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MARKET TREND: Clients and advisors must continue to deal with 

uncertainty regarding the income tax treatment of equity build-up in life 

insurance policies subject to equity split dollar arrangements implemented 

prior to the final split dollar regulations. 

 

SYNOPSIS: Prior to issuance of the final split dollar regulations, two 

taxpayers entered (or had their family-owned entitles enter) into equity, 

collateral assignment split dollar arrangements (“SDAs”) with an S 

corporation in which they served as officers. The corporation agreed to 

advance premiums on life insurance policies owned by the officers or their 

family entities in exchange for a reimbursement right equal to the lesser of 

the total premiums advanced or the policy cash values upon termination of 

the SDA (e.g., at an insured’s death or mutual agreement of the parties). 

When the parties terminated the SDAs almost two years later, the 

corporation had advanced $842,345 in premiums, and the policies’ cash 

surrender values totaled $877,432. The taxpayers paid the corporation 

$131,969, representing the “present value” of the corporation’s $842,345 

reimbursement right, on the basis that the corporation was not entitled to 

reimbursement until the death of an insured. The taxpayers did not report 

the difference of $710,376 as income, and the IRS determined a 

corresponding deficiency. The Tax Court agreed with the IRS, holding that, 

upon termination of the SDAs, (1) the corporation was entitled to immediate 

and full payment of its reimbursement right, (2) the taxpayers received an 

economic benefit by paying a “discounted” value to satisfy that 

reimbursement right, and (3) the taxpayers realized taxable compensation 

income to the extent of the difference ($710,376).  

 

TAKE AWAYS: While the Neff case involves the taxation of grandfathered, 

collateral assignment equity SDAs, an area of significant uncertainty, the 

decision provides few resolutions. Many questions remain unanswered, 

including (1) how the value of a reimbursement right payable at a future 

date should be determined; (2) whether the IRS will challenge the position 

that the rollout of a grandfathered collateral assignment equity SDA is a 

tax-free event; and (3) whether the IRS will assert that termination of a 

grandfathered SDA is a material modification, subjecting it to tax under the 

final split dollar regulations. Accordingly, clients and advisors should 

continue to move cautiously when considering the roll-out of any existing, 

grandfathered equity SDAs that did not take advantage of safe harbors 

under Notice 2002-8 (e.g., convert to loan treatment).     



 
The case of Neff v. Commissioner has triggered much discussion in the life insurance 

industry, as it is one of the few pieces of legal guidance addressing income taxation upon 

termination or “roll-out” of an equity, collateral assignment split dollar arrangement 

(“SDA”) that was implemented prior to the final split dollar regulations. Unfortunately, 

the Neff decision leaves more questions unanswered than resolved. 

 

Summary of Facts 

 

Steven Neff and Bradley Jensen (collectively “N&J”) were founders and officers of Neff & 

Jensen Leasing, Inc. (“NJL”). In March 2002, N&J and NJL entered into four identical 

SDAs to cover six life insurance policies on their respective lives. The policies were owned 

either by Neff or Jensen, individually, or through family limited partnerships they each 

had created. 

 

Under the SDAs, NJL made advances to cover policy premiums. At an insured’s death or 

other termination of a SDA (e.g., upon written mutual agreement of the parties), NJL was 

entitled to reimbursement equal to the lesser of the total premiums it advanced or the 

cash surrender value of the policy. NJL’s reimbursement rights were secured by collateral 

assignments of the policies’ death benefits and cash surrender values in favor of NJL. N&J 

retained the right to access policy cash values and to receive policy death benefits in 

excess of the reimbursement rights. Neither the SDAs nor the collateral assignments 

suggested that, upon lifetime termination of a SDA, NJL’s reimbursement would be 

delayed until the death of the insured.  

 

In December 2003, N&J and NJL effectively terminated the SDAs. At termination, NJL 

had advanced $842,345 in premiums, and the policies’ cash surrender values totaled 

$877,432. N&J’s advisors calculated that the “present value” of NJL’s $842,345 

reimbursement right was $131,969, on the basis that reimbursement was only due upon 

the death of an insured. N&J paid the discounted amount to NJL using accumulated cash 

value withdrawn from the policies.  

