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the loan will be exempt from section
7872 if the following conditions are sat-
isfied:

(A) The conditions contained in para-
graphs (¢)(1)({) (A), (B), and (C) of this
section;

(B) The loan agreement provides that
the loan is payable in full within 15
days after the date of the sale of the
employee’s immediately former prin-
cipal residence;

(C) The aggregate principal amount
of all outstanding loans described in
this paragraph (c)(1)(ii) to an employee
is no greater than the employer’s rea-
sonable estimate of the amount of the
equity of the employee and the em-
ployee’s spouse in the employee’s im-
mediately former principal residence,
and

(D) The employee’s immediately
former principal residence is not con-
verted to business or investment use.

(2) Below-market loans involving for-
eign persons. (i) Section 7872 shall not
apply to a below-market loan (other
than a compensation-related loan or a
corporation-shareholder loan where the
borrower is a shareholder that is not a
C corporation as defined in section
1361(a)(2)) if the lender is a foreign per-
son and the borrower is a U.S. person
unless the interest income imputed to
the foreign lender (without regard to
this paragraph) would be effectively
connected with the conduct of a U.S.
trade or business within the meaning
of section 864(c) and the regulations
thereunder and not exempt from U.S.
income taxation under an applicable
income tax treaty.

(ii) Section 7872 shall not apply to a
below-market loan where both the
lender and the borrower are foreign
persons unless the interest income im-
puted to the lender (without regard to
this paragraph) would be effectively
connected with the conduct of a U.S.
trade or business within the meaning
of section 864(c) and the regulations
thereunder and not exempt from U.S.
income taxation under an applicable
income tax treaty.

(iii) For purposes of this section, the
term ‘‘foreign person’ means any per-
son that is not a U.S. person.

(3) Loans without significant tax effect.
Whether a loan will be considered to be
a loan the interest arrangements of
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which have a significant effect on any
Federal tax liability of the lender or
the borrower will be determined ac-
cording to all of the facts and cir-
cumstances. Among the factors to be
considered are—

(i) Whether items of income and de-
duction generated by the loan offset
each other;

(ii) The amount of such items;

(iii) The cost to the taxpayer of com-
plying with the provisions of section
7872 if such section were applied; and

(iv) Any non-tax reasons for deciding
to structure the transaction as a
below-market loan rather than a loan
with interest at a rate equal to or
greater than the applicable Federal
rate and a payment by the lender to
the borrower.

(26 U.S.C. 7872)
[T.D. 8045, 50 FR 33520, Aug. 20, 1985, as
amended by T.D. 8093, 51 FR 25033, July 10,

1986; 51 FR 28553, Aug. 8, 1986; T.D. 8204, 53 FR
18282, May 23, 1988]

§1.7872-15 Split-dollar loans.

(a) General rules—(1) Introduction.
This section applies to split-dollar
loans as defined in paragraph (b)(1) of
this section. If a split-dollar loan is not
a below-market loan, then, except as
provided in this section, the loan is
governed by the general rules for debt
instruments (including the rules for
original issue discount (OID) under sec-
tions 1271 through 1275 and the regula-
tions thereunder). If a split-dollar loan
is a below-market loan, then, except as
provided in this section, the loan is
governed by section 7872. The timing,
amount, and characterization of the
imputed transfers between the lender
and borrower of a below-market split-
dollar loan depend upon the relation-
ship between the parties and upon
whether the loan is a demand loan or a
term loan. For additional rules relat-
ing to the treatment of split-dollar life
insurance arrangements, see §1.61-22.

(2) Loan treatment—(i) General rule. A
payment made pursuant to a split-dol-
lar life insurance arrangement is treat-
ed as a loan for Federal tax purposes,
and the owner and non-owner are treat-
ed, respectively, as the borrower and
the lender, if—

(A) The payment is made either di-
rectly or indirectly by the non-owner
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to the owner (including a premium
payment made by the non-owner di-
rectly or indirectly to the insurance
company with respect to the policy
held by the owner);

(B) The payment is a loan under gen-
eral principles of Federal tax law or, if
it is not a loan under general principles
of Federal tax law (for example, be-
cause of the nonrecourse nature of the
obligation or otherwise), a reasonable
person nevertheless would expect the
payment to be repaid in full to the non-
owner (whether with or without inter-
est); and

(C) The repayment is to be made
from, or is secured by, the policy’s
death benefit proceeds, the policy’s
cash surrender value, or both.

