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Slide #2

Premium Financing

An important part of any high-net-worth client’s
financial picture

Premium Financing

Life insurance is an important part of any high-
net-worth client’s financial picture. Since ensuring
adequate life insurance coverage usually requires
significant premium payments, the premium financing
strategy can be a good option for high-net-worth
clients who do not want to liquidate assets to fund
their life insurance premiums.

Premium financing is a program in which a business,
a trust, or an individual borrows premiums from a
third-party lender unrelated to the insurance company
issuing the life insurance policy. This seminar will discuss
how to set up a premium financing arrangement, and
also identify some unique situations in which premium
financing can be used to fund an IRC § 1035 exchange,
or can rescue split-dollar cases.
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Premium Financing as a Tool

Standard Model

Client-established trust borrows money from third-party
lender unrelated to life insurance carrier

Premium Financing as a Tool: Standard Model

Generally, most lenders limit premium borrowers to
individuals, trusts—both revocable and irrevocable—
and business entities such as partnerships, limited
liability companies, and corporations. In the “standard
model,” a client establishes an irrevocable trust that
borrows money from a third-party lender unrelated
to the life insurance carrier issuing the policy the
trust will eventually own.

Financing premiums generally makes sense when the
interest rate charged on the loan is lower than the
return the client would expect to earn on the assets
he or she would otherwise need to liquidate in order
to pay the life insurance premiums.

The life insurance policy and loan qualification are
evaluated as independent and separate transactions.
In some instances, the insured may qualify for the
insurance coverage, but the trust may not qualify
for the loan.
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Slide #4

Premium Financing as a Tool

Loan Collateral

= [nsured must take on a significant amount of risk

= Trust pledges collateral, and typically grantor
personally guarantees loan

= Policy cash surrender value is collaterally assigned
to lender

Loan Collateral

The trust needs to qualify for the loan. Initially,
the grantor might need to pledge some of his or her
assets as loan collateral. This collateral requirement
may be reviewed annually, since the borrower’s
financial situation may change unexpectedly over time.
Eventually, the policy cash surrender value should
become substantive enough to serve as collateral. The
trust grantor is also typically required to personally
guarantee the loan.

The lender may have the right to cancel or “call”
the loan in the event the borrower, or the individual
guaranteeing the loan, defaults on the loan repayment.

Slide #6

Premium Financing as a Tool

Interest Component

= May be variable but with predetermined, fixed spread
= Spread may be fixed for life of loan

= Interest is payable on annual basis in advance,
in arrears or may be deferred

Interest Component

The interest rate may be variable or tied to a fluctuating
rate, with a fixed spread that is predetermined. The
lender typically determines the spread on a case-by-case
basis, taking into account the amount of the loan and
the lender’s perceived risk. The current year’s London
Interbank Offered Rate (LIBOR) is usually the basis
used in conjunction with a fixed spread to achieve the
loan’s ultimate interest rate.

Slide #5

Premium Financing as a Tool

Other acceptable loan collateral includes

= Cash

= Bonds

= Securities

m Letters of credit

m Cash surrender values of other life insurance contracts

Other Acceptable Loan Collateral

Several options are available to guarantee the loan,
including cash, bonds, securities, letters of credit, or
cash surrender values of other life insurance contracts.
When securities are pledged as collateral, they may be
subject to a 50% discount. For example, if one million
dollars in collateral is needed to secure the loan, then
two million dollars” worth of securities in the client’s
portfolio would be required as acceptable collateral.

