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Loan Regime Split Dollar 
Basics
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How It Works

Employer 
or 

Corporation
“Non-Owner”

Key Employee 
or 
Shareholder
“Owner”

Policy

Payment (Loan) reasonably expected to 
be repaid from, or secured by, policy cash 

value, death benefit or both1

Collateral assignment equal 
to total payments (loans) plus 

accrued interest, if any

Non-recourse promissory note2

Cash value 
and/or death 
benefit in 
excess of loan

1If structured properly, a loan itself is not considered a dividend to a corporation shareholder or compensation subject to 21% excise tax with a tax-exempt 
organization, thus it can be a tax-efficient option in either situation. Imputed transfers from below market loans would, however, be treated as a corporate dividend or 
taxable compensation.  With C-corporations, if the shareholder retains his or her stock until death, the stock should receive a step-up in basis to the date-of-death fair 
market value under §1014 allowing the estate or heirs to redeem stock (including the proceeds of the loan receivable) with minimal or no capital gain, thus locking in 
the current lower tax rate of 21% on earnings used to fund the split dollar loan.
2Non-recourse loans are treated as providing for contingent payments unless the parties provide a signed, written representation attesting that a “reasonable person” 
would expect all payments under the loan to be made (Reg. §1.7872-15(d)). The technicalities of contingent payment loans are beyond the scope of this presentation 
but, generally, it adds complexity in calculating the tax consequences and testing for adequate interest. The written representation must be submitted with each 
party’s tax return for each tax year in which a new loan is made.
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How It Works

Tax-Paying 
Employer/Entity 
“Non-Owner”

Key Employee 
or Shareholder 
“Owner”Loan interest is taxable income to 

employer when paid or accrued1

1Interest accrued is treated as Original Issue Discount (OID) under §1271-§1275 and is imputed/taxable to the lender annually to the extent not taken into account in 
a prior tax year. If the arrangement is between a grantor and his or her grantor trust then any interest paid or accrued is disregarded for income tax purposes and not 
taxable to the grantor under Rev. Rul. 85-13.

Tax-Exempt 
Employer/Entity 
“Non-Owner”

Key Employee 
“Owner”Loan interest is not taxable to employer
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Employer (ER)

• Recruit, reward and retain key employee(s)

• Maintain receivable and eventually recover plan costs, 
possibly with interest

• Loans are generally not subject to §§ 409A and 457(f)1

• Simple to administer/cost effective vs. many options

• No taxable interest income to tax-exempt employer

• Loan advances generally not be subject to 21% excise 
tax payable by tax-exempt ERs in certain situations2

Key Advantages

6

1Amounts on a split dollar loan that are waived, cancelled or forgiven may give rise to deferred compensation and be subject to §§ 409A and 457(f) pursuant to IRS 
Notice 2007-34.  It is uncertain whether imputed income from below-market (forgone) interest would give rise to deferred compensation.  To address this uncertainty, 
the loan can be structured as interest bearing with interest accruing at a rate equal to the Applicable Federal Rate (AFR).
2Any imputed taxable income arising from below-market loan status or debt forgiveness could be subject to the excise tax, if applicable.
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Employee (EE)

• Loan advances received are generally not taxable

• Equity grows and is accessible income tax free

• Loan principal and interest, if any, can be paid from 
income tax-free policy disbursements 

• ER can increase EE salary to offset interest expense 
and/or provide a bonus to help repay the loan

• Residual death benefit payable income tax free

• Policy is not subject to employer’s creditors

• Flexibility to access equity at will

Key Advantages

7For Financial Professional Use Only. Not for use with the public.



Below Market Split Dollar Loans – Taxation

“Non-
Owner”

“Owner”

Imputed transfer = annual forgone AFR interest or
present value at inception of all forgone AFR interest 

over term, depending on loan type1

Imputed retransfer = annual forgone AFR interest or
present value at inception of all forgone AFR interest 

over term accounted for as OID, depending on loan type1

1Reg. §1.7872-15.  The timing, amount and characterization of the imputed transfers between the lender and the borrower depend upon the relationship between the 
parties (e.g. dividend to shareholders, compensation to employees, gift to donee, etc.) and upon whether the loan is a demand loan or term loan.  If the arrangement is 
between a grantor and his or her grantor trust then any imputed transfer is disregarded for income tax purposes and not taxable to the grantor under Rev. Rul. 85-13.