(ii) Payments that are only partially re-
payable. For purposes of §1.61-22 and
this section, if a non-owner makes a
payment pursuant to a split-dollar life
insurance arrangement and the non-
owner is entitled to repayment of some
but not all of the payment, the pay-
ment is treated as two payments: One
that is repayable and one that is not.
Thus, paragraph (a)(2)(i) of this section
refers to the repayable payment.

(iii) Treatment of payments that are not
split-dollar loans. See §1.61-22(b)(5) for
the treatment of payments by a non-
owner that are not split-dollar loans.

(iv) Examples. The provisions of this
paragraph (a)(2) are illustrated by the
following examples:

Example 1. Assume an employee owns a life
insurance policy under a split-dollar life in-
surance arrangement, the employer makes
premium payments on this policy, there is a
reasonable expectation that the payments
will be repaid, and the repayments are se-
cured by the policy. Under paragraph (a)(2)(i)
of this section, each premium payment is a
loan for Federal tax purposes.

Example 2. (i) Assume an employee owns a
life insurance policy under a split-dollar life
insurance arrangement and the employer
makes premium payments on this policy.
The employer is entitled to be repaid 80 per-
cent of each premium payment, and the re-
payments are secured by the policy. Under
paragraph (a)(2)(ii) of this section, the tax-
ation of 20 percent of each premium payment
is governed by §1.61-22(b)(5). If there is a rea-
sonable expectation that the remaining 80
percent of a payment will be repaid in full,
then, under paragraph (a)(2)(i) of this sec-
tion, the 80 percent is a loan for Federal tax
purposes.

26 CFR Ch. | (4-1-13 Edition)

(ii) If less than 80 percent of a premium
payment is reasonably expected to be repaid,
then this paragraph (a)(2) does not cause any
of the payment to be a loan for Federal tax
purposes. If the payment is not a loan under
general principles of Federal tax law, the
taxation of the entire premium payment is
governed by §1.61-22(b)(5).

(3) No de minimis exceptions. For pur-
poses of this section, section 7872 is ap-
plied to a split-dollar loan without re-
gard to the de minimis exceptions in
section 7872(c)(2) and (3).

(4) Certain interest provisions dis-
regarded—(i) In general. If a split-dollar
loan provides for the payment of inter-
est and all or a portion of the interest
is to be paid directly or indirectly by
the lender (or a person related to the
lender), then the requirement to pay
the interest (or portion thereof) is dis-
regarded for purposes of this section.
All of the facts and circumstances de-
termine whether a payment to be made
by the lender (or a person related to
the lender) is sufficiently independent
from the split-dollar loan for the pay-
ment to not be an indirect payment of
the interest (or a portion thereof) by
the lender (or a person related to the
lender).

(ii) Examples. The provisions of this
paragraph (a)(4) are illustrated by the
following examples:

Example 1. (i) On January 1, 2009, Employee
B issues a split-dollar term loan to Employer
Y. The split-dollar term loan provides for
five percent interest, compounded annually.
Interest and principal on the split-dollar
term loan are due at maturity. On January 1,
2009, B and Y also enter into a fully vested
non-qualified deferred compensation ar-
rangement that will provide a payment to B
in an amount equal to the accrued but un-
paid interest due at the maturity of the
split-dollar term loan.

(ii) Under paragraph (a)(4)(i) of this sec-
tion, B’s requirement to pay interest on the
split-dollar term loan is disregarded for pur-
poses of this section, and the split-dollar
term loan is treated as a loan that does not
provide for interest for purposes of this sec-
tion.

Example 2. (i) On January 1, 2004, Employee
B and Employer Y enter into a fully vested
non-qualified deferred compensation ar-
rangement that will provide a payment to B
equal to B’s salary in the three years pre-
ceding the retirement of B. On January 1,
2009, B and Y enter into a split-dollar life in-
surance arrangement and, under the arrange-
ment, B issues a split-dollar term loan to Y
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on that date. The split-dollar term loan pro-
vides for five percent interest, compounded
annually. Interest and principal on the split-
dollar term loan are due at maturity. Over
the period in which the non-qualified de-
ferred compensation arrangement is effec-
tive, the terms and conditions of B’s non-
qualified deferred compensation arrange-
ment do not change in a way that indicates
that the payment of the non-qualified de-
ferred compensation is related to B’s require-
ment to pay interest on the split-dollar term
loan. No other facts and circumstances exist
to indicate that the payment of the non-
qualified deferred compensation is related to
B’s requirement to pay interest on the split-
dollar term loan.