Life Insurance Planning with Financed Premiums
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Premium Financing as a Tool

Prepayment and Repayment Options

» Prepayment—depending on the lender, there may
be no prepayment penalty

= Repayment—Ioan can be repaid from:
= Death benefit
= Policy cash value
= Grantor Retained Annuity Trust funds

= Term policy used to hedge against premium
finance loan

= Cash/liquidity event

Prepayment and Prepayment Options

Depending on the lender, there may be no prepayment
penalty associated with paying off a premium finance
loan. A borrower has many options in determining an
appropriate repayment method. The loan may be paid
out of the policy’s death benefit; the balance of the
proceeds then passes to beneficiaries. Alternatively, the
borrower may withdraw the policy’s cash value to pay
off all or a portion of the loan. A borrower also has the
option of creating a Grantor Retained Annuity Trust
(GRAT), naming the trustee of his or her Irrevocable



Life Insurance Trust (ILIT) as the GRAT beneficiary.
The ILIT trustee would then use GRAT funds to pay
off the premium finance loan.

Of course, the occurrence of a liquidity event—such
as the sale of a business—is an excellent exit strategy.
A premium finance loan may also be paid off through
the use of a term policy, purchased to hedge against
the cost of the loan. For example, a policy owner
with excess capacity and whose loan balance will
be X amount in year 20 may purchase a term policy
at the same time that he or she purchases a UL
policy. In electing this exit strategy, a policy owner
is essentially betting that he or she will not outlive
the specific term of 20 years. Assuming that the
policy owner is correct, both policies will pay out
and the term policy for X amount can be used to
pay off the premium finance loan for X amount—
leaving the entire face amount of the UL policy to
be paid to beneficiaries.

Slide #8

Premium Financing as a Tool

Modified Endowment Contract Issues

m Creating MEC not advisable in premium
financing situation

= Collateral assignment on policy causes taxable
gain to policy owner up to loan amount

= May be subject to penalty tax

Modified Endowment Contract Issues

It is inadvisable to create a Modified Endowment
Contract (MEC) in a premium financing situation,
because when the lender places a collateral assignment
on the policy, the policy owner loses the tax-deferred
growth of policy cash values. Once the policy cash
values exceed the total amount of premiums paid, the
policy owner would recognize income on the policy’s
gain. The taxable amount may also be subject to

a 10% federal income tax penalty if the owner is under
age 59'/> at the time income is realized.
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Premium Financing as a Tool

Deductibility of Loan Interest

» Individual/trust: No income tax deduction

= Corporation/business: Deductibility depends
on particular situation

Never suggest to an individual or corporate client
that interest associated with a premium-financed life
insurance policy is income tax deductible. Clients
must consult with their own tax counsel to determine
if loan interest is deductible in their particular situation.

Deductibility of Loan Interest

The Internal Revenue Service (IRS) has repeatedly
denied individual taxpayers a deduction for interest
paid on amounts borrowed for the payment of life
insurance premiums, as it is deemed to be personal
interest per IRC section 264.

In cases involving a corporate- or business-owned life
insurance policy, the corporation or business may be
able to deduct the interest in certain situations. You
should never suggest to an individual or corporate
client that the interest associated with a premium-
financed life insurance policy is income tax deductible.
Clients must consult with their own tax counsel to
determine if the loan interest is deductible in their
particular situation.
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Premium Financing as a Tool

Gift Tax Issues

m [s personal guarantee a gift from grantor to trust?
= No tax until completion of gift
= Private Letter Ruling 9113009
= Private Letter Ruling 9409018

Gift Tax Issues

Does a grantor’s personal guarantee constitute a gift
from the grantor to the trust? If a payment is made
under the guarantee, the grantor will likely be deemed
to have made a completed gift, for gift tax purposes. At
the outset, however, only the guarantee has been made
and no payment is required. It is uncertain whether
a personal guarantee, in and of itself, constitutes

a completed gift.

In general, there is no taxable gift until the transfer
of the property involved is completed. The taxable
act of making the transfer is completed only by
the cessation of the donor’s individual dominion
and control, per Treasury Regulation § 25.2511-2.
In Private Letter Ruling (PLR) 9113009, the IRS
found a guarantee to be a completed gift as soon
as it became legally enforceable. However, the IRS
subsequently withdrew this PLR’s finding with the
issuance of PLR 9409018. The IRS has indicated
that it is still considering its position on this issue.

