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The Hidden Traps of Moving Life Insurance
Policies: Four questions that every ownership
change should trigger

Life insurance policies change hands for a seemingly endless number of reasons. They move
between trusts through gifts, sales, decanting, mergers, and modifications; among family
members, such as for estate planning or divorce; and for business needs through buy-sell
restructuring, mergers and acquisitions, corporate liquidations, and the unwinding of split
dollar or other executive benefit arrangements. More recently, policies have become
increasingly active assets in the secondary market through life settlement transactions. In
short, life insurance policies are not stagnant contracts, but dynamic financial assets that
frequently evolve alongside a client’s planning objectives.

Although ownership changes are common, they are rarely simple. In fact, policy transfer
issues are among the most frequent technical questions received by advanced planning
departments. Recent regulatory developments, including final Treasury regulations
addressing transfer-for-value and reportable policy sale rules in the context of Section 1035
exchanges, together with evolving policy valuation practices and changes to interpolated
terminal reserve (ITR) calculations, have only increased the complexity.

Regardless of the reason for the transfer, every policy ownership change should trigger four
fundamental questions:

1. Does the transaction create a transfer-for-value issue?

2. lIs the transaction a reportable sale?

3. What is the appropriate valuation of the policy?

4. Are there other tax or planning consequences that must be considered?

With that framework in mind, the first issue financial security professionals should consider is
whether the proposed transaction could trigger the transfer-for-value or reportable policy sale
rules.
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DOES THE TRANSACTION CREATE A TRANSFER-FOR-VALUE ISSUE?

Under IRC Section 101(a)(1), life insurance death benefits are generally received income tax-
free. One of the most significant exceptions arises when a policy, or an interest in a policy, is
transferred for valuable consideration. In that case, the transfer-for-value rule may limit the
amount of death benefit that can be excluded from income, converting all or a portion of an
otherwise income tax-free death benefit into taxable income.

Example: A owns a life insurance policy on B’s life with a $2,000 death benefit. A then sells
the policy to his brother C for $1,300. This is a transfer for value, assuming no exception
applies. When B dies, C receives the $2,000 death benefit. However, due to the transfer-for-
value rule, C may only exclude from income the amount equal to his purchase price ($1,300),
plus any subsequent premium payments made after acquiring the policy. The balance of the
death benefit is generally taxable.

Fortunately, Congress recognized that many policy transfers occur for legitimate estate and
business planning purposes and created several exceptions to the transfer-for-value rule
under IRC Section 101(a)(2)(A) and (B). Generally, the transfer-for-value rule does not apply
to transfers:

To the insured;

To a partner in a business partnership of the insured;

To a partnership in which the insured is a partner;

To a corporation in which the insured is a shareholder or officer; or

Where the transferee’s basis in the transferred policy is determined, in whole or in
part, by the transferor’s basis in the contract (the so-called “carryover basis”
exception). An example could be in a corporate reorganization where the newly
formed corporation takes a carryover basis from the old corporation.

In the case of a policy acquired by gift or incident to a divorce, the transfer-for-value rule
generally does not apply. However, practitioners should exercise caution when the policy is
subject to an outstanding loan. In these situations, the transfer is treated as a part-qgift/part-
sale. If the loan exceeds the transferor’s basis in the contract, there is a transfer for value with
no exception.

While the statutory exceptions help prevent adverse tax consequences, there are a number of
common planning situations where no exception applies, creating potential traps, such as:

Trap #1: Corporate transfers

A and B are shareholders in XYZ Corporation and have implemented a cross-purchase buy-
sell agreement. Each owns a policy on the other shareholder’s life. B decides to sell his
ownership interest to C, a new shareholder. As part of the transaction, B transfers the policy
insuring A’s life to C, creating a transfer for value without an exception. This is a common
trap, because the exception to the transfer-for-value rule applies to transfers to a partner of
the insured, and does not cover transfers to a co-shareholder of the insured.
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Trap #2: Transfers between an individual and an irrevocable trust

An individual purchased a $5 million universal life policy 10 years ago that does not require
additional premiums. Since that time, the individual’s net worth has grown significantly,
creating a potential federal estate tax liability. To remove the death benefit from the taxable
estate, and to avoid the “three-year look back rule,” the individual is considering selling the
existing policy to a newly created irrevocable trust for its fair market value (FMV).

