THE BisHOP COMPANY, LLC Making insurance ' understandable

Costly Life Insurance Mistakes (Part 1)

GOODMAN VIOLATION

Also known as the Goodman Triangle, this violation can cause unexpected gift tax liability in any situation where a life
insurance policy is owned by one person on another’s life and names a third person (who is not the owner’s spouse) as
the policy beneficiary. This is most commonly a problem where a policy on a parent’s life is owned by one adult child and
other children are named beneficiaries. Reference: Goodman V Comm', 156 F 2d 218 (2d Cir. 1946)

FAILING TO COMPLY WITH 101(J)

“Employer-owned contracts”issued after August 17, 2006, that fail to comply with requirements in IRC §101(j) result in

a portion of the death benefit subject to income tax. In order to be compliant, employers must make sure that prior to
issue, notice and consent requirements are met by all employees covered. Possible contracts affected include key person
coverage, nonqualified deferred compensation, split dollar and buy-sell arrangements. The only way to fix the problem is
to start over. Reference: 26 U.5.C. § 101(j)

BOOT TRANSACTIONS

These transactions occur when cash is taken or shifted, via withdrawal or internal withdrawal, to repay an existing loan -
12 months before or 12 months after a 1035 exchange if using the internal policy values. The amount of the withdrawal
is considered ‘Boot’ compensation in addition to the like kind exchange, and will be taxed up to the extent there is gain

inside the contract. Reference: PLR 8905004; 26 U.S.C. § 72 and §1031(b)

TRANSFER FOR VALUE

A transfer of a policy in exchange for value will result in a portion of the death benefit proceeds being subject to ordinary in-
come tax, except where the transfer is to one of the five statutory exceptions. Transfer is broadly defined to include any transfer
of a right to receive all, or any part, of a life insurance policy and can even include term insurance. Reference: 26 U.5.C.§ 101(a)(2)

WITHDRAWAL IN THE FIRST 15 POLICY YEARS

For non-MECs issued after 1984, any time there is a distribution that is accompanied by a reduction in the death benefitin the
first 15 years of a “cash-rich” policy, the policy must be tested to determine if it should be subject to tax. It's important to either
use loans rather than withdrawals in the first 15 years or to defer withdrawals until after the 15th year. Reference: 26 U.5.C.§7702

IRS CIRCULAR 230 DISCLOSURE: Any Federal tax advice contained herein is not written to be used for, and the recipient and any subsequent reader cannot use such advice for, the
purpose of avoiding any penalties asserted under the Internal Revenue Code. If the foregoing contains Federal tax advice and is distributed to a person other than the addressee,
each additional and subsequent reader hereof is notified that such advice should be considered to have been written to support the promotion or marketing of the transaction or
matter addressed herein. In that event, each such reader should seek advice from an independent tax advisor with respect to the transaction or matter addressed herein based on the
reader’s particular circumstances.
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