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Thursday, March 13 2014 WRM# 14-10 

The WRMarketplace is created exclusively for AALU Members by the AALU staff and 
Greenberg Traurig, one of the nation’s leading tax and wealth management law firms. The 
WRMarketplace provides deep insight into trends and events impacting the use of life insurance 
products, including key take-aways, for AALU members, clients and advisors. 

______________________________________________________________________________ 

TOPIC:  What the Future May Hold:  Tax Reform Proposal Highlights - Tax Reform Act 
of 2014 vs. President’s FY 2015 Budget. 

MARKET TREND: Trending overlaps in recent Republican and Democratic tax reform 
proposals target the life insurance industry and certain life insurance transactions.  

SYNOPSIS:  The draft “Tax Reform Act of 2014” and the President’s FY 2015 budget contain 
several similar proposals with regard to life insurance and individual tax reforms:  

• Life Insurance Reform: Both proposals include provisions for: (1) the expansion of the
interest deduction limitations related to COLI policies; (2) modification of the dividends
received deduction for life insurers; (3) limits to the exceptions to the transfer for value rule
for life settlements; and (4) specific reporting requirements for life settlements.

• Individual Reform: Both proposals seek to: (1) limit or eliminate certain deductions for 
taxpayers in the top tax brackets; (2) enforce consistency in the reporting of income tax bases 
for inherited assets; and (3) change the tax treatment of carried interest income from long-
term capital gain to ordinary income.

TAKE AWAYS: The discussion draft and budget have not yet been introduced as legislation, 
and members of both parties have indicated that we are unlikely to see tax reform in 2014. 
However, points of cross-over between these proposals are important because they may indicate 
bipartisan support for certain provisions.  Further, since the discussion draft’s proposals have 
been prepared in bill form, there is now a “well” of legislative text from which to draw from for 
insertion into future compromise legislation.  Given that several of the draft and budget 
similarities could adversely impact the life insurance industry and insurance planning, 
heightened awareness is warranted, and continued monitoring and interaction with those who 
craft legislation will be crucial.  AALU will remain vigilant in advocacy and monitoring  these 
proposals. 
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PRIOR REPORTS: 13-16; 12-22; 12-10; 12-9; 11-22; 11-17; 10-81; 09-46; 08-33. 

MAJOR REFERENCES: General Explanations of the Administration’s Fiscal Year 2015 
Revenue Proposals (March 2014); Section-by-Section Summary of the Tax Reform Act of 2014; 
AALU WRNewswires WRN# 14.02.27 (Feb. 27, 2014) and WRN# 14.03.06 (Mar. 6, 2014). 

Within a week of each other, the Chairman of the House Ways and Means Committee, 
Representative Dave Camp (R-MI), released a discussion draft of the “Tax Reform Act of 2014 
(the “Draft”), and the President released his budget and revenue proposals for FY2015 (the 
“Budget”).  Given the parties of origin of these proposals, significant differences are to be 
expected.  Interest therefore lies in their areas of agreement, particularly as several of the 
similarities target the life insurance industry and insurance planning transactions.  

NOTABLE OVERLAPS:  LIFE INSURANCE & BUSINESS REFORM PROPOSALS 

Expand Deduction Limits Related to COLI Policies.  

Under current law [IRC § 264(a)(4)], corporations are prohibited from deducting interest on 
loans to purchase or carry one or more life insurance policies covering the life of any 
individual—subject to a de minimus key person exception [set out in IRC § 264(e)].  In addition, 
current law [IRC § 264(f)] contains a pro-rata interest disallowance provision for policies 
covering non-employees which was designed to deter financial intermediaries Fannie Mae and 
Freddie Mac from using COLI policies to insure the lives of mortgagees.  Accordingly, interest 
is disallowed under policies covering those other than someone who, when first insured, was an 
officer, director, employee or 20% owner of the business by the ratio that the average 
unborrowed cash values held in COLI policies bears to the sum of (1) those average unborrowed 
cash values plus (2) the average tax basis of other assets held by the business. 1  

Proposals:  Both the Draft and the Budget would limit excluded COLI policies to only those 
COLI policies insuring 20% owners. 

