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

MARKET TREND: Failure to recognize that a life insurance policy is an 
EOLI contract may inadvertently expose policy death benefits to unnecessary 
income tax. SYNOPSIS: To make sure that businesses use life insurance 
responsibly, , the Pension Protection Act of 2006 enacted Internal Revenue 
Code (“IRC”) §101(j), which taxes death benefits paid to owners of EOLI 
contracts if requirements set forth in the legislation are not met. Tax can be 
avoided in most situations if certain notice and consent (“N&C”) requirements 
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are met prior to contract issuance. As illustrated by a recently released private 
letter ruling, however, advisors may overlook these requirements if they fail to 
realize that many common business and estate planning arrangements will 
involve EOLI contracts. Unfortunately, corrective actions are limited and may 
require cancellation of an existing policy and satisfaction of the N&C 
requirements before re-issuance. TAKE AWAY: Any producer in the business 
planning market must understand the EOLI rules. The potential for death 
benefit taxation under IRC §101(j) extends very broadly and impacts all forms 
of employer or business owned life insurance, such as key-man insurance, 
insurance funded buy-sell arrangements, and executive compensation 
programs. To assist clients in avoiding adverse income tax consequences, 
advisors should familiarize themselves with common planning situations that 
involve EOLI contracts and recommend the satisfaction of N&C requirements 
prior to policy issuance in cases that are unclear.  

 
What is EOLI 

IRC §101(j) defines an EOLI contract as a life insurance policy issued after April 17, 2006 
that: 

·         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  

·         Insures an employee of the trade or business of the policy owner or a related person 
(collectively the “applicable policyholder”) on the date of the contract’s issuance.[1]  

IRC §101(j) does not apply to policies issued prior to April 18, 2006 (“grandfathered 
policies”) or received in an IRC §1035 exchange for a grandfathered policy unless there is 
a material increase in the death benefit or other material change to the contract.   

Why It Matters 

Loss of Tax-Free Death Benefits.  Unless an exception applies, an applicable 
policyholder must include in gross income the death benefits received under an EOLI 
contract that exceed the total premiums and other amounts paid by the policyholder for the 
contract. 

Exceptions to Tax Require Pre-Contract N&C.  The exceptions to EOLI taxation include:
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·         Insured’s Status as an Employee.  The insured under the contract was (1) an 
employee at any time during the 12 months prior to his or her death, or (2) a director or a 
highly compensated employee or individual at the time the contract was issued.[2]  

·         Death Benefits Paid to Insured's Heirs.   The contract death benefits are either (1) 
paid to the insured’s estate, family members, or other designated beneficiaries (other than 
the policy-holder), or a trust for the benefit of any such individuals, or (2) used to 
purchase an equity (or capital or profits) interest in the applicable policyholder from any 
person described above. 

However, these exceptions are applicable only if N&C requirements are met before the 
issuance of an EOLI contract (as discussed below).  For example, most buy-sell 
arrangements involving the recipient’s use of life insurance death benefits to buy business 
interests from the deceased owner’s heirs (or trusts for their benefit) will fall under the 
second exception, with proper N&C.  Thus, advisors should become familiar with 
planning situations that may generate EOLI contracts in order to anticipate the need for 
N&C. 

When to Look Out for EOLI 

Potential EOLI. Generally, whenever a business entity will own a life insurance policy 
(including wholly-owned corporations and sole proprietorships), the potential application 
of IRC §101(j) should be reviewed, with specific attention in the following situations: 

·         Redemption Arrangements.  The business owns the policy insuring the business 
owner and receives the death benefits to fund the owner’s buy-out. 

·         Insurance LLCs.  A separate partnership or LLC is used to hold life insurance on the 
owners of an operating business to fund the buy-out of the operating business.  

·         Key-Person Life Insurance.  Policies owned by and benefiting the business to 
protect it against the loss of a key employee, owner, director, etc. 

·         Non-Qualified Deferred Compensation Plans.  Any policy used to fund a 
nonqualified plan which is owned by the business or a grantor trust for federal income tax 
purposes (e.g., a rabbi trust) where the business is the grantor (IRC §457(f) plans may 
have similar considerations). 

·         Non-Qualified Executive Bonus or Retirement Plans.  Policies purchased as general 
asset reserves to fund nonqualified voluntary salary/bonus deferral plans or supplemental 
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executive retirement plans (so-called “SERPs”). 

·         Employer-Employee Split Dollar Arrangements (“SDAs”).  Any policy underlying 
a SDA where the business owns the policy, and the business (or a related person) will 
receive the death benefits (e.g., most employer-employee economic benefits SDAs).   

·         Family Limited Partnerships or LLCs (“Family Entities”).  Life insurance owned 
by family entities whose activities may rise to the level of a trade or business and/or who 
own life insurance on an insured that has an “employee” type relationship with the entity 
(e.g., receives compensation). The determination will be fact-specific to each family 
entity. 

·         Changes/Exchanges of Grandfathered Policies.  Any change to a grandfathered 
policy or an IRC §1035 exchange of a grandfathered policy for a new policy if there is (1) 
a material increase in the death benefit or (2) another material change in the policy.   

Not EOLI.  In Notice 2009-48, the IRS stated that life insurance policies issued in the 
following situations generally would not qualify as EOLI contracts for purposes of IRC 
§101(j): 

·         Cross-Purchase Arrangements.  Policies owned by the owner of an entity engaged 
in a trade or business for purposes of financing the purchase of another owner’s equity 
interest.  

