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MARKET TREND: As noted in Part I of this Bulletin, the 

growing sophistication of life insurance products and the 

continuing uncertainty of the tax laws requires significant 

technical knowledge and the collaboration of an experienced 

team of insurance, legal, and tax advisors to effectively 

incorporate life insurance into a client’s overall plan.  

 

SYNOPSIS: As a follow up to Part 1, this Bulletin highlights and 

provides suggestions for dealing with common income tax 

issues that arise in personal life insurance transactions, 

including: (1) policy loans, (2) the use of modified endowment 

contracts (“MECs”), and (3) the transfer for value rule. 

Recognizing the issues and understanding the applicable rules 

can minimize unexpected tax consequences and avoid 

problems, like phantom taxable income.  

 

TAKE AWAYS:  The income tax considerations, in conjunction 

with the transfer tax issues reviewed in Part 1, emphasize the 

need for an experienced team of advisors that takes a holistic 

approach to personal life insurance planning. Viewing the 

purchase of life insurance as an independent, one-off 

transaction may not only foreclose opportunities to assist 

clients with future life insurance planning, but also may place 

clients at a disadvantage in terms of reaching their overall 

wealth management goals. Accordingly, insurance advisors 

should (1) view life insurance as one component of a client’s 

total plan, (2) partner with and use the resources of allied 

advisors and the carriers’ advanced sales departments to 

determine how best to integrate insurance into that plan, and 

(3) maintain contact with the client post-sale to ensure the 

coverage continues to serve the client’s needs or to recommend 

adjustments that address changing tax, economic, or client 

circumstances.     

 

 



 

The evolution of life insurance products and tax laws has made personal 

life insurance increasingly complex, leaving many hazards for unwary 

advisors. Minor oversights may lead to major tax consequences. Part 1 on 

this topic reviewed typical transfer tax issues associated with personal life 

insurance planning. This Part II summarizes some of the common income 

tax issues that may arise and highlights areas where the advisor can 

provide maximum value for the client. 

 

TYPICAL INCOME TAX TRAPS 

 

Policy Loans. The complete surrender of a policy generates ordinary 

income to the extent the amount received exceeds the owner’s “investment 

in the contract” (i.e., premiums paid less prior amounts received under the 

policy that were not include in gross income (“IIC”)). Discharge of a policy 

loan upon surrender of a policy or the transfer of an encumbered policy to 

another person1  will result in taxable income if the loan exceeds the policy 

owner’s IIC (a transfer of a policy subject to such a loan also could trigger a 

transfer for value, as discussed below). 

Example 1: An insured has an existing $10 million universal life 

policy that is currently subject to an $850,000 policy loan. The 

insured’s IIC is $600,000. A surrender of the policy and resulting 

discharge of the policy loan would produce $250,000 of income 

taxable at ordinary rates. 

This potential exposure exists whether or not the policy surrender is 

voluntary. If a carrier cancels a policy subject to an outstanding policy loan 

for the non-payment of premiums, the policy owner will have taxable 

income, determined as provided above. In addition, a tax-free 1035 

exchange2  of a policy with an outstanding policy loan for an 

unencumbered policy will result in taxable “boot” to the owner in an 

amount equal to the loan discharged. 

Example 2: If the insured from Example 1 exchanged his $10 million 

policy for an equivalent policy but without similar indebtedness, the 

discharge of the $800,000 policy loan would produce $200,000 of 

“boot,” taxable at ordinary income tax rates. 

An outstanding policy loan effectively offsets the policy’s owner’s IIC. To 

the extent other amounts are deemed received under the policy and not 

included in gross income, such as policy dividends applied to premiums, 

they also will offset IIC.3 

Example 3: Insured purchases a $100,000 whole life policy (annual 

premiums of $1,837) and elects to have policy dividends applied to 

purchase additional insurance. Insured eventually borrows against 

the policy to pay premiums. As the outstanding loans approach the 

policy’s cash value, the insured surrenders $31,063 of additional 



insurance previously acquired with dividends and elects to apply 

future dividends to premiums (totaling $4,870), but continues to 

borrow against the policy. Finally, the carrier cancels the policy 

when the loan balance reaches the policy’s cash value. At 

cancellation, the insured has paid total premiums of $44,205, and 

the policy’s cash value is $37,365. The insured’s IIC is $8,272 

($44,205 - $31,063 (from surrender of additional insurance) - 

$4,870 (total dividends applied to premiums)). The insured is 

taxable on $29,093 at ordinary rates ($37,365 of cash value less 

$8,272 IIC).4 

➢ Recommendation:  

• Before taking any actions with regard to the surrender, transfer, or 

exchange of a policy, the insurance advisor should obtain and 

review with the client current information regarding the policy’s 

cash value, the balance of any outstanding policy loans, and any 

other transactions taken with regard to the policy that may impact 

the owner’s IIC: 

o Before a policy surrender or transfer, the owner should 

determine the IIC and the potential for any taxable gain if 

the IIC will be less than the policy’s cash value (e.g., 

potentially resulting from the discharge of a policy loan). 

o o If a policy loan is outstanding, the owner could repay the 

policy loan. In cases of a 1035 exchange: (1) the policy loan 

should either be repaid prior to the exchange, or (2) the 

new policy issued subject to the same loan amount. 

