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MARKET TREND: Private split-dollar arrangements (“SDAs”) 

are often used in estate planning to fund life insurance 

purchases, particularly when annual exclusion gifts are 

insufficient to cover annual premiums on a desired policy, 

because the deemed gift made upon payment of a premium 

generally is much lower than the full amount of the premium.  

 

SYNOPSIS: Based on recent reported comments, the IRS may be 

undertaking a national review of certain private SDAs, including 

consideration of whether Code §2702 should apply to these 

particular transactions. Application of that Code section could 

result in gift tax exposure to clients for the full amount of 

premium payments they make on policies subject to private 

SDAs. While the scope and details of the purported review are 

not know, the catalyst for this review may be an IRS interest in 

so-called “generational” SDAs, which potentially increase the 

leveraged wealth transfer benefits of private split-dollar plans.  

 

TAKE AWAYS: The IRS has not issued any guidance regarding a 

national review of private SDAs, so no specific changes in 

planning are recommended at this time. Advisors and clients, 

however, should be aware of the potential for increased scrutiny 

of private SDAs, including generational SDAs.  

 

 

“Private” SDAs (those outside of an employer-employee context) 

generally are used in estate planning to acquire life insurance on a gift-

tax favored basis, particularly when available annual exclusion gifts are 

insufficient to cover the yearly premiums for the desired coverage. 

Private SDAs are especially useful in funding life insurance acquisitions 

for estate liquidity planning, which is particularly important for small 

business owners and similarly-situated clients that often lack estate 



liquidity. Expiration of the current $5.12 million gift and estate tax 

exemption, as scheduled for the end of 2012, will only increase the 

importance of private SDAs for estate and life insurance planning. Recent 

reported comments indicate, however, that the IRS may be reviewing 

private SDAs with a focus on whether Code §2702 should apply, which 

could dramatically alter the gift tax consequences of these arrangements.  

What Are the Gift Tax Consequences of Typical Private SDAs 

In a typical situation, a client enters into a SDA with his ILIT to split the 

cost of a life insurance policy insuring the client’s (and sometimes his 

spouse’s) life (“Policy”). The client funds the required insurance 

premiums in exchange for a right to repayment upon termination of the 

SDA, generally secured by or paid from the Policy proceeds. The tax 

issues arising from the private SDAs will be largely gift tax related. Treas. 

Reg. §1.61-22 (the “SD regulations”) generally provides two mutually 

exclusive regimes to determine the gift tax treatment of SDAs, depending 

on the identity of the deemed Policy owner. The economic benefit regime 

applies if the client is the Policy owner, and the loan regime applies if the 

ILIT is the Policy owner. 

Since an ILIT will almost always own the Policy subject to a private SDA 

in order to remove the death benefit from the client’s gross estate, it 

would appear that the loan regime would apply by default. A special rule 

under the SD regulations, however, states that the deemed owner of the 

Policy will be the client (and thus the economic benefit regime will apply) 

if the only economic benefit received by the ILIT is current life insurance 

protection under the Policy (commonly referred to as a non-equity SDA, 

since the ILIT will have no interest in the Policy’s cash value). 

Accordingly, in a typical private SDA subject to the economic benefit 

regime (“EBSDA”), the client and the ILIT agree that the client will fund 

all Policy premiums until termination of the EBSDA. In exchange, the 

client receives the right to the greater of the Policy’s cash value or 

the total premiums paid, as secured by a restricted collateral 

assignment of the Policy death benefits to the client. Thus, the only 

benefit received by the ILIT is current life insurance coverage under the 

Policy. Under the SD regulations, the client is deemed to make an 

annual gift to the ILIT equal to the term cost for that current 

life insurance coverage, less any consideration paid by the ILIT for 

such coverage. 

 



What Happens If Code §2702 Applies 

Code §2702 provides that, where a transferor makes a transfer in trust 

for the benefit of family members but retains an interest in the trust, that 

retained interest has a value of zero for purposes of determining the gift 

tax value of the transfer, unless the retained interest is a qualified interest 

(as with the annuity paid from a GRAT) or the trust only holds the 

transferor’s personal residence (as with a QPRT). 

Ex. X transfers $5 million to an irrevocable trust, retaining a right 

to all trust income for life and providing the trust remainder to his 

descendants at his death. Since the lifetime income interest is not a 

qualified interest (e.g., an annuity or unitrust interest), it is valued 

at $0 for gift tax purposes, meaning X has made a taxable gift of $5 

million upon funding of the trust. 