 

N&J did not include in their taxable income for either 2002 or 2003 any amounts relating 

to the premiums paid by NJL or the $710,376 difference between the $131,969 paid to 

NJL and the $842,345 NJL paid in policy premiums. On audit, the IRS determined that 

N&J realized taxable compensation income of $710,376.  

 

What Neff Says 

 

The Tax Court agreed with the IRS and ruled that N&J realized taxable compensation 

income of $710,376 when they obtained a release of NJL’s $842,325 reimbursement right 

for a discounted payment. Once the Tax Court determined that the actions of the parties 

resulted in termination (and not a “freezing”) of the SDAs in December 2003 (allowing a 

roll-out of the policies to N&J (or their family entities)), it found that N&J were obligated 

to pay NJL the full amount of the reimbursement right ($842,325). Any lesser payment in 

satisfaction of this reimbursement provided an economic benefit to N&J equal to the 

difference. That economic benefit could be taxed as income from compensation for 

services, income from discharge of indebtedness, or as the receipt of property in 

connection with the performance of services.  

 

Bottom line, the Tax Court found that whenever an employee receives an economic 

benefit from an employer, in whatever form, that employee must include in gross income 

the value of the benefit received as taxable compensation income.  



 

What Neff Does Not Say 

 

For split dollar planning purposes, the most interesting aspects of the Neff case may be 

the issues which the IRS did not raise for consideration by the Tax Court. 

 

Valuation of Reimbursement Right 

 

In Neff, N&J asserted that the SDAs were not terminated, but frozen. N&J simply 

purchased NJL’s contractual right to reimbursement under the SDA, which would not 

occur until a future termination of the SDA or the death of an insured. Thus, the value of 

this contractual right to future benefits needed to be discounted to present value. The Tax 

Court disagreed, however, finding that the actions of N&J and NJL clearly evidenced a 

termination of the SDAs by mutual agreement. Accordingly, per the agreement terms, 

NJL was entitled to immediate payment of its full reimbursement right, eliminating the 

basis for considering any valuation discount. 

 

The valuation of the reimbursement right, however, holds specific interest for a fairly 

recent private split dollar planning development known as “discount” or “generational” 

split dollar (“GSD”). In a common version of GSD, a client enters into a SDA with his or 

her irrevocable life insurance trust (“ILIT”). The ILIT buys a 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 no unilateral right to terminate the SDA. Arguably, based on these facts, a 

bequest of the client’s reimbursement right is entitled to a 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. Unfortunately, the Neff decision fails to provide any 

guidance, since the Tax Court never reached the issue of whether or how a discount 

should apply to the value of a reimbursement right that is not payable until a future date. 

 

Tax on Policy Equity 

 

Generally, the taxation of a SDA depends on its date of execution. SDAs entered into after 

September 17, 2003 (or existing SDAs “materially modified” thereafter) are subject to 

taxation under Treas. Reg. § 1.61-22 (the “final regulations”). The Neff case, however, 

involved pre-final regulation SDAs entered into after January 27, 2002 and before 

September 17, 2003 (and not materially modified thereafter) (“grandfathered SDAs”). 

These SDAs are subject to tax under Rev. Ruls. 64-328 and 66-110 and IRS Notice 2002-8 

(“pre-regulation guidance”).  

 

The pre-regulation taxation of policy equity upon termination of a grandfathered SDA has 

been a source of uncertainty for some time. Notice 2002-8 provides that, with regard to 

the proper taxation of grandfathered SDAs, “no inference” should be drawn from the 

issuance of Notices 2001-10 or 2002-8 or the final regulations. In other words, positions 

regarding the tax consequences of a terminated, grandfathered SDA should be based 

solely on the terms of applicable pre-regulation guidance. Thus, arguably, parties to these 

SDAs can take the position that policy equity is not taxable on rollout, subject to the risk 

of IRS challenge.  

