the event of the 
untimely death of a breadwinner. Life insurance is a contract between the insurer and 
insured for the benefit of persons not parties to the contract. Assignment of policy is 
associated with beneficiary rights; determining who will receive the proceeds when the 
cestui que vie dies. 
 

Types of Beneficiaries 
The owner of a life insurance policy has flexibility in naming beneficiaries. Remember 
that an insurable interest must exist at the time the policy is issued. Beneficiaries are 
typically categorized as primary and contingent. A primary beneficiary is entitled to the 
proceeds of the policy upon the death of the insured, but such rights expire if he or she 
dies before the insured. A contingent (or secondary) beneficiary is entitled to the policy 
proceeds if the primary beneficiary has predeceased the insured. Most designations are 
prepared to provide a one sum settlement to the primary beneficiary. Occasionally, an 
arrangement might stipulate that, if policy proceeds are being paid over time to a 
primary beneficiary who dies before collecting the entire amount, then the remaining 
proceeds will be payable to the contingent beneficiary. It is often desirable to have 
several levels of contingent beneficiaries. 
 

Specific or Class 
A beneficiary can be either specific (a person identified by name and relationship), or a 
class designation (a group of individuals such as the 'children of the insured'). While the 
naming of specific beneficiaries is usually clear-cut, unintended complications can arise 
when designating classes of beneficiaries. 
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For example, if a policyowner names children as beneficiaries, it is important to clarify if 
the intent is to include only lawful children, adopted children or children by a former 
spouse. If the children are minors, it is also important to determine if the insurance 
company will in fact pay the proceeds to a minor beneficiary. Generally, insurers insist 
on paying proceeds to a legal guardian rather than to a minor. It can be wise to 
designate a custodian under the Uniform Transfers to Minors Act to act on behalf of the 
minor as this would eliminate the need to appoint a legal guardian. Consider the 
following hypothetical situation in which the policyowner's intentions appear 
straightforward, but which could become complicated. Emily, who is 70 years old, has 
planned for the proceeds of her life insurance policy to be paid to her children (Jim, Jack 
and Rose) or her grandchildren. Now, suppose Jim and Rose die before their mother. 
Jim leaves two children and Rose has none. How will the proceeds of the policy be 
distributed when Emily eventually dies? 
 

Methods of Distribution 
Per stirpes and per capita are terms that describe methods of distributing property to 
family members and heirs. Per stirpes means 'branches of the family,' and per capita 
means 'by heads.' In the example above, under a per stirpes distribution, Jack (one 
branch) would receive one-half of the proceeds and Jim's surviving children (the other 
branch) would divide the remaining half among themselves. Under a per capita 
distribution, Jim's two children, along with Jack, would each receive one-third of the 
proceeds. Keep in mind that complications could arise if any of Jim's children are still 
minors when Emily dies and legal guardians have not been appointed. 
 

Revocable or Irrevocable 
Issues can also arise based on whether beneficiary designations are revocable or 
irrevocable. If a beneficiary designation is revocable, the policyowner reserves the right 
to change the beneficiary. A person designated as a revocable beneficiary has only an 
expectation of benefits, since the owner of the policy can exercise any of the policy 
rights without the consent of the revocable beneficiary. 
 
An irrevocable beneficiary, however, cannot be changed without the consent of that 
beneficiary. While this arrangement is sometimes desirable for estate planning 
purposes, the legal status of an irrevocable beneficiary is uncertain. Some jurisdictions 
see an irrevocable beneficiary as similar to a co-owner of the policy. The beneficiary's 
consent is needed to exercise any policy rights. The opposite view is that an irrevocable 
beneficiary's consent is needed only for exercising a change of beneficiary. The consent 
view can create problems for the beneficiary's rights if the policyowner exercises other 
rights, such as surrendering the policy or permitting it to lapse. This fuzzy legal status of 
an irrevocable designation often makes it preferable to use revocable beneficiary 
designations. 
 
The distribution desired by a policyowner must be clearly set forth in the beneficiary 
designation. A change in family circumstances after a policy is initially written, such as a 
divorce, could leave the named insured with unintended beneficiaries. For example; 
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• In Maryland, like the majority of jurisdictions, upon divorce, the ex-spouse listed as 
beneficiary does not automatically waive their right to claim the insurance benefit if 
the beneficiary is not changed. See East v. PaineWebber, Inc., 131 Md. App. 302, 
311 (Md. Ct. Spec. App. 2000). The only exception is if the Divorce Decree 
specifically revokes the right to inherit life insurance.  

• Next door, Virginia holds that, upon divorce, any revocable beneficiary designation 
contained in a then existing written contract owned by one party that provides for the 
payment of any death benefit to the other party is revoked. Therefore, upon divorce, 
the ex-spouse loses their right to inherit any life insurance proceeds on their former 
spouse. See Va. Code Ann. § 20-111.1. 

 

Parties to the insurance contract should review the beneficiary designation regularly in 
order to take the steps necessary to make appropriate changes. 
 

Types of Assignments 
There are two types of conventional insurance policy assignments: 
Absolute assignment- This is normally intended to give the assignee every right in the 
policy that the owner possessed prior to the assignment. When the transaction is 
completed, the owner will have no further financial interest in the policy. The 
terminology of absolute assignments differs from contract to contract. In essence, it 
transfers all rights, title, and interest in the policy to the assignee. Some insurance 
companies use an ownership clause to accomplish this transfer. 
Collateral assignment- This is a more limited type of transfer. It is a security 
arrangement to protect the assignee (lender) by using the policy as security for 
repayment. After the indebtedness is repaid, the assignee releases his or her interest in 
the policy. The assignee will revert to the borrower/policy owner the rights transferred by 
the assignment. Under the usual procedure, if the collateral assignment is in force and 
the named insured dies, the assignee informs the insurance company of the remaining 
indebtedness, including interest, and receives that amount in a lump sum. Any excess 
proceeds are then payable to the named beneficiary in accordance with the beneficiary 
designation in the policy. To fully protect the assignee, notice must be given to the life 
insurance company that the assignment has been made. If a company with no notice of 
assignment makes payment of the proceeds to another assignee or to a named 
beneficiary, the insurance company cannot be made to pay a second time. 
 

Policy Provisions 
Some typical policy provisions concerning assignments may include the following:  
• The assignment will not be binding until the original, or a duplicate thereof, is filed at 

the insurance company's home office.  
• The insurance company assumes no obligation as to the effect, sufficiency, or 

validity of the assignment.  
• The assignment is subject to any indebtedness to the insurance company on the 

policy. 
 

It is important to ensure that an assignment is made properly, regardless of whether it is 
absolute or collateral.  
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Legality of Assignment 
St. John v. American Mutual Life Insurance Co. Am. Mut. Life Ins. Co., 13 N.Y. 31, 39 
(1855).  is one of the earliest American opinions which addresses the issue of the 
legality of an assignment of a life policy to an individual who lacked an insurable interest 
in the insured. The insured executed to the plaintiff two life policies having combined 
death benefits of $4,000 for: (1) a consideration of $300; (2) continued payment of 
premiums by plaintiff; and (3) a promise to pay insured's wife $1,500 upon insured's 
death.  
 
Judge Crippin, writing for the court, observed that an absolute sale, assignment, and 
transfer of a life policy, valid at its inception, to one having no insurable interest, was 
valid and entitled the assignee to the proceeds of the policy upon the death of the 
insured. This holding was clearly influenced by the fact that the defendant's policy 
provided for assignments and notice of same, as well as the existence of good faith in 
the execution of the assignment. Of equal significance was the fact that without the right 
to assign, insurances on lives lose half their usefulness. 
 
The rationale articulated in the St. John case significantly influenced the development of 
what has become known as the majority view on the subject.  According to this view, an 
assignment of a life policy by the insured or beneficiary to an individual who lacks an 
insurable interest in the life of the insured is not void per se and will be upheld if the 
assignment was made in good faith and not merely intended to evade the law against 
wagering contracts. Two lines of reasoning have been advanced in favor of the majority 
rule that an assignment of a life policy to a person lacking an insurable interest in the life 
of the insured, if not tainted, is valid. The first is commercial in nature and grounded in 
the capitalistic philosophy which dominated the country's young industrial economy at 
the turn of the twentieth century. According to this rationale, life insurance policies are 
investment contracts of great commercial value. Consequently, the law should not 
restrict the transferability of a policy by limiting the class of purchasers to those having 
an insurable interest in the life of the insured. To do otherwise would impair the value 
and utility of the policy as an article of property and prevent the free sale of policies on 
the open market at the most advantageous terms. 
 
The second rationale is purely legal in nature. It is premised upon the notion that a life 
insurance contract is a chose in action and should therefore be assignable absolutely or 
by way of security as with any other chose.  Thus, it was observed by Judge Crippen in 
St. John that: 
"I am not aware of any principle of law that distinguishes contracts of 
insurance upon lives, from other ordinary contracts, or that takes them out 
of the operation of the same legal rules which are applied to and govern 
such contracts. Policies of insurance are choses in actions; they are 
governed by the same principles applicable to other agreements involving 
pecuniary obligations." 
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As noted earlier, the view that an assignment of a life policy to an individual lacking an 
insurable interest in the life of the insured is not void as a matter of law does not 
necessarily mean that all such assignments are per se valid. Rather, this rule creates a 
prima facie case in favor of the validity of the assignment. The presumption in favor of 
validity is conditioned upon the transaction having been in good faith and the absence 
of intent to circumvent the law with regards to wagering contracts. Consequently, 
assignments tainted with either of these defects are treated as void ab initio.  
 
Thus, in instances where a person lacking an insurable interest procures a policy on the 
life of another without consent, or where an insured makes an invalid assignment to an 
individual similarly situated, the insurable interest doctrine penalizes the parties by 
voiding the contract. 
 

Private Property 
A life insurance policy is private property that can be sold at the will of the owner. This 
was established in the case of Grigsby v. Russell, 222 U.S. 149 (1911) in the U.S. 
Supreme Court. In 1911, Dr. A. H. Grigsby treated a patient named John C. Burchard, 
who was in need of a surgical procedure. Burchard offered to sell Dr. Grigsby his life 
insurance policy in return for $100 and for agreeing to pay the remaining premiums. Dr. 
Grigsby agreed to these terms. Burchard died about a year later and Dr. Grigsby tried to 
collect the benefits. An executor of Burchard's estate, R. L. Russell, challenged the 
doctor's property rights in the policy and won. The case eventually reached the U.S. 
Supreme Court where Justice Oliver Wendell Holmes Jr. delivered the opinion of the 
court. Justice 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. Wrote Holmes, "Life insurance has become in our days one 
of the best recognized forms of investment and self-compelled saving." This opinion 
placed the ownership rights in a life insurance policy on the same legal footing as more 
traditional investment property, such as stocks and bonds. As with these other types of 
property, a life insurance policy could be transferred to another person at the discretion 
of the policy owner. This decision established a life insurance policy as transferable 
property that contains specific legal rights, including the right to: 

• Name the policy beneficiary 
• Change the beneficiary designation (unless subject to restrictions) 
• Assign the policy as collateral for a loan 
• Borrow against the policy 
• Sell the policy to another party 

 

UCC Article 9 
The entire body of laws pertaining to commercial dealings is commonly referred to as 
business or commercial law. The broad scope of this category appears from the mere 
naming of the legal subjects considered in detail under the aegis of business law: 
contracts, agency, bailments, carriers, sales, products liability, partnerships, 
corporations, unfair competition, property, commercial paper, insurance, and 
bankruptcy. These laws developed from the lex mercatoria, the body of commercial law 
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used by merchants throughout Europe during the medieval period. Eventually the 'law 
merchant' was absorbed into the common law and thus became part of American law. A 
significant development in this country has been the codification of large parts of 
commercial law. The Uniform Commercial Code (UCC) is a uniform act promulgated 
in conjunction with efforts to harmonize the laws of commerce in the several states. The 
Code has been a long-term, joint project of the National Conference of Commissioners 
on Uniform State Laws (now the Uniform Law Commission) and the American Law 
Institute. The goal of harmonizing state law is important because of the prevalence of 
commercial transactions that extend beyond one state. The objectives here can be seen 
as similar to those of the National Association of Insurance Commissioners. 
 