If interest paid or accrued at a rate less 
than the Applicable Federal Rate (AFR)
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Applicable Federal Rate (AFR)

AFRs for October 2019

Period of Compounding

Loan Term Annual Semiannual Quarterly Monthly

Short-Term 1.69% 1.68% 1.68% 1.67%

Mid-Term 1.51% 1.50% 1.50% 1.50%

Long-Term 1.86% 1.85% 1.85% 1.84%

Blended Annual Rate for 2019

Demand Loan 2.42%

Short-Term AFR applies to loans with a term of not more than 3 years.  Mid-Term AFR applies to loans with a term of greater than 3 years and not more than 9 years.  
Long-term AFR applies to loans with a term of greater than 9 years.  Blended Annual Rate applies to demand loans. 
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Below Market Split Dollar Loans

If interest is paid or accrued at a rate at least equal to the AFR, the below market rules of §7872 do not apply and no additional interest is imputed.  If all or a portion of the 
loan interest is to be paid directly or indirectly by the lender (or a person related to the lender), such as by way of gift of bonus, then the payment of such interest may be 
disregarded (possibly causing below market status). The loan term is based on its stated maturity date; for loans payable on the insured’s death it is based on the lesser of 
LE or the stated term, if any (if the insured lives beyond LE, the loan is treated as a demand loan thereafter but the AFR in effect on the day the loan was originally made 
remains the appropriate AFR until death); and for loans payable on termination of employment it is based on its stated maturity date or, if none, 7 years (after which the 
loan is treated as a demand loan and retested for sufficient interest). Present value calculations for below market term loan imputed transfers use a discount rate equal to 
the AFR at inception.

Demand Loan Term Loan Hybrid Term Loan Gift Term Loans

Structure Repayable on lender’s 
demand

Repayable after a term 
certain

• Repayable on death
• Repayable on the earlier 
of death or term certain

• Repayable on termination 
of employment

Any term loan (including 
hybrid) where forgone 
interest is in the nature of 
a gift

AFR 
(Sufficient 
Interest)

Blended Short Term AFR 
declared annually in June 
for the calendar year

AFR in effect at inception 
based on, and fixed for, the 
term (Short, Mid or Long 
Term AFR)

AFR in effect at inception 
based on, and fixed for, the 
term (Short, Mid or Long 
Term AFR)

AFR in effect month loan is 
made based on term of 
loan (Short, Mid or Long 
Term AFR)

Imputed 
Transfer if 
Below Market

Annual forgone AFR 
interest, imputed annually

Present value of forgone 
AFR interest over entire 
term, imputed at inception

Annual forgone AFR 
interest, imputed annually 
(income tax purposes only)

Present value of forgone 
AFR interest over entire 
term, imputed at inception
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If loan has a term certain maturity date 
only and is non-interest bearing, 
imputed transfer is equal to present 
value of all forgone interest over term.

If loan is $100,000, term is 10 years 
and AFR the day loan is made is 3%:

Imputed transfer is $25,591 at 
inception ($100,000 initial loan minus 
$74,409 present value of all payments 
to be made discounted at AFR) for 
income and gift tax purposes.

Adding this acceleration due to death 
clause makes it a hybrid loan payable 
on earlier of death or term certain 
(payable on death only or termination 
of employment can also be used).

Imputed transfer is $3,000/year 
for the term and for income tax 
purposes only (for gift tax purposes it 
is the present value above).
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Below Market Split Dollar Loans – Indirect Loans1

Employer 
“Non-Owner”

Irrevocable 
Trust
created by 
Insured-
Employee

Loan at below market interest 

Insured-Employee

Deemed 
Loan 2 

for gift tax 
purposes2

Deemed 
Loan 1 

for income 
tax purposes2

1Reg. §1.7872-15(e)(2).
2The relationship between the lender and insured and between the insured and third party owner determines the characterization of the below market imputed transfer 
between the two with respect to the deemed second loan. If a term loan is made from the employer to the employee’s trust, it should bear interest (paid or accrued) at 
the AFR to avoid the adverse treatment of imputed transfers for below market gift term loans (present value of all future forgone interest treated as transferred at 
inception for gift tax purposes).  Otherwise, a demand loan should be used if the forgoing of interest on a split dollar loan to an employee’s trust is desired.