·         Qualified Plans and VEBAs.  Policies held in a qualified plan or a voluntary 
employees' beneficiary association that is sponsored by an entity engaged in a trade or 
business.  

How to AVOIDADVERSE TAX CONSEQUENCES 

To fit within  any exception to EOLI taxation, policyholders must satisfy certain N&C 
requirements prior to issuance of the EOLI contract.  The IRS issued the following 
guidance in Notice 2009-48 regarding compliance with the N&C requirements. 

Prior to Issuance.  An EOLI contract is treated as “issued” on the later of (1) the date of 
application for coverage, (2) the effective date of coverage, or (3) the formal issuance of 
the contract. For example, if an EOLI contract is backdated to save the age of the insured, 
the policyholder has until just before the issue date of the contract (rather than the policy 
date or effective date) to satisfy the N&C requirements.  
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Notification. The employee must receive written notification that the applicable 
policyholder: 

·        Intends to insure the employee’s life;  

·        Reasonably expects to purchase a specified maximum amount of life insurance 
(stated either in dollars or as a multiple of salary) on the employee during the employee's 
tenure; and  

·        Will be a beneficiary of any proceeds payable upon the death of the employee. 

Consent. The employee must provide written consent to being the insured and to the 
continuation of coverage after termination of the insured’s employment. The contract must 
be issued (1) within one year after the employee’s consent or (2) before the termination of 
the employee's employment, whichever is earlier.  

What to Know About Compliance 

Policyholder’s Responsibility.  Compliance with the N&C requirements is the EOLI 
policyholder’s responsibility. Insurance carriers vary significantly in their provision and 
maintenance of notice and consent forms for potential EOLI contracts and should not be 
relied on exclusively to satisfy the N&C requirements.  

Form of Compliance.  While Notice 2009-48 presumes that an employee will receive a 
separate form for N&C, recently issued private letter ruling 201217017 held that a 
separate document was not required where the totality of the applicable policyholder’s 
documentation in connection with the EOLI contract evidenced that all the N&C 
requirements were met prior to contract issuance (specifically a buy-sell agreement and a 
life insurance application, both executed by the insured employee prior to issuance of the 
contract, which together contained all the required N&C information).    

Accordingly, for existing EOLI contracts, an employer may be able to evidence N&C 
without separate documentation if it can demonstrate that all required N&C information 
was included in one or more documents that were provided to and/or executed by the 
insured employee prior to the contract’s issuance.  For newly-issued contracts, however, 
obtaining a separately executed N&C form from the insured employee will more easily 
and clearly document compliance. 

Corrective Actions Limited.  Per Notice 2009-48, the only situations in which the IRS will 
not challenge inadvertent failures to satisfy the N&C requirements are if: 
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·         The applicable policyholder made a good faith effort to satisfy the N&C 
requirements (e.g., maintains a formal system for N&C for new employees);  

·         The failure to satisfy the requirements was inadvertent; and  

·         The failure to obtain the N&C was discovered and corrected by the due date of the 
tax return for the taxable year in which the EOLI contract was issued (failure to obtain 
consent cannot be corrected if the insured employee has died).     

Otherwise, removing the “taint” of an improperly issued EOLI contract often involves (1) 
cancelling the existing policy and issuing a new one or (2) affecting a material increase in 
the policy death benefit or other material change in the contract.  The N&C requirements 
must be satisfied prior to the issuance of a new policy or to a material change in an 
existing policy. 

When in Doubt - N&C.  When there is any doubt about whether a new policy will be an 
EOLI contract, a client should satisfy the N&C requirements prior to policy issuance to 
preserve all available exceptions to income taxation.  

Additional Reporting Requirements 

Policyholders of EOLI contracts must file Form 8925 with their annual federal tax returns 
for each year that an EOLI contract is owned to report certain information regarding EOLI 
contracts, including the number of employees insured and the total insurance held under 
EOLI contracts and the number of non-consenting insured employees (if any).  The 
policyholder must also keep whatever records may be necessary to evidence compliance 
with IRC §§ 101(j) and 6039I. 

Keys for Insurance Advisors 

·         Insurance advisors should familiarize themselves with common insurance planning 
situations that may trigger EOLI taxation so that they can recognize and alert clients to the 
potential need for N&C prior to contract issuance.   

·         Where a policy is an EOLI contract or if there is any doubt, advisors should alert 
clients to the potential application of IRC §101(j), suggest pre-emptive satisfaction of the 
N&C requirements prior to policy issuance, and advise them to consult with their own 
legal or tax advisors to confirm application of the EOLI tax provisions to their particular 
situation.   
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·         Advisors also should document any such conversations with their clients for their 
records. 

  

 

[1]   For this purpose: (1) a “related person” is any person with a relationship to the policy 
owner as specified in IRC §§267(b), 707(b)(1), 52(a) or 52(b); and (2) an ‘employee” is a 
U.S. citizen or resident who is an officer, director or certain highly compensated 
employees as defined in IRC §414(q).    

[2]   For this purpose, (1) a “highly compensated employee” is defined in Code §414(q) 
but ignoring paragraph (1)(B)(ii) (i.e., any employee who is a 5% owner or had 
compensation from the employer in excess of $115,000 (inflation adjusted)), and (2) 
“highly compensated individual” is defined in Code §105(h)(5), but substituting 35% for 
25% (i.e., an individual who is (a) one of the five highest paid officers, (b) a shareholder 
who owns (with the application of the constructive ownership rules of IRC §318 ) more 
than 10% of the employer’s stock, or (c) among the highest paid 35% of all employees).  

 
 

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 
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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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