Article 9 and Life Insurance 
Article 9 of the Uniform Commercial Code excludes from its scope any transfer of an 
interest in a life insurance policy. Thus, any lender whose security is a life insurance 
policy may not look to the UCC to determine their rights. 
 
The vast majority of policy loans are made by the issuing insurance company and 
without any serious competition from other lenders. This is in part because of difficulty 
and uncertainty in the law governing the assignments of life insurance policies. Though 
it is legal to sell or pledge a life insurance policy, life insurance policies may not serve 
as security for the purposes of an Article 9 lien. Revised Article 9 of the Uniform 
Commercial Code is governing law for almost all security interest transactions in all 
states. The product of extensive scholarly drafting and professional insights, the UCC is 
lauded for its clarity, coherence and logic. Despite its potential benefits, Article 9 
excludes from its scope transfers of interests in insurance policies. Forty-eight of the 
fifty states follow the UCC in excluding insurance policies from the scope of their state's 
version of Article 9. A lender who accepts a life insurance policy as collateral to secure 
a debt may not look to Article 9 to determine his or her rights and responsibilities. But as 
states adopted Article 9, they repealed their other security statutes. So while the 
practice of borrowing on insurance policies grows exponentially, there is less statutory 
law than ever. In that absence of statutory law, the common law governs. 
 
The insurance policy exclusion can be justified in that such transactions are often quite 
special, do not fit easily under a general commercial statute and are adequately covered 
by existing law. Since Article 9 of the UCC expressly excludes security interests in 
insurance policies, institutional lenders seek to obtain a security interest in a life 
insurance policy by a debtor's delivery of a written collateral assignment of the policy. A 
collateral assignment (or a copy) will be delivered to the insurer for its endorsement and 
recording on its records. However, such endorsement and recording are not necessary 
to create the security interest and may create rights only against the insurer. The 
owner's physical delivery of a policy to a creditor may also create a security interest. 
Many state regulation regarding lending practices require a written assignment of 
insurance policy and void an oral assignment; a pledge by physical delivery of the 
original policy need not be accompanied by a written assignment. It is prudent that the 
lender in such a case should obtain both a collateral assignment of the policy to be 
pledged as well as the actual policy itself. 
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Priority of Competing Liens 
Suppose the debtor has delivered a prior collateral assignment of the policy (or 
delivered the original policy in pledge). Since, in the case of a written collateral 
assignment, recording the assignment on the insurer's books is not the equivalent of 
perfecting a security interest under the UCC by filing and, in the case of a physical 
delivery of a policy in pledge there may also be no public notice, which lien will have 
priority? 
 
A life insurance policy is a chose in action. The general rule for a chose in action is first 
in time, first in right. Such prior assignment or physical delivery of the policy pledge 
would generally have priority over a subsequent recorded assignment. However, the 
doctrine of estoppel may result in a reordering of priorities. 
 

Life Insurance Investment 
Whether life insurance can be considered as an investment is a question that can be 
answered in several different ways. Most insurance regulators discourage referring to 
life insurance (whole life anyway) in terms of an 'investment'; 
From 'Understanding Insurance' at the Texas Department of Insurance 
http://www.tdi.texas.gov/ 

Some types of life insurance like whole life, universal life, and variable life, can build a 
cash value that you might be able to use for retirement income. Agents and 
companies may not refer to life insurance as an investment or retirement 
income source. If an agent or company tries to sell you a life insurance policy as a 
good investment, be wary. Also, do not confuse life insurance with annuities. People 
often buy annuities for retirement because they can provide steady income over a 
long period. 

 
In the opposing camp can be found the words of Justice Holmes who noted in his 
opinion in the previously-cited Grigsby v. Russell case that life insurance has become 
one of the best recognized forms of investment and self-compelled saving. 
 
Both individuals and business entities can view life insurance as an investment contract. 
This view is based upon the proposition that the amount of the policy is rarely tied to a 
measurable loss. Rather, life insurance is a contract in which the insurer, for a certain 
sum of money or premium proportioned to the age, health, livelihood and other 
circumstances of the person whose life is insured, engages that if the individual dies 
within the policy period the insurer pays the contracted value to a beneficiary. In 
addition, life insurance, unlike its property counterpart, provides protection against an 
occurrence that is certain to occur. In property insurance there is no such certainty, only 
a possibility that the insured risk will result in loss. 
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Corporate-Owned Life Insurance (COLI) 
Also called business-owned life insurance, this is life insurance on employees' lives that 
is owned by the employer. Benefits are payable either to the employer or directly to the 
employees' families. COLI was originally purchased on the lives of key employees and 
executives by a company to protect against the financial cost of losing key employees to 
unexpected death, the risk of recruiting and training replacements of necessary or 
highly trained personnel, or to fund corporate obligations to redeem stock upon the 
death of an owner. This use is commonly known as 'key man' or 'key person' insurance.  
 

In Business 
Insurance is a significant vehicle for funding or providing employee benefits, as the 
following plans indicate; 
Key-person Insurance- This insurance on a key individual's life is deductible only if the 
employer is not directly or indirectly the beneficiary. The premiums must be in the 
nature of compensation and not unreasonable. 
Split-Dollar Insurance- The employee pays a portion of the premium to the employer 
under this life insurance plan, and that portion reduces the amount included in income. 
The amount includable in income would be the employer's share of the premium. 
Group Term Life Insurance- This arrangement offers an employee an opportunity to 
acquire low-cost group life coverage. Under a group term life plan the employee can get 
up to $50,000 of insurance protection tax free. All premiums paid over that amount of 
insurance must be included as income to the employee. The plan must be a group term 
life plan. Permanent, whole life coverage does not qualify under this provision. 
 

Business Usage 
Consistent with this expanded use of business-owned life insurance; NAIC has 
observed that many products sold by life insurers have evolved to become primarily 
investment products. Also, consulting firms that specialize in business-owned life 
insurance transactions, life insurance brokers, and industry experts have emphasized 
the potential use of broad-based business-owned life insurance as a profitable long-
term investment strategy to finance employee benefit costs and not merely as protection 
against financial losses that a business would incur in the event of the death of key 
persons.6

Business-owned life insurance is permanent life insurance, which has an insurance 
component and a savings component. The premium for a newly issued permanent life 
insurance policy pays for the insurance component, but the premium initially exceeds 
the cost of providing life insurance protection for the insured person. The excess 
amount is added to the policy's cash value, which earns interest or other investment 
income- called inside buildup. The inside buildup is accrued income because the 
policyholder does not receive cash payment as the policy earns income. The Internal 
Revenue Code (IRC) allows for the deferral of income tax on the accumulated inside 
buildup on life insurance policies and some other investments that appreciate in value, 

 
 

                                            
6 This section from Business Owned Life Insurance, General Accounting Office report GAO 04-303 
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such as stocks, some bonds, and real estate. However, the IRC provides for income 
tax-free death benefit payments on life insurance, so that unlike other investments, the 
accrued income is not taxed if the policy is held until the insured party's death. However, 
if a policy owner surrenders a policy before the death of the insured, the owner may 
incur a tax liability to the extent that the policy's cash surrender value exceeds its cost 
base and may incur a tax penalty. The cost base is equal to the total premiums paid 
less dividends and withdrawals received from the policy. Also, if a business owns life 
insurance policies, the annual earnings and death benefit proceeds are among the 
factors that could make the business subject to the alternative minimum tax. In general, 
the alternative minimum tax is based on a corporation's regular taxable income adjusted 
for certain tax preference income items, such as exclusions, deductions, and credits. 
The amount due is the amount by which the tax computed under this system exceeds a 
corporation's regular tax. 
 
To qualify as life insurance for tax purposes, a contract must qualify as a life insurance 
contract under applicable state law and meet one of two tests defined in IRC Sec. 7702 
to ensure that the contract is not overly investment oriented. Under the first of the two 
alternative tests to qualify as life insurance for tax purposes under IRC Sec. 7702, the 
cash value of a policy cannot at any time exceed the net single premium that would 
have to be paid to fund the future benefits under the contract. This test is designed to 
exclude contracts with an investment orientation from the definition of life insurance. 
Under the second test, the cumulative premiums paid cannot exceed a limitation, 
computed at the time the policy is issued, and the ratio of the death benefit to the cash 
value of the policy can never fall below specified percentages. These tests are designed 
to restrict treatment as a life insurance contract to those contracts where policyholders 
make traditional levels of investment through premiums and to contracts that do not 
allow excessive amounts of cash value to build up in regard to the life insurance risk. 
 
In addition, while policy owners may access the cash value of their policies by 
borrowing against them, policy owners' ability to deduct the interest on such loans in 
connection with policies covering employees, officers, and individuals financially 
interested in the business was limited to loans up to $50,000 per policy by the Tax 
Reform Act of 1986. The Tax Reform Act of 1986 disallowed interest deductions for 
interest on a loan in excess of $50,000 with respect to policies on the life of an officer, 
employee, or person financially interested in the business. This provision did not apply 
to policies purchased on or before June 20, 1986. The Health Insurance Portability and 
Accountability Act of 1996 provided that no deduction is allowed for interest on any 
indebtedness with respect to policies on any individual who is or has been an officer or 
employee or financially interested in any business carried on by the employer, 
regardless of the amount of debt with respect to policies covering the individual. An 
exception was provided for key persons where the indebtedness does not exceed 
$50,000. A key person was defined as an officer or 20-percent owner. The 1996 
legislation applied generally to interest paid or accrued after October 13, 1995, with a 
phase in period. The legislation generally did not apply to policies purchased on or 
before June 20, 1986. 
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The Health Insurance Portability and Accountability Act of 1996 eliminated the interest 
deductibility for these individuals, except for policies on a limited number of key 
persons. The 1996 legislation also amended the IRC Sec. 264 to limit the number of 
policies on key persons for which interest remained deductible to the greater of; 
• five individuals or 
• the lesser of 5 percent of the total number of officers and employees of the business, 

or 20 individuals. 
 

Leveraged Insurance 
Before the limitations adopted in 1986 and 1996, some businesses purchased 
leveraged business-owned life insurance, in which they leveraged their life insurance 
ownership by borrowing against the policies to pay a substantial portion of the insurance 
premiums and in doing so incurred a tax-deductible interest expense while realizing tax-
free investment returns. In addition to the 1986 and 1996 legislation addressing 
leveraged business-owned life insurance policies, Internal Revenue Service (IRS) and 
the Department of Justice prevailed in three cases involving the deductibility of loan 
interest related to such policies. These plans covered over 55,000 employees. The 
courts found that the leveraged plans lacked economic substance, making the interest 
deduction unallowable (Among others, see Am. Elec. Power v. United States, 326 F.3d 
737 (6th Cir. 2003), Dow Chemical Co. v. United States, 250 F Supp. 2d 748 (E.D. 
Mich. 2003)). 
 
Interest incurred on indebtedness has historically been deductible, (although the 
deduction of personal interest was largely eliminated in 1986), and in the 1950s a type 
of 'leveraged insurance' transaction began being marketed that permitted an insurance 
owner to, in effect, deduct the cost of paying for insurance by; 
1) Paying large premiums to create cash values 
2) Borrowing against the cash value to in effect strip out the large premiums, and  
3) Paying deductible interest back to the insurer, which was in turn credited to the 
policy's cash value as tax-deferred earnings on the policy that could fund the insurer's 
legitimate charges against policy value for cost of insurance, etc. 
 
