
 

 

 
Premier analysis of federal legislative and regulatory developments for the nation’s 2,000 most advanced 

life insurance planners, focusing on business, estate, qualified and nonqualified retirement planning. 

 
 Counsel 
 Buchanan Ingersoll & Rooney PC 
 Gerald H. Sherman 

 Deborah M. Beers 

 Keith A. Mong 

 

 
 

 

Federal Policy Group 

Ken Kies 

Matthew Dolan  

 
PricewaterhouseCoopers 

William Archer 

Donald Carlson 

 

Ricchetti, Inc. 

Steve Ricchetti 

Jeff Ricchetti   

 

Arnold & Porter LLP 

Martha L. Cochran 

David F. Freeman, Jr. 

AALU 

David J. Stertzer, Chief Executive Officer  
Marc R. Cadin, Senior VP of Legislative Affairs 

Chris Morton, Vice President of Legislative Affairs 
Tom Korb, Vice President of Policy & Public Affairs 

Sarah Spear, Director of Policy & Public Affairs 

Anthony Raglani, Asst. Dir. of Policy & Public Affairs 

 

101 Constitution Avenue  NW, Suite 703 East 

Washington DC  20001  

Toll Free:  1-888-275-0092   Fax: 202-742-4479  

www.aalu.org 

 

AALU Bulletin No:  11-60 June 22, 2011 

Subject: Tax Court Holds That A Claimed "Loan" Against Life Insurance 

Funding The Insured’s Wholly-Owned Corporation’s Welfare Benefit 

Plan Is Taxable Income 

Major References:   Todd v. Commissioner, T.C. Memo. 2011-123 (June 6, 2011) 

Prior AALU Washington Reports: 10-135; 10-125 

 

MDRT Information Retrieval Index Nos.: 7400.00 

 
SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO  

THE CONCLUSION OF THIS WASHINGTON REPORT. 

 The Tax Court, in Todd v. Commissioner, T.C. Memo. 2011-123 (June 6, 

2011), has held that a distribution from a welfare benefit fund to the sole 

stockholder/president of a corporation, which is a fund member, was a taxable 

distribution and not a loan.   The Court determined that the distribution lacked the 

indicia of a loan and that there was little or no evidence that the borrower intended to 

repay the "loan".  The welfare benefit fund's account for the distributee (and, thus, the 

"loan") was solely funded with, and perhaps secured by, an insurance policy on his 

life. 

The taxpayer in this case was Dr. Frederick D. Todd, II, a neurosurgeon employed by 

Frederick D. Todd, II M.D., P.A. (corporation), a Texas corporation of which he was the sole 

shareholder, director, and president. The corporation also employed a few other individuals.  

On August 18, 1995, Dr. Todd signed an application on behalf of the corporation to become 

a member of the American Workers Master Contract Group (AWMCG), authorizing AWMCG to 

represent the corporation in negotiations with the National Production Workers Union Local 707 
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(Local 707), the union representing the corporation’s employees. The corporation agreed to provide 

eligible employees with a death benefit only (DBO) plan organized through the American Workers 

Benefit Fund (AWBF), a welfare benefit fund established between AWMCG and Local 707.  

As an eligible employee of the corporation, Dr. Todd enrolled in the DBO plan, designating 

his wife Linda as the beneficiary of the $6 million death benefit.  A few of Dr. Todd’s fellow 

eligible employees also participated in the DBO plan.  

The following month, on September 5, 1995, Dr. Todd submitted an application for life 

insurance to Southland Life Insurance Co. (Southland) on behalf of AWBF. On November 15, 

1995, Southland issued a $6 million universal life insurance policy on Dr. Todd’s life to AWBF. 

The annual premium on this policy was approximately $100,000. The policy was owned solely by 

AWBF to provide insurance to fund the death benefit owed by AWBF to Dr. Todd’s wife if Dr. 

Todd died. The corporation made yearly contributions to AWBF on behalf of Dr. Todd and his 

fellow covered employees and deducted those payments under section 419A(f)(5). Upon receipt of 

the corporation’s yearly contribution, AWBF paid the premium on the life insurance policy.  

On October 1, 1999, Southland issued another policy (which was subsequently transferred to 

AWBF), which was a $6 million indexed universal life insurance policy on Dr. Todd’s life that 

required an annual premium of approximately $100,000.  On January 28, 2000, AWBF rolled  the 

first policy, which had an accumulation value of $315,773, into the universal life policy pursuant to 

section 1035, resulting in a single $6 million policy on Dr. Todd’s life.  

On December 18, 2000, AWBF merged into United Employees Benefit Fund (UEBF), a 

welfare benefit fund established between Professional Workers Master Contract Group and the 

Union of Needletrades, Industrial and Textile Employees, Local 2411 (Local 2411).  Thereafter, 

contributions by the corporation on behalf of Dr. Todd and his fellow covered employees were 

made to UEBF.   

Under the UEBF Trust Agreement (trust agreement), the employer and employee trustees 

had discretionary authority to make loans to a plan participant on a nondiscriminatory basis.  Upon 

an application and written evidence of an emergency or serious financial hardship from the eligible 

employee, the trustees could make a loan up to the amount of the present value of the death benefit.  

On May 20, 2002, Southland notified Dr. Todd’s insurance agent that the maximum available 

distribution from the policy was $400,000 and that any greater distribution would cause the policy 

to lapse. On July 11, 2002, Dr. Todd submitted to UEBF an application for a loan of $400,000 for 

“unexpected housing costs.”   This hardship claim went unquestioned by the UBEF trustees. 

