
 

15227838.1 - 1 - 

PREMIUM FINANCE AND OTHER 
EMERGING STRATEGIES USED TO 

ACQUIRE LIFE INSURANCE 
September 22, 2006 

Donald O. Jansen, J.D., LL.M 
 
 TABLE OF CONTENTS 
  Page 
I. SCOPE AND INTRODUCTION ...................................................................................... 1 

II. LOANS TO FINANCE PREMIUMS................................................................................ 2 

A. Concept .................................................................................................................. 2 

1. Why Use Loans to Finance Premiums? ..................................................... 2 

a. Reduces Gifts to Trust ................................................................... 2 
b. Cash Flow ...................................................................................... 2 

2. Analogous to the Old Collateral Assignment Equity Split Dollar 
Contracts .................................................................................................... 2 

a. Pre-Split Dollar Regulation Equity Split Dollar 
Arrangements................................................................................. 2 

b. Loan Regime Under New Regulations .......................................... 3 

B. Secured Loans and Variable Life Insurance .......................................................... 3 

1. Bottom Line ............................................................................................... 3 
2. Variable Policies Subject to Margin Rules ................................................ 4 
3. The Margin Rules of Regulation U............................................................ 4 
4. Reporting Requirement of Regulation U ................................................... 4 

C. Types Of Loans...................................................................................................... 4 

1. Employer Loans ......................................................................................... 4 
2. Loans By the Insured ................................................................................. 4 
3. Third Party Financial Institution Loans ..................................................... 4 

III. EMPLOYER LOANS........................................................................................................ 4 

A. Subject To Loan Regime Under New Split-Dollar Regulations - Income 
And Gift Taxes....................................................................................................... 4 

1. Reg. Section 1.61-22(b)(2) ........................................................................ 4 
2. Policy Ownership....................................................................................... 5 
3. Must Be a “Real” Loan .............................................................................. 5 

a. What Is a Loan? ............................................................................. 5 
b. Sham Interest Payments................................................................. 5 
c. Sham Principal Payments .............................................................. 6 
d. Uncertainty..................................................................................... 6 

4. General Rules............................................................................................. 6 



 

15227838.1 - 2 - 

TABLE OF CONTENTS (CONT.) 
Page No. 

5. Below Market Split Dollar Loans Under Section 7872 ............................. 7 
a. Indirect Split Dollar Loans............................................................. 7 
b. Types of Below Market Loans....................................................... 7 

6. Below Market Split Dollar Demand Loans ............................................... 7 

a. Testing for Sufficient Interest ........................................................ 7 
b. Amount of Forgone Interest on Demand Split Dollar Loan .......... 8 
c. Timing of Transfers of Forgone Interest........................................ 8 
d. Advantages and Disadvantages...................................................... 8 

7. Below Market Split Dollar Term Loans .................................................... 8 

a. Testing for Sufficient Interest ........................................................ 8 
b. Timing and Amount of Imputed Transfer in Connection 

With Below Market Split Dollar Term Loans ............................... 9 
c. Advantages and Disadvantages...................................................... 9 

8. Special Rules for Certain Hybrid Split Dollar Term Loans....................... 9 

a. General Rule .................................................................................. 9 
b. Split Dollar Loans Payable Not Later Than the Death of an 

Individual ....................................................................................... 9 
c. Split Dollar Loans Conditioned on Future Performance of 

Substantial Services By an Individual ......................................... 10 
d. Gift Split Dollar Loans................................................................. 10 

B. Estate Tax Considerations For Loans From Family Corporation Or 
Partnership ........................................................................................................... 11 

1. Generally, Not a Problem ........................................................................ 11 
2. Potential Controlled Corporation Problems............................................. 11 

a. Controlled Corporation Incidents of Ownership Rule ................. 11 
b. Premium Loan Should Not Cause Incidents of Ownership ......... 11 
c. Careful of Collateral Assignment ................................................ 11 

3. Partnership Incidents of Ownership Problems......................................... 12 

a. Aggregate Theory Versus Entity Theory..................................... 12 
b. The IRS Has Adopted the Aggregate Theory but Modified ........ 12 
c. The IRS Has Rejected the Entity Theory..................................... 12 
d. Premium Loan By Partnership Should Not Cause Incidents 

of Ownership................................................................................ 12 
e. Careful of Collateral Assignment ................................................ 13 

4. Bare Bones Collateral Assignment .......................................................... 13 

C. General Observations Concerning Split Dollar Loan Regime 
Arrangements After The Final Regulations......................................................... 13 



 

15227838.1 - 3 - 

TABLE OF CONTENTS (CONT.) 
Page No. 