The advantage of being able to deduct interest, on the one hand, and yet not include in 
income the interest credited to the policy's cash value is a form of tax arbitrage. The IRS 
had early success in challenging the bona fides of these types of arrangements 
(Knetsch v. U.S., 1960) as creating legitimate debt and interest eligible to be deducted. 
However, subsequent court losses and IRC amendments weakened their position, 
appearing to permit tax-deductible borrowing to provide funds to pay insurance 
premiums, so long as such borrowing did not account for more than three of the first 
seven annual premiums on the policy (the '4 out of 7' test). 
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VII. Trusts 
 
The type of trust this section deals with concerns those of a fiduciary nature. A trust is 
an entity that holds assets for the benefit of certain other persons or entities. The person 
holding legal title or interest, who has responsibility for the assets and distribution of the 
assets or distribution of the income generated by such assets, is the trustee. Any time a 
relationship is created where one party acts as guardian or fiduciary in relation to 
another person's property, a trust is created.  
 
The structure of a trust is simple. The trustee is the owner. This person also manages 
the affairs of the trust. The trustee has control of the assets of the trust. Buying or 
selling of assets and the transfer of ownership is handled by the trustee. Powers to 
perform these functions derive from two sources; 1.) The law vests in the trustee the 
authority to bargain on behalf of the trust. 2.) The instrument creating the trust can add 
to or take away from the trustee's power.   
 
Each trust must have some property for the trustee to manage at some time. The 
property that is held in trust (or to be held in trust) is known as trust property. There are 
many other words for trust property. Trust property may be known as the trust's corpus 
(Latin for 'body'). Trust property may be known as the trust's res ('thing'). Trust property 
may be known as the subject matter of the trust. Corpus is sometimes used in a specific 
sense; when the property transferred by the settlor to the trust, the trust's principal, as 
opposed to property earned by the trustee's management of the property, known as the 
trust's income. For example, the corpus of a trust may be an apartment building. The 
income from the trust is the profit from renting out the apartments in the apartment 
building. 
 

Trusts and Life Insurance 
Restrictions on the trustee's ability to invest the assets of the trust can be very narrowly 
worded or very broad in scope. Rapidly changing economic conditions and the 
possibility to adapt to unforeseen future events mean the trustee should be given 
leeway in investment opportunities. It is best to select a trustee who is smart and 
conscientious. It is not wise to try to spell out trust operation to the last detail. Authority 
can be granted to the trustee beyond the power to invest. The trustee can retain 
counsel on the trusts behalf. If needed, real estate or investment experts can be 
consulted. In many states, as long as the trustee picks the adviser with care, the trustee 
can seek outside help with management skill.  
 

Funding Restrictions on Nonqualified Deferred Compensation Trusts 
The Pension Protection Act of 2006 amends Section 409A of the Internal Revenue 
Code to restrict the amount employers may set aside for nonqualified plans.  
Specifically, any assets of an employer (who sponsors a defined benefit plan or who is 
part of a controlled group of employers who sponsor a defined benefit plan) that are 
used to fund a 'rabbi' or other trust created to fund a nonqualified deferred 
compensation plan for covered employees will be subject to immediate taxation plus a 
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20% penalty (as described under Code Section 409A), if the assets are transferred 
during a 'restricted period.' A restricted period is defined as any period in which;  
• The defined benefit plan is at-risk; 
• The plan sponsor is a debtor in a Chapter 11 bankruptcy case; or 
• Includes the 12-month period which begins 6 months before the termination date of 

the plan 
 
If the plan is not adequately funded for its liabilities as of the date it is terminated. A plan 
may be at-risk if the plan is less than 80% funded; however, special rules apply 
depending on actuarial assumptions and the transition period as required by the PPA. A 
covered employee includes the (i) chief executive officer or an individual acting as chief 
executive officer or (ii) an individual whose total compensation is reported to 
shareholders as required under the Securities Exchange Act of 1934, because such 
individual is among the four highest paid officers for the taxable year (other than the 
CEO). 
 
Note, if any member of a controlled group of employers has an at-risk pension plan, the 
law restricts rabbi trust funding for all members of the controlled group. In addition, any 
amount the employer pays on behalf of the employee to satisfy any tax obligations due 
to the restriction imposed by the PPA (described above) will (i) be subject to interest as 
calculated under Code Section 409A; (ii) be included as part of the amount of deferred 
compensation that is taken into account to determine the tax owed under Code Section 
409A; and (iii) not be a deductible expense for the employer for tax purposes. 
 

Creation of a Trust 
Each trust has three components; 
• The creator or settlor 
• A trustee 
• A beneficiary 
 
Smith can convey property in trust to Jones for the benefit of Johnson or Smith may 
declare himself trustee for the benefit of Johnson or Smith may convey in trust to Jones 
property for the benefit of himself, Smith.  
 
There are many varieties of trusts. All trusts may be divided into two major groups, 
express and implied. Implied trusts are imposed upon property by courts and are known 
as either constructive or resulting trusts. The express trust is a trust established by 
voluntary action and is represented by a written document. An oral statement may be 
sufficient in some situations. Overwhelmingly, legal jurisdictions require an express trust 
of real property to be in writing to meet the requirements of the Statute of Frauds. No 
particular words or phraseology is necessary to create a trust, providing that the intent 
of the settlor is to establish a trust is unmistakable. Trusts are often employed in wills as 
a means of conserving property for the benefit of widows and children. This is known as 
a testamentary trust. Trusts are frequently established by individuals during their 
lifetime. These are known as inter vivos trusts. Frequently living trusts have been 
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employed as a tax avoidance method but tax reform legislation continues to chip away 
at such shelters.  
 
Any person legally capable of making a contract can also create a trust. Unlike a 
contract, consideration is not an essential element to an enforceable trust. A trust is 
more like a conveyance than a contract. As a result it is not always clear if a person 
has, through their actions, created a trust or merely promised to create a trust in the 
future. Also differing from a contract is the fact that the subject matter of a trust must be 
definite. A trust cannot be created of property not yet in existence or to be acquired at a 
later date.  
 
If Mr. X executes a trust instrument declaring he holds all future dividends of his 
corporation in trust for his children, the subsequent dividends do not necessarily have to 
be set aside as trust property. Prior declarations do not oblige the holding of future 
unrealized profits in trust. If Mr. X tells Ms. Y that he has left Ms. Y 200,000 in his will, a 
declaration of trust by Ms. Y during Mr. X's lifetime covering this expectancy does not 
effectively bind Ms. Y upon the death of Mr. X. The need of a definite and certain 
subject matter is not met when Mrs. R provides in her will that she leaves to Mr. S, as 
the trustee, enough money to pay $800 per month to Mr. T. 
 
The definite subject matter test is what frequently distinguishes a trustee-beneficiary 
relationship from that of a debtor-creditor. This distinction has many important 
consequences in business affairs, especially when an obligor becomes insolvent. When 
Mr. A owes Mr. B $10,000 and Mr. A becomes insolvent, Mr. B will be on equal footing 
with the rest of Mr. A's creditors. Instead, suppose Mr. A opens a bank account styled 
as "A, Trustee for B". Mr. A deposits $10,000 into this account and later becomes 
insolvent. Mr. B will be able to collect the full amount due under the trust. Whenever 
money is paid over to one person for the use of another, as with rents paid to an agent 
for the landlord, the designation of the proceeds as a separate credit by the agent 
general establishes him as a trustee, not a debtor.  
 
Duties of the Trustee- Anyone legally capable of dealing with property can be a 
trustee. Corporations can act as trustees within the limits of their authorized powers. So 
can public institutions. Banks carry on substantial trust business on behalf of their 
customers. Trustees can decline to serve. Before the property vests in the trustee it is 
necessary for the trustee to accept the trust. Acceptance is often inferred from acts of 
the trustee that indicate the intent to exercise dominion over the trust estate. A common 
statutory requirement is that a court appointed trustee must post a bond for the honest 
administration of prescribed duties. The three primary duties of the trustee are; 
• To carry out the purposes of the trust. This is obvious. The trustee is charged with 

following the direction of the settlor as to the manner of administration of the estate 
and the distribution of property to the beneficiaries.  

• To act with prudence and care in the administration of the trust. This duty is more 
difficult to define. No special skill is required from the trustee under ordinary 
circumstances. Saying what is-or was-prudent is not easily defined from case to 
case. Hindsight is always 20-20. What turned out to be a poor investment may have 
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been, at a previous time, a pretty good risk. Generally, a trustee ensures a safe 
course by making the conservation of capital the main goal and income realization 
an objective to the extent that it is consistent with the security of capital. 

• To demonstrate a high degree of loyalty toward the beneficiary. This duty of the 
trustee arises out of the fiduciary character of the relationship between the trustee 
and the beneficiary. The trustee must in all dealings act in the exclusive interest of 
the beneficiary. In order to protect against accusations of misfeasance, the trustee 
must scrupulously avoid any hint of personal advantage arising from the trust. Lack 
of loyalty can arise from evident self-dealing or it may be entirely innocent. Either 
way, the trustee can be accused of a lack of loyalty. Common instances of violation 
of this fiduciary duty include the sale of the trustee's property to a trust or the 
purchase of trust property at a sale conducted by the trustee. Similarly, the advance 
of funds from the trust to the trustee or a trustee's business would constitute a 
breach of duty. It is commonplace for a court to set aside such transactions. The fact 
that no harm was done to the trust does not excuse the transaction. This is a rule 
designed to be preventative in nature in order to discourage the temptation 
regardless of the outcome of any particular transaction. A beneficiary can require 
that the disloyal trustee restore the status quo. A beneficiary who is legally 
competent may, on the other hand, ratify the disloyal act and be prevented from later 
charging the trustee with disloyalty. In such a case, the beneficiary would be 
estopped, however, only if full disclosure of the entire transaction had been made by 
the trustee. 

 
Powers of the trustee- The trustee's powers are determined by two things. One is the 
rules of law in the jurisdiction in which the trust is established.  The other is the scope of 
authority granted the trustee by the settlor in the instrument creating the trust. 
Investment of trust funds is the chief area of concern for state law. Most of the states 
define types of securities that qualify for trust investment. The roster can be mandatory 
or permissive. If mandatory, the investments must be of the listed type. If permissive, 
investment can be made in unlisted types of securities as long as the trustee can 
demonstrate that this was a prudent action. Investments of the approved type usually 
include U.S. government obligations, State and municipal bonds, mortgage debt 
instruments and top-rated corporate debt (utility companies). Unapproved or improper 
investments for a trustee might include speculative ventures, unsecured loans, any type 
of subordinate lien on real property, and stock investing. Note that the list of proscribed 
investments read very much like that of insurance companies with regard to the 
investments of policyholder's surplus.  
 
Unlike insurance carriers, it is within the power of the settlor to give the trustee great 
leeway concerning the risk associated with investments. When instructed by the settlor, 
the trustee is not bound to adherence to the list considered advisable under state law. If 
the state statute does not include stock on its listing a trustee may still invest in same if 
given the authority by the settlor. Often, a trust gives the authority to retain the stock in a 
family business. The trustee can keep the stock in this situation. Otherwise, under state 
statute the trust would be required to dispose of the stock. Such wide discretion in the 
trust document does not relieve the trustee from the general duty of diligence and care. 
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The trustee has the power and duty to dispose of securities when specific instruction is 
wanting. Without specific authority, there are incidents of ownership exercised by the 
average person that a prudent trustee would be unwise to accept. This is why trust 
instruments often grant blanket powers to the trustee.  
 
The Beneficiary- Very few limitations are placed on whom or what may be the 
beneficiary of a trust. Other humans, animals, charities, and institutions have been 
beneficiaries. If defrauding creditors is not the object, the settlor can make himself the 
beneficiary of the trust. If no restrictions are found in the trust document, the 
beneficiary's interest can be attached by creditors. The beneficiary's interest in the trust 
may also be sold. If more than a life estate in the trust is held, the interest in the estate 
can pass to the beneficiary's heirs or assigns by will or trust.  
 
