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Employer Owned Life Insurance Contracts

For businesses, life insurance can provide protection against the risk of losing a key employee, life insurance can funda deferred
compensation planor a succession plan, or life insurance canbe utilized as part of a split-dollararrangement. For the business
toreceive thelife insurance death benefit federal incometax-free, the business must comply with thenotice and consent
requirements outlinedin Internal Revenue Code (IRC)§101(j). This requirement for employer-owned lifeinsurance (EOLI)
appliestoall policies that were either issued or materially changed any time followingAugust 17,2006. Animportant
consequence is that if the IRC§101(j) notice and consentrequirements are not met, the difference between the death benefit
and the premiums paid may be subject toincome tax when paid to the business. IRC§101(j) generally applies to life insurance
policiesissued after August 17,2006, where a businessis the policy owner, that business is directly or indirectly the policy
beneficiary,and an employee of that businessis theinsured. For a life insurance policy subject to IRC§101(j), thedeath benefit
paidis taxable whenreceived. Exceptions tothis general rule, however, do exist. Therefore, it is crucial for business owners and
their advisors tounderstand and comply with therequirements of IRC §101(j) ifincometaxationis to be avoided.

Employer Owned Life Insurance Defined

An employer owned life insurance policy is:

e Apolicy ownedby a person engagedina tradeor business under which that person (or arelated person1) is directly or
indirectly a beneficiary of the policy, and thepolicy insures an employee in the trade or business of the policy owneror a
related person on the date the contractisissued.

Typical examples of EOLIinclude key person life insurance policies, business owned policies tofund a stock redemption plan,
and split-dollar arrangements. Insurance policies owned by a qualified plan or voluntary employee benefitsassociation (VEBA)
are not considered EOLIunderIRC§101(j). Insurance policies heldin a rabbi trust that are considered the grantoremployer’s
asset may be consideredEOLIunderIRC §101(j). Insurance policies heldina seculartrust that are not treated as owned by the
employer for tax purposes may not be considered EOLIunderIRC§101(j).

Notice and Consent Requirements

The notice and consent requirements must be met BEFORE the lifeinsurancepolicy isissued. Althougha lifeinsurance
application maybe submitted, andunderwriting commenced, the “Notice and Consent” must be signed and dated by the
employee prior to the policy beingissued.

e Theemployee must benotified in writingthat the employer intends toinsure the employee’s life;

e Theemployee must benotified in writingof the maximum face amount for which the employee could be insuredat the
time the insurance policyisissued, eitherin dollars or in multiples of salary that theemployerreasonably expectsto
purchase on the employee;

e The employee must benotified in writingthat the employer (ora related person to the employer) will bea beneficiary of
any proceeds payableupon the death of the employee;

e Theemployee must providewritten consent tobeinginsured under the insurance contract; and

e Theemployee must providewritten consent thatthe coverage may continuefollowing any termination of
employment of the employee.

1 A “related person” is a person who bears a certain relationship to the policy owner or isengaged in a trade or business with p ersons under common
control with the policy owner, anyone related to the policyholder under the family or entity attribution rules of IRC §267(b) and IRC §707(b)(1). SeeIRC §
101(j)(3)(B).
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Annual Filing Requirements

Employers owninglife insurance on theiremployees mustalso comply withthe ongoing requirement outlined inIRC §6039lI,
whichrequires anannual report of EOLI contracts.

The employer must report the following totheIRS annually:
e Thetotal number of employees of the employerat the end of the year;
e Thenumber ofthose employees insured under EOLI contracts at the end of the year;
e Thetotal dollaramount ofinsurance in force at theend of the yearunder those contracts;

e Thename,address, and taxpayer identification number of the employer, and the type of business inwhich the
employer is engaged; and

e Verification that theemployerhas a valid consentfor each insured employee, or, if all required consents are not
obtained, the number ofinsured employees for whom consent was not obtained.

Employers are required to keep records that demonstrate requirements of both IRC §§101(j) and 60391 have beenmet for all
applicable taxyears. Thisrequirementis met byattaching Form8925 totheemployer’'sincome taxreturn for theyear.

Insights and Caveats

Guidance concerning the treatment of certain EOLI contracts is providedin IRS Notice 2009-48viaa question-and-answer
format. Highlightsinclude:

Date of Issue

AnEOLIcontractis determinedtobe “issued” at the latest of the following:
e Thedate of applicationfor coverage;
e The effective date of coverage; or

e Thedate of formalissuance of the contract.

Inadvertent Failure to Satisfy

The notice and consent requirements can be corrected if the policyholder madea good faith effort to satisfy those
requirements, such as maintaining aformal system to do so, the failure to satisfy the requirements was inadvertent, and the
failure to satisfy the notice and consent was discovered and corrected nolaterthanthe duedate of the tax return of the
policyholder for the yearin which the policy wasissued.

Valid Consent

For the notice and consent to be valid, the life insurance policy must be issued before the expiration of the one-year period
starting on the datethe consentwas executed, or termination of the employee’'s employment with theemployer (or related
person).

Multiple EOLI Contracts on One Employee

Assingle consent can apply to more than one EOLI contract as long as IRC§101(j)(4) requirements are met (i.e., all contracts do
not exceed aggregateface amountto which the employee consented).

IRC §1035 Exchanges

No further notice and consent is required if either the existing consent remains valid or the exchange does notresultina
material change(e.g., increasein death benefit) inthe contract.
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Irrevocable Transfer of an Existing Policy from Employee to Employer

Notice and consent will not be necessary ifanemployeeirrevocably transfers an existing lifeinsurance contract toan
employer unless theemployerlaterincreases the faceamount of the contract.

Electronic Notice and Consent
Notice and consent can be satisfied electronically if the employer’s system:
e Ensuresthatthe informationreceived by the employee is the sameas what was sent by the employer;
e Makesitreasonably certain thatthe personaccessingthe systemis the employee;
e Includes an electronicsignature process or othermeans toformallyrecord the employee’s consent; and

e Permits production of a hardcopy of the electronic noticeand consent upon IRSrequest and astatement that to the
best of the employer’s knowledge the employee was notified and consented to beinginsured.

Entity Structure

e Awholly owned corporation andits employer-owner must comply with written notice andconsent requirements.
e Alifeinsurance policy ownedbyasole proprietor on his/her own lifeis not an EOLI contract.

e Guidanceis not clear regarding treatment of anemployee-owner of a single member limited liability company;
therefore, compliance is prudent.

This tax-related discussionreflects an understanding of generally applicable rules and was prepared toassistin the promotion or marketing of t he
transactions or matters addressed. It is not intended (and cannot be used by any taxpayer) for the purpose of avoiding any IRS penalties that may be imposed
upon the taxpayer. New York Life Insurance Company, its agents and employees may not provide legal, tax or accounting advice. Individuals should consult
their own professional advisors before implementing any planning strategies. © 2018 New York Life Insurance Company. All rights reserved. The Nautilus
Group® is a service of New York Life Insurance Company. SMRU 1800097 Exp. 07.05.2024
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