Transfers between a grantor and the grantor’s intentionally defective grantor trust are
generally disregarded for federal income tax purposes under Rev. Rul. 85-13. If, however, the
new irrevocable trust is a non-grantor trust, there is likely a transfer for value without an
exception.

In trust-to-trust or individual-to-trust transactions, practitioners must weigh the transfer-for-
value rule alongside valuation and gift/estate tax implications of a given transaction.

Trap #3: Transfers of an interest in the policy

M and N are shareholders in a corporation but have no other partnership relationship. They
enter into a cross-endorsement buy-sell agreement under which each purchases a policy on
their own lives and endorses a portion of the death benefit to the other. Many practitioners
overlook the fact that the endorsement itself could constitute a transfer of an interest in the
policy. Because the transfer is between co-shareholders (not partners), no statutory exception
applies, and therefore the arrangement can inadvertently trigger the transfer-for-value rule.

These trap scenarios illustrate an important point that the transfer-for-value rule can extend
beyond the outright sale of a policy. Business succession transactions or trust restructurings
can create transfer-for-value concerns when ownership interests are changed without careful
analysis at the outset.

To further complicate policy transfers, the Tax Cuts and Jobs Act (TCJA) of 2017 introduced a
new category of transactions, known as “reportable policy sales” under IRC Section 101(a)(3),
along with a series of reporting requirements under IRC Section 6050Y.

IS THE TRANSACTION A REPORTABLE POLICY SALE?

In general, a reportable policy sale involves the direct or indirect acquisition of an interest in a
life insurance contract when the acquirer lacks a “substantial family, business, or financial
relationship” with the insured, apart from acquiring the interest in the policy itself. A
“substantial family relationship” generally includes spouses, ancestors, descendants, and
certain related family members, while a “substantial business and financial relationships” are
limited to specific circumstances outlined in the Treasury Regulations. While these rules were
primarily enacted to address life settlement and other secondary-market transactions, they
may unexpectedly apply in other contexts.

These rules are often overlooked, in part because many practitioners focus primarily on the
transfer-for-value analysis. In some cases, a transaction may satisfy a traditional transfer-for-
value exception but still violate the reportable policy sale rules. For example, Treasury
Regulations describe a situation where the insured contributes a policy to a corporation in
exchange for stock. Because the insured was a shareholder and the corporation took a
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carryover basis in the policy, the transfer appears to satisfy the transfer-for-value rule. But in
this example, because the insured owned less than 20% of the corporation after the transfer
and was not a key person, the corporation does not have a “substantial business relationship”
with the insured and therefore constituted a reportable policy sale.

2026 TREASURY CLARIFICATION: SECTION 1035 EXCHANGES

The interaction between the reportable policy sale rules and Section 1035 exchanges has
been an area of uncertainty in recent years. In July 2026, the Treasury Department and IRS
issued final regulations that corrected concerns created by the 2019 regulations.

Under the 2019 regulations, practitioners became concerned that a routine Section 1035
exchange could inadvertently create transfer-for-value and/or reportable policy sale
consequences because the issuance of a replacement policy in the exchange was treated as
a “transfer of an interest” in a life insurance contract. This interpretation was inconsistent with
the traditional understanding of a Section 1035 exchange, in which a policyholder merely
replaces one policy with another rather than transferring ownership to a new owner.

The 2026 final regulations confirm that a Section 1035 exchange does not, by itself, create a
new transfer-for-value event, and the replacement policy generally inherits the tax
characteristics of the original contract. As a result, a policy that was not subject to transfer-for-
value or reportable policy sale treatment before the exchange generally will not become
subject to the rule simply due to the 1035 exchange. Conversely, if the original contract was
previously involved in a transfer-for-value transaction or reportable policy sale, those
attributes generally carry over to the replacement policy.

The creation of the reportable policy sale regime requires that financial security professionals
analyze both the transfer-for-value rules and the reportable policy sale rules whenever a
policy changes hands. Once those questions have been addressed, the next step is
determining one of the most important — but frequently misunderstood — issues in policy
transfers: how much is the policy actually worth?

WHAT IS THE APPROPRIATE VALUATION OF THE POLICY FOR THE PURPOSES
OF THE TRANSFER?

One of the most overlooked aspects of policy transfers is determining what the policy is
actually worth. An incorrect valuation can create gift tax exposure, unintended income tax
consequences, reporting issues, and disputes long after the transfer has occurred.

