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Introduction

A split-dollar life insurance arrangement
(SDA) is an agreement between an owner
and a non-owner of a life insurance policy
where one party pays part or all of the life
insurance premiums for the other party and,
in return, is entitled to a share of the pro-
ceeds of the life insurance contract. These
proceeds may come from the cash surrender
value of the contract or from the death bene-
fits. The Internal Revenue Service (IRS)
remained silent about the tax effects of SDAs
for many years, with its position remaining
virtually unchanged. Since 1996, however,
the IRS has modified the income tax treat-
ment of SDAs multiple times. The effect that
these changes have on income tax planning
when dealing with SDAs depends largely on
the date that the SDA was entered into in
relation to key dates given in the latest IRS
notice and the final IRS regulations.

An SDA may be used in various contexts,
including employer-employee, corporation-
shareholder, and donor-donee, to provide
a benefit for the respective employee,
shareholder, or donee. The most common
plan, and the one discussed in this article,
involves the employer-employee relation-
ship. However, this situation is analogous to
other SDAs. Typically, the employer will pay
all or part of the life insurance premiums for
the employee in exchange for repayment
from the life insurance proceeds.

SDAs provide an effective means to give
additional benefits to key executives in both
large and small businesses.! Large compa-
nies use SDAs to provide certain employees
with deferred compensation that will avoid
estate taxes. Smaller businesses may use
SDAs both to provide for the business own-
ers” heirs and to cover estate taxes that may
be incurred on death.

Historically, SDAs have been viewed as
either non-equity or equity plans. A non-
equity plan gives the employer an interest in
the policy’s entire cash value—through

either a collateral assignment (where the
employee owns the policy but assigns a por-
tion to the employer) or an endorsement
(where the employer owns the policy but
allows the employee to name the beneficiary
of any life insurance protection exceeding
the employer’s interest).2 An equity plan,
however, only gives the employer an interest
in the cash value to the extent that the
employer paid premiums toward the policy.
Accordingly, the employee may have equity
in the policy to the extent that the cash value
exceeds the amount owed to the employer.

History of Income Tax Treatment
of SDAs

Phase I— Revenue Rulings

For over 30 years, the IRS paid little attention
to SDAs. During this time, the benefits to
parties entering into such plans were maxi-
mized. The primary source of guidance by
the IRS was Revenue Ruling 64-328, which
dealt exclusively with non-equity plans.3
This revenue ruling held that SDAs should
not be considered interest-free loans from an
employer to an employee.r However,
the employee still had to recognize some
income because the employer provided “an
economic benefit to the employee represent-
ed by the amount of the annual premium
cost that he should bear and of which he is
relieved.”> The value of this economic bene-
fit was measured by the P.S. 58 cost tables.6
These annual economic benefits were con-
sidered “accessions to wealth”7 and income
to the employee. All proceeds received by
the employee and the employer were free of
income tax.8 This revenue ruling was ampli-
fied by Revenue Ruling 66-110, which
allowed the benefit to the employee to be
valued by the lower of the amount in the P.S.
58 table or the insurer’s term rates.?

Even though these revenue rulings dealt
only with non-equity SDAs, there was no
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indication from the IRS that it would treat
equity SDAs any differently. An employee
could have had life insurance entirely paid
for by his employer with a cash surrender
value that exceeded the amount owed to
repay the employer. This equity, though only
available because of the employer’s premi-
um payments, belonged to the employee.
Regardless, it grew tax free until withdrawn
from the policy.

Phase I1 — Technical Advice Memorandum
9604001

The IRS grew dissatisfied with this state of
affairs. In 1996, it gave its first indication of
its changing perspective in Technical Advice
Memorandum (TAM) 9604001.10 This TAM
held that income must be recognized by
the employee “under [IRC] 83 to the extent
that the cash surrender values of the policies
exceed the premiums paid by” the employ-
er.ll Thus, income was to be recognized
each year in the amount of the employee’s
increase in equity. However, since TAMs are
private determinations and case specific, this
TAM left practitioners uncertain about the
proper income tax treatment of equity
SDAs.12

Phase I1I1—1IRS Notice 2001-10

The first public guidance regarding equity
SDAs came in 2001 with the publication of
IRS Notice 2001-10.13 While this notice
retained the taxation of the annual economic
benefit, it changed the income tax treatment
of SDAs in multiple ways.