Life Insurance Planning with Financed Premiums
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Premium Financing as a Tool

Estate Tax Issues

= [s personal guarantee an incident of ownership in
policy that causes policy proceeds to be includible
in gross estate of insured/grantor?

= PLR 9809032

Estate Tax Issues

In most premium financing cases, the policy is owned
by an irrevocable trust. This arrangement is intended

to keep the life insurance proceeds from being included
in the estate of the insured/grantor. In most cases, the
grantor will be required to make a personal guarantee
of the loan. Whether a personal guarantee constitutes
an incidence of ownership in the policy and, therefore,
causes the policy proceeds to be includible in the gross
estate of the insured, is an important estate tax concern.

In PLR 9809032, the IRS ruled that even though

an irrevocable trust had borrowed funds from the
insured to pay life insurance premiums and the loan
remained outstanding at death, the life insurance
proceeds payable to the trust as beneficiary were not
includible in the insured/grantor’s estate. However,
keep in mind that IRS Private Letter Rulings are only
applicable to the specific taxpayer who requested
the ruling and to the specific facts presented in the
taxpayer’s request.
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Premium Financing as a Tool

Example: Client Ima Blueblood

m 70-year-old female
= 3 children and 5 grandchildren
= Estate value: $10 million
= $5 million invested in real estate

» $5 million invested in securities

What recommendations do you have for Ima?

Example: Client Ima Blueblood

Ima Blueblood is a 70-year-old divorced woman
looking for help with her estate plan. She explains
that she has three children and five grandchildren. She
has also amassed a sizable estate worth approximately
$10 million. At present, her assets are split equally
between a stock portfolio and numerous real estate
holdings. Ima enjoys a sizable income from her
property rentals, and uses much of the cash flow to
maintain her comfortable standard of living. She is
reluctant to deplete her stock portfolio to fund life
insurance premiums, preferring to keep it as a “security
blanket.” To date, Ima has not used any portion of
her lifetime gift exemption, nor has she made any
annual gifts to her children and grandchildren. At
her death, however, Ima wants to transfer as much
wealth as possible to them.

Based on Ima’s wish to leave as much of her estate as
possible to her family, she might consider establishing
an irrevocable life insurance trust and have the trustee
purchase a life insurance policy on her life. In order to
maximize the benefits from her lifetime gift exemption,
the trustee should purchase the policy using a premium
financing strategy.

CONTINUING EDUCATION
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Example: Illustration for Ima Blueblood

Financed columns: 1-10

» Premium/Cumulative Loan (col. 1 & 2)

m Interest (col. 3)

= Retained Capital Accounts (col. 4 & 5)

= Net Outlay (col. 6)

= Retained Capital (col. 7)

= Net Death Benefit (col. 8)

= Death Benefit with Retained Capital (col. 9)
= IRR at Death (col. 10)

Nonfinanced columns: 11-13

= Policy purchased if no financing involved

Example: lllustration for Ima Blueblood

Here is what Ima’s premium financed policy might
look like. Shown are the cumulative loan needed to
fund the life insurance policy, the interest that will be
owed by the trust, and how much of the death benefit
will remain after the loan is repaid. One of the
more powerful findings shown in this illustration
is the comparison between the financed and nonfi-
nanced insurance alternatives.
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Slide #14

Unique Policy Situations

Loan Rescue: Section 1035 Exchange

= Existing life insurance policy has sizable
outstanding loan

= IRC § 1035 exchange might extinguish existing loan

= Concept of “boot” and unfavorable tax consequences

Loan Rescue: Section 1035 Exchange

Typically, when one life insurance contract is exchanged
for another via an IRC § 1035 exchange, there is no
taxable event that occurs. However, if an outstanding
policy loan is extinguished rather than carried over

to a new policy received in an IRC § 1035 exchange,
the transaction may not be completely tax-free. IRC

§ 1035 provides that the amount of the extinguished
loan, called “boot,” is considered “other property,” or
cash, received as the result of the exchange. Therefore,
the owner will have to recognize income equal to the
lesser of the gain in the contract or the amount of the
outstanding loan.