Comment:  As previously reported in AALU WRNewswires WRN# 14.02.27 and 14.03, this 
proposal indirectly taxes the inside build-up of COLI policies and increases the costs to 
businesses of cash value policies to insure their key employees, officers, and directors.  A 
simple example illustrates the dramatic impact that the enactment of this proposal could have: 

• Example:  Assume X Corp. (1) has $1 million of interest expense attributable to general
indebtedness, (2) holds COLI policies on officers and key employees with average,
unborrowed cash values of $2 million, and (3) owns other assets with average adjusted
tax bases of $8 million.

• Under current law, X Corp.’s general interest deduction of $1 million should not
be limited by the unborrowed cash value in the COLI policies,2 because they
qualify as excluded COLI policies.

• Under the proposed change, X Corp.’s COLI policies no longer qualify for the
exclusion.  The ratio of the COLI policies’ average unborrowed cash value to X
Corp.’s total average assets is 25% ($2,000,000 / $8,000,000).  Thus, X Corp.’s
interest expense deduction is reduced by $250,000 under the proposals.

http://3046e518b848d4f31d47-d852a7900afdde3ecd88c7f58ca0921a.r78.cf1.rackcdn.com/360678595_v 1_AALU WR (Background) President_s Budget General-Explanatio....pdf
http://3046e518b848d4f31d47-d852a7900afdde3ecd88c7f58ca0921a.r78.cf1.rackcdn.com/360678595_v 1_AALU WR (Background) President_s Budget General-Explanatio....pdf
http://3046e518b848d4f31d47-d852a7900afdde3ecd88c7f58ca0921a.r78.cf1.rackcdn.com/360678603_v 1_AALU WR (Background) Ways & Means Section by Section Summa....pdf
http://d62d288ee515d729b993-58f6eee170188c8ece9e549a56221c4e.r98.cf1.rackcdn.com/AALUNewsWire2.27.14.pdf
http://d62d288ee515d729b993-58f6eee170188c8ece9e549a56221c4e.r98.cf1.rackcdn.com/AALUNewsWire3.6.14.pdf
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The proposals operate as a tax penalty to businesses owning life insurance, would set a negative 
precedent regarding the tax treatment of life insurance, and would have a harmful impact on 
businesses, jobs and employee benefits, given the important role that COLI plays in helping 
businesses keep operating after the death of a key owner and employee and in financing and 
securing employee benefits. 

Modify Proration Rules for Determining Insurer’s DRD 

Under the so-called “dividends received deduction” or “DRD,” corporations may deduct 
dividends received from subsidiaries and other domestic corporations in which they have an 
ownership interest to prevent triple taxation.  For life insurers, the deduction is limited by the 
portion of the company's dividend income used to fund tax-deductible reserves for its obligations 
to policyholders.   

Proposals:  Both the Draft and Budget would change the methodology used by carriers to 
determine the DRD and require a separate determination of the DRD deduction limits for a 
company’s general account (supporting non-variable insurance products) and for each separate 
account (supporting variable policies and annuity contracts).   

Comment:  If enacted, the DRD proposals would disproportionately and negatively impact life 
insurance companies, increasing the cost and decreasing accessibility of life insurance products.    

Limit Exceptions to Transfer for Value (“TFV”) Rules  

Otherwise tax-free death benefits paid under a policy transferred for value (e.g., policies sold by 
the initial insured/owner) are subject to income tax, generally to the extent those proceeds exceed 
the consideration and subsequent premiums paid by the purchaser (“TFV rule”). The TFV rule 
does not apply, however to a TFV of a policy if the transferee’s tax basis is determined by 
reference to the transferor’s basis (e.g., a gift) or a TFV of the policy to the insured (including 
the insured’s wholly-owned grantor trust); a partner of the insured, or a partnership or 
corporation in which the insured is a partner or is an officer or shareholder, respectively.  