Policy 
on 

Insured-
Employee

For Financial Professional Use Only. Not for use with the public. 12
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• Cancellation of debt is included in borrower’s gross income1

• Could give rise to deferred compensation if express or implied plan to forgive the debt2

• Deferral charge could apply to accrued but unpaid interest on a recourse loan that is waived, 
cancelled or forgiven3

• Transferring policy to lender to satisfy debt could cause recognition 
of gain on policy and/or possibly cancellation of debt income4

• Amount and character of income recognized depends on loan’s recourse vs. nonrecourse 
status and amount relative to policy’s FMV and cost basis

Terminating a Split Dollar Loan Arrangement

1IRC §61(a)(12). Reg. §1.61-22(b)(6). Debt that is cancelled as a result of bankruptcy or when the borrower is insolvent may be excluded from income but reduces 
the taxpayer’s tax attributes (such as basis in other assets, net operating losses, passive active losses, etc.).
2IRS Notice 2007-34
3Reg. §1.7872-15(h). Accrued interest waived, cancelled or forgiven is generally treated as transferred from the borrower to lender and retransferred to the borrower.
4IRC §61(a)(12), IRC §1001 and Reg. §1.1001-2. Non-recourse debt discharged by sale or other disposition of an asset is included in the amount realized even if it 
exceeds the asset’s fair market value (FMV).  Recourse debt that is satisfied by sale or other disposition of an asset may give rise to cancellation of indebtedness 
income to the extent the debt exceeds the asset’s FMV and recognition of gain may be required to the extent the asset’s FMV exceeds its adjusted basis.

For Financial Professional Use Only. Not for use with the public. 13



Applications with Tax-
Exempt Organizations
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*Taxable compensation and excess parachute payments paid to a licensed medical professional (including veterinarian) which is for the performance of medical or 
veterinary services by such professional is not subject to the excise tax.  Please refer to the statute for a definition of “remuneration” and “excess parachute payments.”

New Excise Tax under Tax Cuts and Jobs Act

15

Tax equals the product of 
corporate tax rate (21%) 
and sum of remuneration 
(taxable compensation) in 
excess of $1,000,000 plus 
excess parachute 
payments paid to a 
“covered employee”*

“Covered employee” is any 
employee (or former 
employee) who is one of the 
top five highest paid 
employees for the taxable year 
or was a covered employee for 
any preceding taxable year 
beginning after 12/31/2016

“Applicable tax exempt organization” is any 
which for the taxable year
• is exempt from taxation under §501(a),
• is a farmers’ cooperative organization 

under §521(b)(1)
• has income excluded from taxation under 

§115(1), or
• is a political organization under §527(e)(1)

For Financial Professional Use Only. Not for use with the public.



Male, age 50, preferred NT,
highly compensated employee of a 
nonprofit and “covered employee” 
for the purposes of the excise tax

Restrictive Bonus for Life Insurance
Subject to Excise Tax

Split Dollar Term Loan Payable on Death

Nonprofit Employer Key Employee Nonprofit Employer Key Employee

Years 1-10 Totals:

After-tax bonus -paid or +received -1,000,000 570,000 0 0

Excise tax -paid -210,000 n/a 0 n/a

Loan advances -made or +received 0 0 -1,210,000 1,210,000

Premiums -paid n/a -570,000 n/a -1,210,000

Gross cash flow -1,210,000 0 -1,210,000 0

Age 66 (Year 16)+:

Loan receivable (3% AFR accrued)1 0 0 1,656,305 0

Annual policy income 0 82,265 49,689 (Interest) 116,601 (Residual)

At Age 85 (Year 35):

Total gross cash flow during life -1,210,000 0 -1,210,000 0

Total policy income received + 0 1,645,300 + 993,783 (Interest) 2,332,020 (Residual)