Termination of the Trust- The general rule is that a trust, once created, is irrevocable 
unless such power is reserved by the settlor. The power of revocation is often kept by 
the settlor. One example is a parent creating a living trust for a child while reserving the 
power of revocation. Under current tax law the income from such a trust arrangement is 
taxable to the settlor if the power of revocation is reserved directly or indirectly. A trust 
will commonly state a termination date at which time the trust will end without formality 
or fanfare. Termination may occur after a period of years or after the lifetime of the 
beneficiary. If the trust is set up to run a span of years, death of the trustee or 
beneficiary does not mean the trust will terminate. Conversely, the reason for creation of 
the trust may end before the specified termination date. Either way, a court will at times 
decree the termination of a trust. Most courts will not order the termination of a trust just 
because a beneficiary petitions the court to do so. The findings of the court will be 
controlled by the purpose contemplated by the settlor, not the wishes of the 
beneficiaries.  
 

Trust Types 
Trusts take on many different forms, each with different characteristics. Some 
characteristics may overlap, some are unique. The Irrevocable Life Insurance Trust is 
the type discussed in this book. 
 
An irrevocable life insurance trust gives control over insurance policies and the money 
that is paid from them. It also allows the reduction of estate taxes. The insurance trust 
owns the insurance policies. If an individual does not own the insurance or have any 
incidents of ownership, it will not be included in the estate and estate taxes are reduced. 
There is a three-year rule for existing policies.  
 
The trustee purchases an insurance policy, with a named insured. The trust is the 
owner and (usually) beneficiary. When the insurance benefit is paid after death, the 
trustee will collect the funds, make them available to pay estate taxes and/or other 
expenses (including debts, legal fees, probate costs, and income taxes that may be due 
on IRAs and other retirement benefits), and then distribute them to the trust 
beneficiaries as instructed. A person cannot act as his/her own trustee if they want the 
tax advantages. Some people name their spouse and/or adult children as trustee(s), but 
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often they don't have enough time or experience. Many people choose a corporate 
trustee (bank or trust company) because they are experienced with these trusts. A 
corporate trustee will make sure the trust is properly administered and the insurance 
premiums promptly paid. 
 
If someone else, like a spouse or adult child, owns a policy and dies first, the 
cash/termination value will be in his/her taxable estate. More importantly, if someone 
else owns the policy, it results in a loss of control. This person could change the 
beneficiary, take the cash value, or even cancel the policy, leaving the insured with no 
insurance. This person is trusted now, but problems can always arise later on. The 
policy could even be garnished to help satisfy the other person's creditors. An insurance 
trust is safer as it allows the insured reduce estate taxes and keep control. 
 
With an insurance trust, the trustee must follow the instructions laid out in the trust. With 
the insurance trust as beneficiary of the policies, there is control over the proceeds. The 
trust could allow the trustee to use the proceeds to make a loan to or purchase assets 
from the estate or revocable living trust, providing cash to pay taxes and expenses. A 
spouse could be provided with lifetime income and keep the proceeds out of both 
estates. The money could be kept in the trust for years and have the trustee make 
distributions as needed to trust beneficiaries, which can include children and 
grandchildren. Proceeds that stay in the trust can be protected from courts, creditors 
(even spouses) and irresponsible spending. 
 

Transfer Mechanics 
The mechanics of transferring money into the trust to purchase the policy must be done 
in a special way. If money is transferred directly to the trustee, there could be a gift tax, 
but annual tax-free gifts of up to $15,000 (for 2018). That increases to $30,000 if both 
spouses contribute to each beneficiary of the trust. Amounts may increase periodically 
for inflation. If more than this is given the excess is applied to federal gift/estate tax 
exemption. Instead of making a gift directly to a beneficiary, it goes to the trustee for the 
benefit of each beneficiary. The trustee notifies each beneficiary that a gift has been 
received on his/her behalf and, unless the beneficiary elects to receive the gift now, the 
trustee will invest the funds by paying the premium on the insurance policy. Each 
beneficiary must understand the consequences of taking the gift now; for example, it 
may reduce the trustee's ability to pay premiums. 
 
There are restrictions on transferring existing policies to an insurance trust. If the owner 
of the policy dies within three years of the date of the transfer, it will be considered 
invalid by the IRS and the insurance will be included in the policy owner's taxable 
estate. There may also be a gift tax. An insurance trust is irrevocable, which generally 
means changes cannot be made to it. A trust can be set up one at any time, but 
because the trust is irrevocable many people wait until they are in their 50s or 60s. The 
counter point is that if a person waits too long, he or she could become uninsurable.  
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Functions of the Trustee 
Family members, trusted friends, lawyers, accountants, or professional fiduciaries of 
bank or trust companies are usually named as trustees or executors of estates. 
Generally speaking, the term of a trustee is much longer than the term of an executor, 
since trusts often last the lifetime of another person, or until a child reaches a particular 
age it is often believed that a trustee must be some sort of expert at investing. Any 
person of ordinary intelligence can serve comfortably as a trustee. The individual can 
then hire an expert in investment matters just as would be done with an attorney or 
accountant. The most important qualities of the trustee are integrity and judgment. The 
trustee's duties involve people and their needs. The capacities of legal, business, and 
tax moguls are important, yet secondary to looking after the overall welfare of the 
beneficiary. A strategy used by some individuals is to have co-fiduciaries, an individual 
family member or friend and a bank or trust company. This set up can give balance to 
the administration of a trust.  
 
An important consideration involving trustees is the guardianship of minor children. 
When death leaves behind minor children, guardianship is essential. There can be one 
guardian for the children and another for the property of the children. This route is 
seldom taken. Any viable amount of property owned by a child is better held in trust 
than by a guardian. No parent wants to think about the conditions arising for 
guardianship. The reality is that such a contingency should be left in or with a will. If not, 
the local courts will decide who has custody. Guardianship can always be declined so it 
is important that the position be delegated to someone dead, estranged, or incompetent 
when the untimely hour of need arrives. The trustee and guardian do not need to be the 
same person. This is often the best solution, especially for the vast majority of us who 
have modest financial means. As the situation warrants such an arrangement may be 
wise. There may be disagreements between trustees and guardians, so it is wise for 
parents to leave precatory instructions concerning the child's religious, social, and 
educational upbringing. Many of the things a guardian or trustee of children's property 
should do seem like common sense. If the wishes are not written down, more than likely 
they will not happen. 
 

When a Trustee does not Work 
The failure of the trustee to carry out appointed duties will occasionally happen. At times 
the failure may be subjective and only in the eyes of the settlor or the beneficiary. The 
trustee is doing a good job, but the beneficiary wants more of the trust distributed for 
some reason. For whatever reason, the trustee falls out of the good graces of the other 
parties involved.  This can lead to the resignation of the trustee, as no one wants to stay 
in a job that does not pay, to have darts flung at them, and possibly be the target of 
some future litigation. The ill will aimed at the trustee might be off base, but having to 
deal with such a problem will affect the objectivity of almost anyone.  
 
A testator may include in a will or trust document a provision for the removal of a 
trustee. If the trust was created primarily for tax purposes, removal of the trustee can 
have tax consequences. When a settlor creates a trust during lifetime that seeks tax 
advantages, reserving the power to dismiss the trustee can create problems. If the 
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power to do so is so strong that the creator could step into the vacancy, then the settlor 
could control the trustee's powers all along. Tax rules equate this with the creator being 
the trustee. This will destroy the tax advantage of the trust. This is true even if language 
is used that restricts the settlor from being the new trustee. The government still sees 
this as leaving the settlor with the power to make the trustee adhere to the settlor's 
wishes.  
 
The next reasonable option would be to allow the beneficiaries to remove a trustee. The 
same logic applies. The trustee would be seen as serving at the pleasure of the 
beneficiary. From a tax standpoint, the result would be the same. If the trustee has the 
right under the trust to make discretionary principal payments to the beneficiaries, the 
beneficiaries hold the power to get at the principal through their ability to choose a 
trustee.  The same argument would be made even if the trustee could only be replaced 
by a third party. The test is, any time a beneficiary can control the power to reach the 
trust principal, and they have constructive dominion over the corpus of the trust. This 
would not be the case if the power of the trustee is limited to making principal payments 
for the maintenance, health or educational pursuits of the beneficiary. These categories 
are protected.  
 
One method of making the removal power an arm's length affair is to vest the power of 
removal with people outside the trust. Persons that are neither trustee nor beneficiary. 
Acting as a board of trustees of the trustee, they could oust the trustee if necessary. A 
scheme such as this could be expensive and may make it difficult to find somebody 
willing to have a group with summary powers breathing down their neck. If the trustee is 
removed, that person will prudently insist on an accounting before stepping down. The 
local court will look at all transactions under the departing trustee in great detail. This 
protects the trustee from any future accusations of misfeasance or liability claims. This 
will also allow the trustee to be paid anything due for services rendered. Again, this is a 
procedure that could get expensive. Present and future beneficiaries most certainly 
would be involved with attorneys all the way around. Any complaints would tend to 
make a tedious affair even worse.  From another point of view, such an undertaking 
could actually forestall whining beneficiaries from summarily ousting the trustee. The 
fees for an accounting would be paid out of the trust, which eventually comes out of the 
beneficiaries' pockets. Because of this it would be imprudent for a beneficiary to insist 
on a trustee's ouster simply because of a personality conflict.  
 

Allowing for a Substitute Trustee 
Even if a beneficiary does not have a falling out with a trustee, some sort of contingency 
for a substitute trustee should be made. Over the life a trust, the trustee gets older, too. 
Finding an original trustee may be difficult. Finding a backup can only be worse.  Still, 
trusts for children or grandchildren, other life interests or generation skipping trusts 
could easily last for 50 years. So, when a trustee is chosen, a balance must be struck 
between experience and youthfulness sufficient to run the life of the trust. A saving 
grace in here is that such trusts will probably have sufficient assets to warrant the 
employment of a professional fiduciary or trust department/company. Another tactic may 
be to allow the original trustee to name a successor. Nobody can say what will happen 
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20-50 years hence or where other relatives may be. If enough confidence was placed in 
someone to be trustee to begin with, the same person will have (presumably) enough 
skill to name a competent successor. At any rate, if no one can be found to handle the 
job, the courts will choose a successor trustee. That is part of their statutory duty. If the 
trust's beneficiaries are not acrimonious towards each other the court will most likely 
accept a suggested trustee. 
 

Trust Usage 
The trust traces its roots back to the Statute of Uses of 1536 in England. The concept 
has evolved into a flexible tool for making dispositions of property. When a person is 
elected to public office, a blind trust will be used to control their assets so that 
investment decisions do not affect their governmental duties. The rabbi trust is a funding 
vehicle for nonqualified deferred compensation payments. Part of our national wealth is 
held in pension and profit-sharing trusts. Billions of dollars are held in trust for charitable 
purposes. A trust may be the only method available to provide for people dear to the 
settlor but in tenuous positions. This includes paramours and illegitimate children. The 
rich even use the ruse of the intentionally defective trust to help shield assets. The 
layman thinks of trusts and conjures up images of John D. Rockefeller, Sr. and the 
Standard Oil Trust. The laws that dismantled this form of doing business are better 
thought of as antimonopoly laws rather than antitrust laws. 
 

Conflicts Among Beneficiaries 
The most common example of this is with a remainder trust. The current beneficiary is 
receiving income from the trust and the people to whom the principal will eventually 
accrue, called the remaindermen, get in a squabble (as sometimes happens). One 
possible source of conflict would involve a beneficiary who is desirous of high income 
yield. Pressure would be brought to bear from this quarter on the trustee to invest in the 
highest yield instruments available. The remainderman, on the other hand, would 
naturally be interested in maintenance and growth of the principal. There is a conflict 
here and the trustee is caught in the middle. A saving grace in such a situation would be 
for the settlor of the trust, anticipating problems such as this, to specify what types of 
investments were suitable for the trust. A middle-of-the-road investment policy could 
then be adopted by the trustee, seeking yield but not compromising the principal. There 
are statutory limitations on the type of investments allowed a trust if the settlor is silent 
in the matter. This is another tool that can be used effectively in managing differences 
between the beneficiaries. 
 