Proposals:  Both the Draft and Budget seek to limit the TFV exceptions, but in different ways: 

• Draft: The TFV exceptions would not apply to any “reportable policy sale,” defined as 
the acquisition of any direct or indirect interest in a policy when the acquirer has no 
substantial family, business, or financial relationship with the insured apart from the 
policy purchase (includes the purchase of an interest in a partnership, trust or other entity 
holding the policy).

• Budget:  For a TFV of a policy to a partner of the insured or a partnership or corporation
in which the insured is a partner/shareholder, the exceptions to the TFV rule only apply if
the insured is a 20% owner of the applicable entity (and the other exceptions would
remain).

Comment:  Both proposals attempt to target and tighten the taxation of death benefits received 
from policies acquired through life settlements (i.e., sales of policies to unrelated, third-party 
investors).  A key concern in any effort to limit exceptions to the TFV rule, however, is the 
potential for overly broad language that could trigger taxation of non-targeted transactions (e.g., 
business related policy transfers, such as in corporate mergers or acquisitions, roll-outs of split 
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dollar arrangements to former employees or owners, buy-sell restructurings, etc.). In that regard, 
neither proposal is a perfect approach.  While the 20% ownership rule under the Budget 
establishes a bright line test, it is likely too broad and would impact non-targeted transactions.  
The Draft would need a change in legislative language to avoid unintended, harmful 
consequences.  

Reporting Sales of Existing Life Insurance Contracts   

If, after policy issuance, the initial owner sells that policy in a life settlement, the owner must 
report taxable income on the difference between (1) the amount received and (2) the owner’s 
adjusted basis in the policy (i.e., total premiums and any other consideration paid for the policy, 
although the IRS has taken the position that the owner must reduce basis by the portion of the 
premiums allocated to the cost of life insurance protection).  The buyer of the settled policy is 
subject to tax on the difference between the death benefit received and the consideration and 
subsequent premiums it paid (unless, as discussed above, an exception to the TFV rule applies to 
the settlement).   

Proposals:  Both the Draft and Budget would impose special reporting requirements for life 
settlements of policies with death benefits of $500,000 or more.  Specifically: 

• Upon sale, the buyer would be required to report (1) the purchase price, the identity of the 
buyer and seller, and the issuer and policy number to both the IRS and the seller, and (2) 
the identity of the buyer and seller, and the issuer and policy number to the issuing 
insurance company (the Budget also would require reporting of the purchase price to the 
carrier).  

• Upon the payment of policy death benefits, the carrier would be required to report the 
gross benefit paid, the buyer’s identity, and the carrier’s estimate of the buyer’s basis to 
the IRS and to the payee. 

Note that, unlike the Budget, the Draft also provides that the original owner’s basis in a policy 
would not be reduced by the cost of insurance, effective for transactions entered into after 
August 25, 2009. 

Comment:  These reporting requirements would allow the IRS to increase its compliance and 
collection efforts with regard to life settlements but would put an additional reporting burden on 
carriers to track settled policies and the buyer’s basis in the policy after settlement.  The Draft’s 
retroactive reversal of the IRS position regarding the reduction of policy basis for the cost of 
life insurance protection, however, would be a welcome clarification, and if enacted, would 
require a review of prior tax reporting of life settlements by original policy owners, who may 
be entitled to refund of tax liability based on this reporting change. 

