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Transfer for Value Rule

Though life insurance death benefit is generally received incometax-free, pursuant to Internal Revenue Code (IRC) §101(a)(2), if
a lifeinsurance policy or any interest in alife insurance policy is transferred for valuable consideration, the death benefit which
will be excluded from grossincome is limited to the value of the consideration paid for the life insurance policy plus any
premiums paid by the transfereeafter the transfer. The balance will be taxabletothe transferee as ordinaryincome. Ifthe
transfer falls within one of the exceptions to the transfer for value rule, however, the entire deathbenefitwill remainincome
tax-free.

General Rule

The transfer for value rule applies any timea policy is transferred for valuable consideration. Atransfer for valuable
considerationincludes not only asale ofaninterestin a policy for cash, but also transfers in exchange for any type of property
or a contractual promise. In addition, naminga beneficiary of a policy in exchange for any kind of valuable consideration would
be considered a transfer for value of aninterest in thepolicy. Useofa separate contract to give the right toreceive proceeds in
exchange for money or othervaluable consideration falls under thetransfer for valuerule. However, a pledge or assignment of
a policy as securityis not a transfer for value. Ifa policyis transferredfor valuable consideration, a portion of the death benefit
payable will be subject toincometaxat ordinaryincome taxrates unless an exceptionapplies.

Transfers by Gift

The gift of a policy is generally not a transfer for value. If the tax-free status of death benefit has beenlost due to aprior
transfer for value, the subsequent gift of the policy willnot negate the income taxation of the death benefit unless the giftis
made to a party who qualifies under one of the exceptions.

Three-Year Rule

Generally, IRC§2035 provides that atransfer ofa policy by aninsured within three years of death willresult in estate inclusion of
all policy proceeds. However, under IRC§2035(d), the three-yearinclusion ruledoes not apply to abona fide sale for adequate
and full consideration.

Transfer of Policy Subjecttoa Loan

Ifa policy is gifted and subject toaloan greaterthan the donor's basis at the time of the gift, the doneeis treated for income tax
purposes as if he/she purchased the policy from thedonor in exchange for theloanamount. Thus, the giftof the policy may be
subject to the transfer for value rule. Further, the amount of the loan that exceeds basis could be treated as taxable income to
the donor. If, however, the value of the policy exceeds theloan, the transfer would fall within anexception to the transfer for
value rule as the basis inthe hands of the transferee is determined in partby reference to the basis of the policy in the hands of
the transferor.

Exceptions to General Rule

There exist severalexceptions to thetransferfor valuerule. These exceptionsincludea transfer for valuable consideration
to:

e Theinsured,includingagrantortrust established by the insured.

e Apartner oftheinsured, partnership (includinga limitedliability company (LLC) taxed as a partnership) inwhich the
insuredis a partner, or corporation in which the insured is anofficer or shareholder.

e Atransferee wherethe basis for determininggainor loss in the handsof the transferee is determinedin whole or in
part by reference tothe transferor.
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If multiple transfers have occurred and aprevious transfer of the policy violates the transfer for valuerulebut the final transfer
falls within one of the exceptions, the death proceeds willnot be income taxable.

Detailed Explanation of Exceptions
Transfer tothe Insured

Atransfer for value of a policy to the insured is an exception to the transfer for value rule. Atransfer toatrustthatistreated as
wholly owned for income tax purposes by the insured alsofalls within this exception (this would include arevocable trust as well
asanirrevocable grantor trust).

Transfer to a Partner of the Insured or a Partnership in Which the Insured Is a Partner

Atransfer for value of a policy to an individual/entity whois a partner of the insured, or to a partnershipinwhich the insuredis a
partner is anexception to the transferfor valuerule. LLCstaxed as partnerships alsofall under thisexception. Accordingly, a
transfer for value of a policy toa member of anLLC taxed as a partnership in which the insuredis alsoan LLC member or a
transfer tothe LLC in whichthe insured is amember will not cause the death benefit under the policy tobecome income
taxable.