(ii) The facts and circumstances indicate
that the payment by Y of non-qualified de-
ferred compensation is independent from B’s
requirement to pay interest under the split-
dollar term loan. Under paragraph (a)(4)(i) of
this section, the fully vested non-qualified
deferred compensation does not cause B’s re-
quirement to pay interest on the split-dollar
term loan to be disregarded for purposes of
this section. For purposes of this section, the
split-dollar term loan is treated as a loan
that provides for stated interest of five per-
cent, compounded annually.

(b) Definitions. For purposes of this
section, the terms split-dollar life insur-
ance arrangement, owner, and non-owner
have the same meanings as provided in
§1.61-22(b) and (c). In addition, the fol-
lowing definitions apply for purposes of
this section:

(1) A split-dollar loan is a loan de-
scribed in paragraph (a)(2)(i) of this
section.

(2) A split-dollar demand loan is any
split-dollar loan that is payable in full
at any time on the demand of the lend-
er (or within a reasonable time after
the lender’s demand).

(3) A split-dollar term loan is any split-
dollar loan other than a split-dollar de-
mand loan. See paragraph (e)(5) of this
section for special rules regarding cer-
tain split-dollar term loans payable on
the death of an individual, certain
split-dollar term loans conditioned on
the future performance of substantial
services by an individual, and gift
split-dollar term loans.

(c) Interest deductions for split-dollar
loans. The borrower may not deduct
any qualified stated interest, OID, or
imputed interest on a split-dollar loan.
See sections 163(h) and 264(a). In certain
circumstances, an indirect participant
may be allowed to deduct qualified
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stated interest, OID, or imputed inter-
est on a deemed loan. See paragraph
(e)(2)(iii) of this section (relating to in-
direct loans).

(d) Treatment of split-dollar loans pro-
viding for monrecourse payments—(1) In
general. Except as provided in para-
graph (d)(2) of this section, if a pay-
ment on a split-dollar loan is non-
recourse to the borrower, the payment
is a contingent payment for purposes of
this section. See paragraph (j) of this
section for the treatment of a split-dol-
lar loan that provides for one or more
contingent payments.

(2) Ezception for certain loans with re-
spect to which the parties to the split-dol-
lar life insurance arrangement make a
representation—(i) Requirement. An oth-
erwise noncontingent payment on a
split-dollar loan that is nonrecourse to
the borrower is not a contingent pay-
ment under this section if the parties
to the split-dollar life insurance ar-
rangement represent in writing that a
reasonable person would expect that all
payments under the loan will be made.

(i) Time and manner for providing
written representation. The Commis-
sioner may prescribe the time and
manner for providing the written rep-
resentation required by paragraph
(d)(2)(1) of this section. Until the Com-
missioner prescribes otherwise, the
written representation that is required
by paragraph (d)(2)(i) of this section
must meet the requirements of this
paragraph (d)(2)(ii). Both the borrower
and the lender must sign the represen-
tation not later than the last day (in-
cluding extensions) for filing the Fed-
eral income tax return of the borrower
or lender, whichever is earlier, for the
taxable year in which the lender makes
the first split-dollar loan under the
split-dollar life insurance arrangement.
This representation must include the
names, addresses, and taxpayer identi-
fication numbers of the borrower, lend-
er, and any indirect participants. Un-
less otherwise stated therein, this rep-
resentation applies to all subsequent
split-dollar loans made pursuant to the
split-dollar life insurance arrangement.
Each party should retain an original of
the representation as part of its books
and records and should attach a copy of
this representation to its Federal in-
come tax return for any taxable year in
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which the lender makes a loan to
which the representation applies.

(e) Below-market split-dollar loans—(1)
Scope—(i) In general. This paragraph (e)
applies to below-market split-dollar
loans enumerated under section
7872(c)(1), which include gift loans,
compensation-related loans, and cor-
poration-shareholder loans. The char-
acterization of a split-dollar loan under
section 7872(c)(1) and of the imputed
transfers under section 7872(a)(1) and
(b)(1) depends upon the relationship be-
tween the lender and the borrower or
the lender, borrower, and any indirect
participant. For example, if the lender
is the borrower’s employer, the split-
dollar loan is generally a compensa-
tion-related loan, and any imputed
transfer from the lender to the bor-
rower is generally a payment of com-
pensation. The loans covered by this
paragraph (e) include indirect loans be-
tween the parties. See paragraph (e)(2)
of this section for the treatment of cer-
tain indirect split-dollar loans. See
paragraph (f) of this section for the
treatment of any stated interest or
OID on split-dollar loans. See para-
graph (j) of this section for additional
rules that apply to a split-dollar loan
that provides for one or more contin-
gent payments.