Modification/Repeal of Like-Kind Exchanges   

Under current law, no capital gain or loss is recognized when business or investment property is 
exchanged for “like-kind” business or investment property (i.e., exchanges under Code §1031). 
As a result, the tax on capital gain is deferred until a later realization event, provided that certain 
requirements are met.  
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Proposals:  Both the Draft and Budget seek to change the tax treatment of like-kind exchanges.  
However, the Draft would repeal like-kind exchanges in their entirety, while the Budget would 
only modify the rules solely with regard to like-kind exchanges of real property, limiting the 
gain deferred in such exchanges to $1 million per taxpayer per tax year. 

Comment:  While proposed reforms to like-kind property exchanges under Code §1031 have 
raised concerns that similar changes may be considered for tax-free exchanges of life 
insurance policies under Code §1035, this does not appear to be contemplated.  Further, the 
legislative rationale for, and operation of, these two provisions is very different.  Code §1031 
was originally intended to address difficulties in valuing exchanged property, but the current 
rules have no precise definition of “like-kind,” which often can lead to abuse and controversy 
with the IRS.  The gain involved in like-kind exchanges also is ultimately taxable, with taxation 
only being deferred.  Code §1035, however, was implemented to prevent taxation of individuals 
who merely exchanged one insurance policy for another better suited to their needs and who 
have not actually realized gain. The standards for a tax-free 1035 exchange also are fairly clear, 
with less room for abuse.  Finally, in many cases, the policy will pay out tax-free death benefits 
(not deferred, recognizable gain).3   

NOTABLE OVERLAPS:  INDIVIDUAL INCOME TAX PROPOSALS 

While there is not as much direct overlap between the Draft and Budget with regard to individual 
tax proposals, the limited areas of similarity may signal certain trends in individual tax reform 
efforts.  

Reducing/Eliminating Certain Deductions & Tax Expenditures  

Individual taxpayers may reduce their taxable income by excluding certain types or amounts of 
income, claiming certain deductions in the computation of adjusted gross income (“AGI”), and 
claiming either itemized deductions or a standard deduction. The tax reduction from the last 
dollar excluded or deducted is $1.00 times the taxpayer’s marginal income tax rate (e.g., if the 
marginal tax rate is 39.6%, then the tax value of the last dollar deducted is be 39.6 cents). 

Proposals:  Although not exactly the same in scope, both the Draft and Budget would reduce the 
value of certain tax preferences and deductions, including (1) all itemized deductions (except, 
under the Draft, charitable deductions); (2) foreign excluded income, (3) tax-exempt interest; (4) 
certain excludable employer/employee contributions to health and retirement plans; and (5) the 
deduction for health premiums of the self-employed.  The value of these and certain other 
deductions would be limited to (1) the 25% bracket under the Draft for taxpayer in the 35% 
bracket (the top individual bracket under the Draft), and (2) to the 28% bracket under the Budget, 
for taxpayers in the 33% and higher tax brackets. 

Comment:  The proposals effectively tax otherwise deductible or excludable items at a rate equal 
to the difference between the applicable tax bracket and specified rate limitation.  For example, 
under the Draft, taxpayers in the 35% bracket would see a 10% tax on the value of the effected 
items, (35% - 25% limit); under the Budget, taxpayers in the 39.6% bracket would see an 11.6% 
tax on the value of those items (39.6% - 28% limit).  There also is some additional overlap 
between the Draft and the Budget, since some of the deductions that the Budget proposes to limit 
in value, the Draft would repeal entirely (e.g., deductions for moving expenses, expenses 
attributable to being an employee, and interest on education loans). Bottom line, both proposals 
seek major changes to the current individual tax preference/deduction structure. 
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Enactment of these limitations would minimize long-standing benefits associated with certain 
employee health and retirement benefits. They also would reduce incentives to purchase tax-
exempt bonds, which could impact state and local revenue raising efforts, forcing these 
municipalities to look for revenue elsewhere (e.g., additional or increased state/local taxes).  To 
the extent caps are adopted for charitable contributions (such as proposed under the Budget), 
they would adversely impact charitable contributions by high-income taxpayers (including 
planning with charitable lead and remainder trusts, private foundations, and donor advised 
funds).   