Real Property 
The same problem arises if the assets of the trust consist of real property. Say the 
beneficiary is receiving income from the rent payments to the trust from property 
tenants. Along with this the depreciation deduction is being taken, another benefit to the 
beneficiary. Do the remaindermen receive anything more than a run-down, fully 
depreciated building? Similar questions must be asked if the trust property is oil and gas 



79 

or other mineral/depletable assets. Allowance for such a situation by the settlor can 
avoid much conflict down the road. 
 
So there is a division of trust beneficiaries into two groups; those who will receive 
benefits currently and those who will have to wait for benefits at a later date, when the 
current beneficiaries are out of the way. It boils down to an interest in the income and 
the principal. The current benefit from the trust is income, be it from rents, royalties, 
dividends or interest. The income can be taxable for both state and federal purposes or 
it could be exempt on one or both levels. This is contingent on the type of investment.  
 
Principal refers to the body of the trust or the fund itself. The trust could begin with the 
principal in one form, such as real estate, oil wells, or even some form of intangible 
property. For the benefit of the trust, over time the trustee can cash in, change or cause 
a general metamorphosis of the trust's assets. Current beneficiaries are entitled to 
receive income generated by the trust's assets. For example, a trust may be set up to 
provide income to the beneficiary on a monthly basis. The beneficiary will regularly 
receive the trust's income net of expenses associated with that income. The trustee 
cannot interfere with the flow of income. The situation may arise where the income is 
inadequate for the beneficiaries needs, even though the funds are fully invested. This is 
not an uncommon occurrence, especially when inflationary pressures affect the 
economy. A solution is for the trustee to draw on portions of the principal to supplement 
the income in order for the beneficiary to maintain a reasonable standard of living. 
Trustees can be given this power. Any remaindermen involved will naturally be opposed 
to this type of set-up. 
 
Any capital gains generated by the trust are considered to be a part of the principal. 
They do not go to the current beneficiary when there are remaindermen. Taxes on any 
income reinvested are paid by the trust. The beneficiary pays tax on income paid out 
from the trust. A trust can be set up so that the tax on capital gains as well as on income 
is paid by the settlor, if so desired.  
 
It is most common for broad authority to be granted to the trustee to make payments 
from the principal when the current income beneficiary is the prime object of the trust. A 
wife or only child, for example. Narrow authority to use principal is granted when the 
current beneficiary is not viewed with as high of regard as the future beneficiaries. The 
settlor deems to preserve the principal of the trust until after the current beneficiary is 
out of the picture, for whatever reason. It can go to such extreme that no authority is 
granted to the trustee to pay out principal to the current beneficiary. The only purpose 
may be for the marital deduction for gift or estate tax purposes. It may be that the trust 
beneficiary is a second or subsequent spouse and when this beneficiary dies, the 
principal goes to children by a previous marriage. In such a situation the settlor may 
decline to authorize payment from the trust's principal to the surviving spouse.  
 

The Settlor or Beneficiary as Trustee 
When a person creates a trust during their lifetime, they can act as trustee or have the 
beneficiary act as trustee. This is an acceptable strategy but it will deprive the trust of 
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any tax advantages. By the same token, if a trust is created under the Uniform Gifts to 
Minors Act (UMGA) or Uniform Transfers to Minors Act (UTMA) the authority of the 
custodian proscribes from a tax standpoint the settlor and the custodian being the same 
person, although it may be possible for the spouse to be the trustee.  
 
Depending on the situation, the beneficiary can serve as the trustee without 
compromising tax goals. Tax aspects of trusts are reviewed in another part of this book. 
What should be avoided is a beneficiary holding authority as trustee or co-trustee and in 
that capacity having the ability to make discretionary payments from income or principal 
to themselves. A configuration like this will cause tax problems. A more prudent course 
of action, and one allowed by the tax regulations, is for the beneficiary, as trustee, to 
pay themselves principal for support, maintenance, health or education. If it is desired to 
augment the authority of the trustee beyond this level, it is best to have someone other 
than the beneficiary as trustee. It may be best to have someone else as a co-trustee. 
That way tax advantages can accrue to the parties involved and the trust's principal can 
be made available for uses beyond support, maintenance, health, and education.  In 
some states the only income beneficiary cannot be the only trustee. This gives all the 
more reason to appoint someone as a co-trustee.  
 
The issue that must be kept in sight is that a trust's aim is to take care of the beneficiary. 
Needs change and vary between individuals. Trustees can be authorized in the 
enabling documents to pay various amounts of trust income to different beneficiaries. 
The trust could provide guidelines for expenditures. It can and should be made flexible. 
This becomes more important the longer the trust runs. This scenario describes a 
sprinkle or spray trust in which the trustees are empowered to distribute the pay as 
much income as they decide fitting to the individual beneficiaries. Undistributed income 
can be reinvested in the body of the trust. One child-or grandchild-may have special 
health needs that require payment. The child may be extraordinarily gifted, requiring 
lessons to hone a talent. A trust contemplated to run a long period will benefit 
grandchildren who will be born after the trust starts. It can be set up so as not to violate 
the Rule Against Perpetuities. The trust could be set up so as to run 21 years after a 
particular child's death. This would be styled as 'life in being' plus 21 years. That way 
the trust can be counted on as an asset until the youngest grandchild is at least 21 
years of age. 
 

The Living Trust 
A living trust is one created during the lifetime of the settlor. This type of trust can be 
revocable, meaning it can be amended or terminated during the lifetime of the settlor as 
long as that person is competent. A revocable trust is created by an individual (grantor 
or settlor) during their lifetime containing instructions about the management and 
disposition of assets (and the income from such assets) during life and at death. The 
grantor can act as his own trustee, with a successor to serve in the event of death or 
incapacity. A revocable trust, as its name denotes, can be revoked or amended, in 
whole or in part, by the grantor at any time. In certain situations and jurisdictions a 
revocable trust is the preferred primary method of estate planning- for example, if 
privacy is a paramount consideration. In most jurisdictions, the content of a will is public 
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information but the dispositions contained in a trust remain private, unless the trust is 
contested and becomes the subject of litigation. In at least several states, however, a 
copy of the trust may have to be filed with the local probate court as an exhibit to the 
estate tax return filed for the deceased grantor's estate. Also, if the trust holds title to 
real property that is subject to a mortgage loan, the lending institution or the title 
company, or both, may require that a copy of the trust be recorded in the local county 
clerk's office. The trust also may be subject to public disclosure in the event creditors 
seek payment of the grantor's debts from the trust, or if the grantor files for protection 
under the bankruptcy laws. 
 
These trusts are referred to in legalese as a revocable inter vivos trust. Such a trust 
can become revocable upon death. Living trusts are used primarily to avoid probate. 
They do not save on taxes. Living trusts are often set up in conjunction with a special 
type of will; 
 
Pour-Over Will is a will that transfers property of the settlor at death to a trust. A trust 
must already be in existence to take possession of these assets. The will 'pours over' 
assets to the trust by use of the probate transfer process. This type of will captures any 
assets that might not have been transferred to the trust during the settlor's lifetime.  
 
One can also set up an irrevocable inter vivos trust. As the name implies, this type of 
trust is irrevocable. The settlor relinquishes all control over the trust once it is created. 
This type of trust is generally established for tax-savings purposes. When a person 
decides to move property to an irrevocable inter vivos trust they have two tax goals in 
mind; 
• The removal of the income from the trust from their own taxable income. 
• Any appreciation of the assets held by the trust will not be included in the gross estate 

of the settlor.  
 
The economic cost as well as other costs must be taken into account before making 
such a transfer. This type of trust is of little benefit to individuals who have estates worth 
less than the current taxable threshold. Since the tax strategy affects relatively few 
members of the population, The pros and cons of the revocable living trust will be 
reviewed.  
 
As stated previously, a person has the option of allowing their possessions to transfer 
either by the probate process or through a living trust when they die. For practical 
purposes a living trust is, and accomplishes the same goals as, a will. The living trust is 
one created during the settlor's lifetime that the settlor alone has the power to revoke. 
The difference between a trust and a will is that the trust is a present transfer of property 
rights subject to divestment by exercise of the power of revocation. On the other hand, 
the will creates only expectations. The basic advantage of a will is that it enables a 
person to settle the question of who shall succeed to their property after death without 
the trouble of parting with the property during their lifetime. The disadvantage is that 
with wills the testator's freedom of disposition is restricted.  
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An individual has the choice (while still living, that is) of allowing assets to transfer 
through the probate process or living trust at death. With probate, an executor approved 
by the court oversees transfer of assets. Living trust transfers enjoin a trustee appointed 
by the settlor to transfer assets through a living trust estate. The majority of estate legal 
work occurs before death this way. There are three basic funding variations to a living 
trust. Factors determining which funding method include health, age, extent of assets, 
and current family structure;  
1. Fully funded trust- All property interests in a client's name that would otherwise pass 

through probate are transferred into the trust during the person's lifetime.  
2. Partially funded trust- Only selected property is transferred into the trust. A good 

example is out-of-state property. This way, multiple probates in several states will be 
avoided.  

3. Unfunded standby trust- No property is transferred into the trust at the time of the 
trust's creation. It is available for funding at a later date.  

 
Funding is accomplished by the transfer of assets to the trust. To fulfill probate 
avoidance goals, property must be titled in the name of the trust or otherwise identified 
with the trust pursuant to state law. Remember, living trusts do not in themselves save 
estate taxes. The primary purpose is to avoid probate. 
 
The revocable trust can be a useful estate planning device. Use of a revocable trust 
rather than a will as the primary dispositive instrument should be carefully considered. 
An attorney should always be consulted and the use of a trust analyzed on a case-by-
case basis. In certain complex situations involving substantial assets the tax laws can 
favor a will over a revocable trust.  
 
Potential Problems- The revocable trust can contain provisions taking effect at death 
that in fact save taxes; the marital deduction, the charitable deduction, and the federal 
unified credit. The same tax-savings can also be contained in a will. Although there is 
no gift tax on transfers of property to the trust, there will be administrative and legal 
expense involved. The transfer of title into the trust may cause problems down the line. 
If a grantor wants to refinance their home, lenders or the insurance company might 
insist that title be in the name of the borrower. If a trustee is someone other than the 
settlor, separate income tax returns must be prepared and filed for the trust, an added 
expense. In most states, there is a statutory legal fee for the settling of estates. 
Normally this amounts to one or two percent of the estate. Now, on a $5 million estate 
that is a substantial sum of money. Often times attorneys will agree to a basic hourly 
charge that will end up less than the statutory fee. On estates of $100,000 or 200,000 
(still a big estate by most folks' standards), the marginal differences between probate 
fees and costs of a trust may not make it worth the time to establish a trust. Once again, 
the economic benefits must be considered on a case by case basis.  
 
There is some debate as to whether or not a revocable trust is harder to upset than a 
will. Duress, fraud, incapacity are the same grounds to contest as with a will. One thing 
is certain; a trust can more readily provide the primary beneficiary with the funds 
necessary to fight any sort of incursion. There are other drawbacks for living trusts; 
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• Protocol in operation- In operation of a trust, the formalities of operation must be 
observed and recorded. All the t's must be crossed and the i's dotted, so to speak. 
Many people do not find it difficult to maintain accurate records of proceedings they 
attend. Just as many more have a difficult time recording notes of any meeting, no 
matter how important. Accurate records must be kept for the trust for legal as well as 
tax purposes. Time and effort must be expended to do this.  

• Gifts- Care must be taken in the method of distribution from the trust of any gifts 
utilizing the $15,000/year (for 2018, increasing with inflation over time) exclusion. If 
not done correctly it may be included in the grantor's estate.  

• Borrowing money- Whenever financing is required, and the grantor wants to use 
living trust assets as collateral, the lender will require special steps be taken. Most 
likely the bank will require the property be transferred back into the name of the trust 
grantor. If not, the bank will have a more difficult time in attaching the assets in the 
event of default.  

