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Warning!
Split-dollar life insurance agreements are currently in a state
of change.  If you, or your trust, owns a life insurance policy
that is subject to a split-dollar agreement there may be steps
you should take before December 31, 2003 to create a
“safe harbor” for certain tax consequences associated with
the split-dollar agreement.

Public Corporations and Split-Dollar
Agreements
On a separate but related note, a new federal law enacted
in 2002, the Sarbanes-Oxley Act, has made it a criminal
violation for a publicly owned company to make a personal
loan to a director or executive officer.  At this time, it is
unclear to what extent a split-dollar agreement will be
treated as a personal loan.  However, if you are involved
with a public company that has split-dollar agreements with
directors or executive officers, we recommend that you
contact us immediately to discuss this.

What is a Split-Dollar Agreement?
A split-dollar agreement is a legal contract between two
parties regarding a life insurance policy.  In most
employment-based split-dollar agreements, the employer
pays all, or most of, the premiums and the employee names
the beneficiary who receives the death benefit when the
employee dies.  Either party may be the owner of the policy,
or the employee may transfer the policy to a third party,
such as an irrevocable trust.  In return for making the
premium payments, the employer gets repaid at some time
in the future.  If the employee dies while the split-dollar
agreement is in effect, then the employer is repaid out of the
life insurance proceeds.  The beneficiary of the life insurance
policy receives the remaining death benefit after the employer
is repaid.

In many situations the split-dollar agreement is terminated at
some point prior to the employee’s death (this is often referred
to as a “rollout,” an unwinding of the split-dollar agreement
during the employee’s lifetime).  For example, if the employee
retires, quits or no longer needs the insurance, then the split-
dollar agreement may be terminated while the employee is
still living.  In this case, the employer is repaid from the cash
value of the policy rather than from the death benefit.

Two Major Categories of Split-Dollar Agreements
The two major categories of split-dollar agreements are
“endorsement plans” and “collateral assignment plans”.  With
an endorsement plan, the employer is the legal owner of the
insurance policy.  The employee files a “policy endorsement”
with the insurance company endorsing the employee’s interest
in the policy to a third party.  In other words, the employer
owns the policy and the employee names the beneficiary.

With a collateral assignment plan, the employee is the legal
owner of the policy.  The employee files a “collateral
assignment” with the insurance company which gives the
employer the right to be repaid its premium payments out of
the cash value or the death benefit.

The collateral assignment plan has traditionally been the
method of choice.  An endorsement plan is often used when
an employer needs greater control over the policy (i.e., if
the employee’s interest is to be less than fully vested or it is
important that the split-dollar agreement not be treated as a
loan). Both a collateral assignment plan and an endorsement
plan may be an “equity” arrangement.

Equity Split-Dollar Agreements
With many life insurance policies, the amount of the annual
premium payments is designed to exceed the cost of the
term life insurance coverage.  This excess portion of the
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premium payments (the “equity”) is added to the cash value
of the policy. With an “equity” split-dollar agreement, the
employer’s interest in the policy is limited to all premiums
paid.  In other words, the cash value of the policy that is in
excess of total premiums is for the benefit of the employee
(the employer receives no interest or earnings on the amounts
it pays as premiums – the employer is simply repaid for its
premium payments).

In a “non-equity” arrangement, the employer is entitled to
the greater of its premium payments or the policy cash
surrender value upon the termination of the split-dollar
agreement.

Why Would Someone Use a Split-Dollar
Agreement?
There are two main reasons to consider using a split-dollar
agreement.  First, in an employment context, the split-dollar
agreement is used as an employee benefit.  The employee
could accomplish the same result on his own, but this would
require the employee to take out a loan to make the premium
payments.  The lender would most likely require the
employee to pay interest on the loan.  With a split-dollar
agreement the employer makes the premium payments
(similar to a loan), but the employee is not required to pay
interest; this is the last vestige of a permissible interest free
loan.  However, the employee must include the value of the
insurance coverage, usually based on the insurer’s group
term rates, but also measured by IRS tables (the so-called
“P.S. 58 amount”) as income each year.  The second reason
to consider a split-dollar agreement is as an estate planning
technique to transfer wealth to a younger generation, often
referred to as “private split-dollar”.  In private split-dollar,
the annual gift to the ultimate beneficiaries of the policy is not
the premium paid, but the P.S. 58 amount.

Recent Changes in the Law
Certain aspects of the tax consequences of split-dollar
agreements have never been crystal clear, but recently the
IRS has taken steps to remedy this situation.  The taxation
of most split-dollar agreements is now governed by Notice
2002-8, which was issued by the IRS on January 3, 2002.
Some of the rules contained in this Notice are consistent
with prior law, but there are a few changes.  The IRS is now
in the process of preparing final regulations that will provide
comprehensive and binding rules concerning the taxation of
split-dollar agreements.  However, these final regulations will
only apply to split-dollar agreements entered into, or

materially modified after the final regulations are issued.
However, there may be implications for split-dollar
arrangements in existence before January 28, 2002.

Some commentators have expressed the view that the final
regulations will be so taxpayer unfriendly that few traditional
split-dollar agreements will be entered into after the final
regulations are issued.  The economics of the split-dollar
agreement may still be created, however, for tax purposes
they will be structured differently than current split-dollar
agreements.

In the meantime the IRS has given taxpayers two safe harbors
for split-dollar agreements terminated or converted before
December 31, 2003.  The safe harbors only apply to split-
dollar agreements entered into prior to January 28, 2002.

Equity Taxation Safe Harbors
Under the first safe harbor, if an “equity” split-dollar agreement
is terminated prior to December 31, 2003, the IRS has
agreed to never tax the equity (the excess of the cash value
over the total amount of premiums paid) in the policy.

Under the second safe harbor, if starting on or before January
1, 2004, an equity split-dollar agreement is treated and
reported as a loan, (with interest paid or imputed at IRS
rates) then the IRS will never tax the equity.

Note, if a taxpayer does not meet either of the safe harbors,
it is currently unclear what the proper “default” tax treatment
will be.  Due to the recent decline in the stock market, the
cash value of many life insurance policies has significantly
decreased.  As a result, there may be no “equity” in the
policy to worry about.

For further information please contact a member of
Greensfelder’s Trusts & Estates Practice Group.
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