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SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO THE 
CONCLUSION OF THIS WASHINGTON REPORT. 

In PLR 201152014, the Revenue Service ruled on the consequences to two 
banks that contributed both separate account and general account “BOLI” 
policies to an LLC in exchange for membership interests. The IRS first 
determined that the transfers to the account would not generate taxable gain 
under the “investment company” rules. The IRS also ruled on the effect of the 
interest disallowance provisions of § 264(f) on both banks. In the case of the 
bank with an interest of less than 50 percent in the LLC, the IRS ruled that 
there would be no interest disallowance under § 264(f)(1) on account of the 
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LLC’s holding policies - on current or former employees - with unborrowed 
policy cash values.  

 
Facts:  

“LLC” is a limited liability company that is taxable as a partnership for federal income tax 
purposes. The LLC currently has three member-partners: Bank A, Bank B, and the 
“Managing Member.” Bank A is a national bank. Bank B is regulated as a financial 
holding company by the Federal Reserve Board, and Managing Member is in the business 
of providing audit, reconciliation, placement, and advisory services to banks in connection 
with bank owned life insurance (“BOLI”) plans. 

Bank A and Bank B own life insurance policies on the lives of current and former 
employees that were acquired from various U.S. life insurance companies as an 
investment to finance various employee benefits, including general welfare and non-
qualified executive compensation plans. Some of the Banks’ policies are general account 
life insurance policies (“General Account BOLI”), which means that the policies are 
obligations of the issuer’s general account.  Typically this kind of policy provides for the 
crediting of interest on policy cash values at the rate or rates periodically declared by the 
issuer.  

Some of the Banks’ policies are separate account life insurance policies (“Separate 
Account BOLI”), which means that the policies are variable life insurance policies, under 
which assets used to support the policy are held in one or more life insurance company 
separate accounts. Under a Separate Account BOLI policy, contract cash values and death 
benefits fluctuate with the performance of the underlying assets in the separate account(s). 

The Banks claim deductions for interest expense incurred on indebtedness that is unrelated 
to the purchase and holding of the policies (“Unrelated Interest Expense”).  

Bank A and Bank B intend to transfer some of their respective General Account BOLI and 
Separate Account BOLI to the LLC.  The transferred policies will cover both current and 
former employees of the Banks. In the future, it is intended that other banking institutions 
will also transfer policies to the LLC and become members of the LLC.  

The Banks will transfer the policies to the LLC solely in exchange for “Membership 
Interests” therein (which are partnership interests for federal tax purposes) and the Banks 
will become “Members” of the LLC. Only banks will be permitted to transfer property to 
the LLC and become Members. It is anticipated and intended that a number of other banks 
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will participate in the LLC and transfer BOLI policies to it. In that event, the relative 
membership percentages of Bank A (which initially will be more than 50 percent) and 
Bank B (which initially will be less than 50 percent) will be reduced as policies from other 
banks are contributed to the LLC, such that it is likely that - eventually - no member of the 
LLC would have a membership percentage in excess of 50 percent.  

In the transfer, the LLC will acquire all ownership rights in the policies and will be listed 
as the owner and beneficiary of the policies on the books and records of the Issuers.  

The LLC will be managed by a management committee (the “Management Committee”), 
which, in turn, will appoint a managing member (the “Managing Member”), who will 
have specialized expertise in the management of BOLI. The Managing Member and the 
Management Committee will manage the policies for the benefit of the members. As part 
of this responsibility, the Managing Member and the Management Committee will assess 
how contract values should be allocated and reallocated among available separate account 
investment options, in the case of Separate Account BOLI.  

In addition, the Managing Member and the Management Committee will review all of the 
policies and determine whether any or all should be disposed of or replaced. If the 
Managing Member and Management Committee decide to replace policies with new life 
insurance policies, they will select a suitable issuing life insurance company (or 
companies) and negotiate the terms of the new policies with the issuing life insurance 
company on behalf of the members. The Banks and the LLC anticipate that the 
Management Committee will likely act to replace a substantial portion of the policies 
(perhaps even all of the policies) with new policies. Any decision about whether to retain 
or replace a particular policy will be made by the Management Committee after its 
transfer to the LLC.  