IV. PREMIUM LOANS BY INSURED................................................................................ 14 
A. Concept ................................................................................................................ 14 

1. Arrangement ............................................................................................ 14 
2. Various Loan Formats.............................................................................. 14 

a. Annual Loans ............................................................................... 14 
b. Non-MEC Loans.......................................................................... 14 
c. Large Single Loan........................................................................ 15 
d. Advantage of Front-End Loading ................................................ 15 

B. Income Tax Considerations ................................................................................. 15 

1. Split Dollar Loan Regime ........................................................................ 15 
2. Insured Grantor, Interest Income and the Grantor Trust.......................... 15 

a. Non-Adverse Person Ability to Add Beneficiary ........................ 15 
b. Power to Substitute Property of Equivalent Value ...................... 16 
c. Income May Be Used to Pay Premiums ...................................... 17 
d. Grantor’s Spouse is Trust Beneficiary......................................... 17 

3. Termination of Grantor Trust Status........................................................ 17 

a. Termination of Grantor Trust Status During the Lifetime of 
the Grantor ................................................................................... 18 

b. Grantor Trust Status Terminates at the Death of the Grantor...... 18 

4. May Not Be a Problem But Play Safe! Pay Off the Loan Early.............. 19 

C. Gift Tax Considerations....................................................................................... 19 

1. Split Dollar Term Loan............................................................................ 19 
2. Bona Fide Loan........................................................................................ 19 
3. Impact of Lack of Security ...................................................................... 20 

a. Reduced Note Value Possibility .................................................. 20 
b. Possible Section 2702 Application .............................................. 20 
c. Steps to Avoid Reduced Value and 2702 Issues.......................... 21 

D. Estate Tax Considerations.................................................................................... 22 

1. No Incidents of Ownership Under Section 2042 ..................................... 22 
2. What About Section 2036? ...................................................................... 22 

V. THIRD PARTY PREMIUM LOANS ............................................................................. 23 

A. Concept ................................................................................................................ 23 
B. Non-Tax Considerations ...................................................................................... 24 

1. Lender ...................................................................................................... 24 

a. Domestic Banks ........................................................................... 24 
b. Other Financial Institutions.......................................................... 24 



 

15227838.1 - 4 - 

TABLE OF CONTENTS (CONT.) 
Page No. 

2. Interest Rates............................................................................................ 24 
3. Loan Renewal .......................................................................................... 24 
4. Guarantees and Collateral ........................................................................ 25 
5. Universal Life Products ........................................................................... 25 
6. Loan With Leveraged Annuity and Life Insurance Combination ........... 25 

C. Income Tax Considerations ................................................................................. 26 

1. Are the Split Dollar Regulations Inapplicable? ....................................... 26 
2. Grantor Trust Issue .................................................................................. 26 

D. Gift Tax Considerations....................................................................................... 27 

1. Does the Guarantee or Provision of Collateral By the 
Insured/Grantor Constitute a Current Gift? ............................................. 27 

2. If Guarantee Is a Gift, How Is it Valued? ................................................ 27 
3. Is There a Gift If the Guarantee Is By a Beneficiary of the Trust?.......... 28 
4. What To Do Because of Uncertainty? ..................................................... 28 

E. Estate Tax Considerations.................................................................................... 29 

1. None for the Grantor................................................................................ 29 
2. Beneficiary/Guarantor.............................................................................. 29 
3. Avoid the Issue ........................................................................................ 29 

VI. ECONOMIC BENEFIT REGIME SPLIT DOLLAR...................................................... 29 

A. Concept ................................................................................................................ 29 

1. What Is It?................................................................................................ 29 
2. How is the Economic Benefit Regime Used?.......................................... 30 

a. Executive Compensation Combined With a Deferred 
Compensation Arrangement ........................................................ 30 

b. Wealth Transfer Purposes ............................................................ 30 

