How’s Your Coping Skills?

We can help you develop your coping skills as it relates to outstanding policy loans in a 1035 exchange.

It’s Easier Than You Think!

Many clients have permanent life insurance policies with sizable policy loans against the cash surrender value and death benefit.  In some cases, due to the size of the loan, the policy may eventually lapse, creating an income tax consequence for the policy-owner.  Even if the size of the loan does not force a policy to lapse, it typically affects policy performance and can considerably reduce the death benefit paid at the death of the insured.  An outstanding policy loan can also create a taxable event for the policyowner in an IRC Section 1035 exchange to a new policy.

Policy Loan Can Create “Boot”

IRC Section 1031 provides that the amount of the extinguished loan (called the “boot”) is considered “other property” (or cash) received as the result of the exchange.  Therefore, the owner will have to recognize income to the extent of the lesser of the gain or boot.
Here’s an example.  Assume the cost basis (premiums paid) of an old policy is $400K, the gross cash value is $600K and there is an outstanding loan of $160K.  During the exchange, the loan is extinguished.  Since there is a total gain of $200K ($600K-$400K), the owner must recognize the extinguished loan of $160K as ordinary income.  This result is consistent with the conclusion reached in Example 1 of Treasury Regulation 

1.1031(b)-1(b).
How Premium Financing Can Help

In the past, clients had three options: 1) Recognize the income created by eliminating the loan in the exchange, 2) Repay the outstanding loan balance before executing the exchange, or 

3) Exchange to a policy that allowed carry-over loans, generally without tax.

Premium Financing now offers a fourth option or coping skill.  Premium Financing allows a trust or corporation to borrow funds from a third-party lender to cover premium payments.  While loan interest is paid annually, loan principal repayment can often be delayed until death of the insured.

Assuming a trust is the owner, the trustee could borrow the amount of the outstanding loan on the existing policy from the lender before the execution of the exchange.  The lender will typically pay off the loan, sending cash directly to the original issuing company.  The trust will then execute a 1035 exchange without any “Boot”.  Further premium payments can also be borrowed from the lender.  The lender then receives a collateral assignment on the new policy for the amount borrowed to pay off the loan and for any future amounts borrowed for the premiums.  

The trustee will have to weigh the cost of paying interest on the new loan against the tax liability incurred if the existing contract is exchanged with the loan in tact.
We always enjoy providing you with valued added, meaningful sales tools that you can turnaround and use in the marketplace.  If you would like a Free Kit on Premium Financing, please contact us.
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