• Claims against creditors- A revocable trust avoids probate. One of the purposes of 
probate is to identify and pay the creditors of the deceased. Many months or years 
after the fact the creditors may become aware of the existence of the trust. The 
creditors may have the option of seeking remedy against the trust beneficiaries, 
even if the trust assets are depleted or the beneficiaries were unaware of the 
indebtedness.  

• Cost of setting up the revocable living trust- Just the name of the document indicates 
that a lawyer will be involved. Proper transfer of property into the trust is a necessity. 
There is going to be an initial expense involved in the correct drafting and funding of 
a comprehensive trust agreement.  

• In the event of divorce- With testamentary disposition, legacies to a spouse are 
nullified in the event of a divorce. Such is not the case with a revocable living trust. A 
trust must be amended to terminate provisions for an ex-spouse under common law. 
This is a big problem if the grantor is rendered non compos mentis.  

• Memorandum disposition of personal property- This type of disposition is effected by 
a will with permissive language. Personal property can be distributed without 
incurring any legal fees. Most states do not allow revocable living trusts to 
incorporate such a provision. The problem is easily remedied with a pour-over will 
incorporating such a provision. A revocable living trust should always be 
accompanied by such a will. If it is not, more costs will be incurred after death.  

• Loss of probate estate- This tax planning strategy is lost to the extent that property 
has been placed in a living trust. With proper planning, the payment if income tax of 
an estate can be delayed by the timely distribution of assets from the probate estate 
to a trust and ultimately to a beneficiary. Congress has been moving towards equal 
treatment of estates and trusts from a tax perspective (see chart). This ability to put 
off paying taxes is lost without a probate estate. For many people the tax differences 
may be inconsequential. Still, there may be other tax issues that affect the estate. 
For example, a revocable living trust may be limited to holding subchapter S 
corporation stock for two years after the death of the settlor while a probate has a 
different or no limit. All tax strategies affecting trusts/estates should be discussed 
with a tax attorney or accountant.  
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Revocable Trust Advantages 
One of the most forceful reasons for the use of the revocable trust is the orderly and 
expeditious management of a senior citizen's affairs. This also applies to anyone who 
might become unwilling or unable to manage their own affairs. The trust grantor can 
manage their own property with the help of a co-trustee. With the onset of incapacity, 
the co-trustee steps in without fanfare or further legal wrangling. The grantor receives 
the benefit of the trust income without the problems associated with overseeing the 
trust.  
 
It should be pointed out that the same purpose can often be achieved by the use of a 
durable power of attorney. Some states permit what is called a 'springing' power of 
attorney. It takes effect when incapacity arises. The drawback here is that the Attorney-
in-Fact is not allowed as much leeway in management of assets as a trustee. Many 
banks and brokerage houses are leery of powers of attorney unless it is on a specific 
form. Also, a power of attorney generally terminates at death of the creator. Assets 
under the control of the Attorney-in-Fact will have to go through probate.   
 

(Revised 2017) 
Uniform and Condensed Tax Table for Estates and Trusts 

If the taxable income of the estate or 
trust is:  

  

Over- But Not Over The Tax is: Of the Amount Over- 
$ -0- $2,550 15% $ -0- 

2,550 6,000 $382.50 + 25% 2,550 
6,000 9,150 $1,245 + 28% 6,000 
9,150 12,500 $2,127 + 33% 

 
9,150 

$12,500 --- $3,232.50 + 
39.6% 

12,500 

 
There are other reasons to use a revocable trust as part of the estate planning process. 
The reasoning and strategies vary from state to state. For example, in Illinois, 
Connecticut, Michigan, Ohio, and Florida (all common law states) the revocable trust 
can be used to bar the grantor's surviving spouse from obtaining a statutory share of the 
property under trust at the grantor's death. In other situations a revocable trust can be 
employed to select a jurisdiction with favorable statutes to govern the disposition of 
assets. This happens when the law of the state where probate will occur has less 
favorable laws. Situations where this would apply would include the operation of the 
grantor's business or concerning their creditors' rights. Other advantages that accrue to 
the living trust include the following; 
• Privacy- The grantor has the advantage of not going public with the information 

surrounding the trust. The assets placed in the living trust are not a matter of public 
record as with probate. If anything, proposed legislation will increase the privacy of 
living trusts.  

• Segregation of Assets- Trusts can be used to box out one or more groups of assets. 
If one spouse has assets from inheritance or a previous relationship, these assets 
can be kept separate from any that might be co-mingled with that of the current 
spouse.  
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• Time and cost factors v. probate- Although there may be arguments to the contrary, 
proponents to the creation of living trusts maintain that, in the long run they are less 
expensive and less prone to delay than probate. Note that this is exactly the same 
argument used as a disadvantage to the use of revocable living trusts. This 
illustrates the fact that estate planning for individuals needs to be addressed on a 
case-by-case basis. The value of assets being considered as well as the makeup of 
the family structure are important considerations. 

• Unaffected by Incapacity- The revocable lifetime trust avoids the necessity of a court 
declaration of incompetence and the management of the assets by a court 
appointed guardian or conservator. If the trust maker is the trustee, the trust can 
provide that someone else takes over management during the period of 
incompetence. A power of attorney is automatically revoked upon the settlor's 
incapacity.  

• Hard to Attack- The revocable trust is less vulnerable to attack by discontented 
heirs. A will can be challenged by kith and kin with relative ease. Even a legal 
challenge based on absurd logic is expensive and time consuming to deal with for 
the executor. Of course, a revocable living trust can also be attacked. The trust 
assets are not tied up in court like the assets under will.  

• Management Uninterrupted by Death- Assets such as real estate and securities can 
continue to be managed by the trust after the death of the settlor. The interruption in 
management of trust assets is avoided with this method of asset transfer. No delay 
is encountered in use of the assets by survivors of the deceased.  

• Probate Avoided in Other States- Frequently a person may own property in more 
than one state. Use of a living trust can remedy the problem of probate in multiple 
states. It is important to determine if the laws in the state where the real estate is 
located allow a trustee from another state to transact business on behalf of the trust 
as a non-resident.  

• Tax Advantages- During the life of the grantor of the trust, income generated by trust 
assets is taxed the same as other grantor income. Gift tax is not payable when 
property is transferred into a trust. Property in the trust is included in the grantor's 
estate for federal estate tax purposes at death. The trust becomes irrevocable after 
death. Tax advantages available to the testamentary trust are then made available 
to the living trust.  

 

Insurance Trusts 
Trusts can be classified in many different ways. They are classed by purpose, by 
method of creation, or by revocable v. irrevocable. Life insurance trusts can be an 
important part of the financial planning process. For example, an individual can transfer 
ownership of a life insurance policy to a trust with a child as the beneficiary. The transfer 
is considered a taxable gift. Any gift tax on the transfer is minimal when compared to the 
advantage accrued from the proceeds of the assigned policy not being included in the 
grantor's estate. This is assuming all incidents of ownership are relinquished.  
 
Many times, a trust of life insurance proceeds is combined with a trust of other types of 
property. This is the pour-over method of implementation of the estate plan. The 
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testament directs the executor to collect all probate assets, pay all debts and taxes, and 
then pour over the remaining assets into a trust.  
 

Driving Force 
An irrevocable trust is similar to a corporation. It is a separate entity, distinct from the 
person creating it. The method of creation of the trust is the transferring of ownership of 
a life insurance policy from the insured to the trust, the new owner. The driving force 
behind creating an irrevocable life insurance trust is to reduce death taxes. The 
proceeds of the insurance policy will (hopefully) be removed from the grantor's taxable 
estate. The idea is that the trust owns the policy so the proceeds are not included in the 
decedent's estate.  
 
A trust will pay the premiums on the policy. This avoids the problem of relying on 
another person to pay. The policy may lapse due to non-payment of premiums or the 
third party may take a notion to cash in the policy. The trust could be directed to keep 
the policy in force so long as the grantor is still living.  Enough controls can be exacted 
through a trust that a grantor will feel secure in the fact that the policy will remain in 
force as it was originally intended. Strict requirements exist for implementation of life 
insurance trusts. In order to achieve estate tax savings the life insurance trust has to be 
irrevocable. Retention of the right to revoke the trust results in the insurance being 
included in the taxable estate. The grantor cannot be the trustee, this position must be 
held by a third party. An insurance trust must have been established at least three years 
before the death of the grantor. Otherwise, the proceeds are includible in the settlor's 
taxable estate. The trust is deemed non-existent for estate tax purposes. 
 
In accordance with the trust agreement, the trustee is the owner of the insurance 
proceeds but the ultimate beneficiary is the equitable owner of this sum of money. 
Under a trust arrangement, the relationship between a trustee and the beneficiary is that 
the trustee is the legal owner of the trust property and the beneficiary is the equitable 
owner of the property. 
 

More on Insurance Trusts 
There are two basic sorts of living insurance trusts; business and personal. 
Personal Insurance Trusts; These are established by an individual without conditions. It 
will be used for the benefit of family members, close friends, or a charitable cause. One 
spouse may establish a revocable insurance trust for the benefit of the other. The trust 
assets, consisting of the insurance policy, is payable to the beneficiary, the trustee, for 
the benefit of the other spouse.  
 
Such trusts may be funded or unfunded. It is funded when the trustee is provided the 
money with which to pay the life insurance premiums. Unfunded trusts do not charge 
the trustee with the duty of paying the premiums. The settlor, or grantor, pays the 
premiums.  
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An objective of the personal insurance trust is the consolidation of the testator's 
insurance estate. There are many examples and anecdotes of an insured having 
several life insurance policies in force, often with different insurance companies. These 
policies were 'accumulated', perhaps over several decades, for varying personal 
reasons and with different beneficiaries. The personal insurance trust allows the grantor 
to merge these policies in a trust under a single administration for the purpose of 
distribution to legatees. 
 
Such a trust also allows a modicum of flexibility with regard to the evolving needs of the 
grantor's heirs. The policy purchaser bought the policy with some specific need in mind. 
With a trust in place, the trustee can address changing family needs and emergencies. 
College tuition, hospitalization, protection against spendthrifts and inflation are 
examples of situations that can be addressed by placing insurance proceeds in trust. 
When the trustee is an experienced financial professional, the family will be beneficiary 
of the advice offered on matters pecuniary. Of course, a personal insurance trust is 
used to avoid estate taxes. Insurance proceeds payable directly to the deceased's 
estate are taxable. The proceeds going to the trust are not included in the gross estate. 
Also, Proceeds placed in trust are protected from the claims of creditors, if the trust is 
structured correctly. As with all estate planning vehicles, the advice of legal and/or tax 
experts should be sought before any plan is put into effect. 
 
Business insurance trusts; This type of trust is established for business purposes. 
Someone with an interest in a business originates the trust with the goal of facilitating 
the smooth transition of the business upon the death of the business owner(s). Key man 
or key person insurance would be an example of such an arrangement.  
 
Jane is the Chief Operating Officer of Six-side Bolt Company. The company creates a 
key person insurance trust by purchasing insurance on Jane's life and placing it in a 
trust. Language in the trust agreement outlines the disposition of the insurance to the 
business when Jane dies.  
 
The purpose of the business insurance trust is to ensure smooth succession in the 
business interest. This would apply to any form of business ownership, be it a 
proprietorship, partnership, or corporation. A trust with life insurance is established in 
order to make sure that the plan of succession is carried out in an effective manner.  
 
