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MARKET TREND: The Internal Revenue Service (“IRS”) continues to 

review the characteristics and handling of “loan” transactions between 

welfare plans and participants to determine the tax treatment of 

benefits. This level of scrutiny likely also applies to other related party 

or intra-family loan arrangements. 

 

SYNOPSIS: The Fifth Circuit, in affirming the Tax Court, concluded that 

an amount borrowed from a welfare benefit plan by the sole 

shareholder of a participating corporation, in connection with a life 

insurance policy funded by the corporation, was taxable income to the 

shareholder and not a bona fide loan. The appellate court cited the late 

execution of the promissory note in violation of the welfare plan 

procedures and the lack of any payments by the shareholder.  

 

TAKE AWAYS: While this case involved a loan to a participant from a 

welfare benefit plan, the decision generally emphasizes the importance 

of properly documenting and administering loans, especially those 

between related parties (e.g., grantor to ILIT, parent to child, 

corporation to shareholder, etc.). These and other credit transactions 

between related parties, like intra-family installment sales, typically 

will incur higher scrutiny to determine whether there has been an 

attempt to disguise a taxable gift or shift of income. Thus, the 

documentation, implementation, and subsequent repayment and 

administration of such loan transactions must be meticulously 

performed in order to confirm the understanding that repayment will 

occur, including (1) contemporaneous executing a promissory note; (2) 

charging adequate interest (e.g., the appropriate AFR); (3) documenting 

a repayment schedule; (4) providing collateral or otherwise 

documenting that there is a reasonable expectation to assume 

repayment will occur; (5) making required payments as scheduled (and 

providing and using an enforcement mechanism for late payments (e.g., 

charging additional interest); (6) ensuring the borrower has sufficient 

means to repay loan; (7) complying with any required procedures or 

policies (e.g., fund procedures for loans to participants, corporate by-

laws for loans to shareholders, etc.) and (7) overall, acting as non-

related borrowers and lenders would in a loan transaction.       



 
OVERVIEW  

Welfare benefit plans that utilize life insurance to fund death benefits often allow for 

participant loans as an additional incentive to participation and as an added benefit 

under the plan. The participant loans generally are not taxable if the plan’s 

procedures are followed and there exists an obligation of repayment. As 

demonstrated in the Todd case, the IRS will review purported loan transactions 

under a multi-factor approach to determine whether the parties intended the 

proceeds to be repaid.  

 

CASE BACKGROUND  

 

Frederick D. Todd (“Frederick”) was an employee of his wholly owned corporation 

(the “Corporation”) and served as its president and sole director. The Corporation 

employed other individuals and became a member of a union, which allowed it to 

participate in a Death Benefit Only Plan (the “DOB Plan”) established under a 

welfare benefit plan (the “Fund”). The DOB Plan provided benefits of up to eight 

times an employee’s annual salary (capped at $6 million). 

The Fund took out life insurance policies with death benefit amounts equal to the 

coverage benefit provided to the participant. The insurance policies were owned by 

the Fund, and the Corporation made annual payments to the Fund approximately 

equal to the premiums owed on the policies. As an employee, Frederick was eligible to 

participate in the DOB Plan and he obtained, on behalf of the Fund, a $6 million 

policy on his life. The policy was owned by the Fund and had annual premiums of 

approximately $100,000. The Corporation made annual payments to the Fund on 

Frederick’s behalf. 

The Fund’s trust agreement provided that discretionary loans could be made to Fund 

participants on a nondiscriminatory basis upon application and written evidence of 

an emergency or serious financial hardship. Frederick formally applied for a loan in 

the amount of $400,000 due to “unexpected housing costs.” Although the loan was 

initially approved, the Fund decided the arrangement was unacceptable after it 

realized that the insurance company would charge the Fund nearly 5% interest on the 

loan. Instead, with Frederick's consent, the Fund reduced the value of the life 

insurance policy on Frederick by $400,000 as a partial surrender, leaving the policy 

with a $5.6 million face value. The Fund then issued Frederick a check for $400,000 

with “participant loan” noted in the memo line. The Corporation ceased making 

payments to the Fund around the time the $400,000 check was issued. 

Under the terms of the Fund’s trust agreement, the Fund was to secure any 

participant loan prior to making a loan distribution. Also, the required promissory 

note needed to provide for quarterly payments and bear a reasonable rate of interest. 