All profits and losses of the LLC will be allocated pro rata among its member banks. 
Thus, when an insured under a policy dies, the death benefit would be collected by the 
LLC and distributed to the Banks in accordance with their then current percentage 
interests in the capital and profits of the LLC.  

Membership interests in the LLC will not be redeemable and will not be transferable 
without the consent of the Managing Member, which ordinarily will not be given except in 
rare and extraordinary circumstances. If a transfer is authorized, the transferee must be a 
banking institution.  

The PLR indicates that it is conceivable that the LLC could incur interest expense on 
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indebtedness that is unrelated to the acquisition and holding of policies, although it is not 
anticipated that the LLC will borrow any material amount of money.  

The PLR also indicates that the purpose of the transaction is to provide Banks with a more 
effective, centralized way to manage policies and, where appropriate, to negotiate the 
terms of new policies (i.e., via exchange) or renegotiate the terms of existing BOLl 
holdings.  

Rulings 

1.         No “Investment Company” Gain on Formation.  Prior to 1966, it was possible for 
a number of investors, holding highly appreciated stock or securities, to diversify their 
investment portfolios on a tax-free basis by transferring their appreciated stock or 
securities to a newly organized investment company (commonly called a “swap fund” or 
an “exchange fund”) to which other investors also would transfer their appreciated stock 
or securities.  Under § 351 of the Internal Revenue Code (regarding contributions to the 
capital of a corporation), the exchanges were tax free. This benefit was eliminated with the 
1966 enactment of § 351(e), which provides for the recognition of gain on the transfer of 
stock and securities to an “investment company.” 

A similar rule applies to contributions to partnerships - that is, the general non-recognition 
rule that applies to such contributions will not apply to the extent that the partnership 
would be treated as an investment company if it were a corporation.   

However, a transfer of property is a transfer to an investment company only if (i) it is a 
transfer to a RIC, REIT or a corporation more than 80 percent of the value of whose assets 
is held for investment and is stock and securities (the “transferee test”), and (ii) the 
transfer results, directly or indirectly, in diversification (the “diversification test”).  In PLR 
201152014, the IRS determined that the transferee test will not be satisfied if the only 
assets (other than minimum cash) of the LLC are the policies.  

2.         § 264(f) Rulings: Deductibility of Interest Expense.  On the foregoing facts, the 
following rulings were issued:  

            a.         A Member’s (Bank’s) allocable share of LLC Unrelated Interest Expense, 
to the extent allocated to unborrowed cash values of policies held by the LLC, may not be 
deductible by such Member pursuant to section 264(f)(1).  

Section 264(f)(1), which was added to the Internal Revenue Code in 1997, states that “[n]
o deduction shall be allowed for that portion of taxpayer’s interest expense which is 
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allocable to unborrowed policy cash values.”  

Section 264(f)(5)(B) further states that “[i]n the case of a partnership or S corporation, 
[section 264(f)] shall be applied at the partnership and corporate levels.”  

Since the LLC is a partnership and it holds policies with unborrowed cash value, some 
portion or perhaps all of any LLC Unrelated Interest Expense should be allocable to 
unborrowed cash values. A deduction for LLC Unrelated Interest Expense allocable to 
unborrowed cash value would be disallowed under section 264(f)(1). However, the LLC, 
as a partnership, does not itself claim deductions; instead deductions are claimed at the 
level of the Members. Therefore, a Member’s share of LLC Unrelated Interest Expense, to 
the extent allocable to unborrowed cash values of policies held by the LLC, is not 
deductible by such Member pursuant to section 264(f)(1). 

            b.         Under the aggregation rule in section 264(f)(8) Bank A and the LLC will 
be treated as “1 taxpayer, while Bank B and the LLC will not be treated as “1 taxpayer.”  

Section 264(f)(8) states that “[a]ll members of a “controlled group" (as defined) shall be 
treated as 1 taxpayer for purposes of [section 264(f)].” Section 264(e)(5)(B), in turn, states 
that “all persons treated as a single employer under subsection (a) or (b) of section 52 or 
subsection (m) or (o) of section 414 shall be treated as members of a controlled group.”  