A Corporation in Which the Insured Is an Officer or Shareholder

Atransfer for value of a policy to a corporation inwhich the insured s a shareholder of the corporation or an officer of the
corporationis an exception tothe transfer for value rule. Note that theexception does not applytotransfers froma
corporation to an officer or shareholder whois not the insured, nor among shareholders if the transferee is not the insured. In
addition, the exception does not apply totransfers of a policy toa corporationifthe insured is merely a non-officer employee.

Transfer between Spouses

Atransfer of a policy between spouses (includes ex-spouses ifincident to divorce) or trusts for aspouse’s benefit is generally
treated asifthe transferee acquired the policy by gift underIRC §1041. Atransferof propertyis considered “incident to
divorce” if the transfer occurs withinone year after termination of the marriage.

Furthermore, under IRC§1041(b), an actualsale of a life insurance policy by the insured to the insured’s spousekeeps the
purchasing spouse’s basis the same as theinsured’s basis; therefore, eventhough the saleto a spouse is atransfer for value, it
qualifies for the transferred basis exception. Note that atransfertoa spouse fromother parties (such asinsured’'s employer or
business) is not anexempttransfer.

Basis for Determining Gain or Loss inthe Hands of the Transferee Is Determinedin Whole or in Part by Reference to the Transferor

Atransfer of a policy in which theparty whoreceives thepolicy takes the same incometaxbasis in the policy as thetransferor is
an exceptiontothe transferfor value rule.

Examples of the basis exceptioninclude:
e Acquiringa policy by gift—see previous explanation above.

e Transfer ofa policy from one corporation toanother ina tax-free reorganizationwill fall within this exception.
However, if a corporation purchases apolicy fromanother corporation andthe transactionis not a tax-free
reorganization, the transfer may causeloss ofincome tax-free status for the death benefit unless the insuredis an
officer or shareholder of the corporation acquiringthe policy.

Common Scenarios
Transfer of Policy within a Buy-Sell Arrangement for a Corporation

e Transfers of policies after death of a shareholderina cross-purchase arrangement. Surviving shareholders may
wish tore-allocatepolicies upon thedeath of a shareholder. Atransfer ofa policy toa non-insured shareholder would
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be considered a transfer for value and would not fall within an exception (unless the shareholders are also partnersina
partnership or members of an LLC taxedas a partnership).

Re-structuringbuy-sellarrangement from stock redemption to cross-purchase. The transfer ofa policyfroma
corporation toa non-insured shareholder willbe a transfer for value and would not fall within an exception (unless the
shareholders are also partnersina partnership or members of an LLC taxed as a partnership).

Re-structuring buy-sellarrangement from cross-purchaseto stock redemption. If shareholders transfer policies
they own on other shareholders to the corporation, thetransfer would fall within an exception to the transfer for value
rule.

Transfer of Policy within a Buy-Sell Arrangement for an LLC or Partnership

Re-structuring buy-sellarrangement from entity to cross-purchase. If partners wishtore-structure abuy-sell
arrangement from an entity arrangementto a cross-purchase, thetransfer of policies to partners would fall within an
exceptiontothe transfer for value rule.

Re-structuringbuy-sell arrangement from cross-purchaseto entity. Ifthe partnerswishtore-structure a buy-sell
arrangement from across-purchase to an entity arrangement, the transfer of policies to the partnership would fall
within an exception to the transferfor valuerule.

Transfer of Policy involving Trusts

Atransfer for value of a policy from agrantor trust toagrantor trust (wherethe grantor is the same) willfallwithin an
exceptiontothe transfer for value rule as this transfer is treated as atransferto the insured for incometax purposes.

Atransfer for value fromanon-grantor trust toagrantor trust will also fallwithinan exception to the transfer for value
rule as this transferis treated as atransferto the insured for income tax purposes.

This tax-related discussionreflects an understanding of generally applicable rules and was prepared toassistin the promotion or marketing of the
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 1803802 Exp. 07.05.2024
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