In this case, Frederick did not sign the promissory note until six months after he 

received the loan proceeds. The executed note mandated quarterly payments and 

bore an interest rate of 1%, but no payments were ever made on the note. The note 

also contained a “dual payment mechanism,” which allowed the Fund to deduct any 

outstanding balance on the note from any later distribution to Frederick (i.e., from 

any death benefit paid to Frederick’s designated beneficiary at Frederick’s death).  



 

WELFARE BENEFIT PLAN LOAN IS TAXABLE 

Applying a multi-factored analysis, the Tax Court determined that the $400,000 

payment to Frederick was not a loan. Specifically, the Tax Court reviewed and ruled 

on the following factors: 

1) Evidence of Promise to Repay: Although Frederick executed a promissory note, the 

process for and delay in note execution did not conform to the Fund’s policies or 

correspond with the substance of the transaction, which gave the note little 

evidentiary weight. 

 

2) Interest Charged: Although the promissory note charged interest, the 1% rate was 

significantly below market, demonstrating that the transaction was not intended as a 

loan. 

 

3) Schedule for Repayment: Although a payment schedule was established, 

Frederick’s non-payment and the Fund’s non-enforcement demonstrated that the 

transaction was not intended as a loan. 

 

4) Collateral Provided: The “dual repayment mechanism,” which would allow 

recovery of the outstanding loan amount from the policy death benefits, could serve 

as collateral, and thus supported treatment of the transaction as a loan. 

 

5) Payments Made: The “dual repayment mechanism,” however, was too contingent 

upon future events to evidence an unconditional obligation to repay. Thus, the lack of 

any payments by Frederick was controlling in determining that the transaction was 

not intended as a loan.  

 

6) Reasonable Prospect for Repayment: Frederick had the means to repay the loan, 

which supported treatment of the transaction as a loan. 

 

7) Overall Conduct of Parties: Overall, however, the parties did not conduct 

themselves in a manner evidencing an intention to establish a debtor-creditor 

relationship. 

The Fifth Circuit affirmed the Tax Court’s ruling, specifically noting the 

following: 

• The note and payment schedule were adopted after the fact and in contradiction to 

the Fund’s procedures, suggesting that these actions were merely “a formalized 

attempt to achieve the desired tax result while lacking in necessary substance;” and  

 

• The late execution of the note coupled with Frederick’s lack of repayments, even 

though he had a clear ability to pay, further supported the Tax Court’s decision that 

the $400,000 payment was not a bona fide loan. 

 

 



SUMMARY AND NEXT STEPS 

In Todd, the Fifth Circuit affirmed the Tax Court’s decision that a $400,000 payment 

from a welfare benefit plan to the sole shareholder of a participating corporation, in 

connection with a life insurance policy funded by the corporation, was taxable income 

to the shareholder, despite the fund and the shareholder’s attempts after the 

distribution to document the payment as a loan. In agreeing with the Tax Court’s 

review of numerous factors regarding the validity of the loan, the Fifth Circuit 

specifically noted that the post-transaction execution of the promissory note in 

violation of the welfare plan procedures and the lack of any repayments by the 

shareholder evidenced that the transaction was not intended as a bona fide loan. 

While the Todd case involved a loan to a participant from a welfare benefit plan, the 

decision generally emphasizes the importance of properly documenting and 

administering loans, especially those between related parties (e.g., grantor to ILIT, 

parent to child, corporation to shareholder, etc.). The IRS and the court typically will 

subject these and other credit transactions between related parties, like intra-family 

installment sales, to higher scrutiny to determine whether there has been an attempt 

to disguise a taxable gift or shift of income. Thus, the documentation, 

implementation, and subsequent repayment and administration of such loan 

transactions must be meticulously performed in order to confirm the understanding 

that repayment will occur, including the following: 

• Contemporaneously executing a promissory note; 

  

• Charging adequate interest (e.g., the appropriate AFR); 

  

• Documenting a repayment schedule; 

  

• Providing collateral or otherwise documenting that there is a reasonable 

expectation to assume repayment will occur; 

  

• Making required payments as scheduled (and providing and using an 

enforcement mechanism for late payments (e.g., charging additional 

interest); 

  

• Ensuring the borrower has sufficient means to repay loan; 

  

• Complying with any required procedures or policies (e.g., fund procedures 

for loans to participants, corporate by-laws for loans to shareholders, etc.); 

and 

• Overall, acting as non-related borrowers and lenders would in a loan 

transaction. 

  



 

 

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

  

 