Section 52(b)(1) states that in the case of partnerships that are under common control “all 
employees of trades or business (whether or not incorporated) which are under common 
control shall be treated as employed by a single employer.”  

Section 1.52-1(c)(1) of the Regulations states that in the case of a “parent-subsidiary” 
arrangement a chain of organizations are under common control if they are connected 
through ownership of a controlling interest with a common parent organization. Section 
1.52-1(c)(2)(iii), in turn, states that in the case of a partnership, a partner owns a 
controlling interest in the partnership if the partner owns more than a 50 percent profit or 
capital interest in the partnership.  

The LLC specifically represented that it satisfies the requirements of section 52 of the 
Code and section 1.52-1 of the Regulations because Bank A will have a Membership 
Percentage that exceeds 50 percent and that Bank B, conversely, will have a Membership 
Percentage that is less than 50 percent. Based on this representation, Bank A and the LLC 
will be treated as “1 taxpayer” for purposes of section 264(f), while Bank B and the LLC 
will not be treated as “1 taxpayer” for such purpose.  
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            c.         Deductions for a portion of Bank A’s Unrelated Interest Expense may be 
disallowed under section 264(f)(1).  

Bank A has represented that it incurs substantial interest expense deductions every year 
that are unrelated to the purchase or carrying of the policies or the acquisition and holding 
of its Membership Interest in the LLC.  

Based on this representation, and the holding that Bank A and LLC will be treated as “1 
taxpayer” for purposes of section 264(f), a portion of Bank A’s Unrelated Interest Expense 
may be disallowed under section 264(f)(1) because of the unborrowed policy cash value of 
the policies in the LLC.  [Note: We assume that Bank A and LLC will only be regarded as 
1 taxpayer until such time as Bank A’s interest is reduced below 50 percent via the 
addition of new members to LLC.] 

            d.         Deductions for Bank B’s Unrelated Interest Expense will not be disallowed 
under section 264(f)(1) on account of the LLC holding policies with unborrowed policy 
cash values.  

Since Bank B and LLC are not treated as “1 taxpayer,” deductions for Bank B’s Unrelated 
Interest Expense will not be disallowed under section 264(f)(1) on account of the LLC 
holding policies with unborrowed policy cash values.  

            e.         Any policy held by the LLC, under which the LLC is the beneficiary: (a) 
will not constitute an “employer-owned life insurance contract” within the meaning of 
section 101(j)(3)(A) if the policy covers the life of an insured who, on the date the policy 
is issued, is an employee of Bank B and not the LLC; (b) will constitute an “employer-
owned life insurance contract” within the meaning of section 101(j)(3)(A) if the policy 
covers the life of an insured who, on the date the policy is issued, is (i) an employee of the 
LLC, or (ii) an employee of Bank A. 

Section 101(a) generally provides that death benefits received under a life insurance 
contract by reason of the death of the insured are generally not includible in gross income.  
Section 101(j) (regarding certain “employer-owned life insurance contracts”) is an 
exception to this rule. 

Section 101(j)(1) states that “[i]n the case of an employer-owned life insurance contract, 
the amount excluded from gross income of an applicable policyholder by reason of 
[section 101(a)] shall not exceed an amount equal to the sum of the premiums and other 
amounts paid by the policyholder for the contract.” However, section 101(j)(2) lists 
several “exceptions to the exception,” that will apply as long as the insured employee is 
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notified of and consents to the issuance of the insurance that is payable to the employer (as 
was the case in the PLR.).  

An “employer-owned life insurance contract” is a life insurance contract that (i) is owned 
by a person engaged in a trade or business and under which such person or a related 
person is directly or indirectly a beneficiary under the contract, and (ii) covers the life of 
an insured who is an employee with respect to the trade or business of the applicable 
policyholder (the owner and related persons) on the date the contract is issued. 