  

o o Working with the client’s accountant or other tax advisor 

could assist in making the best decision for tax planning 

purposes. 

MECs. For most life insurance contracts, distributions or withdrawals from 

the cash value of the policy are income tax-free, up to the policy owner’s 

IIC. A different rule applies to life insurance contracts classified as MECs. 

Lifetime distributions from MECs are taxed as ordinary income until the 

distributions exceed the gain in the MEC. Policy loans and pledges of 

MECs5 as collateral for loans are similarly taxed as MEC distributions. 

Further, a 10% penalty tax is imposed on the includible amount of the MEC 

distribution6 (or deemed distribution), with limited exceptions (e.g., the 

MEC owner is age 59 ½ or older or disabled). 7 

Example: A spousal lifetime access trust (“SLAT”) owns a policy 

insuring the 55-year-old client and grantor of the SLAT. The gain in 

the policy is $250,000 (the SLAT’s IIC of $600,000 less policy cash 

value of $850,000). In order to facilitate a distribution to the 

spousal beneficiary, the trustee takes out a $200,000 loan on the 

policy. If the policy is classified as a MEC, the loan is deemed a 



distribution of $200,000, taxable as ordinary income. Furthermore, 

a 10% penalty tax may apply to the includible amount of the 

distribution (10% x $200,000 = $20,000). 

➢ Recommendation: Given the potential adverse tax consequences of 

MEC status, the selection between a MEC and a non-MEC product should 

consider the following factors:  

• Need for Cash Value Access: If the client does not anticipate taking 

loans against or withdrawals from the policy during life, MEC 

status may not be an issue. For lifetime access planning (such as 

with a SLAT), MEC status will not be preferred.  

• Desire for Future Flexibility: A MEC can limit flexibility in product 

modification if the client’s circumstances change and access to cash 

value is desired. 

  

• Investment Considerations: An investment analysis should be 

conducted to determine which product would better suit a client’s 

overall investment portfolio. For instance, a MEC places greater 

amounts in the policy earlier, potentially offering longer tax 

deferred growth within the policy. Pressures on carriers due to the 

low interest rate environment, however, have diminished some of 

the merits of front-loading premiums. Further, a non-MEC initially 

offers (1) a higher internal rate of return (“IRR”) in the case of the 

client’s premature death and (2) reduced exposure to a carrier’s 

potential financial instability. 

 

o Example: A married couple (ages 61 and 59) funds an ILIT 

with an $8 million gift, applying their federal gift and GST 

tax exemptions. The ILIT will acquire guaranteed SUL 

coverage of $36 million, either for a single premium of $8 

million or level annual premiums of $460,000. The 

producer works with the client’s investment advisor to 

perform an incremental IRR analysis, which concludes that 

a non-insurance investment of $8 million would need to 

meet an after-tax hurdle rate of 4.7% in order to match the 

IRR of the MEC. Since the clients believe they can beat the 

hurdle rate, they opt for the non-MEC product. 

Prior to the policy sale, insurance advisors may want to collaborate with 

the client’s investment advisor, as many of these factors involve a review of 

how the insurance product will work with the client’s overall investment 

portfolio and long-term financial plan. Post-sale, the producer’s on-going 

coordination with the client’s investment and tax advisors can assist in 

monitoring whether projected investment hurdle rates are achieved or if an 

increase in policy funding may be warranted (particularly considering the 

impact of the new Medicare surtax and the possibility of rising income tax 

rates).  



 

Transfer for Value. Gross income generally does not include death benefits 

paid under a life insurance policy. In the case of a policy transferred for 

valuable consideration, however, the recipient of the death benefit can only 

exclude from gross income the total consideration, subsequent premiums, 

and other amounts paid by the transferee for the policy (the “TFV rule”). 

The excess death benefit is then taxed at ordinary income tax rates. 8 

 

Fortunately, several exceptions apply to the TFV rule, including for (1) 

transfers of a policy to the insured (including to an insured’s wholly-owned 

grantor trust); (2) transfers to the partner of the insured, (3) transfers to a 

partnership (including a LLC taxed as partnership) in which the insured is 

a partner or to a corporation in which the insured is an officer or 

shareholder; and (4) transfers where the transferee’s tax basis is 

determined, in whole or in part, by the transferor’s basis (e.g., a gift).  

 

Despite these exceptions, inadvertent transfers for value can occur in a 

personal planning setting if advisors and clients do not carefully review the 

transaction. As noted above, the transfer of a policy subject to a loan could 

result in the application of the TFV rule, even if the transfer is intended as a 

gift. 

 

Example: Client makes a gift of a life insurance policy to his child. 

• No policy loan: The child’s income tax basis in the policy will be 

determined with reference to the client’s basis, and the basis 

exception to the TFV rule will apply. 