Total net cash flow during life = -1,210,000 1,645,300 = -216,217 2,332,020

Death benefit + 0 859,884 + 1,656,305 (Receivable) 627,975 (Residual)

Total gain at death = -1,210,000 2,505,184 = 1,440,088 2,959,995

Male, age 50, preferred NT,
highly compensated employee of a 
nonprofit and “covered employee” 
for the purposes of the excise tax

Restrictive Bonus for Life Insurance
Subject to Excise Tax

Split Dollar Term Loan Payable on Death

Nonprofit Employer Key Employee Nonprofit Employer Key Employee

Years 1-10 Totals:

After-tax bonus -paid or +received -1,000,000 570,000 0 0

Excise tax -paid -210,000 n/a 0 n/a

Loan advances -made or +received 0 0 -1,210,000 1,210,000

Premiums -paid n/a -570,000 n/a -1,210,000

Gross cash flow -1,210,000 0 -1,210,000 0

Age 66 (Year 16)+:

Loan receivable (3% AFR accrued)1 0 0 1,656,305 0

Annual policy income 0 82,265 49,689 (Interest) 116,601 (Residual)

Male, age 50, preferred NT,
highly compensated employee of a 
nonprofit and “covered employee” 
for the purposes of the excise tax

Restrictive Bonus for Life Insurance
Subject to Excise Tax

Split Dollar Term Loan Payable on Death

Nonprofit Employer Key Employee Nonprofit Employer Key Employee

Years 1-10 Totals:

After-tax bonus -paid or +received -1,000,000 570,000 0 0

Excise tax -paid -210,000 n/a 0 n/a

Loan advances -made or +received 0 0 -1,210,000 1,210,000

Premiums -paid n/a -570,000 n/a -1,210,000

Gross cash flow -1,210,000 0 -1,210,000 0

Male, age 50, preferred NT,
highly compensated employee of a 
nonprofit and “covered employee” 
for the purposes of the excise tax

Restrictive Bonus for Life Insurance
Subject to Excise Tax

Nonprofit Employer Key Employee

Years 1-10 Totals:

After-tax bonus -paid or +received -1,000,000 570,000

Excise tax -paid -210,000 n/a

Loan advances -made or +received 0 0

Premiums -paid n/a -570,000

Gross cash flow -1,210,000 0

Age 66 (Year 16)+:

Loan receivable (3% AFR accrued)1 0 0

Annual policy income 0 82,265

At Age 85 (Year 35):

Total gross cash flow during life -1,210,000 0

Total policy income received + 0 1,645,300

Total net cash flow during life = -1,210,000 1,645,300

Death benefit + 0 859,884

Total gain at death = -1,210,000 2,505,184

Male, age 50, preferred NT,
highly compensated employee of a 
nonprofit and “covered employee” 
for the purposes of the excise tax

Restrictive Bonus for Life Insurance
Subject to Excise Tax

Nonprofit Employer Key Employee

Years 1-10 Totals:

After-tax bonus -paid or +received -1,000,000 570,000

Excise tax -paid -210,000 n/a

Loan advances -made or +received 0 0

Premiums -paid n/a -570,000

Gross cash flow -1,210,000 0

Age 66 (Year 16)+:

Loan receivable (3% AFR accrued)1 0 0

Annual policy income 0 82,265

1Assumes average AFR for all loans is 3%. Each premium advance is a new term loan with its own AFR.

Policy Assumptions: John Hancock, Accumulation IUL 18, 6.00% illustrated rate, Option B switch year 11, withdrawals to basis, fixed loans, $57,000 annual premium and 
income solve to $1,000 at age 100 (bonus), $121,000 annual premium and income solve to $1,660,000 at age 100 (split dollar), 37% federal + 6% state income tax rate.