First, the employee did not automatically
recognize income each year in the amount of
the increase in equity. Instead, if the employ-
er was the owner of the life insurance con-
tract, the employee did not recognize the
increase in equity as income until the SDA
was terminated. This left the employee fac-
ing a potentially large tax bill in the year the
SDA was terminated.

Second, an option was available to treat
the SDA as a series of interest-free loans, the
income tax consequences of which were to
be determined under IRC 7872. Participants
in such SDAs were allowed to choose the
best method available to them under the two
alternatives.

Finally, the valuation of the annual eco-
nomic benefit to the employee was altered:
PS. 58 was replaced by Table 2001. The alter-
nate method of using the insurer’s term rates
was still available under the notice.

However, significant restrictions were to be
imposed beginning after December 31, 2003.

Phase IV—1IRS Notice 2002-8

IRS Notice 2001-10 was revoked in January
2002 by IRS Notice 2002-8.14 In addition to
revoking IRS Notice 2001-10, the 2002 notice
announced and summarized forthcoming
proposed regulations that would give com-
prehensive guidance regarding the tax treat-
ment of SDAs and provide guidance for the
valuation of current life insurance protection
under SDAs. IRS Notice 2002-8 has different
rules for SDAs entered into before January
28, 2002; SDAs entered into after January 28,
2002 but before the publication of final regu-
lations; and SDAs entered into after publica-
tion of the final regulations.

IRS Notice 2002-8 provides that SDAs
entered into before January 28, 2002, receive
the most beneficial treatment—especially
when they are terminated or converted into
loans before January 1, 2004. The first effect
of such an SDA is that the employee will
only be taxed on the value of life insurance
protection received from the employer for
the current year. For valuation, the employee
is able to use the lower of the Table 2001
rates or the generally available, published
rates of the insurer. The P.S. 58 rates may be
used only if “a contractual arrangement
between an employer and employee pro-
vides that the P.S. 58 rates will be used to
determine the value of current life insurance
protection provided to the employee.”15
However, agreements with such specific
terms regarding valuation are rare and this
safe harbor is not as beneficial as it appears
at first glance.16 Second, the annual increase
in equity will never be taxed. Finally, “there
will be no tax to the employee upon the roll-
out of the policy, so that if an agreement
entered into before January 28, 2002, is
terminated (or converted to a loan) [before
January 1, 2004], there will never be any
tax on the equity.”1” If a pre-January 28,
2002 plan is not terminated or converted to a
loan before January 1, 2004, the employee
will be taxed on the equity in the cash sur-
render value of the life insurance policy at
the time of rollout. This crucial date is immi-
nent; clients with pre-January 28, 2002,
SDAs should be advised of their options
immedjiately.

If an SDA was set up after January 28,
2002, but before the publication of the final
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regulations, IRS Notice 2002-8 gives two
options: (1) the employee may report income
based on the economic benefit determined
by the lower of the Table 2001 rate or the
insurer’s generally available ratel8 and be
taxed on the equity of the policy when the
SDA is terminated, or (2) the SDA may
be treated as a series of loans from the
employer to the employee and be taxed in
accordance with IRC 7872.19 In addition,
commentators have offered a third option
that was not explicitly mentioned in the
notice: the parties may elect to treat the pay-
ment of the insurance premiums as bonuses
under IRC 162.20 In this final scenario, the
employee would recognize compensation
income for the full amount of the premium
paid by the employer.

Although IRS Notice 2002-8 also gave
some insight into what guidance the pro-
posed regulations would provide, we need
not dwell on that issue here, since both the
proposed and the final regulations are now
available.

Phase V—The Proposed Regulations
Regarding SDAs

In July 2002, the IRS published proposed
regulations regarding SDAs.2! Additional
proposed regulations regarding the valua-
tion of the economic benefits of equity
SDAs were published in May 2003.22 The
proposed regulations were only to be relied
on before publication of the final regulations
“provided that all taxpayers who are parties
to the arrangement treat the arrangement
consistently under this section.”23 In addi-
tion, for an equity SDA, this early reliance
was available only “if the value of all eco-
nomic benefits taken into account by the par-
ties exceeds the value of the economic bene-
fits the parties would have taken into
account” if the SDA were treated as a non-
equity SDA.24 It is not necessary to discuss
the details of the proposed regulations
because they have been finalized, with
minor changes, in September 2003.25

The Final Regulations Regarding
SDAs

The final IRS regulations were issued on
September 11, 2003 with an effective date of
September 17, 2003.26 As under the pro-
posed regulations, the final regulations cre-
ate two mutually exclusive regimes that

determine the impact an SDA has on the
employee’s income tax: the economic benefit
regime and the loan regime. The applicable
regime depends on whether the employer or
the employee is the owner of the life insur-
ance policy. The economic benefit regime
applies if the life insurance policy names the
employer as the owner of the contract.2” If
the employee is the owner of the policy, the
loan regime applies.28 One important caveat
should be noted: non-equity SDAs are
deemed to be owned by the employer even if
the employee technically owns the life insur-
ance contract.?? Thus, a non-equity SDA is
always treated under the economic benefit
regime.