Taxation of Carried Interests as Ordinary Income   

Most hedge funds and private equity funds are structured as partnerships in which the funds’ 
managers are general partners for tax purposes.  These managers typically take a profits interest 
in the funds as a significant part of their compensation, which is referred to as a “carried 
interest.”  If the gains from a fund’s underlying assets are long-term capital gains (“LTCG”), the 
managers, as general partners, can take advantage of the current, top 20% LTCG rate on the gain 
allocated to their carried interest (as opposed to being taxed at a top ordinary income tax rate of 
39.6%).  

Proposals:  Although the Draft and Budget adopt different approaches, they both seek to tax 
some portion of the fund managers’ carried interests at ordinary income rather than LTCG rates 
(an increase in the top tax rate from 20% to 35% in the Draft and to 39.6% under current law) 
and to treat some of the gain from the sale or disposition of the carried interest as ordinary 
income.4   

Comment:  Inclusion of these proposals in the Draft and the Budget evidences support from both 
the President and Congress to change the taxation of carried interests, although several prior bills 
addressing this issue have failed to move.  Enactment of these or similar proposals, however, 
would further magnify the tax liabilities for fund managers who already have increased exposure 
due to higher LTCG rates.  Thus, fund managers will want to stay informed of developments in 
this area and ensure that their fund documentation takes into account the possibility of change.  

Basis Reporting Consistency   

For estate tax purposes, property typically is includible in an estate of a decedent at its fair 
market value as of the date of death.  For income tax purposes, the estate beneficiary should take 
a tax basis in the property received equal to the same value.  In addition, the recipient of a 
lifetime gift takes a “carry-over” basis in the property, generally the income tax basis in the 
hands of the person making the gift, increased by the amount of any gift tax paid.   

Proposals:  To ensure that the income tax basis of property acquired from a decedent matches the 
fair market value of property as reported for estate tax purposes, both the Draft and the Budget 
would require information reporting of the estate property value/basis to the IRS and the property 
recipient.  The Draft’s reporting provision, however, would only apply to property if its inclusion 
in the decedent’s estate results in additional estate tax liability or if an executor is required to file 
an estate tax return. The Budget provides the IRS with regulatory authority to implement the 
reporting requirements for estate executors and also require similar basis reporting for lifetime 
gifts.  

Comment:   While the Draft’s proposal is more limited and gives less discretionary authority to 
the IRS regarding reporting requirements, both proposals would place additional burdens on 
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estates to ensure they properly report values and basis information to beneficiaries.  Beneficiaries 
also would need to retain any documentation provided by the executor (or donor, under the 
Budget proposal) in order to substantiate their income tax basis and gain reporting in subsequent 
transactions involving the property, which may be cumbersome if such transactions occur years 
after receipt. 

SIGNIFICANT DIFFERENCES REMAIN 

The few similarities noted above stand out because of the significantly different approaches the 
Draft and the Budget take to tax reform -- the Draft attempts a complete overhaul of the 
individual and business tax systems, while the Budget primarily seeks additional reforms to the 
existing system, as modified by the American Taxpayer Relief Act of 2012.  In the area of 
individual taxation alone, the Draft and the Budget come from entirely different ends of the 
spectrum on certain issues, including, for example: 

• Income Taxes:  As surveyed in  AALU WRNewswire WRN# 14.03.06, the Draft proposes 
many fundamental changes to individual taxes and deductions, including a compression of 
individual tax brackets to 10%, 25% and 35% and a repeal of the alternative minimum tax in 
its entirety.  The Budget, however, not only retains all seven current tax brackets with a 
maximum 39.6% tax rate, but also proposes an additional 30% “Fair Share Tax” on taxpayers 
with AGI beginning at $1 million (less a credit for charitable contributions, limited by the 
28% cap discussed above). 