Male, age 50, preferred NT,
highly compensated employee of a tax-
exempt org. and “covered employee” 
for the purposes of the excise tax

Restrictive Bonus for Life Insurance
Subject to Excise Tax

Nonprofit Employer Key Employee

Years 1-10 Totals:

After-tax bonus -paid or +received -1,000,000 570,000

Excise tax -paid -210,000 n/a

Loan advances -made or +received 0 0

Premiums -paid n/a -570,000

Gross cash flow -1,210,000 0
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Male, age 50, preferred NT,
highly compensated employee of a tax-
exempt org. and “covered employee” 
for the purposes of the excise tax

Restrictive Bonus for Life Insurance
NOT Subject to Excise Tax

Split Dollar Term Loan Payable on Death

Nonprofit Employer Key Employee Nonprofit Employer Key Employee

Years 1-10 Totals:

After-tax bonus -paid or +received -1,000,000 570,000 0 0

Excise tax -paid 0 n/a 0 n/a

Loan advances -made or +received 0 0 -1,000,000 1,000,000

Premiums -paid n/a -570,000 n/a -1,000,000

Gross cash flow -1,000,000 0 -1,000,000 0

Age 66 (Year 16)+:

Loan receivable (3% AFR accrued)1 0 0 1,368,847 0

Annual policy income 0 82,265 41,065 (Interest) 96,225 (Residual)

At Age 85 (Year 35):

Total gross cash flow during life -1,000,000 0 -1,000,000 0

Total policy income received + 0 1,645,300 + 821,308 (Interest) 1,924,500 (Residual)

Total net cash flow during life = -1,000,000 1,645,300 = -178,692 1,924,500

Death benefit + 0 859,884 + 1,368,847 (Receivable) 517,151 (Residual)

Total gain at death = -1,000,000 2,505,184 = 1,190,155 2,441,651

1Assumes average AFR for all loans is 3%. Each premium advance is a new term loan with its own AFR.

Policy Assumptions: John Hancock, Accumulation IUL 18, 6.00% illustrated rate, Option B switch year 11, withdrawals to basis, fixed loans, $57,000 annual premium and 
income solve to $1,000 at age 100 (bonus), $100,000 annual premium and income solve to $1,370,000 at age 100 (split dollar), 37% federal + 6% state income tax rate.
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• XYZ Hospital – 501(c)(3) medical center with 2,000+ employees 
and $1 billion of revenue

• Gets funding from reimbursements from private insurance, 
government programs, and gifts

• Operates in highly competitive market for talented executives and 
medical professionals, which is experiencing significant 
consolidation

• CEO currently participates in 457(f) defined contribution SERP

Case Study – Background
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• Provide competitive total rewards program allowing hospital to 
compete successfully for talented executives and professionals

• Restructure CEO’s SERP to mitigate exposure to the 21% excise tax

Case Study – Objectives

For Financial Professional Use Only. Not for use with the public. 19



Prior contributions

Issue: 
Lump sum 

benefit 
taxation to 

CEO and 
excise tax 
exposure 

to XYZ

Issue: 
Unfavorable 

Form 990 
reporting

Issue: 
Lack of incentive 

after end of year 5

After-tax 
income to 
CEO from 

457(f) 
plan

• $300,000 contribution for 5 years
• Interest tied to XYZ’s investments      

(≈ 4.0%)
• 100% (“cliff”) vesting end of year 5 –

100% forfeiture upon voluntary (or 
involuntary with cause) termination

• Balance to be paid as lump sum within 
2½ months of end of year 5

• In year 6, a new, similar arrangement 
is expected to be implemented 

Hypothetical and for illustrative purposes only.  Actual results will vary. 20



Hypothetical and for illustrative purposes only.  Actual results will vary.  Life insurance values are based on non-guaranteed credited interest rates and non-guaranteed policy charges. Considerations 
applicable to split dollar loans include the employer’s opportunity cost of money (if greater than the AFR paid or accrued), policy performance risk (especially regarding early termination and possible 
cancellation of debt income to the employee), inclusion of vesting characteristics, and compliance with the regulations (including the need for a reasonable expectation of repayment to be treated as a 
split dollar loan under the regulations if it otherwise would not be treated as a loan for federal tax purposes due to non-recourse status or otherwise).

Hospital’s 
457(f) 

Expense 
turned into 
a bond-like 
receivable 
with more 
favorable 
Form 990 
reporting

Tax-free 
income to 
CEO  from 

Loan 
Regime 

Split 
Dollar

After-tax 
income 
to CEO 
from 

frozen 
457(f) 
plan

More 
annual 
income 

($153,919 
vs. 