Application of Code §2702 to a private SDA appears to rely on the 

assumption that the client’s reimbursement right under the SDA is 

actually a retained interest in the ILIT. As this interest is not a qualified 

interest, the reimbursement right would have a zero value and would not 

offset any portion of the premium payments that the client makes on 

behalf of the ILIT. Thus, the client would make a taxable gift of the full 

value of each such payment, not just the portion equal to the term cost of 

the current life insurance protection. 

Ex. In 2012, pursuant to an EBSDA, a client makes a direct annual 

premium payment of $150,000 for the Policy held by his ILIT. 

Pursuant to the SD regulations, the economic benefit (and the 

taxable gift) provided by that payment is only $1,500. If Code 

§2702 applies, however, the client makes a taxable gift 

of $150,000 and will continue to make taxable gifts of the full 

amount he pays each year for the Policy (unless the payments can 

be sheltered by the use of the client’s available gift tax exemption 

or annual exclusion gifts). 

Could This Be a New Gift Tax Approach to Private SDAs 

This possible application of Code §2702 to determine the gift tax 

consequences of a private SDA appears to be a somewhat novel approach, 

and it’s unclear whether its supported by adequate reasoning. In a private 

EBSDA, the client is not a beneficiary of the ILIT. Rather, the client 

typically attempts to avoid having any retained interest in the ILIT, which 

could result in inclusion of the trust assets in the client’s estate for estate 

tax purposes. Further, Treas. Reg. §1.61-22(a)(1) specifically states that 



the SD regulations provide the rules for the taxation of SDAs for gift tax 

purposes. Finally, while not binding guidance for other taxpayers, the 

IRS has issued two private letter rulings confirming that the gift tax 

liability under a properly implemented private SDA should be based on 

the annual economic benefit provided to the ILIT (i.e., the term cost of 

the current life insurance protection), without mentioning any potential 

for analysis under Code §2702.  

 

Is the Real Focus on Generational Split Dollar 

Given that the SD regulations have been in effect since 2003, with 

widespread implementation of private SDAs based on those regulations, 

one queries if the IRS’ current focus has been generated by a specific 

interest in a fairly recent split dollar planning development known as 

“discount” or “generational” split dollar (“GSD”). 

In a common version of a GSD arrangement, a client enters into a non-

equity EBSDA with his or her ILIT. The ILIT buys a life insurance policy 

insuring the client’s child or more remote descendant. The client holds a 

reimbursement right under the SDA equal to the greater of the policy’s 

cash value or the premiums paid by the client. The SDA terminates upon 

the earlier of the insured’s death or the mutual agreement of the ILIT and 

the client. The client has no right to access the policy’s cash value during 

the SDA term and has no unilateral right to terminate the SDA. Arguably, 

based on these facts, a bequest of the client’s reimbursement right under 

the SDA is entitled to a substantial valuation discount, since the client 

cannot access the policy’s value or unilaterally terminate the SDA and the 

insured’s death is not expected for many years. 

Code §2702 could be a different approach in analyzing the possible 

consequences of GSD, which would not challenge the discount of the 

reimbursement right, but would undermine the potential gift tax benefits 

of the arrangement by subjecting the full value of the client’s premium 

payments to gift tax. Unfortunately, a broad application of the Code 

§2702 approach could adversely impact all private EBSDAs. 

What Now 

The IRS has not issued any formal or informal guidance regarding a 

national review of private SDAs or GSD, so no specific changes in 

planning are recommended at this time. Advisors and clients, however, 

should be aware of the potential for increased scrutiny and review of 

private SDAs, including GSDs. 



  

 1 We note that current estate and gift tax lifetime exemptions are scheduled to expire at year’s end, but 

Congress is expected to act to avoid this outcome. However, the parameters of a potential extension or reform 

legislation remain unclear at the moment and will be debated throughout the remainder of the year.  

 2 In a typical loan-regime SDA, the client makes one or more interest-bearing loans (“split-dollar loans”) to 

the ILIT to allow it to pay the Policy premiums. The loans generally are secured by a limited collateral 

assignment of the Policy to the client, which preserves all incidents of Policy ownership in the ILIT. The ILIT 

retains all current and future rights to Policy cash value and death benefit, subject to its obligation to repay the 

loan(s) at the specified maturity date. Generally, gift taxation is based on the adequacy of the interest charged 

on the split-dollar loans. If the interest rate stated under the split-dollar loan is inadequate, it will be classified 

as and governed by the rules applicable to below-market loans.  

 

3 A collateral assignment that allows the ILIT to retain all incidents of Policy ownership apart from the limited 

security interest. 

 

4 See PLRs 200910002 and 200825011. 

 

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.   
  

 