Example:

Cost basis (premiums paid) of the old policy =
$400,000

Cash value = $600,000
Outstanding loan on the old policy = $160,000

During an exchange, the loan is extinguished.
Since there is a total gain of $200,000 ($600,000 —
$400,000), the policy owner must recognize the
extinguished loan of $160,000 as ordinary income.
This result is consistent with the conclusion reached
in Example 1 of Treasury Regulation Section
1.1031(b)-1(b).

CONTINUING EDUCATION

Slide #15

Potential Solution

Loan Rescue: Section 1035 Exchange (Cont.)

= Trust borrows amount of outstanding loan
from lender

» Lender pays policy loan, sending cash directly
to original issuing insurance company

= Trust then executes IRC § 1035 exchange with
no boot in transaction

Loan Rescue: Section 1035 Exchange (Continued)

Assuming the lender’s financial criteria can be met,
the irrevocable trust—assuming it owns the policy—
could borrow an amount equal to the amount of
the existing policy’s outstanding loan from the lender
before executing the IRC § 1035 exchange. In this
situation, the lender would pay off the policy loan by
sending cash directly to the original issuing insurance
company in an amount equal to the outstanding debt.
The trust would then execute the IRC § 1035 exchange
with no boot in the transaction.

Further premiums paid on the new policy might
also be borrowed from the lender. The new policy
will most likely serve as collateral for the loan. The
lender will require a collateral assignment on the new
policy for both the amounts borrowed to extinguish
the previous policy loan, as well as those to fund any
additional premium payments. In making the decision
to borrow further premium amounts, the trustee
should compare the cost of paying interest on the
new loan to the tax liability that would result if the
existing loan were extinguished during the exchange.

TRANSAMERICA
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CONTINUING EDUCATION

Slide #16

Unique Policy Situations

Example: Client I.M. Loaded

= 70-year-old male
= $1,250,000 old policy cash value

m After IRC § 1035 exchange, death benefit increases
to $3,004,000

= Annual premium reduced by $7,500

Example: Client .M. Loaded

.M. Loaded is a 70-year-old retired publishing
executive. He is a wealthy single man reviewing
financial matters with his team of advisors. He is
especially concerned about an existing life insurance
policy from which he has borrowed liberally to support
his lifestyle. His professional advisors suggest that
by financing an IRC § 1035 exchange, [.M. can pay
off the existing loan, increase the policy’s cash value,
and lower his out-of-pocket premiums. Additionally,
his resulting retained capital—the funds that would
have been used to pay the policy loan—might be
invested at a higher rate of return than the loan’s
interest rate.

The existing policy has a cash value of $1,250,000
and an outstanding loan of $500,000. With the
premium financing arrangement, I.M.’s loan is paid
off, his death benefit net of the loan is $3,004,000
using a Plus-Premium option, and his annual cash
outlay is reduced from $40,000 to $32,500 because
he is only paying interest on the loan from the lender
instead of policy premiums.

Slide #17

Unique Policy Situations

Split-Dollar Arrangements: What is going on now?

= Final regulations

Split-Dollar Arrangements

Split-dollar arrangements have been used for decades
as a popular business planning strategy to fund personal
life insurance coverage. Final regulations issued by
the IRS make reevaluating existing split-dollar plans
crucial. For those plans that were in place on or before
September 17, 2003, that have not been materially
modified, the rules remain the same as long as the
split-dollar arrangement remains in place.

However, any new split-dollar plans entered into after
September 17, 2003, or any that have been modified
since that date, must be in compliance with the final
regulations. For new or amended plans, ownership of
the policy is a key indicator as to whether the plan will
fall under the regulation-defined economic benefit or
loan regime.