$143,746), 
more tax 

efficiency, 
and no 

forfeiture 
risk

$900,000 
reallocated 

to Split 
Dollar Loans

457(f) plan frozen 
and remaining cash 
flow reallocated to 
Split Dollar Loans

21



Securing Loan with Death Benefit Only and 
Allowing Unlimited Access to Cash Value 

22

Opponents may argue the loan advances, whether to fund one policy or two, could be 
attacked as sham loans and recast as taxable compensation if cash value shortfall is 
unsecured (i.e. non-recourse) and distributions are allowed; primary question possibly 
being whether it is an arms-length transaction and respected as a loan for Federal tax law 
purposes?

Proponents may argue the Treasury regs explicitly state that a split dollar loan is one 
where the repayment is to be made from, or secured by, the policy’s cash value, death 
benefit, or both.  Additionally, the loan must be treated as a loan under Federal tax law 
or, if it is not treated as such (e.g. due to non-recourse nature or otherwise), a reasonable 
person would nevertheless expect the loan to be repaid in full (1.7872-15(a)(2)(i)); 
primary question possibly being whether there is a reasonable expectation of repayment?

To be conservative, it can be designed so that cash value and death benefit are sufficient 
to secure the loan (and still produce a very attractive benefit in most cases).

For Financial Professional Use Only. Not for use with the public.



Roughly half of the States have 
general statutes prohibiting loans 
from nonprofit organizations to 
their “officers” and/or “directors”

Consult a local attorney to 
ascertain State-specific laws 
regarding loans to 
employees, officers and 
directors and the application 
of any general prohibitive 
statutes to split dollar loans

Loans from Nonprofit Organizations to their 
Officers and/or Directors

23

The States are identified above based on research of States’ Codes in early 2018 (changes may have occurred since) for statutes that expressly prohibit or allow loans, generally, from 
nonprofit companies to their officers and directors. With most States, our search found specific general statutes to this effect. Some are assumed to have no such prohibitions by negative 
inference from not finding specific prohibitive statutes, with some it was more vague and some have certain conditions or restrictions not reflected in the above chart. The above chart 
does not account for any court cases or rulings interpreting the corresponding statutes in a manner contrary to what is shown, or any statutory changes that may have occurred since the 
initial research was conducted.  It also does not account for any state-specific guidance regarding the lack of application of any general loan prohibitive statutes to split dollar loans 
specifically.  In all cases, local legal counsel should be engaged to confirm the accuracy of the information shown and to ascertain State-specific laws. This information should not be 
construed or used as tax or legal advice nor to support any other advice given to a client.  Note, California and Iowa prohibit loans to officers and directors, in general, but allow loans 
made to pay life insurance premiums for a policy on the life of an officer or director as long as the repayment is secured by the policy’s proceeds and cash surrender value.



• Form 990 – required public 
disclosure by nonprofit 
organizations of compensation 
information for officers, directors, 
key employees and other highly 
compensated employee

• Outstanding split dollar loan 
balances reported on Schedule L

• Annual forgone interest 
compensation, if any, reported 
on Part VII and Schedule J

Form 990 Disclosure of Loans to/from 
Interested Persons

24For Financial Professional Use Only. Not for use with the public.



• Does future imputed income on a below market hybrid term loan 
give rise to deferred compensation under §409A and §457(f)?1,2

• Does State law prohibit loans from State government employers to 
their employees?2

Other Considerations with Split Dollar Loans

1A plan provides for deferred compensation if the employee has a legally binding right during a taxable year to compensation that, pursuant to the terms of the plan, 
is or may be payable to (or on behalf of) the employee in a later taxable year.  See Treas. Reg. §1.409A-1(b)(1).  Pursuant to IRS Notice 2007-34, split-dollar loans 
generally will not give rise to deferred compensation under §409A.  However, in certain situations, they may give rise to deferred compensation, for example, if 
amounts on a split-dollar loan are waived, cancelled, or forgiven. Although imputed interest is generally thought to be treated as current (not deferred) compensation, 
there is no clear guidance therefor.  If it’s a concern, possible solutions can include structuring the loan to be conditioned on the future performance of substantial 
services (the future imputed compensation from which may be eligible for the short-term deferral exception under §409A and/or may be subject to a substantial risk 
of forfeiture for §457(f) purposes), or to bear adequate interest (possibly with an increase salary to help offset interest cost while employed and use of policy 
withdrawals/loans to pay interest post-separation).  
2Clients should consult with their own legal counsel accordingly.