 

Since the issuance of Notice 2002-8, the IRS has not indicated in any published guidance 

whether it would challenge this “tax-free” position. Unfortunately, Neff does not rule 



on this issue. The deficiency of $710,376 assessed by the IRS only represented the 

difference in the total premiums advanced by the NJL ($842,345) and the amount 

reimbursed to NJL upon termination of the SDAs ($131,969). It did not include the 

$35,087 of equity build-up in the policies (cash value of $877,432 less $842,345 of 

premiums). Accordingly, we still need further guidance on how the IRS will approach the 

“no-inference” language of Notice 2002-8. 

 

Termination as a Modification 

 

The Tax Court noted that the IRS did not treat the December 2003 termination of the 

SDAs as material modifications of the arrangements, which would have subjected them to 

tax under the final regulations. The IRS also took this position in PLR 200728015 when 

ruling on the gift and estate tax consequences of a grandfathered private SDA. If the IRS 

continues to follow this position, it may indicate a trend to base taxation of terminated 

grandfathered SDAs under pre-regulation guidance rather than attempt to apply the final 

regulations. 

 

Other Tax Issues Not Raised by the IRS  

• Annual Economic Benefit. It does not appear that N&J reported as income any 

annual economic benefits provided under the SDAs in 2002 and 2003, as 

required under Notice 2002-8. The IRS, however, did not charge any deficiencies 

for these omissions.  

  

• Policy Withdrawals. The Tax Court notes that N&J withdrew $131,969 from 

policy cash values to fund their payment to NJL, but it does not discuss any 

income tax implications arising from the withdrawals. Generally, policy 

withdrawals are income tax-free only up to a policy owner’s investment in the 

contract (e.g., premiums paid). At the time of N&J’s policy withdrawal, however, 

neither of them had paid any premiums nor reported any economic benefits 

related to the SDAs or the policies (the Tax Court noted that if N&J had reported 

any taxable income relating to the economic benefits, they would have been 

entitled to a reduction in the tax deficiency based on their resulting tax bases). 

Thus, the policy withdrawals may have been taxable, but again, the IRS did not 

appear to raise the issue. 

  

• Policies Held by Family Entities. The IRS also apparently failed to raise any 

issues related to potential gifts made by N&J to the family entities that owned 

some of the policies (and presumably received some economic benefit from 

creation and termination of the SDAs). 

Summary and Next Steps 
 
The Neff case dealt with a very narrow issue in relation to a grandfathered, 
collateral assignment equity SDA, and its decision is not surprising, based on 
the facts:  

• The SDAs provided that, upon a lifetime termination of the 
arrangement, the company, NJL, was entitled to satisfaction of its full 
reimbursement right (i.e., lesser of premiums advanced or policies 
cash surrender values) immediately, not at some future date (such as 
the death of the insureds).  



• At termination of the SDAs, NJL had advanced $842,345 in 
premiums, which was less than the policies’ aggregate cash surrender 
values of $877,432. However, the insureds, N&J, made a “discounted 
to present value” payment of $131,969 to satisfy NJL’s $842,345 
reimbursement right. 

• NJL discharged N&J of any further reimbursement obligation and 
released all security interest in the policies when it received the 
discounted payment. From that point, N&J (or their personal family 
entities that owned some of the policies) had full control over the 
policies and access to the cash values.  

• There was no evidence indicating that the SDAs had been frozen or 
that the reimbursement should otherwise be delayed until an 
insured’s death. 

 
Thus, it appears clear that N&J realized a taxable economic benefit from 
paying a “discounted” value to satisfy a reimbursement right that was 
immediately due and payable to NJL. 

 
While the Neff decision is not instructive for newly-created SDAs, it poses 
several issues for further consideration when dealing with grandfathered 
SDAs, including: 

• How the value of a reimbursement right payable at a future date 
should be determined;  

• Whether the IRS will challenge the position that the rollout of a policy 
with equity upon termination of a grandfathered SDA is a tax-free 
event; and  

• Whether the IRS will assert that termination of a grandfathered SDA 
is a material modification, subjecting it to tax under the final split-
dollar regulations.  

 
Accordingly, clients and advisors should continue to move cautiously when 
considering the roll-out of any existing, grandfathered equity SDAs that did 
not take advantage of safe harbors under Notice 2002-8 (e.g., convert to loan 
treatment). 

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

  

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. 

  
  

 