The design of the business insurance trust is to give the trustee the power to enforce 
the business intent of the trust's creator. If the trust was created to provide for the 
disposition or transition of ownership of a small business when the owner dies, the 
trustee carries out whatever duties are necessary to that end. Of course, the desired 
goal could be reached without the trust being in place. The trust is there to minimize 
problems along the way. It is a means of facilitation of the desired business goal with 
the trustee acting as a third party arbiter settling the business estate in accordance with 
the trust agreement. Emotional, ego, or personal conflicts are avoided that could arise 
with the task being carried on by a family member or business associate.  
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Rights and Duties with a Policy in Trust 
As with any other scenario involving insurance, the policy owner has specific rights 
under the policy. This includes the right to assign the policy, name or change the 
beneficiary, and to select the dividend options. So, if the policy owner as settlor decided 
to take a cash value loan on the policy the face value is reduced by the amount of the 
loan. This may or may not affect the trust arrangement. The rights of the named insured 
or policy owner may be limited by the trust agreement. Such rights and duties must be 
accurately spelled out in the agreement. The trust agreement must also name the party 
responsible for payment if the insurance premiums. When dealing with an unfunded 
agreement, the trustee is relieved of this responsibility and the premiums become the 
duty of the grantor. If funded, the premium payments are paid by the trustee and the 
grantor provides the money to the trust for the payment of the premiums. If the trustee 
breaches this duty and the policy lapses, the trustee could be held liable for the 
omission.  
 
After the grantor's death, the policy proceeds are exempt from all forms of federal 
income taxation. When the policy is paid in installments, the interest portion of the 
payment is taxable income to the recipient. The proceeds of an insurance policy are 
exempt from state income tax in most states.  
 
A fiduciary relationship exists between the trustee and booth the grantor and heirs of the 
grantor. The trust agreement will specify the precise nature of these duties. When the 
death claim is made, the trustee's duty is to collect the insurance proceeds on behalf of 
the trust. The trustee has the same rights in this capacity as any other beneficiary. In 
the event the claim is contested, the trustee is empowered by the trust to pursue 
collection of the money through legal channels. Even if the trust is funded, it is doubtful 
there would be resources for a protracted legal struggle. For this reason the trustee 
should have the authority to solicit funds from heirs, banks, etc. in order to pursue the 
claim.  
 
The policy proceeds can be used to purchase annuities for the survivors if the trust so 
authorizes. This may be needed with personal insurance trusts to keep the money from 
dissipating rapidly. The trust agreement can give this authority to the trustee. All or part 
of the proceeds could be used in this manner, if it is the best interests of the 
beneficiaries. As with any other beneficiary, policy options can normally be exercised by 
the trustee as seen fit. If the trust maker does not want to use any of the insurance 
company settlement modes, this desire can be stated in the trust agreement.  
 

Irrevocable Life Insurance Trust 
The purpose of this type of life insurance trust is to shift ownership of property to 
another generation. This strategy reduces the value of the gross estate for the grantor. 
It also provides cash for expenses related to the estate as well as for the benefit of 
heirs.  Once the settlor creates an irrevocable life insurance trust all ownership and 
control is waived. In other words there are no incidents of ownership. The trust's assets 
are excluded from the grantor's estate. The mechanics are simple; The policy or policies 
are placed in trust as a gift. After the trust has been set up premium payments 
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periodically will be required. The insured/grantor makes gifts of cash to the trust as 
needed to pay the premiums.   
 

Policy Value 
The transferred life insurance policy is taxable at less than the actual face value of the 
policy. When transferred as a gift, it is subject to gift tax based on the policy's presumed 
terminal reserve value. This will normally be the same as the cash surrender value of 
the policy. To qualify as a gift of present interest and receive the $15,000 (for 2018, 
increasing over time) gift tax exclusion, the trust assets must be a gift of present 
interest.  As a result, the Crummey withdrawal privilege must be provided.  The situation 
can be turned around so that the trust assets become gifts of future interest. This 
happens if the beneficiary, or donee, permits a lapse in their right to transfer assets out 
of the trust. To the extent that lapse of this right exceeds the greater of $5,000 or 5% of 
the trust assets means that a gift of future interest has been created and a taxable gift 
exists.  
 
When the grantor makes a gift of an existing life insurance policy to the trust and then 
dies within three years of the transfer, the value of the proceeds is included in the 
donor's gross estate for tax purposes. In cases where a new policy is used, the donor 
has no residual incidents of ownership. Specifically, the trust purchases a new 
insurance policy on the life of the would-have-been-donor. This person never exhibits 
any incidents of ownership and death benefits are not included in the estate even if the 
grantor dies within three years of creation of the trust. To avoid problems, this is the 
recommended method of setting up a policy in trust. The reality is that health problems 
may preclude or drive up the cost of purchase of a new policy by the grantor. 
Transferring a policy is the only option. In such a case the economic decision must be 
made concerning the cost of premiums on a new policy (if available) as opposed to the 
potential expense of estate taxes.  
 
Tax issues also relate to the so-called generation skipping transfers (GST) to a 
person two or more generations younger than the grantor. Transfers like this may be the 
subject of estate or gift tax levy. Gifts subject to the Crummey withdrawal privilege 
cannot pass through the grantor's generation without incurring GST taxation. Gifts of life 
insurance or cash to pay life insurance premiums go tax free to the next generation if 
the grantor makes the gift using their own unified transfer credits. Some of the 
generation skipping exemptions must be allocated to the gifts. Up to $1 million of 
generation skipping exemptions can be used by each grantor. It can be used for 
transfers to grandchildren or the trusts that contain assets that will pass to 
grandchildren.  
 

Other Trust Vehicles 
There are myriad other types of trusts, and even their remoter economic bearing cannot 
be taken up here; the subject is too recondite and of too grave import to find a place in 
so slight a sketch. They are beyond the scope of this book. Presented here are several 
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with their subsequent summarization. Some may be discussed in greater detail 
elsewhere in the book.  
 
Qualified Domestic Trust- This is a variation of the QTIP trust used when one spouse is 
a noncitizen of the U.S. and the ultimate aim is to defer payment of estate taxes until the 
death of the second spouse. 
 
Dynasty Trust- Benefits for successive generations is provided without the initial 
payment of gift, estate, or generation-skipping taxes. Funding is created to take 
advantage of the $5.6 million (for 2018) estate exemption equivalent. At some point 
however, federal and state taxes must be paid. This is a tool for people with unique, 
high value assets such as an estate. The distribution of principal and income can take 
place over several generations.  
 
Discretionary Trust- The trustee is allowed to parcel out income and principal among 
various beneficiaries and to control the disbursements as they see fit.  
 
Trusts for Tax Savings- This is illustrated by the generation skipping trust (GST). This is 
a way for families to defer the payment of taxes until the advent of a successive 
generation. Up to $1 million can be passed this way. Taxes will most certainly have to 
be paid one day. The family is banking on the fact that the assets in trust can be put to 
work and generate more money now than would be the case if up to 50% were paid 
right away in the form of estate taxes.  
 

Family-Owned Business Trust 
Here is a PLR addressing the status of a particular family's business strategy. The plan 
involves life insurance owned by a trust. 
 
Internal Revenue Service 
Number: 200948001 
Release Date: 11/27/2009 
 
[Dear taxpayer] 
This responds to your February 17, 2009 letter and other correspondence requesting a 
ruling under §§ 2042 and 2035 of the Internal Revenue Code with respect to a series of 
proposed transactions involving life insurance held in partnerships and trusts. 
 
The facts submitted are as follows: 
Partnership 1 is a State limited partnership. Corporation 1, which is wholly owned by 
Taxpayer, owns an x% general partnership interest in Partnership 1. Corporation 2, 
which is wholly owned by Trust 1, owns a b% limited partnership interest in Partnership 
1. Taxpayer owns the remaining c% limited partnership interest in Partnership 1. 
 
Corporation 2 also owns limited partnership interests in Partnerships 2, 3, and 4.  
The general partners of Partnerships 2, 3, and 4 are separate limited liability companies 
or corporations, each of which is solely owned by Taxpayer or Taxpayer's parents. 
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Partnership 1 owns Policy 1, a whole life insurance policy on the life of Taxpayer. The 
beneficiaries of Policy 1 are Partnerships 1-4. It is represented that Partnership 1, as 
the owner of Policy 1, intends to designate Taxpayer's children as the beneficiaries of 
Policy 1. Partnership 1 owns no other assets. It is represented that Taxpayer has 
contributed funds to Partnership 1 to pay premiums on Policy 1. 
 
Trust 1 was formed by Taxpayer's parents in Year 2. Taxpayer and Taxpayer's sister, 
Sister, are the co-trustees of Trust 1. Trust 1 provides, in relevant part, that Taxpayer is 
the sole current beneficiary. The trustees have a discretionary power to distribute 
income to Taxpayer, while Taxpayer is living. Upon Taxpayer's death, the assets of 
Trust 1 pass to a trust for the benefit of Taxpayer's descendants. Taxpayer has no 
power of appointment to change the disposition of Trust 1. 
 
Trust 2 was formed by Taxpayer in Year 1. The beneficiaries of Trust 2 are Taxpayer's 
wife and children. Trust 2 provides that the trustee has discretionary authority to 
distribute income and principal to a beneficiary in such amounts as the trustee 
considers appropriate to provide for the beneficiary's education, support, maintenance, 
and health, after taking into account the beneficiary's other income or resources. 
 
Trust 2 is the owner and beneficiary of Policy 2, a whole life insurance policy on the life 
of Taxpayer. Taxpayer has made gifts to Trust 2 to fund the premiums of Policy 2. 
Taxpayer proposes to undertake the following series of transactions: 
a) Partnership 1 will remove itself and Partnerships 2, 3, and 4 as the beneficiaries of 
Policy 1 and designate Taxpayer's children as the beneficiaries. 
b) Corporation 1, Corporation 2, and Taxpayer will make capital contributions to 
Partnership 1 in an amount sufficient to allow Partnership 1 to make distributions to 
Taxpayer in an amount equal to Taxpayer's contributions to Partnership 1 used to make 
premium payments. 
c) Trust 1 will purchase Taxpayer's limited partnership interest in Partnership 1. 
d) Trust 1 will purchase Taxpayer's shares in Corporation 1. 
e) Corporation 2 will distribute the Partnership 1 limited partnership interest that it owns 
to Trust 1. 
f) Trust 2 will contribute Policy 2 to Partnership 1 in exchange for a limited partnership 
interest in Partnership 1. 
g) Trust 1 will contribute cash to Partnership 1 in an amount projected to fully pay the 
premiums on Policy 1 and Policy 2 for the remainder of Taxpayer's life. 
h) Taxpayer will release to Sister any power to make any significant decisions with 
regard to Policy 1. Taxpayer represents that after this release, Taxpayer will not have 
the power to change the beneficiary of Policy 1, surrender or cancel the policy, assign 
the policy, revoke an assignment of the policy, pledge the policy for a loan, or to obtain 
from the insurer a loan against the surrender value of the policy. Only the principal of 
Partnership 1's cash assets will be used to pay the premiums on Policies 1 and 2. The 
amount of assets necessary to pay such premiums will be based on projections 
provided by Insurance Company. In the event that the projections are incorrect, such 
that the amount of assets set aside is insufficient to pay the premiums on Policies 1 and 
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2, the trustees of Trust 1 will contribute additional assets to Partnership 1 to be set 
aside for payment of the premiums. 
i) Upon receipt of a favorable private letter ruling, Partnership 1 will designate itself as 
the sole beneficiary of Policy 1. 
 
Following the proposed transactions, Trust 1 and Trust 2 will own 100% of Partnership 
1. The two policies will be owned by Partnership 1. The beneficiaries of each policy will 
be Partnership 1. 
 
You have requested the following rulings: 
1. The proceeds of Policy 1 and Policy 2 received by Partnership 1 upon Taxpayer's 
death will not be includible in Taxpayer's gross estate under § 2042(2). 
2. The proceeds of Policy 1 and Policy 2 received by Partnership 1 upon Taxpayer's 
death will not be includible in Taxpayer's gross estate under § 2035. 
 