Slide #18

Potential Solution

The Premium Financing Strategy: Endorsement
split-dollar rescue

= Allows parties to split-dollar plan to terminate plan

before death

= Eliminates possible income tax on employee from
economic benefit

= Returns assets committed to plan to entity
funding premiums

Endorsement Split-Dollar Rescue

Premium financing might be an option when the
parties to an endorsement split-dollar plan wish to
terminate the plan before the death of the insured(s).
Besides eliminating possible future income taxes
levied on the employee for realization of economic
benefit from such a transaction, the business entity
funding the premiums is repaid the money it had
committed to the plan.

TRANSAMERICA | 11
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Slide #19

Potential Solution

The Premium Financing Strategy: Endorsement
split-dollar plans

= Entity or trust that receives policy obtains loan
from lender

» Loan proceeds used to repay premium sponsor
of split-dollar plan

= Repayment amount should equal policy’s fair
market value

Endorsement Split-Dollar Plans

The entity purchasing the policy, often an intentionally
defective grantor trust for the benefit of the insured’s
family, would obtain a loan and use the proceeds to
repay the premium sponsor of the split-dollar plan.
The repayment should equal the fair market value of
the policy based on the final IRS valuation regulations
outlined in Revenue Procedure 2005-25. Once the plan
sponsor is repaid, the life insurance policy may be
distributed to the insured or to an irrevocable trust,

and may be followed by the assignment to the lender.

This distribution would normally trigger a transfer-
for-value tax, but if the policy is distributed to the
insured or to a defective grantor trust, an exception

may apply.

Life Insurance Planning with Financed Premiums

Slide #20

Unique Policy Situations

Premium Financing Considerations

= Some financing programs will not finance
in-force policies

= Potential solution: Add new coverage to in-force
policy or exchange policy for new one

= Compare cost of interest payable to income tax due
on split-dollar plan

Premium Financing Considerations

Many financing programs will not finance in-force life
insurance policies. In a split-dollar plan, however, they
may loan the employee the money to repay the premium
sponsor, thus allowing the relinquishing of any debt
obligation the employee has to the employer. Once this
occurs, the new policy may be exchanged via an IRC §
1035 exchange to a new policy. The premiums on the
existing policy may be financed using the policy cash
surrender value as collateral.

The two parties participating in the split-dollar
arrangement need to weigh the cost of paying
interest to the lender against the possible income
tax consequences associated with an endorsement
split-dollar plan, including the cost of having the
sponsor’s money remain committed to the life
insurance policy. This analysis is easier if the
sponsor’s economic interests are the same as the
insured’s, but becomes more difficult if the insured
is not an owner of the entity sponsoring the plan.



CONTINUING EDUCATION

Slide #21

Potential Solution

Premium Financing: Bonus for interest due on
split-dollar plan termination

= Employee wants financing to terminate
split-dollar plan

= Business could pay employee bonus equal
to loan interest

= If policy owned by Irrevocable Life Insurance Trust
(ILIT), employee can gift interest to ILIT

Bonus for Interest Due on Split-Dollar
Plan Termination

If the split-dollar plan is terminated through a financing
program, the business has the option of paying a bonus
to the employee equal to the interest costs associated
with the loan. If the policy is owned by an ILIT, the
employee would then need to gift the cash for the
payment of interest to the trust. This transfer may or
may not have gift tax consequences, depending on how
the trust is structured and how much cash is gifted.

Slide #22

Unique Policy Situations

Premium Financing: Considerations for publicly
traded companies

= Legal restrictions on publicly traded companies that
make or arrange loans

m Use extra caution

Considerations for Publicly Traded Companies

Legal restrictions apply to publicly traded companies
either making loans to certain employees or arranging
financing for them. For such entities, extra caution
needs to be observed when considering premium
financing as a source of funding when terminating
an economic benefit split-dollar plan.

Slide #23

Corporate Redemption with Multiple Policies

Example: Client Gee Whiz Games, Inc.