After receiving the loan check, one of the trustees decided that the 4.76 percent interest rate 

charged by Southland on the loan made the choice of a partial surrender from the policy a better 

prospect.  Therefore, on August 30, 2002, Dr. Todd agreed to a distribution, which would reduce 

the face value of the policy to $5,600,000.  On September 18, 2002, Southland reissued a check for 

$400,000 to UEBF, and UEBF issued a check for $400,000 to Dr. Todd on September 25, 2002.  

On October 25, 2002, the corporation made its annual contribution to UEBF for Dr. Todd’s DBO 

plan, and on January 7, 2003, UEBF made a premium payment to Southland on the policy. After 

2003, however, Dr. Todd’s corporation stopped making its annual contributions to UEBF on behalf 

of Dr. Todd’s DBO plan, and UEBF ceased premium payments on the policy.  

The trust agreement provided that a loan from UEBF had to be secured by a pledge of the 

actuarially determined present value of the eligible employee’s  death benefit and evidenced by an 

executed promissory note that provided for payments at least quarterly, and provided for a 

commercially reasonable rate of interest.  



 

 

 

3 

Six months after the $400,000 check was delivered to Dr. Todd, he signed a promissory n ote 

to UEBF in the amount of $400,000. The stated interest on the note was 1 percent, and the note 

provided that Dr. Todd make quarterly installment payments of $20,527 beginning on November 1, 

2002, and continuing until the note was paid.  

The note and the trust agreement also included an alternative means of repayment (“dual 

repayment mechanism”), pursuant to which UEBF was allowed to deduct the outstanding loan 

balance from any payment or distribution due from UEBF to the participant or his beneficiary. At 

the end of 2002 and 2003, Dr. Todd owed a principal balance of $400,000. As of the date of trial, 

Dr. Todd had not made any payments on the note, and UEBF had taken no action to collect on the 

note.  

An accounting firm that conducted a certified audit of UEBF determined that the purported 

loan to Dr. Todd was in default because of the nonreceipt of payments and required UEBF to report 

the loan as uncollectible or in default in 2002 and 2003 on its Annual Return/Report of Employee 

Benefit Plan.  UEBF and its trustees issued a statement expressing disagreement with the auditor, 

explaining that the dual repayment mechanism prevented the loan from entering default under the 

terms of the trust agreement and UEBF’s policies and procedures. The statement likewis e explained 

that the loan was not in default or uncollectible because Dr. Todd’s death benefit owed by UEBF 

under the DBO plan would provide the necessary collateral for the payment of the promissory note.  

The government eventually determined income tax deficiencies for 2002 and 2003 of 

$65,237 and $16,719, respectively, together with section 6662(a) penalties of $13,047 and $3,344, 

respectively against Dr. Todd based primarily on unreported dividends from life insurance 

contributions made on his behalf by the corporation and denial of certain claimed charitable 

contribution deductions. Dr. Todd and his wife filed a petition with the Tax Court for 2002 and 

2003 on December 21, 2006.  

During preparation for trial, the government discovered that Dr. Todd had received a 

$400,000 distribution from UEBF in 2002, which it argued, in an amended answer to the petition, 

was taxable upon receipt.  This resulted in a deficiency for 2002 of $224,269 and an increased 

penalty under section 6662(a) of $44,854. Respondent alternatively argued that if the $400,000 

distribution was a valid loan, the indebtedness was discharged in 2003 and resulted in a deficiency 

for 2003 of $165,596 and a penalty under section 6662(a) of $33,139. Respondent also asserted an 

addition to tax under the “failure to file” provisions of the Code (Dr. Todd had filed his returns 

late) of $29,184 for 2003 but none for 2002. 

The Court determined that the $400,000 was a taxable distribution and not a valid loan.  It 

noted that, under applicable law, “a distinguishing characteristic of a loan is the intention of the 

parties that the money advanced be repaid.” In addition, important factors considered by courts in 

finding a bona fide debt are whether: (1) The promise to repay was evidenced by a note or othe r 

instrument; (2) interest was charged; (3) a fixed schedule for repayments was established; (4) 

collateral was given to secure payment; (5) repayments were made; (6) the borrower had a 

reasonable prospect of repaying the loan, and whether the lender had sufficient funds to advance 

the loan; and (7) the parties conducted themselves as if the transaction was a loan.  

In this case, many of these characteristics were missing.  In particular, the note executed by 

Dr. Todd was not contemporaneous with the loan, did not bear a market rate of interest, and its 

terms were not adhered to.  Nor did UEBF attempt to collect the loan.  The note moreover was not 

collateralized because the insurance policy belonged to UEBF, and Dr. Todd has “no access to the 

cash value of the policy, and had no rights to the proceeds from the policy.” Thus, the policy could 

not be treated as collateral for Dr. Todd’s “purported loan.”   
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The Court did find, however, that the fact that the death benefit itself could provide security 

for the repayment of the loan was indicative of the fact that the parties might have intended to 

establish a debtor-creditor relationship at the time the funds were advanced.  However, even if Dr. 

Todd had rights to a death benefit, the rights were too contingent because of the many conditions 

precedent that would have to be satisfied in order for him to collect.   

On balance, the Court concluded that there were insufficient indicia of a loan, and that Dr. 

Todd and his wife improperly failed to report as income the $400,000 UEBF distributed to Dr. 

Todd in 2002.  

The Court also imposed a “failure to file” penalty for 2003 and concluded that his 

underpayment for 2002 was the result of negligence and disregard of rules or regulations under 

section 6662.   

Any AALU member who wishes to obtain a copy of Todd v. Commissioner 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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