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SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO  

THE CONCLUSION OF THIS WASHINGTON REPORT. 

Rev. Rul. 2011-9 (a rare public revenue ruling) concludes that if a business 

receives a life insurance contract in a tax-free exchange for a life insurance contract 

that is excepted from the pro rata interest disallowance rule of section 264(f)(1), the 

new contract received in the exchange must be tested independently to determine 

whether it, too, is excepted from that rule.  The exception does not carry over to a 

contract received in a tax-free exchange.  

Section 264(f)(1), which was added to the Internal Revenue Code in 1997, generally prohibits 

deductions for the pro-rata portion of the taxpayer’s interest expense that is allocable to unborrowed policy 

cash values with respect to a life insurance policy or an annuity or endowment contract.  Section 264(f)(4) 

provides an exception to the pro rata interest expense disallowance rule of section 264(f)(1) for certain 

policies and contracts. Under section 264(f)(4), section 264(f)(1) does not apply to any policy or contract 

owned by an entity engaged in a trade or business if the policy or contract covers only one individual and if 

that individual is (at the time first covered by the policy or contract) (i) a 20-percent owner of the entity, or 

(ii) an individual who, although not a 20-percent owner, is an officer, director, or employee of the trade or 

business. 

http://www.aalu.org/
http://aaluwr.org/majorrefs/Ref11-25.pdf
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Section 264(f) applies to contracts issued after June 8, 1997, in taxable years ending after that 

date. For this purpose, any material increase in the death benefit or other material change in the contract is 

treated as a new contract - i.e., it will not get the benefit of “grandfathering” protection.   

Rev. Rul. 2011-9 addresses the question of whether the foregoing grandfathering protection applies 

to a contract that is exchanged for a new contract in an exchange that is tax-free under section 1035 of the 

Code.  The Rev. Rul. posits two situations, as follows: 

Situation 1. Taxpayer is a corporation engaged in a trade or business that has substantial 

indebtedness on which it incurs interest expense. On January 3, 2000, Taxpayer purchased a life insurance 

policy (“Old Policy”) covering the life of A, an employee of Taxpayer, as of that date. A was not a 

20-percent owner, officer, or director of Taxpayer, and was the only individual covered by Old Policy. 

On January 3, 2011, Taxpayer received a new life insurance policy (“New Policy”) covering the life of A as 

of January 3, 2011, in exchange for Old Policy in a transaction that qualified for non-recognition of gain or 

loss under section 1035.  New Policy also covers only the life of A and has the same death benefit as Old 

Policy. A remained an employee of Taxpayer as of January 3, 2011. Both Old Policy and New Policy are 

life insurance contracts as defined in section 7702. 

Situation 2. The facts are the same as in Situation 1, except that on January 4, 2010, A terminated 

employment with Taxpayer. 

The ruling notes that, in general, a contract that is received in exchange for an existing contract is 

treated as a new contract issued on the date of the exchange for purposes of testing the contract's 

qualification as a life insurance contract under section 7702, and for purposes of applying the 7-pay test of 

section 7702A(b) to determine whether the contract is a modified endowment contract (MEC). 

Where Congress has intended that the issue date or other attributes of a contract carry over in a 

section 1035 exchange, it has done so “pursuant to an explicit rule” as, for example, where, under section 

101(J), Congress grandfathered an employer-owned life insurance contract that is received after August 17, 

2006, in a section 1035 exchange for a contract that was issued on or before that date.  Congress, however, 

did not explicitly provide a rule under which the status of the insured as an employee "at the time first 

covered" for purposes of section 264(f)(4)(A) would carry over from a contract given up in a section 1035 

tax-free exchange to a contract received in such an exchange, “even though the status of the insured as an 

employee is material to the purpose and application of the exception provided by § 264(f)(4).” 

Applying this reasoning, the IRS ruled as follows: 

1. Application of section 264(f)(1) to Old Policy. 

In both Situation 1 and Situation 2, A was an employee of Taxpayer on January 3, 2000, which was 

the date as of which A was first covered by Old Policy. A was the only individual covered by Old Policy. 

Therefore, under the exception provided by section 264(f)(4)(A), the pro rata interest expense disallowance 

rule of section 264(f)(1) did not apply to Old Policy in either situation. 

2. Application of section 264(f)(1) to New Policy. 

In Situation 1, A was an employee of Taxpayer on January 3, 2011, which was the date as of which 

A was first covered by New Policy. A was the only individual covered by New Policy. Therefore, under the 

exception provided by section 264(f)(4)(A), the pro rata interest expense disallowance rule of section 

264(f)(1) did not apply to New Policy in Situation 1. 

In Situation 2, A was not an employee of Taxpayer on January 3, 2011, which was the date as of 

which A was first covered by New Policy, nor was A a 20-percent owner, officer, or director of Taxpayer. 
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Accordingly, New Policy does not qualify for the exception provided by section 264(f)(4)(A). The fact 

that A was an employee of Taxpayer at the time first covered by Old Policy (January 3, 2000) does not 

change this result.  

For a related discussion of “Exchanges After COLI Best Practices Act” (Pension Protection Act of 

2006, P.L. 109-280 § 863, adding IRC § 101(j)), which notes the confusion surrounding some of the effects 

of tax-free exchanges of life insurance contracts under that Act, see our Bulletin No. 06-92.  See also IRS 

Notice 2008-42, discussed in our Bulletin No. 08-31. 

Any AALU member who wishes to obtain a copy of Rev. Rul. 2011-9 may do so through the 

following means: (1) use hyperlink above next to “Major References,” (2) log onto the AALU website at 

www.aalu.org and enter the Member Portal with your last name and birth date and select Current Washington 

Report for linkage to source material or (3) email Anthony Raglani at raglani@aalu.org and include a 

reference to this Washington Report. 

 

In order to comply with requirements imposed by the IRS which may apply to the Washington Report as 

distributed or as re-circulated by our members, please be advised of the following: 

THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE USED, AND IT CANNOT 

BE USED, BY YOU FOR THE PURPOSES OF AVOIDING ANY PENALTY THAT MAY BE 

IMPOSED BY THE INTERNAL REVENUE SERVICE. 

In the event that this Washington Report is also considered to be a “marketed opinion” within the meaning 

of the IRS guidance, then, as required by the IRS, please be further advised of the following: 

THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE PROMOTIONS OR 

MARKETING OF THE TRANSACTIONS OR MATTERS ADDRESSED BY THE WRITTEN 

ADVICE, AND, BASED ON THE PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK 

ADVICE FROM AN INDEPENDENT TAX ADVISOR. 

 

 

                                                                             
The mission of AALU is to promote, preserve and protect advanced life insurance planning  

for the benefit of our members, their clients, the industry and the general public. 

 

For more information about how AALU’s advocacy efforts help protect your business and the 

advanced life insurance marketplace, visit our website at www.aalu.org, or  

call toll free 1-(888)-275-0092. 
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