  

• Outstanding policy loan less than client’s IIC: The client’s transfer 

will be considered part sale and part gift. The exception to the TFV 

rule should still apply, because the child’s tax basis in the policy is 

determined, in part, by the client’s basis in the policy. 

  

• Policy loan in excess of client’s IIC: The transfer will be deemed a 

sale, not a gift, and the child will takes a basis in the policy equal to 

the sale price (i.e., the loan amount). The TFV rule applies, without 

exception, and will result in income taxation of the death benefit at 

ordinary income tax rates. 

An unintended transfer for value also could occur if the insured sells his or 

her policy to a trust, for example, in an effort to avoid the three-year estate 

tax inclusion rule applicable to death benefits of policies gifted within three 

years of the insured’s death. For federal income tax purposes, if the sale is 

to a trust treated as a wholly-owned grantor trust with regard to the 

insured, the transaction is disregarded, and no transfer will have occurred 

for purposes of the TFV rule. If the trust is not properly structured and fails 

to qualify as a wholly-owned grantor trust, however, the policy sale likely 

will constitute a transfer for value, to which none of the exceptions apply. 

 



➢ Recommendation: Whenever a transfer of a life insurance policy is 

recommended to or contemplated by a client, the insurance advisor should 

work closely with the client’s legal counsel to ensure the client does not run 

afoul of the TFV rule. This issue is particularly important in policy sales to 

ILITs. The ILIT must be properly drafted to provide certain powers to the 

grantor or the ILIT trustee that will not only trigger grantor trust status for 

income tax purposes, but also simultaneously prevent inclusion of the trust 

assets in the grantor’s estate for estate tax purposes.  

 

• Example: An ILIT that provides the grantor with a nonfiduciary power to 

substitute trust assets in exchange for assets of equivalent value should 

result in grantor trust treatment for the ILIT. As recently clarified in Rev. 

Rul. 2011-28, however, if the insured holds that power and wants to avoid 

potential estate tax inclusion of the policy proceeds, then local law or the 

trust agreement must provide that: (1) the trustee has a fiduciary 

obligation to ensure that the substituted property and the trust property 

are of equivalent value, and (2) the substitution power cannot be exercised 

in a manner that shifts benefits among the trust beneficiaries.  

 

SUMMARY & NEXT STEPS 

 

The roadmap for successfully implementing sophisticated life insurance 

programs has become more complex, emphasizing the need for an 

experienced team of advisors. Viewing the purchase of life insurance as an 

independent, one-off transaction may not only foreclose opportunities to 

assist clients with future life insurance planning, but also may place clients 

at a disadvantage in terms of reaching their overall tax and wealth 

management goals. Accordingly, insurance advisors should: 

• View life insurance as one component of a client’s total plan, 

  

• Partner with and use the resources of allied advisors and the 

carriers’ advanced sales departments to determine how best to 

integrate insurance into that plan, and 

  

• Maintain contact with clients post-sale to ensure the coverage 

continues to serve their needs or to recommend adjustments due to 

changing tax, economic, or client circumstances. 

NOTES 
1 Other than a trust treated as a wholly-owned grantor trust with regard to 

the transferor. 
2 Tax -free exchanges of life insurance policies as provided under Internal 

Revenue Code (“Code”) §1035. 
3 The Seventh Circuit recently affirmed this outcome in Brown v. 

Commissioner, ___ F.3d ___, 2012 WL 3932330 (7th Cir. Sept. 11, 2012), 

aff’g T.C. Memo. 2011-83. 
4 Id. 
5 See Code § 7702A for a technical definition of a MEC. 



6 Some commentators believe that the pledge of a MEC as collateral in a 

split-dollar arrangement (“SDA”) does not result in income taxation, 

because the policy owner receives no cash at the time of the pledge. In 

other words, the economics of an SDA differ from a traditional loan, so the 

pledge of a MEC as collateral for an SDA should not be taxed as a loan 

against or withdrawal from a MEC. As there is no definitive authority, 

insurance advisors should discuss the income tax issues concerning MECs 

with their clients and the attorney who will handle documentation of the 

SDA in order to determine whether or not MEC status should be avoided. 
7 See Code §72(v)(2) for the applicable exceptions. 
8 Although not necessarily a personal life insurance planning issue, the 

income taxation of death benefits can also result for certain employer-

owned life insurance contracts under Code §101(j). See prior Washington 

Report Bulletins 12-24 and 12-39 for a more detailed discussion. 
9 See Code §2035(a). An exception to this rule applies for a bona fide sale of 

the policy for “adequate and full consideration” (i.e., the policy’s fair 

market value (“FMV”)). Thus, the insured’s sale of the policy for its FMV to 

an ILIT created by the insured as a wholly-owned grantor trust for federal 

income tax purposes may avoid the three-year rule.  

 

  

 

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.   

For more information about the topic discussed in this 
Washington Report, please contact  Albert Gibbons at 
algibbons@algibbons.com

  

 