For Financial Professional Use Only. Not for use with the public. 25



Defined Contribution SERP – defer the 21% tax?

• Performance-based 

• Alternative approaches to vesting

Voluntary Deferral Plan – defer the 21% tax?

• Performance-based ER contribution/retention bonus 

Life insurance-based supplemental benefits programs

• Section 162 “Bonus” Plans – coordinate with $1,000,000 limit?

• Endorsement split dollar/future policy transfer – defer the 21% tax?

Alternatives when Split Dollar Loans Not Viable

For Financial Professional Use Only. Not for use with the public. 26



Applications with Privately 
Held For-Profit Companies

For Financial Professional Use Only. Not for use with the public. 27



Recruit, Reward, Retain 
a Key Employee

Alternative to Traditional SERP 
or Bonus Arrangement

Who is Benefit for and What is(are) Goal(s)?

28For Financial Professional Use Only. Not for use with the public.

Tax-Efficiently Transfer 
Earnings to Shareholder

Alternative to Taxable Dividend 
from C Corporation



Common Tradeoffs in Plan Design

Retain control for ER
Keep asset on ER balance sheet
Cost recovery for ER
Tax deferral for EE

Current tax deduction for ER
Minimize future EE taxes

Maximize future EE benefits
Benefit security and flexibility

For illustrative purposes only.  Not meant to be an exhaustive list of all factors and considerations that can affect plan design.

Loan Regime Split Dollar can provide an attractive balance (except current deductibility)
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Employer (ER)

• XYZ Company, Inc. (S-Corp.)

• Ultra-precision surface 
finishing business

• Founded in 2004

Case Study – Background
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Employee (EE)

• Mr. Executive, EVP of Sales

• Founder wants to reward 
and retain him for at least 
15 years



• Allocate $1,000,000 in total (pre-tax) to a 15 year stay-bonus plan

• Maintain strong control to tie Mr. Executive to the business

• Not necessary to keep the “asset” on the balance sheet

• Cost recovery not important after 15 years – expecting the benefit 
will be paid at that point

• Expecting a tax deduction would not be realized until benefit is paid

• Wants option that best lines up with objectives and has the better 
overall tax treatment and benefits for Mr. Executive

Case Study – Objectives
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1.Split Dollar Loans with a Stay-Bonus Repayment Agreement

2.Endorsement Split Dollar with a Stay-Bonus Transfer Agreement

3.§ 162 Bonus Arrangement with a 15-Year Repayment Agreement

Case Study – Options 

✓ Split Dollar Loans with a Stay-Bonus Repayment Agreement

ꭗ Endorsement Split Dollar with a Stay-Bonus Transfer Agreement

ꭗ § 162 Bonus Arrangement with a 15-Year Repayment Agreement

✓ Option the client ultimately chose

ꭗ Other options compared or considered
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0.00%

1 2

63

Split Dollar 
Loan with a 
Stay-Bonus 
Repayment 
Agreement

1. Loan payable on 
termination of 
employment or 15 
years, if earlier

2. EE taxes on imputed 
AFR income

3. Loan is repaid via 
single bonus within 
2½ months of the 
end of 15th tax year 
(no liability accrual 
accounting if payable 
pre-retirement)

4. ER tax savings

5. ER after-tax net cost

6. EE tax on bonus to 
paid via withdrawal

7. ECV Rider minimizes 
EE’s exposure and 
maximize ER’s asset

4

5

7
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0.00%

7 9

Split Dollar 
Loan with a 
Stay-Bonus 
Repayment 
Agreement

7. EE total tax cost 
($138,000 on 
imputed interest 
and $400,000 bonus 
to repay loan)

8. Annual withdrawals 
and policy loans in 
years 21-40

9. Total policy 
disbursements 
($400,000 to pay 
tax on bonus and 
$4,446,520 for 
retirement income)

Assumptions:  Male, age 45, preferred non-tobacco, John Hancock Accumulation IUL 18, 6.00% illustrated rate, non-guaranteed policy charges, withdrawals to basis then 
standard (fixed) loans. Note, the analysis assumes the employer’s and employee’s tax rates are the same all years, which is done intentionally for illustrative and conceptual 
purposes to help illustrate the tax economics of the various strategies.  In reality, tax rates will vary over time particularly as the individual income tax and pass-through 
business income tax provisions of the Tax Cuts and Jobs Act expire in 2026.