When the employer owns the life insur-
ance, it is considered to be providing eco-
nomic benefits to the employee and the eco-
nomic benefit regime applies.30 The non-
owner “must take into account the full value
of all economic benefits . . . , reduced by the
consideration paid directly or indirectly . . .
to the owner for those economic benefits.”31
The valuation is to occur on the last day of
the non-owner’s taxable year.32 The final
regulations specify that the valuation of eco-
nomic benefits includes:

(1) The cost of current life insur-
ance protection provided to the non-
owner...;

(2) The amount of policy cash
value to which the non-owner has
current access . . . (to the extent that
such amount was not actually taken
into account for a prior taxable
year); and

(3) The value of any [other] eco-
nomic benefits . . . provided to the
non-owner (to the extent not actual-
ly taken into account for a prior tax-
able year).33

The income to the employee from the
“cost of current life insurance protection pro-
vided” is the amount of the employee’s cur-
rent life insurance protection multiplied by a
life insurance premium factor that is to be
given in the Internal Revenue Bulletin.34 The
policy cash value is only included in the eco-
nomic benefits if the non-owner has “current
access” to it. Current access exists not only
when the non-owner has actual (direct or
indirect) access to the cash value of the
policy, but also if the owner or the owner’s
creditors do not have access to it.35> Death

[T]he final
regulations
create two
mutually
exclusive
regimes that
determine
the impact
an SDA has
on the
employee’s
income tax:
the economic
benefit
regime and
the loan
regime.
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proceeds paid to anyone other than the
owner are excluded from the beneficiary’s
gross income under IRC 101(a).36

Alternately, when the employee is the
owner of an equity SDA, the employer
is considered to be loaning the premiums
to the employee.3’ If inadequate interest
is charged, the transaction will result in
imputed interest income to the employee
under IRC 7872.38 When interest on the loan
equals or exceeds market rate, “the loan is
governed by the general rules for debt
instruments.”39 The loan regime modifies
IRC 7872 slightly to eliminate its de minimis
exception.40 Thus, all employee-owned equi-
ty SDAs with below-market interest rates fall
under IRC 7872, regardless of the dollar
value of the loan.

Final Thoughts

Careful consideration must be given when
advising clients regarding SDAs. For exist-
ing SDAs, the most important fact is whether
the SDA was entered into before January 28,
2002. If so, IRS Notice 2002-8 results in bene-
ficial treatment if the plan is terminated or
converted into a loan before January 1, 2004.
It is not mandatory that clients take advan-
tage of this safe harbor; however, if they con-
tinue the plan as is into 2004, there may be
tax on the equity. Thus, the best plan for
mature equity SDAs entered into before
January 28, 2002, is to terminate the SDA or
convert it into a loan by the end of 2003.41
This pivotal date is looming and clients with
SDAs should be consulted immediately.

Clients with plans entered into after
January 28, 2002, but before September 17,
2003 (the date the final regulations became
effective) may choose to (1) report the eco-
nomic benefit as income and be taxed on the
equity when the SDA is terminated, (2) treat
the premium payments as a series of loans,
or (3) treat the payments as bonuses from the
employer to be taxed under IRC 162. The
best plan depends on individual circum-
stances; the facts of each client’s situation
should be closely scrutinized.

For all other plans, the final regulations
give some much-needed guidance to practi-
tioners about how the IRS views (and plans
to tax) SDAs. The income tax treatment of
these SDAs depends on who owns the life
insurance contract and whether it is a non-
equity or equity SDA. Non-equity SDAs and
employer-owned equity SDAs will always

be taxed under the economic benefits
regime. Employee-owned equity SDAs are
taxed under the loan regime. The publica-
tion of the final regulations gives attorneys
more certainty than they have had in the
seven years since TAM 9604001 was issued.

Time is of the essence. Practitioners must
take immediate action by reviewing their
clients” SDAs and advising them of their
choices in light of the imminent deadline.
Failure to do so could result in unexpected,
and undesired, income tax bills.
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