(ii) Significant-effect split-dollar loans.
If a direct or indirect below-market
split-dollar loan is not enumerated in
section 7872(c)(1)(A), (B), or (C), the
loan is a significant-effect loan under
section 7872(c)(1)(E).

(2) Indirect split-dollar loans—@{) In
general. If, based on all the facts and
circumstances, including the relation-
ship between the borrower or lender
and some third person (the indirect
participant), the effect of a below-mar-
ket split-dollar loan is to transfer
value from the lender to the indirect
participant and from the indirect par-
ticipant to the borrower, then the
below-market split-dollar loan is re-
structured as two or more successive
below-market loans (the deemed loans)
as provided in this paragraph (e)(2).
The transfers of value described in the
preceding sentence include (but are not
limited to) a gift, compensation, a cap-
ital contribution, and a distribution
under section 301 (or, in the case of an
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S corporation, under section 1368). The
deemed loans are—

(A) A deemed below-market split-dol-
lar loan made by the lender to the indi-
rect participant; and

(B) A deemed below-market split-dol-
lar loan made by the indirect partici-
pant to the borrower.

(ii) Application. Each deemed loan is
treated as having the same provisions
as the original loan between the lender
and borrower, and section 7872 is ap-
plied to each deemed loan. Thus, for
example, if, under a split-dollar life in-
surance arrangement, an employer
(lender) makes an interest-free split-
dollar loan to an employee’s child (bor-
rower), the loan is restructured as a
deemed compensation-related below-
market split-dollar loan from the lend-
er to the employee (the indirect partic-
ipant) and a second deemed gift below-
market split-dollar loan from the em-
ployee to the employee’s child. In ap-
propriate circumstances, section
7872(d)(1) may limit the interest that
accrues on a deemed loan for Federal
income tax purposes. For loan arrange-
ments between husband and wife, see
section 7872(f)(7).

(iii) Limitations on investment interest
for purposes of section 163(d). For pur-
poses of section 163(d), the imputed in-
terest from the indirect participant to
the lender that is taken into account
by the indirect participant under this
paragraph (e)(2) is not investment in-
terest to the extent of the excess, if
any, of—

(A) The imputed interest from the in-
direct participant to the lender that is
taken into account by the indirect par-
ticipant; over

(B) The imputed interest to the indi-
rect participant from the borrower
that is recognized by the indirect par-
ticipant.

(iv) Examples. The provisions of this
paragraph (e)(2) are illustrated by the
following examples:

Example 1. (i) On January 1, 2009, Employer
X and Individual A enter into a split-dollar
life insurance arrangement under which 4 is
named as the policy owner. A4 is the child of
B, an employee of X. On January 1, 2009, X
makes a $30,000 premium payment, repayable
upon demand without interest. Repayment
of the premium payment is fully recourse to
A. The payment is a below-market split-dol-
lar demand loan. 4’s net investment income
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for 2009 is $1,100, and there are no other out-
standing loans between A and B. Assume
that the blended annual rate for 2009 is 5 per-
cent, compounded annually.

(ii) Based on the relationships among the
parties, the effect of the below-market split-
dollar loan from X to A is to transfer value
from X to B and then to transfer value from
B to A. Under paragraph (e)(2) of this sec-
tion, the below-market split-dollar loan from
X to A is restructured as two deemed below-
market split-dollar demand loans: a com-
pensation-related below-market split-dollar
loan between X and B and a gift below-mar-
ket split-dollar loan between B and A. Each
of the deemed loans has the same terms and
conditions as the original loan.

(iii) Under paragraph (e)(3) of this section,
the amount of forgone interest deemed paid
to B by A4 in 2009 is $1,500 ([$30,000 x 0.05]—0).
Under section 7872(d)(1), however, the
amount of forgone interest deemed paid to B
by A is limited to $1,100 (4’s net investment
income for the year). Under paragraph
(e)(2)(iii) of this section, B’s deduction under
section 163(d) in 2009 for interest deemed paid
on B’s deemed loan from X is limited to
$1,100 (the interest deemed received from A).