• Estate, Gift & GST Taxes:  Apart from the basis reporting consistency provision, the Draft 
does not make any changes to the current transfer tax system.  The Budget, however, renews 
every transfer tax proposal from the FY2014 Budget in almost the same form, including:  

o Reinstatement of 2009 transfer tax laws (i.e., 45% top transfer tax rate; $3.5 million 
estate and GST tax exemptions, $1 million gift tax exemption), with portability 

o Coordination of certain income and estate tax rules applicable to grantor trusts 
o 10-year minimum term GRATs 
o 90-year limit on GST exemption for trusts 
o Elimination of GST tax benefits for health, education and exclusion trusts (HEETs) 

See Washington Report No. 13-16 for a more detailed discussion of these transfer tax 
proposals. Note that the Budget adds a new proposal designed to address issues with the 
present interest requirement for annual exclusion gifts made to trusts or entities where the 
gifts are not immediately accessible by the donee.  The proposal would define a new category 
of transfers and would allow an annual exclusion of $50,000 per donor on transfers within 
this new category.  No withdrawal powers would be necessary for the amount to qualify for 
this annual exclusion.  Depending on the specifics, this proposal, if implemented, could 
substantially simply insurance trust funding and eliminate the hassles of Crummey notice 
administration.  
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These substantial differences mean that there is far from a general consensus on the appropriate 
direction or parameters of any major tax reform.  

TAKE-AWAYS 

• Neither the Draft nor the Budget have been introduced as bills, and, given the lack of 
consensus on many issues, both parties have indicated that we are unlikely to see tax reform 
in 2014.  

• However, points of cross-over between these proposals are important because they may 
indicate bipartisan support for certain provisions.  Further, since the Draft’s proposals have 
been prepared in bill form, there is now a “well” of legislative text from which to draw from 
for insertion in future compromise bills.   

• Since several of the Draft and Budget overlaps could adversely impact the life insurance 
industry and insurance planning if enacted, heightened awareness is warranted, and 
continued monitoring and interaction with those who craft legislation will be crucial.  AALU 
will remain vigilant in advocacy and monitoring these proposals. 

 

NOTES 
1  See Internal Revenue Code (“Code”) § 264(f).  Note that with regard to 20% owners only, a policy will still fall 
under this exception if it covers the joint lives of the owner and the owner’s spouse.  
2  Of course, the business’ ability to deduct interest is subject to other requirements and limitations of the Code. 
3  Note that this was the reasoning for preventing the tax-free exchange of endowment contracts for life insurance 
contracts; otherwise, the tax due on the maturity of an endowment contracts could be avoided by converting it to a 
life insurance contract that pays tax-free death benefits.  See H.R. Rep. No. 1337, 83d Cong., 2d Sess. 81 (1954). 
4  The Budget also would require the manager to pay self-employment taxes on the earned 
income (although this may not be significant tax-wise, since passive income would otherwise be 
subject to the 3.8% net investment income tax). 

 

DISCLAIMER  

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. 
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technical and marketplace knowledge for AALU members—the nation’s most advanced life 
insurance professionals.  
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NOTES 

                                                
1  See Internal Revenue Code (“Code”) § 264(f).  Note that with regard to 20% owners only, a policy will still fall 
under this exception if it covers the joint lives of the owner and the owner’s spouse.  
2  Of course, the business’ ability to deduct interest is subject to other requirements and limitations of the Code. 
3  Note that this was the reasoning for preventing the tax-free exchange of endowment contracts for life insurance 
contracts; otherwise, the tax due on the maturity of an endowment contracts could be avoided by converting it to a 
life insurance contract that pays tax-free death benefits.  See H.R. Rep. No. 1337, 83d Cong., 2d Sess. 81 (1954). 
4  The Budget also would require the manager to pay self-employment taxes on the earned income (although this 
may not be significant tax-wise, since passive income would otherwise be subject to the 3.8% net investment income 
tax). 




