
IRS ESTABLISHES DECEMBER 31, 2003 SAFE HARBOR DEADLINE 
FOR SPLIT DOLLAR PLANS AND ISSUES FINAL REGULATIONS
Prepared by the Estate Planning Group

Many clients of Paul Hastings have entered into 
split dollar insurance plans over the last three 
decades.  Split dollar plans have been popular 
among closely held business owners and private 
wealth clients.  Split dollar plans allowed clients 
to “split” the obligation to pay the life insurance 
premiums between the business and the owner of 
the business. 

Generally, a closely held business, a life insurance 
trust for the benefit of the owner of the business 
and a life insurance company entered into a split 
dollar agreement and collateral assignment.  The 
business agreed to pay all or a part of the premi-
ums on the policy.  The owner of the policy was 
the life insurance trust.  The “collateral assign-
ment” usually stated that on the death of the 
business owner, the business would be reimbursed 
for its outlay of premiums.  Certain interests in 
the life insurance policy were assigned to the busi-
ness, as “collateral” for the agreement.  

On September 17, 2003, the IRS issued final 
regulations governing the taxation of split dol-
lar agreements.  The regulations provide a “safe 
harbor” deadline that will end on December 31, 
2003.  If you have a split dollar plan, we urge you 
to immediately contact Paul Hastings to review 
your plan and determine whether you should 
take any action prior to the December 31, 2003 
deadline.

These matters are complicated.  This Client Alert 
discusses, in general, the changes in the taxation 
of split dollar life insurance agreements as a result 
of the final regulations and the actions that cli-
ents should take now in order to comply with the 
December 31, 2003 safe harbor deadline.

AN OVERVIEW OF SPLIT DOLLAR 
AGREEMENTS

Split dollar agreements have been an effective 
employment and estate planning tool for over 
thirty years.  There are two main types of split 
dollar agreements, namely, (i) the collateral 
assignment split dollar and (ii) endorsement split 
dollar.  All forms of split dollar are affected by 
the new final regulations.

The collateral assignment split dollar arrangement 
was popular among closely held business owners 
and private wealth clients.  In a collateral assign-
ment agreement, the business provided the money 
to pay for the life insurance policy and the busi-
ness owner was obligated to repay the business 
for the premium outlays at his or her death.  The 
business owner assigned an interest in the policy 
to the business as collateral.  On the death of the 
business owner, the business collected its premium 
advances.  The balance of the coverage was paid 
to the business owner.  

Endorsement split dollar agreements were popular 
among larger and publicly held businesses because 
the business retained the ownership and control 
of the policy.  The company usually paid all of the 
premiums of the life insurance policy.  The busi-
ness only endorsed over to the employee the right 
to designate the beneficiary entitled to the death 
proceeds. 

Endorsement split dollar agreements were often 
entered into to provide deferred compensation 
benefits to the employee.  The life insurance pol-
icy in an endorsement split dollar agreement was 
often structured to have a high cash surrender 
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value compared with the premium outlay.  If the 
employee terminated his or her employment with 
the company, the company was reimbursed for 
premiums paid under the terms of the split dollar 
agreement.  By providing endorsement split dollar 
agreements, the cost of providing a life insurance 
benefit was reduced to a “term like” cost for 
insurance.  

Equity split dollar is a form of either collateral 
or endorsement split dollar where the obligation 
to repay the business is limited to the premiums 
advanced.  For example, if cash values exceeded 
premiums, the business owner would build equity 
in the policy.    

PRIOR TAXATION

Prior to January 28, 2002, the IRS made no dis-
tinction among the split dollar agreements for 
income tax treatment.  Rev. Rul. 64-328 and Rev. 
Rul. 66-110 were the prior guidance which stated 
that all net economic benefits that inured to the 
employee as a result of split dollar arrangements 
were gross income to the employee.  The eco-
nomic benefit to the employee was usually a term 
insurance rate benefit that would be listed on the 
employee’s Form 1040.  

NEW FINAL TAXATION OF SPLIT DOLLAR 
AGREEMENTS  -  ECONOMIC BENEFIT 
REGIME AND LOAN REGIME

Under the final regulations issued on September 
17, 2003, the IRS will now tax all split dollar 
arrangements under one of two regimes.  These 
regimes are known as the “economic benefit” 
regime and the “loan” regime.  The tax treatment 
of a split dollar agreement now depends on the 
owner of the policy.  

Closely Held Companies and Private Wealth 
Clients – Collateral Assignment and The Loan 
Regime

For most closely held companies and private 
wealth clients, the owner is a life insurance trust.  
Several Paul Hastings clients entered into this type 
of collateral assignment split dollar agreement.  

For split dollar collateral assignment agreements 
entered into by January 28, 2002, a client is 
generally allowed to use the old income taxation 
methods (i.e., including in one’s annual gross 
income a P.S. 58 cost “term insurance” benefit  or 
the insurer’s lowest published term rate). 

Yet,  if the client remains under the old income 
taxation rules and the business owner builds 
equity in the policy, the equity in the policy will 
now be included in the owner’s gross income if 
the policy is distributed outright to the owner in 
the future.  If it is your plan to build equity in 

your policy, continuing your policy under the sta-
tus quo income taxation is risky.  You may incur 
additional ordinary income and income tax in the 
future.