Law and Analysis 
 
Ruling 1 
Section 2042(2) of the Internal Revenue Code provides that the value of a decedent's 
gross estate shall include the proceeds of all life insurance policies on the decedent's 
life receivable by beneficiaries, other than the executor of the decedent's estate, to the 
extent that the decedent possessed at his death any incidents of ownership exercisable 
either alone or in conjunction with any other person. An incident of ownership includes a 
reversionary interest arising by the express terms of the policy (or other instrument) or 
by operation of law only if the value of such reversionary interest exceeds 5% of the 
value of the policy immediately before the death of the decedent.  
 
Section 20.2042-1(c)(2) of the Estate Tax Regulations provides that the term 'incidents 
of ownership' is not limited in its meaning to ownership of a policy in the technical legal 
sense. Generally speaking, the term has reference to the right of the insured or his 
estate to the economic benefits of the policy. Thus, it includes the power to change the 
beneficiary, to surrender or cancel the policy, to assign the policy, to revoke an 
assignment, to pledge the policy for a loan, or to obtain from the insurer a loan against 
the surrender value of the policy. 
 
Section 20.2042-1(c)(4) provides that a decedent is considered to have an incident of 
ownership in an insurance policy on his life held in trust if, under the terms of the policy, 
the decedent, either alone or in conjunction with another person or persons, has the 
power, as trustee or otherwise, to change the beneficial ownership of the policy or its 
proceeds or the time or manner of enjoyment thereof, even though the decedent has no 
beneficial interest in the trust. 
 
Section 20.2042-1(c)(6) provides that, in the case of economic benefits of a life 
insurance policy on the decedent's life that are reserved to a corporation of which the 
decedent is the sole or controlling shareholder, the corporation's incidents of ownership 
will not be attributed to the decedent through stock ownership to the extent the 
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proceeds of the policy are payable to the corporation. However, if any part of the 
proceeds of the policy are not payable to or for the benefit of the corporation, and thus 
are not taken into account in valuing the decedent's stock holdings in the corporation for 
purposes of § 2031, any incidents of ownership held by the corporation as to that part of 
the proceeds will be attributed to the decedent through the stock ownership where the 
decedent is the sole or controlling shareholder In Rev. Rul. 84-179, 1984-2 C.B. 195, 
the decedent purchased an insurance policy on his life and transferred all incidents of 
ownership to his spouse. His spouse designated their adult child as the policy 
beneficiary. Subsequently, the spouse died and her will established a residuary trust for 
the benefit of the child. The decedent was designated the trustee of this trust. The 
insurance policy on the decedent's life which was part of the residuary estate, passed to 
the testamentary trust. As trustee, the decedent had broad discretionary powers in the 
management of the trust property and the power to distribute or accumulate income. 
Under the terms of the policy, the owner could elect to have the proceeds made payable 
according to various plans, use the loan value to pay the premiums, borrow on the 
policy, assign or pledge the policy, and elect to receive annual dividends. The will 
precluded the decedent from exercising these powers for the decedent's own benefit. 
The decedent paid the premiums on the policy out of other trust property and was still 
serving as trustee when he died. 
 
The ruling concludes, based on the legislative history underlying § 2042(2), that the 
section generally applies to include life insurance in situations that parallel the inclusion 
of property under §§ 2036-2038. Those sections generally involve the transfer of 
property where rights or powers are retained incident to the transfer. Under the facts in 
Rev. Rul. 84-179, the decedent transferred the policy to his wife and subsequently, in 
an unrelated transaction, reacquired incidents of ownership over the policy in a fiduciary 
capacity. The ruling holds that under these circumstances, the decedent will not be 
considered to possess incidents of ownership in the policy for purposes of § 2042(2), 
provided the decedent did not furnish consideration for maintaining the policy and could 
not exercise the powers for the decedent's personal benefit. The ruling further provides 
that the result would be the same if the decedent acting as trustee purchased a policy 
as a trust asset. The ruling states, however, that if the decedent's powers over the 
policy could have been exercised for the decedent's benefit, they would constitute 
incidents of ownership in the policy without regard to how those powers were acquired 
and without consideration of whether or not the decedent was the source of the funds 
used to pay the premiums. (Estate of Fruehauf v. Commissioner, 427 F.2d 80 (6th Cir. 
1970)). 
 
In Estate of Knipp v. Commissioner, 25 T.C. 153 (1955), acq. in result, 1959-1 C.B. 4, 
aff'd on another issue, 244 F.2d 436 (4th Cir. 1957), cert. denied, 355 U.S. 827, 78 S. 
Ct. 36, 2 L. Ed. 2d 40 (1957), a partnership in which the decedent was a 50% general 
partner, owned 10 insurance policies on the decedent partner's life at his death. The 
partnership paid the premiums on all of the policies, and the insurance proceeds were 
payable to the partnership. The court found that the partnership purchased the policies 
in the ordinary course of business and held that the decedent, in his individual capacity, 
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had no incidents of ownership in the policies and, therefore, the policies were not 
includible in the decedent's gross estate under the predecessor to § 2042(2).  
 
Rev. Rul. 83-147, 1983-2 C.B. 158, considers whether incidents of ownership in an 
insurance policy owned by a general partnership would be attributed to the insured 
general partner. In the revenue ruling, a general partnership obtained a whole life 
insurance policy on the life of one of its partners. The partnership made the premium 
payments in partial satisfaction of the insured partner's distributive share of partnership 
income and the insured partner's child was designated as the beneficiary of the policy. 
When the partner died, the face amount of the policy was paid to the child. The revenue 
ruling distinguished Estate of Knipp, supra, on the basis that, in Knipp, the insurance 
proceeds were paid to the partnership and inclusion of the proceeds in the gross estate 
under § 2042 would have resulted in unwarranted double taxation of a substantial 
portion of the proceeds were included in the value of decedent's partnership interest. In 
contrast, in the revenue ruling, the proceeds are payable to a third party for a purpose 
unrelated to the general partnership business, and thus, would not be included in the 
value of the partnership interest included in the gross estate. 
 
Accordingly, the ruling concludes that under these circumstances, the incidents of 
ownership are treated as held by the insured general partner in conjunction with the 
other partners. The ruling further states that the Service did not agree with any 
implication that incidents of ownership should not be attributed to an insured partner 
when the proceeds are payable other than to or for the benefit of the partnership. In this 
case, after the transactions, Taxpayer will release to Sister any power to make any 
significant decisions with regard to Policy 1. Taxpayer will not have the power to change 
the beneficiary of Policy 1, surrender or cancel the policy, assign the policy, revoke an 
assignment of the policy, pledge the policy for a loan, or to obtain from the insurer a 
loan against the surrender value of the policy. Partnership 1 will pay all the premiums on 
Policies 1 and 2. Accordingly, based solely on the facts submitted and representations 
made, assuming the proposed transactions are carried out as represented, it is 
concluded that the proceeds of Policy 1 and Policy 2 received by Partnership 1 upon 
Taxpayer's death will not be included in Taxpayer's gross estate under § 2042. 
 
Ruling 2 
Section 2035(a) provides that (1) if the decedent transferred an interest in property, or 
relinquished a power with respect to any property, during the 3-year period ending on 
the date of the decedent's death, and (2) the value of the property (or interest therein) 
would have been included in the gross estate under §§ 2036, 2037, 2038, or 2042 if the 
interest or power had been retained by the decedent on the date of death, then the 
value of the gross estate includes the value of any property (or interest therein) that 
would have been so included. Section 2035(d) provides that § 2035(a) shall not apply to 
any bona fide sale for an adequate and full consideration in money or money's worth. 
 
In this case, before and after the transactions, Taxpayer will not possess any incidents 
of ownership. Accordingly, based solely on the facts submitted and representations 
made, the conclusion is reached that the proceeds of Policy 1 and Policy 2 will not be 



95 

includible under § 2035(a), if Taxpayer dies within three years of releasing his powers 
over Policy 1. The above conclusions assume that Taxpayer's powers are not 
reinstated. In accordance with the Power of Attorney on file with this office, a copy of 
this letter is being sent to your authorized representative. 
 
Except as expressly provided herein, no opinion is expressed or implied concerning the 
tax consequences of any aspect of any transaction or item discussed or referenced in 
this letter. Specifically, no opinion is expressed or implied concerning the income tax 
treatment of the proposed transactions under § 101. 
 
The rulings contained in this letter are based upon information and representations 
submitted by the taxpayer and accompanied by a penalty of perjury statement executed 
by an appropriate party. While this office has not verified any of the material submitted 
in support of the request for rulings, it is subject to verification on examination. This 
ruling is directed only to the taxpayer requesting it. Section 6110(k)(3) of provides that it 
may not be used or cited as precedent. 
 
[Sig. IRS] 

 


	I. COLI Policies
	Owned by the Business
	Issues Raised
	Amounts Received from Insurance

	General Account and Separate Account COLI
	State Law Notice, Consent and Insurable Interest Requirements
	Financial Accounting Treatment of COLI
	Banking Regulations Applicable to COLI Purchases
	Use as Funding Vehicle

	Borrowing in Connection With COLI
	Tax Law & COLI
	Tax Issues
	Fringe Benefit or Compensation

	Treatment Rules Change
	ERISA Relationship
	History of ERISA
	Protect Plan Participants
	Non-Discrimination Rules
	Business Goals
	Top Hats
	Establishing a Plan
	At Retirement
	The Plan Participant

	Understanding IRS Guidance - A Brief Primer

	II. Split-Dollar Life
	Gift, Estate, or Compensate
	How Split-Dollar Life Came To Be
	Table 2-1 Group Term Life Insurance Table
	Plan Involvement
	Recognize Term Cost

	Tax Considerations
	Split-Dollar Federal Regulation
	Providing Guidance
	Valuation Rate
	Prudent Risk Management


	III. Key Person Insurance
	Key Person Life Goal
	Loss Categories
	Who Is a Key Person?

	Policy Ownership
	Legal and Tax Consequences
	Assuaging Lender's Fears
	Identify Key People


	IV. Buy-Sell Agreements
	Business Valuation
	What It Is Worth
	Establishing a Value
	Valuation Date
	Standard of Value

	Cross Purchase Buy-Sell Agreement
	Entity Purchase Buy-Sell Agreement
	Transaction Details
	Agreed Value
	Annual Process


	V. Accounting for Business Life
	Split-Dollar Life Accounting
	Varied Programs
	Applicable Rules
	Nonqualified Plans

	Deduction Limitations
	Rules for Split-Dollar Arrangements
	Mutually Exclusive Regimes
	Owners and Non-owners
	Donor is the Owner


	VI. Insurable Interest
	Concept of Insurable Interest
	Property Insurance
	Life insurance
	Blood or Marriage:
	Business Relationship
	Creditors
	Lord Mansfield and Insurable Interest
	Factual Expectation
	Legal Interest

	Of Wager Policies
	When Must the Insurable Interest Exist?
	Interest Broadly Defined

	Borrowing Against the Policy
	Lapse or surrender of policy


	Policy Assignment
	Types of Beneficiaries
	Specific or Class
	Methods of Distribution
	Revocable or Irrevocable
	Types of Assignments
	Policy Provisions
	Legality of Assignment
	Private Property

	UCC Article 9
	Article 9 and Life Insurance
	Priority of Competing Liens

	Life Insurance Investment
	Corporate-Owned Life Insurance (COLI)
	In Business
	Business Usage
	Leveraged Insurance


	VII. Trusts
	Trusts and Life Insurance
	Funding Restrictions on Nonqualified Deferred Compensation Trusts

	Creation of a Trust
	Trust Types
	Transfer Mechanics
	Functions of the Trustee
	When a Trustee does not Work
	Allowing for a Substitute Trustee

	Trust Usage
	Conflicts Among Beneficiaries
	Real Property
	The Settlor or Beneficiary as Trustee
	The Living Trust
	Revocable Trust Advantages
	Insurance Trusts
	Driving Force
	More on Insurance Trusts
	Rights and Duties with a Policy in Trust

	Irrevocable Life Insurance Trust
	Policy Value
	Other Trust Vehicles

	Family-Owned Business Trust
	Law and Analysis