8
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Endorsement Split 
Dollar with a Stay-
Bonus Transfer 
Agreement

1. Death benefit 
endorsed to 
EE

2. EE taxes on 
Economic 
Benefit

3. Policy is 
bonused to 
EE

4. ER tax 
savings

5. ER after-tax 
net cost

6. Withdrawal 
to pay tax 
on transfer 3 6

2 1

4

5
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Endorsement Split 
Dollar with a Stay-
Bonus Transfer 
Agreement

7. Same total 
after-tax net 
cost to ER 
as Split 
Dollar Loan 
Design1

8. More total 
tax cost to 
EE than Split 
Dollar Loan  
($795,456 
vs. 
$538,000, or 
48% more)

9. Less income 
than Split 
Dollar Loan 
($173,189 
vs. 
$222,326, or 
22% less)

87

1When an employer transfers property to an employee, it is treated as though the employer sold the property and distributed the cash to the 
employee, hence requiring the employer to recognize any built-up gain in the transferred property.  The employer then can deduct the full fair 
market value of the property transferred as compensation (if reasonable) resulting in a net income tax deduction equal to its cost basis. Note, 
the analysis assumes the employer’s and employee’s tax rates are the same all years, which is done intentionally for illustrative and conceptual 
purposes to help illustrate the tax economics of the various strategies.  In reality, tax rates will vary over time particularly as the individual 
income tax and pass-through business income tax provisions of the Tax Cuts and Jobs Act expire in 2026.

9
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§ 162 Bonus 
Arrangement 
with a 15-Year 
Repayment 
Agreement

1. After-tax net 
cost to ER of 
annual 
(grossed up) 
bonuses

2. Premium 
equal to 
after-tax 
bonus plus 
tax cost of 
the Split 
Dollar Loan 
Design

3. Annual after-
tax net cost 
to EE equal 
to Split Dollar 
Loan tax cost

1

2 3
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§ 162 Bonus 
Arrangement 
with a 15-Year 
Repayment 
Agreement

4. Less income 
than Split 
Dollar Loan 
Design 
($193,264 vs. 
$222,326, or 
13% less)

5. Same total 
after-tax net 
cost to ER as 
both Split 
Dollar 
Designs1

6. Total tax cost 
to EE equal 
to Split Dollar 
Loan tax cost

4

5 6

1Note, in the 162 bonus design the income tax deduction is realized as the premiums are paid vs. after 15 years with the split dollar loan and 
stay-bonus repayment design.  Hence, the present value of the employer’s cost might be lower with the bonus design since the tax savings are 
realized sooner.  The total nominal dollar cost is the same assuming the employer’s tax rate is the same all years which may not be the case in 
reality. Note, the analysis assumes the employer’s and employee’s tax rates are the same all years, which is done intentionally for illustrative 
and conceptual purposes to help illustrate the tax economics of the various strategies.  In reality, tax rates will vary over time particularly as the 
individual income tax and pass-through business income tax provisions of the Tax Cuts and Jobs Act expire in 2026.
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§ 162 Bonus 
Arrangement 
with a 15-Year 
Repayment 
Agreement

1. Repayment schedule 
designed in this 
example so the cash 
value net of repayment 
of the pre-tax bonuses 
is roughly equal to EE’s 
own payments to the 
policy plus income taxes 
due on gain if policy is 
surrendered (actual 
repayment schedule 
can be customized per 
the preferences of the 
ER and EE)1

1 1

1Employee may be able to deduct 
the repayment under IRC § 1341 
(computation of tax where 
taxpayer restores an amount held 
under a claim of right) which can 
be factored into the arrangement.
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