Once the policies are transferred to the LLC, and the LLC becomes the owner of the 
policies, the LLC will be the “applicable policyholder” with respect to those policies and 
any new policies the LLC may acquire. Thus, given the representation that the LLC is 
engaged in a trade or business and the fact that the LLC is the beneficiary under the 
policies, a policy held by the LLC that covers an insured who is an “employee” of the 
LLC at the time the policy is issued will constitute an “employer-owned life insurance 
policy.”  

Further, because Bank A is a “related party” with respect to the LLC, Bank A and the LLC 
will be aggregated and treated as a single “applicable policyholder” for purposes of § 101
(j). This means that any policy held by the LLC that covers an insured who is an 
“employee” of Bank A at the time the policy is issued will constitute an “employer-owned 
life insurance policy.”  [Note: We assume that Bank A will only be regarded as a related 
party with respect to the LLC until such time as Bank A’s interest is reduced below 50 
percent via the addition of new members to LLC.] 

Conversely, since Bank B will not have a Membership Percentage in excess of 50 percent, 
Bank B and the LLC will not be aggregated and treated as a single “applicable 
policyholder.” Therefore, any policy held by the LLC that covers an insured who is an 
“employee” of Bank B at the time the policy is issued will not constitute an “employer-
owned life insurance policy.”  

Conclusion.  We previously reported (see our Bulletin No. 11-25) on Rev. Rul. 2011-9, in 
which the IRS reaffirmed a position it expressed earlier in PLR 200627021 (see our 
Bulletin No. 06-92) to the effect that an employer owned life insurance policy is “newly 
issued” (i.e., not carried over) at the time of a 1035 exchange, thus requiring re-testing 
under IRC §264(f).  

Section 264(f)(1), which was added to the Internal Revenue Code in 1997, states that "[n]o 
deduction shall be allowed for that portion of taxpayer's interest expense which is 
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allocable to unborrowed policy cash values."  However, section 264(f)(4) provides a 
number of exceptions to this interest deduction disallowance including an exception with 
respect to insurance contracts that cover 20% owners, officers, directors and employees of 
the employer at the time first covered by the insurance contract (emphasis added).  Rev. 
Rul. 2011-9 held that a life insurance contract received in a 1035 exchange is treated as a 
newly issued contract for purposes of the exception under section 264(f)(1), and therefore, 
in order for the exception to continue to apply following a 1035 exchange, the person 
covered by the insurance contract must be either a 20% owner, officer, director or 
employee of the employer (or owner of the insurance contract) at the time of the 1035 
exchange.  Thus, a 1035 exchange with respect to a former employee would no longer be 
eligible for the exception provided by section 264(f)(4).   

PLR 201152014, in which the taxpayers are banks owning policies covering both current 
and former employees, appears to be an attempt to avoid the impact of permanently 
forfeiting loan interest deductions in a tax-free exchange involving former employees.  If 
the tax-free 1035 exchanges with respect to former employees had been made before the 
transfer to the LLC, Bank B (which owned less than 50% of the membership interests) 
would have permanently forfeited the loan interest deductions otherwise allocable to those 
insurance contracts because the exception under section 264(f)(4) would no longer have 
been available after the 1035 exchanges.  However, after the transfer of the insurance 
contracts to the LLC, Bank B (and any other bank that owns less than 50% of the 
membership interests) would not experience such adverse consequences because the 
insurance contracts (with respect to both current and former employees) would no longer 
be treated as maintained by such banks for purposes of section 264(f).  In addition, as 
noted above, under the ruling, the contracts held by the LLC covering employees of Bank 
B will not be considered to be “employer-owned life insurance contract” for purposes of 
notice and consent provisions under section 101(j)(2) 

It is not clear the extent to which this structure may be applicable to other taxpayers.  
  However, given the complexities of the transaction, it is doubtful that it will be widely 
imitated. Finally, beyond tax considerations, other considerations include compliance with 
state insurable interest laws, compliance with bank regulatory rules and oversight, and 
potential accounting issues.   

Any AALU member who wishes to obtain a copy of PLR 201152014 may do so through 
the following means: (1) use hyperlink above next to “Major References,” (2) log onto the 
AALU website at http://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 
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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.  
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