The IRS benchmark for valuing any asset for tax purposes is typically its FMV, defined as the
price at which the property would change hands between a willing buyer and a willing seller,
with neither under any compulsion to buy or sell, and both having reasonable knowledge of all
the relevant facts. Applying that standard to life insurance can be challenging because
policies are not routinely sold in active retail markets. Accordingly, practitioners often rely on a
combination of Treasury regulations, IRS guidance, and case law to arrive at a reasonable
approximation of FMV.
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For gift tax purposes, the regulations generally contemplate three broad categories of policies:

1. Newly issued policies: FMV is generally approximated by the premiums paid to date.
While the regulations do not define what constitutes a new policy, many financial
security professionals consider a policy to be “new” for these purposes if it is less than
one year old.

2. Paid-up policies: FMV is typically a “replacement cost” approach. In other words, what
would it cost to purchase a comparable policy on an insured of the same age and
health? Note that the regulations do not define what constitutes a “paid-up” policy, and
therefore it is not clear if a policy that is projected under current assumptions to remain
in-force to maturity would be considered paid-up since future premium requirements
are not guaranteed.

3. In-force policies with further premiums due: This is the most common — and most
complex — category. In these situations, practitioners frequently look to ITR, although
other methodologies may be appropriate depending on the facts and circumstances.

4. Special circumstances where the above methods are not appropriate: The regulations
complicate things further by stating that the above methods cannot be used when, due
to the “unusual nature of the contract,” the above methods do not reasonably
approximate the full value of the policy. The regulations do not state what types of
contracts are unusual in nature nor do they provide the methodology to be used in
those circumstances. In Estate of Pritchard v. Commissioner, the court observed that:
“the nearer the insured approaches death, which is the event of collectability, the
nearer its value approaches the face amount for which it was issued.” Perhaps this
illustrates one of the unusual circumstances: where the insured is near death, the fair
market value is approximately equal to the policy’s face amount.

Other potential valuation methodologies include:

PERC (premiums plus earnings minus reasonable charges)
Gross cash value (not the surrender value)

Independent third-party appraisal

Secondary market or life settlement valuations

Importantly, practitioners should resist the temptation to assume that cash value equals FMV.
In many situations, particularly where policies contain valuable guarantees or other product or
underwriting characteristics, cash value may significantly understate economic value.

Valuation becomes even more nuanced when a policy is transferred for valuable
consideration. When the sale is between unrelated buyers and negotiated at arm’s length, the
sale price is compelling evidence of FMV. However, many policy transfers occur between
related parties or business entities, where the negotiated amount may not fully reflect the true
value.

In these situations, valuation is even more of an art than a science. FMV could be determined
by a number of factors outlined above, but ultimately the taxpayers and their tax counsel must
determine a value they believe reasonably reflects the FMV, taking into account all facts and
circumstances.
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WHY ITR HAS BECOME INCREASINGLY CONFUSING

Historically, many practitioners defaulted to ITR because it was readily available from carriers
and had long been recognized by the IRS as a reasonable proxy for value in many situations.
However, relying on ITR has become increasingly challenging.

ITR regulations were first introduced in the 1960s, in an era where traditional whole life
policies dominated the marketplace. Modern life insurance products such as universal life,
variable life, and level term either did not exist or were not widely used when the relevant
guidance was developed. As a result, ITR calculations may fail to capture some of the
economic attributes embedded in contemporary products.

Recent legislative and regulatory developments have further complicated matters.

First, the TCJA of 2017 made significant changes to how tax reserves are calculated under
IRC Section 807. Prior reserve calculations were based largely upon historic reserve
methodologies, including the Commissioners’ Reserve Valuation Method (CRVM). The TCJA
revised the calculation of life insurance tax reserves and generally limits tax reserves to
92.81% of statutory reserves. While this change was intended to better align reserves with
economic reality and reduce reserve-related distortions, it also altered inputs that can
indirectly affect ITR calculations and policy valuation outcomes.

Around the same time, the life insurance industry transitioned toward Principle-Based
Reserving (PBR), a modernized reserve methodology. Unlike traditional formulaic reserving
approaches, PBR incorporates company-specific assumptions for mortality, lapse rates, and
investment experience. Product features such as no-lapse guarantees, secondary
guarantees, and minimum interest rate guarantees can significantly affect reserve
calculations.