Example 2. (i) The facts are the same as the
facts in Example 1, except that 7T, an irrev-
ocable life insurance trust established for
the benefit of A (B’s child), is named as the
policy owner. T is not a grantor trust.

(ii) Based on the relationships among the
parties, the effect of the below-market split-
dollar loan from X to T is to transfer value
from X to B and then to transfer value from
B to T. Under paragraph (e)(2) of this section,
the below-market split-dollar loan from X to
T is restructured as two deemed below-mar-
ket split-dollar demand loans: a compensa-
tion-related below-market split-dollar loan
between X and B and a gift below-market
split-dollar loan between B and 7. Each of
the deemed loans has the same terms and
conditions as the original loan.

(iii) Under paragraph (e)(3) of this section,
the amount of forgone interest deemed paid
to B by T in 2009 is $1,500 ([$30,000 x 0.05]—0).
Section 7872(d)(1) does not apply because T is
not an individual. The amount of forgone in-
terest deemed paid to B by T is $1,500. Under
paragraph (e)(2)(iii) of this section, B’s de-
duction under section 163(d) in 2009 for inter-
est deemed paid on B’s deemed loan from X
is $1,500 (the interest deemed received from
7).

(3) Split-dollar demand loans—@1) In
general. This paragraph (e)(3) provides
rules for testing split-dollar demand
loans for sufficient interest, and, if the
loans do not provide for sufficient in-
terest, rules for the calculation and
treatment of forgone interest on these
loans. See paragraph (g) of this section
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for additional rules that apply to a
split-dollar loan providing for certain
variable rates of interest.

(ii) Testing for sufficient interest. Each
calendar year that a split-dollar de-
mand loan is outstanding, the loan is
tested to determine if the loan provides
for sufficient interest. A split-dollar
demand loan provides for sufficient in-
terest for the calendar year if the rate
(based on annual compounding) at
which interest accrues on the loan’s
adjusted issue price during the year is
no lower than the blended annual rate
for the year. (The Internal Revenue
Service publishes the blended annual
rate in the Internal Revenue Bulletin
in July of each year (see
§601.601(d)(2)(ii) of this chapter).) If the
loan does not provide for sufficient in-
terest, the loan is a below-market
split-dollar demand loan for that cal-
endar year. See paragraph (e)(3)(iii) of
this section to determine the amount
and treatment of forgone interest for
each calendar year the loan is below-
market.

(iii) Imputations—(A) Amount of for-
gone interest. For each calendar year,
the amount of forgone interest on a
split-dollar demand loan is treated as
transferred by the lender to the bor-
rower and as retransferred as interest
by the borrower to the lender. This
amount is the excess of—

(I) The amount of interest that would
have been payable on the loan for the
calendar year if interest accrued on the
loan’s adjusted issue price at the blend-
ed annual rate (determined in para-
graph (e)(3)(ii) of this section) and were
payable annually on the day referred to
in paragraph (e)(3)(iii)(B) of this sec-
tion; over

(2) Any interest that accrues on the
loan during the year.

(B) Timing of transfers of forgone inter-
est—(1) In general. Except as provided
in paragraphs (e)(3)(iii)(B)(2) and (3) of
this section, the forgone interest (as
determined under paragraph
(e)(3)(iii)(A) of this section) that is at-
tributable to a calendar year is treated
as transferred by the lender to the bor-
rower (and retransferred as interest by
the borrower to the lender) on the last
day of the calendar year and is ac-
counted for by each party to the split-
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dollar loan in a manner consistent with
that party’s method of accounting.

(2) Ezxception for death, liquidation, or
termination of the borrower. In the tax-
able year in which the borrower dies
(in the case of a borrower who is a nat-
ural person) or is liquidated or other-
wise terminated (in the case of a bor-
rower other than a natural person), any
forgone interest is treated, for both the
lender and the borrower, as transferred
and retransferred on the last day of the
borrower’s final taxable year.

(3) Exception for repayment of below-
market split-dollar loan. Any forgone in-
terest is treated, for both the lender
and the borrower, as transferred and
retransferred on the day the split-dol-
lar loan is repaid in full.

(4) Split-dollar term loans—@i) In gen-
eral. Except as provided in paragraph
(e)(b) of this section, this paragraph
(e)(4) provides rules for testing split-
dollar term loans for sufficient interest
and, if the loans do not provide for suf-
ficient interest, rules for imputing pay-
ments on these loans. See paragraph (g)
of this section for additional rules that
apply to a split-dollar loan providing
for certain variable rates of interest.

