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Will the Final Split-Dollar Regulations Breathe New Life into 
Family Insurance Partnerships?

While the insurance industry and planners are 
grappling with the fi nal Treasury regulations gov-
erning split-dollar arrangements1 that were issued 
in September 2003, certain trends are becoming 
evident. 

The fi rst is that the insurance industry is design-
ing new products. For arrangements taxed under 
the economic benefi t regime, where the economic 
benefi t is measured by adding the amount of policy 
cash value to which the nonowner has current ac-
cess to the cost of current life insurance protection, 
these new products have two characteristics. One 
is that they minimize the growth in the amount of 
policy cash value. The second is that, as long as 
they are able to do so, the carriers offering such 
products provide alternate term rates considerably 
below the Table 2001 insurance premium factors for 
computing the economic benefi t of the coverage. For 
arrangements taxed under the loan regime, policies 
are being structured to lessen the amount of “loan 
principal” by minimizing premiums. That, coupled 
with today’s relatively low interest rate environment, 
limits some of the pain caused by the change in 
prior split-dollar law. 

A consequence of both regimes is to motivate car-
riers to reverse the traditional course of encouraging 
front-loaded policies. By offering life insurance 
products that provide for a modest current premium 
with a no-lapse guarantee, insurance carriers can 
allow planners to initiate the long-term planning 
that is critical to a split-dollar exit strategy, thereby 
accomplishing the tax affordability of the policy that 
split-dollar arrangements provided under prior law. 

The second trend becoming evident in today’s en-
vironment is that a family insurance partnership can 
play an important and useful role in the development 
of a long-term holding and investment strategy for 
life insurance. 

The goal of the family insurance partnership is to 
provide the capital necessary for the long-term main-
tenance of one or more life insurance policies. Family 
insurance partnerships are fl ow-through entities that 
own life insurance and, where state law business 
purposes can be an issue, also may manage invest-
ment assets. They can be general partnerships, limited 
partnerships or limited liability companies. Usually 
the choice of entity is determined after considering:

estate tax includability under Code Sec. 2042;
management and control issues; and
whether gifting is contemplated. 

The estate tax inclusion rules under Code Sec. 
2042 turn on the issue of control by the insured. The 
term of art is “incident of ownership.” For partner-
ship planning purposes, this means that the preferred 
approach prevents the insured from exercising any 
powers over the policy whether as (1) a partner, (2) 
a trustee of a partner or (3) a holder of a power of 
appointment over partnership trust property. Where 
an insured may be a partner, a trustee or a holder of a 
power of appointment, such interest generally should 
be held as a limited partner in a limited partnership. 
The following is language that can be modifi ed for 
the specifi c facts and circumstances: 

In no event shall any person, including, but not 
limited to, any trustee of any trust that shall be 
a partner hereof, possess any right, power or 
privilege which shall constitute an ‘incident of 
ownership’ with respect to any ‘insurance under 
policies’ on the life of such person or such trust-
ee in which such trust has any interest. As used 
herein, the terms ‘incident of ownership’ and ‘in-
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surance under policies’ each shall have the same 
meaning as is accorded such terms under Section 
2042 of the Internal Revenue Code of 1986, as 
amended. In addition, as long as the Partnership 
shall own any ‘insurance under policies’ on the 
life of any person who shall possess a power of 
appointment over any Partnership interest of the 
Partnership, no power of appointment shall be ex-
ercised or exercisable to any extent with respect 
to any ‘insurance under policies’ on the life of 
the donee of such power of appointment or with 
respect to any Partnership interest hereunder. 

Limited partnership agreements and manager-
managed limited liability company arrangements 
are preferred when management and control are 
critical. When gifting of partnership interests and 
the use of minority or 
lack of marketability dis-
counts is contemplated, 
limited partnerships are 
most often used with the 
transferred interest being a 
limited partnership inter-
est. In the absence of any 
special considerations 
and in light of the gener-
ally risk-free nature of insurance holdings, the use of a 
general partnership can be considered in appropriate 
circumstances. 