As a result, ITR has become something of a "black box" calculation. Policies issued by
different carriers that may seem similar in terms of face amounts and cash values may
generate markedly different ITR values, making it increasingly difficult for practitioners to
understand how those numbers were derived or whether they reasonably reflect FMV.

PRACTICAL PLANNING CONSIDERATIONS
So what should financial security professionals do?

First, never assume policy value. The fact that a policy has a particular cash value does not
mean that cash value represents FMV.

Second, obtain valuation information before ownership changes occur. Surprises discovered
after a qift, sale, or other transfer has already taken place are significantly more difficult to
correct.

Third, where ITR appears inconsistent with the economics of the transaction, consider
whether a different methodology or independent appraisal may be appropriate.
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Lastly, remember that policy valuation is rarely an isolated exercise. The same valuation can
affect tax reporting and decisions around estate and business planning strategies. For that
reason, valuation should be viewed not as an administrative step, but as a core component of
the planning process itself.

OTHER TAX OR PLANNING CONSEQUENCES TO CONTEMPLATE

Transfer-for-value, reportable policy sale, and valuation issues often receive the most
attention, but they are not the only considerations that arise when ownership changes.
Depending on the situation and type of transfer, it is important to also evaluate:

e Estate tax inclusion concerns: A gift of a policy may trigger the three-year lookback
rule under IRC Section 2035. As a result, if the insured dies within three years of the
transfer, the death benefit may be pulled back into the insured's taxable estate.

o Existing beneficiary designations: A change in ownership does not necessarily change
beneficiary designations. Policies may contain outdated beneficiary designations that
no longer align with the client's planning objectives.

e Trust administration issues: When policy transfers involve irrevocable trusts, it is
important to review trustee and other administrative provisions related to the transfer,
trust situs and governing law, etc.

e Contractual obligations: Certain arrangements, such as collateral assignments (e.g.,
for premium finance arrangements or split dollar agreements) and other executive
benefit plans, have contractual obligations tied to the policy. As a result, a transfer
may be impossible, inadvisable, or taxable. These arrangements should be carefully
reviewed before an ownership change is attempted.

TRANSFERS FROM A BUSINESS AND INCOME TAX IMPLICATIONS

A final area of complexity arises when a life insurance policy is transferred from a business
entity. Even after contemplating transfer-for-value and reportable policy sale rules and
valuation, practitioners must consider the income tax implications of such a transfer. While the
specific tax treatment varies based on the type of entity and recipient, three threshold
questions can help frame the analysis:

1. What type of entity owns the policy? (C corporation, S corporation, or partnership)
2. Who is receiving the policy? (e.g., insured or someone else? Owner or employee?)
3. Is the policy being transferred in a gain position?

Consider the following example: An S corporation owns a policy on a shareholder’s life for key
person purposes. As the business’s needs have evolved, the corporation determines the
policy is no longer needed and decides to distribute it to the insured shareholder for personal
planning needs.

While a transfer to the insured generally is an exception to both the transfer-for-value and
reportable policy sale rules, the analysis does not end there. Numerous income tax and
valuation issues remain. For example, distributions from an S corporation must be made pro-
rata, or the S corporation risks creating a second class of stock and losing its S corporation
status. Applying a defensible value to the transferred policy is therefore critical. Additionally,
gain in the policy triggers taxable income to the S corporation and increases the shareholder’s
basis in the stock. The distribution is generally treated as a return of the shareholder's basis.
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However, the shareholder may recognize capital gain to the extent the distribution exceeds
the shareholder's basis, and there are no carryover earnings and profits.

If instead, the policy was on a key person/employee’s life (not a shareholder) and was
distributed as additional compensation, the FMV of the policy would be ordinary income to the
employee and become the employee’s basis in the policy. The S corporation would recognize
taxable income to the extent of gain in the policy and would get an offsetting deduction for
reasonable compensation.

WHY EVERY OWNERSHIP CHANGE SHOULD TRIGGER A REVIEW

Policy ownership changes create one of the best opportunities to reassess a client's existing
planning. Every transfer should prompt a reassessment of whether the current ownership
structure remains appropriate.

Life insurance policies often remain in-force for decades while family relationships, business
interests, and planning objectives evolve. As a result, ownership structures that once made
sense may no longer align with the client's current circumstances. By treating ownership
changes as planning events rather than administrative transactions, financial security
professionals are better positioned to identify unintended tax consequences, confirm that
existing structures remain effective, and avoid costly surprises.
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