(ii) Testing a split-dollar term loan for
sufficient interest. A split-dollar term
loan is tested on the day the loan is
made to determine if the loan provides
for sufficient interest. A split-dollar
term loan provides for sufficient inter-
est if the imputed loan amount equals
or exceeds the amount loaned. The im-
puted loan amount is the present value
of all payments due under the loan, de-
termined as of the date the loan is
made, using a discount rate equal to
the AFR in effect on that date. The
AFR used for purposes of the preceding
sentence must be appropriate for the
loan’s term (short-term, mid-term, or
long-term) and for the compounding
period used in computing the present
value. See section 1274(d)(1). If the split-
dollar loan does not provide for suffi-
cient interest, the loan is a below-mar-
ket split-dollar term loan subject to
paragraph (e)(4)(iv) of this section.

(iii) Determining loan term. This para-
graph (e)(4)(iii) provides rules to deter-
mine the term of a split-dollar term
loan for purposes of paragraph (e)(4)(ii)
of this section. The term of the loan
determined under this paragraph
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(e)(4)(ii) (other than paragraph
(e)(4)(iii)(C) of this section) applies to
determine the split-dollar loan’s term,
payment schedule, and yield for all
purposes of this section.

(A) In general. Except as provided in
paragraph (e)(4)(iii)(B), (C), (D) or (E)
of this section, the term of a split-dol-
lar term loan is based on the period
from the date the loan is made until
the loan’s stated maturity date.

(B) Special rules for certain options—(1)
Payment schedule that minimizes yield. If
a split-dollar term loan is subject to
one or more unconditional options that
are exercisable at one or more times
during the term of the loan and that, if
exercised, require payments to be made
on the split-dollar loan on an alter-
native payment schedule (for example,
an option to extend or an option to call
a split-dollar loan), then the rules of
this paragraph (e)(4)(iii)(B)(I) deter-
mine the term of the loan. However,
this paragraph (e)(4)(iii)(B)(I) applies
only if the timing and amounts of the
payments that comprise each payment
schedule are known as of the issue
date. For purposes of determining a
split-dollar loan’s term, the borrower is
projected to exercise or not exercise an
option or combination of options in a
manner that minimizes the loan’s over-
all yield. Similarly, the lender is pro-
jected to exercise or not exercise an op-
tion or combination of options in a
manner that minimizes the loan’s over-
all yield. If different projected patterns
of exercise or non-exercise produce the
same minimum yield, the parties are
projected to exercise or not exercise an
option or combination of options in a
manner that produces the longest
term.

(2) Change in circumstances. If the bor-
rower (or lender) does or does not exer-
cise the option as projected under para-
graph (e)(4)(iii)(B)(I) of this section,
the split-dollar loan is treated for pur-
poses of this section as retired and re-
issued on the date the option is or is
not exercised for an amount of cash
equal to the loan’s adjusted issue price
on that date. The reissued loan must be
retested using the appropriate AFR in
effect on the date of reissuance to de-
termine whether it is a below-market
loan.
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(3) Examples. The following examples
illustrate the rules of this paragraph
(e)(®(iii)(B):

Example 1. Employee B issues a 10-year
split-dollar term loan to Employer Y. B has
the right to prepay the loan at the end of
year 5. Interest is payable on the split-dollar
loan at 1 percent for the first 5 years and at
10 percent for the remaining 5 years. Under
paragraph (e)(4)(iii)(B)(1) of this section, this
arrangement is treated as a 5-year split-dol-
lar term loan from Y to B, with interest pay-
able at 1 percent.

Example 2. The facts are the same as the
facts in Example 1, except that B does not in
fact prepay the split-dollar loan at the end of
year 5. Under paragraph (e)(4)(iii)(B)(2) of
this section, the first loan is treated as re-
tired at the end of year 5 and a new b5-year
split-dollar term loan is issued at that time,
with interest payable at 10 percent.

Example 3. Employee A issues a 10-year
split-dollar term loan on which the lender,
Employer X, has the right to demand pay-
ment at the end of year 2. Interest is payable
on the split-dollar loan at 7 percent each
year that the loan is outstanding. Under
paragraph (e)(4)(iii)(B)(1) of this section, this
arrangement is treated as a 10-year split-dol-
lar term loan because the exercise of X’s put
option would not reduce the yield of the loan
(the yield of the loan is 7 percent, com-
pounded annually, whether or not X demands
payment).