= 5 policies

= 1 borrower

= Premiums range from $10,000 to $60,000

= Cumulative loans qualify for premium financing
based on minimum premium levels

Corporate Redemption with Multiple Policies

Premium financing is also a good tool for growing
companies needing to keep assets liquid for reinvestment
or emergencies. While an individual policy may not
meet the required minimum premium amount, some
financing companies may aggregate loans so that
the acceptable premium amount is met.

Example: Gee Whiz Games, Inc.

Five college classmates from MIT designed a video
game—Laurie Kraft, Pyramid Raider—as a class
assignment. The entire class got hooked on the game,
including the professor. Realizing the success of their
game, they decided to form a company called Gee Whiz
Games, Inc. to market and sell Laurie Kraft, Pyramid
Raider to a wider audience. In one year, the value of
their company grew from $80,000 to $3 million.

The attorney representing Gee Whiz has recommended
setting up a buy-sell agreement to protect the principals
and the business. They agree to set up a stock redemption
plan in which the corporation owns a policy on each

of the principals’ lives. If a principal dies, the company
will redeem his or her stock using the death benefit
proceeds. Premiums on the policies range from $10,000
to $60,000 which, taken individually, will not meet the
minimum premium level required for third-party
premium financing of greater than $75,000.

However, since there is only one borrower—Gee Whiz
Games, Inc.—it can qualify for premium financing
based on the aggregate amount borrowed for the five
policies. Through its use of premium financing, the
company avoids liquidating assets to pay premiums,
and can keep its cash available for reinvestment in Gee
Whiz Games, Inc.’s future growth.

TRANSAMERICA | 13
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Slide #24

Identifying Prospects for Premium Financing

Likely Prospects

= Estate value over $5 million
= Traditional funding may have adverse gift tax results

= Client’s investments illiquid but owns sufficient
assets for collateral or can obtain letter of credit

= Satisfies minimum premium requirement on life
insurance policy

Likely Prospects

Not all prospects qualify or are appropriate candidates
for premium financing. Generally, a good prospect for
financing will have an estate valued at greater than $5
million, and apply for a life insurance policy with

a minimum required premium of $75,000. Affluent
people for whom traditional premium funding may
create an adverse gift tax situation are good candidates.
It also typically helps those whose assets are illiquid
to provide estate liquidity to pay taxes at death. Finally,
acceptable prospects for premium financing must either
be able to supply sufficient collateral to obtain a loan,
or be able to provide an acceptable letter of credit to
satisfy the lender’s security requirements.

Life Insurance Planning with Financed Premiums

Slide #25

Identifying Prospects for Premium Financing

Likely Prospects (Cont.)

= Business entity needs large amount of life insurance
and owns sufficient assets to serve as collateral

= Client understands advantages of leveraging and is
comfortable with financing concept

Likely Prospects (Continued)

Final candidates to consider when thinking about
premium financing are corporations or other business
entities. While there are no gift tax implications,
a corporation that needs to provide large amounts
of life insurance to its employees may utilize its
excess cash or other business assets as collateral for
the loan, using corporate dollars to pay the interest.

When considering premium financing, the prospective
client should understand its advantages in providing
liquidity as well as its financial benefits from a gift-tax
perspective. He or she should also be comfortable with
the financing concept overall.

Slide #26

Proper Use of Premium Financing

= Does not reduce actual dollar cost of buying life
insurance, since loan principal is eventually repaid
to lender with interest

» Actual terms of each case will differ with lender
and insurance carrier involved in premium
financing program

Proper Use of Premium Financing

Premium financing does not reduce the actual dollar
cost of buying life insurance, since the loan principal
is eventually repaid to the lender with interest. The
actual terms of each case will differ, depending on
the lender and insurance carrier involved in each
premium financing arrangement.

If interest rates are appropriate and the client’s particular
situation fits the characteristics of a premium financing
arrangement, this strategy can not only be ideal for
the prospect’s liquidity and gift-tax concerns, but can
satisfy his or her life insurance needs as well.
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