Two factors are central to whatever fl ow-through 
arrangement is established: (1) the ownership of the 
life insurance policy and (2) the ability to fund premi-
ums over the long term. Other than in a circumstance 
where the family insurance partnership is the initial 
acquiror of the insurance policy, the transfer for value 
rules under Code Sec. 101(a)(2) must be reviewed 
when contributing a policy to a partnership. Unless 
the transaction is exempt, the Code provides that 
insurance proceeds are not excluded from income 
if there is a transfer for valuable consideration. Un-
der Code Sec. 101(a)(2)(B), the negative tax result of 
the transfer for value rule does not apply when the 
transfer is to a partnership in which the insured is a 
partner. Under Code Sec. 101(a)(2)(A), the transfer for 
value rule also does not apply to a transferee whose 
basis for determining gain or loss is determined in 
whole or in part by reference to the transferor’s ba-
sis. In a typical family insurance partnership, when 
a partner contributes a policy to the partnership in 
exchange for its partnership interest, no gain or loss 
should be recognized on the transfer under Code 

Sec. 721(a), and the partnership’s basis in the asset 
should be the same as transferor’s basis in the asset 
under Code Sec. 723. 

The ability to fund premiums over the long term 
rests with the investment success of the contributing 
partners or the partnership. Estate planning tech-
niques can assist. Intrafamily loans are an important 
technique due to their relative simplicity and the low 
interest rate environment. The ideal lender/borrower 
relationship is between a grantor and his or her irrevo-
cable grantor trust, because, under Rev. Rul. 85-13,2 
the tax aspects of the transaction are ignored. If the 
insurance partnership is a limited liability company in 
which all the members are irrevocable grantor trusts, 
then the grantor may loan funds directly to the limited 
liability company because the tax consequences of 
the loan and accumulated interest are ignored. The 

fi nancial expectation is 
that the “tax-free” ac-
cumulated return on the 
borrowed funds over 
time will exceed the 
accumulated liability to 
the lender and ultimately 
provide a source of ad-
ditional funds for the 
payment of premiums. In 

certain circumstances, levered transactions involving 
back-to-back loans with commercial lenders have 
been used to accomplish these purposes. In others, 
the positive arbitrage available from intra-family sales 
between a grantor and his or her irrevocable grantor 
trust accomplishes a similar result.

Because these kinds of transactions are ignored for 
tax purposes, they more frequently occur at the partner 
as opposed to the partnership level. The net result is that 
the partner contributes additional capital to the family 
insurance partnership as and when agreed to by the 
parties. The inherent fl exibility of the partnership struc-
ture allows this result provided the capital accounts of 
the partners refl ect the underlying economics.

While annual exclusion gifts in a family partner-
ship context are often thought of in terms of gifts of 
partnership interests themselves, so-called “Crummey 
trusts,”3 which contain a currently exercisable power of 
withdrawal that can qualify contributions to the trust 
for the gift tax annual exclusion, and Code Sec. 2503(c) 
annual exclusion trusts can make capital contributions 
of gifted funds to the family insurance partnership.

For certain asset classes, a grantor retained 
annuity trust (GRAT) under Code Sec. 2702 can 
provide future liquidity. In those circumstances, 

[A] family insurance partnership can 
play an important and useful role in the 
development of a long-term holding and 

investment strategy for life insurance. 
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designating and establishing a “Remainder Trust” 
as an initial partner in the family insurance part-
nership to which GRAT returns in excess of its 
annuity obligation would be transferred on termi-
nation can simplify administration and facilitate 
future funding.

In fact, self-canceling installment notes (SCINs), 
charitable lead trusts and private annuities each 
have been integrated into family partnership plan-

ning. This is a fertile arena fueled by the fl exibility 
of partnership arrangements, the passthrough en-
tity rules of partnership taxation and the extensive 
roster of estate transfer techniques.

1   Reg. §§1.61-22, 1.83-3(e), 1.83-6(a)(5), 1.301-1(q) and 1.7872-15.
2   Rev. Rul. 85-13, 1985-1 CB 184.
3   D.C. Crummey, CA-9, 68-2 USTC ¶12,541, 397 F2d 82.
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