(C) Split-dollar term loans providing for
certain wvariable rates of interest. If a
split-dollar term loan is subject to
paragraph (g) of this section (a split-
dollar loan that provides for certain
variable rates of interest), the term of
the loan for purposes of paragraph
(e)(4)(ii) of this section is determined
under paragraph (g)(3)(ii) of this sec-
tion.

(D) Split-dollar loans payable upon the
death of an individual. If a split-dollar
term loan is described in paragraph
(e)(5)(ii)(A) or (v)(A) of this section, the
term of the loan for purposes of para-
graph (e)(4)(ii) of this section is deter-
mined under paragraph (e)(5)(ii)(C) or
(v)(B)(2) of this section, whichever is
applicable.

(E) Split-dollar loans conditioned on the
future performance of substantial services
by an individual. If a split-dollar term
loan is described in paragraph
(e)(5)(iii)(A)(1) or (v)(A) of this section,
the term of the loan for purposes of
paragraph (e)(4)(ii) of this section is de-
termined under paragraph (e)(5)(iii)(C)
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or (v)(B)(2) of this section, whichever is
applicable.

(iv) Timing and amount of imputed
transfer in connection with below-market
split-dollar term loans. If a split-dollar
term loan is a below-market loan, then
the rules applicable to below-market
term loans under section 7872 apply. In
general, the loan is recharacterized as
consisting of two portions: an imputed
loan amount (as defined in paragraph
(e)(4)(ii) of this section) and an im-
puted transfer from the lender to the
borrower. The imputed transfer occurs
at the time the loan is made (for exam-
ple, when the lender makes a premium
payment on a life insurance policy) and
is equal to the excess of the amount
loaned over the imputed loan amount.

(v) Amount treated as OID. In the case
of any below-market split-dollar term
loan described in this paragraph (e)(4),
for purposes of applying sections 1271
through 1275 and the regulations there-
under, the issue price of the loan is the
amount determined under §1.1273-2, re-
duced by the amount of the imputed
transfer described in paragraph
(e)(4)(iv) of this section. Thus, the loan
is generally treated as having OID in
an amount equal to the amount of the
imputed transfer described in para-
graph (e)(4)(iv) of this section, in addi-
tion to any other OID on the loan (de-
termined without regard to section
7872(b)(2)(A) or this paragraph (e)(4)).

(vi) Example. The provisions of this
paragraph (e)(4) are illustrated by the
following example:

Example. (i) On July 1, 2009, Corporation Z
and Shareholder A enter into a split-dollar
life insurance arrangement under which 4 is
named as the policy owner. On July 1, 2009,
Z makes a $100,000 premium payment, repay-
able without interest in 15 years. Repayment
of the premium payment is fully recourse to
A. The premium payment is a split-dollar
term loan. Assume the long-term AFR (based
on annual compounding) at the time the loan
is made is 7 percent.

(ii) Based on a 15-year term and a discount
rate of 7 percent, compounded annually (the
long-term AFR), the present value of the
payments under the loan is $36,244.60, deter-
mined as follows: $100,000/[1+(0.07/1)]15. This
loan is a below-market split-dollar term loan
because the imputed 1loan amount of
$36,244.60 (the present value of the amount
required to be repaid to Z) is less than the
amount loaned ($100,000).
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(iii) In accordance with section 7872(b)(1)
and paragraph (e)(4)(iv) of this section, on
the date that the loan is made, Z is treated
as transferring to A $63,755.40 (the excess of
$100,000 (amount loaned) over $36,244.60 (im-
puted loan amount)). Under section 7872 and
paragraph (e)(1)(i) of this section, Z is treat-
ed as making a section 301 distribution to A4
on July 1, 2009, of $63,755.40. Z must take into
account as OID an amount equal to the im-
puted transfer. See §1.1272-1 for the treat-
ment of OID.

(5) Special rules for certain split-dollar
term loans—(i) In general. This para-
graph (e)(5) provides rules for split-dol-
lar loans payable on the death of an in-
dividual, split-dollar loans conditioned
on the future performance of substan-
tial services by an individual, and gift
term loans. These split-dollar loans are
split-dollar term loans for purposes of
determining whether the loan provides
for sufficient interest. If, however, the
loan is a below-market split-dollar
loan, then, except as provided in para-
graph (e)(b)(v) of this section, forgone
interest is determined annually, simi-
lar to a demand loan, but using an AFR
that is appropriate for the loan’s term
and that is determined when the loan
is issued.

