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Transfer of a Life Insurance Policy to or from a Business

Transferring ownership of a life insurance policy is full of challenges. First, the policy must be valuedproperly. Valuation
depends on many factors, includingthe transfer type, the policy type, the lengthof time the policy has beeninforce, and the
current health status of the insured. After apolicy’s valueis determined, consideration must be given to the incometax
consequences that will result from changing policy ownership. When a policy is being transferred to or from abusiness, the
income tax liability associated withthe transfer willdependon the entity (i.e., corporation, partnership, LLC). The following
summarizes valuation and income tax considerations upon thetransfer of a life insurance policy to or from a business.

Determining a Policy’'s Fair Market Value

When transferring a policy to a business, whether as a capital contribution or by purchase, it is necessary to determine the
policy's fair market value (FMV). Likewise, when a policyis distributed from the business, whether as compensation, dividend,
or sale, attributing the proper value isa key component of the transaction.

Revenue Procedure 2005-25 provides that the FMV of a policy distributed froma business isthe greater of:
e The policy’'s modified interpolated terminalreserve (ITR) value; or

e Theadjusted "PERC" amount, which ispremiums plus earnings minus reasonable charges.

The modified ITR includes thelTR provided by theinsurance company, plusunearned premiums and reasonable dividends. The
policy's reserve value is often used as thelTR for auniversallife (UL) policy, since a UL policy technically does not havean ITR.

Rev.Proc.2005-25 alsorequires that the fairmarket value of the contracttake account of allrights underthe contract, including
related endorsements, promises, or agreements. Cashsurrendervalues are generally not an adequate representation ofa
policy’'s FMV, especially for a UL policy that has a guaranteed death benefit but little cash value.

Thereis no specific guidance for valuing a policy transferred to a business. Any reasonable method that reflects all policy
benefits and values, including the FMV methods of Rev. Proc. 2005-25, should be sufficient to determine thepolicy’s FMV. The
formula set forthin Rev.Proc. 2005-25, however, is not a substitutefor anindependent qualified appraiser to determine the
policy's FMV, as the qualified appraiser will review all factors when determining the policy’s FMV, such as the insured’s health at
the time of valuation.

Tax Implications

Income Tax Considerations

The transfer of a policy to or from a business could create income tax liability for the business orfor the insured. Theincome
tax considerations of transferringproperty, including alife insurance policy, to andfrom a businessare summarizedin the
following table.
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Taxation of Income on Transfers to or from Various Business Entities

Transfers of Gain?recognized unless Gain recognized unless Generally, no recognition of gain
Appreciated transferor(s) own 80% ormore | transferor(s) own 80% ormoreof | unless partnership isinvestment
Property to of stock aftertransfer. Loan on | stockaftertransfer.Loan onthe | partnership orpropertyhasa
Business theproperty in excess of basis property in excess of basis may loan in excess of basis.

may trigger gain. triggergain.
Cash Dividends aretaxableat a Distributionsfrom AAA (if former | Distributions of basis are not

Distributions
from Business

maximum of 23.8% (currently)
to shareholderto the extent of
earnings and profits (E&P).

Dividends are not deductible.

C corporation) - not taxable but
reduces shareholder's basis.

Distributionsfrom E&P (if former
C corporation) does notreduce
basis but istaxableto
shareholder.

Distributions of basis arenot
taxed to shareholder, butbasis is
reduced by distribution.

Distributionsinexcess of basis
are capital gain.

taxed to partner, but basis is
reduced by amount of
distribution.

Distributionsthat exceed
partner's basis are subjectto
capital gain.

Distributions
of Appreciated
Property

—Business
Taxation

Gainis taxable to corporation.’

Property distributed as
compensation is deductible, if
reasonable. Gain is offset by
deduction.

Property distributed asdividend
is nondeductible to corporation.

Gain is taxable to shareholders.3?

Property distributed as
compensation is deductible, if
reasonable. Gain is offset by
deduction.

Built-in gains (recognized from
saleordistribution of prior C
corporation property) taxable to
S corporation at highestC
corporation rate duringbuilt-in
gains recognition period
(currently 5 years).

Gainis generally notrecognized
on distribution; it is recognized at
thetime of saleby distributee
partner.

Distributions
of Appreciated
Property

—Owner/
Employee
Taxation

Taxableamount is property's
FMV.

If dividend, taxableat a
maximum of 23.8% (currently).

If compensation, taxed as
ordinaryincome at the
shareholder’'s marginal rate.

Compensation —taxable at
shareholder's marginal rate.

Distributionsfrom AAA (if former
C corporation) —not taxable but
reduces shareholder’'s basis.

Distributions from E&P (if former
C corporation) does notreduce
basis but istaxableto
shareholder.

Capital Gain —distributions in
excess of basis are capital gain.

Gain generally not recognized on
distribution;itis recognized at
thetime of saleby distributee
partner.

Partner's basis is reduced by
distribution.

1 Alimited liability company (LLC) may elect to be taxed as acorporation (C or S), partnership, or, if it only has one member, asole proprietorship. Usually, an
LLC elects to be taxed as apartnership.

2 Gainonappreciated property is its Fair Market Value (FMV) in excess of tax basis (net cost).

3 Gainonappreciated property is usually capital gain; but, a life insurance policy with appreciation will yield ordinary income, plus, if the policy is sold, a capital
gainto the extent the sales price exceeds the policy’'s surrender value
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Insights and Caveats

Generally, alife insurance policy that is transferred to a business will not be subject to the “Notice and Consent”
requirements of IRC§101(j) and the reporting requirements of IRC §6039I. These requirements applyto policies

purchased by andissued to thebusiness on the life ofanemployee.

Anytime a life insurance policyis transferred to or from a businessor amongthe owners, counsel should make sure

that the transfer-for-value rule doesnot apply.

This tax-related discussionreflects an understanding of generally applicable rules and was prepared to assistin 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 Ins urance Company. All rights reserved. The Nautilus

Group® is a service of New York Life Insurance Company. SMRU 1800089 Exp. 07.05.2024
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