3. Economic Benefit Regime Combined With “Switch Dollar.”................. 30 
4. Ownership Rules for Economic Benefit Regime..................................... 31 

a. General Rule ................................................................................ 31 
b. Special Exception......................................................................... 31 
c. Joint Ownership Rules ................................................................. 31 

B. Income Tax Consequences Of Economic Benefit Regime.................................. 31 

1. General Rule ............................................................................................ 31 
2. Valuing Economic Benefits ..................................................................... 32 
3. Cost of Current Life Insurance Protection Benefit .................................. 32 
4. Death Proceeds......................................................................................... 32 
5. Tax Consequences to Employer/Corporation/Donor............................... 33 

C. Gift Tax Consequences ........................................................................................ 33 



 

15227838.1 - 5 - 

TABLE OF CONTENTS (CONT.) 
Page No. 

1. Direct Term Premium Gift to Trust ......................................................... 33 
2. Imputed Term Premium Gift to Trust...................................................... 34 

D. Estate Tax Considerations.................................................................................... 34 

1. Incidents of Ownership Held by Controlled Corporation........................ 34 

a. Controlled Corporation Incidents of Ownership Rule ................. 34 
b. Controlled Corporation Owns Policy with Endorsement to 

Life Insurance Trust..................................................................... 34 

2. Incidents of Ownership Held by a Partnership - Aggregate or 
Entity Theories......................................................................................... 35 

a. Aggregate Theory ........................................................................ 35 
b. Entity Theory ............................................................................... 36 
c. The Partnership, the Irrevocable Life Insurance Trust and 

Split-Dollar Insurance.................................................................. 36 

3. Private Split-Dollar Arrangement Between the Insured and the Life 
Insurance Trust......................................................................................... 37 

a. Included in Insured’s Estate if Insured Possessed Incidents 
of Ownership................................................................................ 37 

b. No Inclusion With Bare Bones Collateral Assignment ............... 37 

VII. SALES TO DEFECTIVE TRUSTS ................................................................................ 38 

A. Concept ................................................................................................................ 38 
B. Income Tax Considerations ................................................................................. 38 

1. Defective Grantor Trusts.......................................................................... 38 
2. Termination of Grantor Trust Status........................................................ 39 

C. Gift Tax Considerations....................................................................................... 39 

1. Adequate and Full Consideration............................................................. 39 
2. Interest Rate to Be Charged to Avoid Gift............................................... 39 
3. Ability of Trust to Pay Interest and Principal .......................................... 40 

a. Reduced Note Value Possibility .................................................. 40 
b. Possible Section 2701 Application .............................................. 40 
c. Impact of Section 2702 ................................................................ 41 
d. Steps to Avoid Issue..................................................................... 42 

4. No Gift By Grantor on Taxes Paid on Grantor Trust Income.................. 43 

D. Estate Tax Considerations.................................................................................... 44 

1. Inclusion of Unpaid Balance of Note at Death ........................................ 44 
2. Is Section 2036 Applicable? .................................................................... 44 

VIII. GRATS AND ILITS........................................................................................................ 44 



 

15227838.1 - 6 - 

TABLE OF CONTENTS (CONT.) 
Page No. 

A. Concept ................................................................................................................ 44 
B. Advantages Of A Grat Compared To A Sale To A Defective Trust ................... 45 

1. GRAT Approved by Tax Code ................................................................ 45 
2. Asset Appreciation Goes to ILIT............................................................. 45 
3. Structure as a Zero Gift............................................................................ 45 
4. Valuation of Assets .................................................................................. 46 

C. Disadvantages Of Grat Compared To A Sale To Defective Trust....................... 46 

1. Lifetime Annuity...................................................................................... 46 
2. Unable to Delay Annuity Payments......................................................... 46 
3. The GRAT Must Prohibit Any Additions to the Trust During the 

Term of the GRAT................................................................................... 46 
4. The Estate Tax Inclusion ......................................................................... 47 
5. GST Trust Problems ................................................................................ 47 

D. Tax Consequences ............................................................................................... 48 

1. Income Taxes ........................................................................................... 48 
2. Gift Taxes................................................................................................. 48 
3. Estate Taxes ............................................................................................. 48 
4. GST Taxes ............................................................................................... 48 

 