All new collateral assignment agreements will be 
taxed under the “loan” regime.  All collateral 
assignment agreements executed before January 
28, 2002 may also elect to be taxed under the 
“loan” regime.

Under the loan regime,  the business owner will 
sign a promissory note back to the company.  The 
note will be for all premiums paid by the business 
from the original beginning date of the agreement.  
If interest is not paid, then the owner will have 
gross income equal to the interest due annually.  
The loan or series of loans to finance the premi-
ums and the interest can rapidly add up.  Care 
should be taken to have adequate cash to repay 
the obligation.  

The loan regime also does not appear particu-
larly attractive because many clients have already 
included a portion of their prior split dollar agree-
ment as gross income in the past.  Under the loan 
regime, those same premiums will be treated (and 
taxed again) as a loan.  The outstanding loan 
obligation will still be present.  Yet, under the 
loan regime, any equity built in the policy should 
be able to be distributed to the owner without 
adverse income tax effects.  

Some life insurance trusts and split dollar agree-
ments may now need to be restructured.  It may 
be that additional assets will be needed to be gift-
ed or sold to the life insurance trust to cover any 
new loan obligation.  It may also be best in some 
circumstances to let the existing split dollar and 
life insurance trust lapse in favor of more sophisti-
cated planning or in favor of a new life insurance 
trust structure.  For these reasons, all closely held 
business owners and private wealth clients should 
have their split dollar plans reviewed immediately.  

Large Companies

Typically, in large businesses, the business will still 
own the policy.  If the business owns the policy, 
then the “economic benefit” regime will now 
be used for all new endorsement policies.  The 
employee will be taxed annually on the economic 
benefit to him or her of a new endorsement split 
dollar agreement.   

For new endorsement split dollar agreements,  the 
IRS has determined that in addition to the annual 
term insurance benefit that the employee often 
treats as gross income, the IRS will also include 
as gross income to the employee the full cash 
surrender value of the policy when that cash sur-
render value is received by the employee.  Equity 
in the cash surrender value could produce gross 
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income and income tax to the employee.  If there 
is equity in the policy, the company should con-
sider whether to continue the split dollar agree-
ment with this possibly large gross income effect 
to the employee or terminate the agreement under 
the safe harbor below.  Public companies subject 
to Sarbanes-Oxley are likely prohibited from split 
dollar agreements.  The split dollar regulations do 
not address this issue because the interpretation 
of Sarbanes-Oxley is within the jurisdiction of the 
Securities and Exchange Commission.

ARE MY POLICIES GRANDFATHERED?

The final regulations affect the taxation, not the 
validity, of most split dollar agreements.  In gen-
eral, most split dollar agreements are still valid.  
Nevertheless,  the new taxation rules for your 
split dollar agreement may alter your current 
course of planning especially if you now have or 
plan to have equity in your policy.

There is one safe harbor provision for all split 
dollar arrangements.  Actions under this safe har-
bor provision must be completed by December 
31, 2003.  

DECEMBER 31, 2003 SAFE HARBOR 
DEADLINE

The safe harbor deadline critically impacts policies 
where there is or is expected to be equity.  Before 
the final regulations, we did not know how this 
equity would be taxed.  We now know that the 
equity could be included in gross income at a 
future date.

In prior proposed and in final regulations, the 
IRS has stated that it will not tax a transfer of the 
policy if the split dollar agreement is terminated 
before December 31, 2003.  If the agreement is 
terminated before such time, the equity in the 
policy may be able to be distributed to the owner 
without adverse income tax effects.  The busi-
ness must still recoup its premium outlays for the 
policy.  

EXPERT OPINIONS AND LEGAL COUNSEL 

If you have a split dollar agreement, you should 
seek the advice of your insurance professional, 
financial expert and legal counsel as soon as pos-
sible in order to make an informed decision.  A 
part of your decision making will depend on 
financial information sought from your insurance 
company and financial projections regarding your 
situation that will take time to generate and ana-
lyze.  Alternative tax planning strategies will also 
take your time and consideration.

Opinions will likely vary with regard to your 
plan because the regulations are newly issued.  
In order for Paul Hastings to provide you with 
proper analysis on your split dollar agreement, 
we ask that you contact our offices no later than 
November 20, 2004.

If you should have any questions on how your 
split dollar agreement should be handled in light 
of these recently issued final regulations, please 
contact any of the following Estate Planning 
Group attorneys:

Gregory C. Fornasar (212) 318-6348
gregoryfornasar@paulhastings.com

Lisa M. LaFourcade (714) 668-6203
lisalafourcade@paulhastings.com

Edward Peck (212) 318-6840
edwardpeck@paulhastings.com

Renee M. Raithel (714) 668-6214
reneeraithel@paulhastings.com

Douglas A. Schaaf (714) 668-6221
dougschaaf@paulhastings.com

George E. Stephens (213) 683-6211
georgestephens@paulhastings.com

John E. Trinnaman (714) 668-6267

johntrinnaman@paulhastings.com
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StayCurrent is published solely for the 
interests of friends and clients of Paul, 
Hastings, Janofsky & Walker LLP and 
should in no way be relied upon or 
construed as legal advice.

For specific information on recent 
developments or particular factual 
situations, the opinion of legal counsel 
should be sought. Paul Hastings is a 
limited liability partnership.

                         Every business needs momentum.
Our business is to apply legal knowledge
                                                  that lets you maintain yours.