(ii) Split-dollar loans payable not later
than the death of an individual—(A) Ap-
plicability. This paragraph (e)(5)(ii) ap-
plies to a split-dollar term loan pay-
able not later than the death of an in-
dividual.

(B) Treatment of loan. A split-dollar
loan described in paragraph (e)(5)(ii)(A)
of this section is tested under para-
graph (e)(4)(ii) of this section to deter-
mine if the loan provides for sufficient
interest. If the loan provides for suffi-
cient interest, then section 7872 does
not apply to the loan, and the interest
on the loan is taken into account under
paragraph (f) of this section. If the loan
does not provide for sufficient interest,
then section 7872 applies to the loan,
and the loan is treated as a below-mar-
ket demand loan subject to paragraph
(e)(3)(iii) of this section. For each year
that the loan is outstanding, however,
the rate used in the determination of
forgone interest under paragraph
(e)(3)(iii) of this section is not the
blended annual rate but rather is the
AFR (based on annual compounding)
appropriate for the loan’s term as of
the month in which the loan is made.
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See paragraph (e)(5)(ii)(C) of this sec-
tion to determine the loan’s term.

(C) Term of loan. For purposes of
paragraph (e)(5)(ii)(B) of this section,
the term of a split-dollar loan payable
on the death of an individual (including
the death of the last survivor of a
group of individuals) is the individual’s
life expectancy as determined under
the appropriate table in §1.72-9 on the
day the loan is made. If a split-dollar
loan is payable on the earlier of the in-
dividual’s death or another term deter-
mined under paragraph (e)(4)(iii) of this
section, the term of the loan is which-
ever term is shorter.

(D) Retirement and reissuance of loan.
If a split-dollar loan described in para-
graph (e)(5)(ii)(A) of this section re-
mains outstanding longer than the
term determined under paragraph
(e)(56)(i1)(C) of this section because the
individual outlived his or her life ex-
pectancy, the split-dollar loan is treat-
ed for purposes of this section as re-
tired and reissued as a split-dollar de-
mand loan at that time for an amount
of cash equal to the loan’s adjusted
issue price on that date. However, the
loan is not retested at that time to de-
termine whether the loan provides for
sufficient interest. For purposes of de-
termining forgone interest under para-
graph (e)(5)(ii)(B) of this section, the
appropriate AFR for the reissued loan
is the AFR determined under para-
graph (e)(5)(ii)(B) of this section on the
day the loan was originally made.

(iii) Split-dollar loans conditioned on
the future performance of substantial
services by an individual—(A) Applica-
bility—(1) In general. This paragraph
(e)(b)(iii) applies to a split-dollar term
loan if the benefits of the interest ar-
rangements of the loan are not trans-
ferable and are conditioned on the fu-
ture performance of substantial serv-
ices (within the meaning of section 83)
by an individual.

(2) Exception. Notwithstanding para-
graph (e)(5)(iii)(A)(I) of this section,
this paragraph (e)(5)(iii) does not apply
to a split-dollar loan described in para-
graph (e)(5)(v)(A) of this section (re-
garding a split-dollar loan that is pay-
able on the later of a term certain and
the date on which the condition to per-
form substantial future services by an
individual ends).
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(B) Treatment of loan. A split-dollar
loan described in paragraph
(e)(5)(iii)(A)(1) of this section is tested
under paragraph (e)(4)(ii) of this sec-
tion to determine if the loan provides
for sufficient interest. Except as pro-
vided in paragraph (e)(5)(iii)(D) of this
section, if the loan provides for suffi-
cient interest, then section 7872 does
not apply to the loan and the interest
on the loan is taken into account under
paragraph (f) of this section. If the loan
does not provide for sufficient interest,
then section 7872 applies to the loan
and the loan is treated as a below-mar-
ket demand loan subject to paragraph
(e)(3)(iii) of this section. For each year
that the loan is outstanding, however,
the rate used in the determination of
forgone interest under paragraph
(e)(3)(iii) of this section is not the
blended annual rate but rather is the
AFR (based on annual compounding)
appropriate for the loan’s term as of
the month in which the loan is made.
See paragraph (e)(5)(iii)(C) of this sec-
tion to determine the loan’s term.

(C) Term of loan. The term of a split-
dollar loan described in paragraph
(e)(5)(iii)(A)(1) of this section is based
on the period from the date the loan is
made until the loan’s stated maturity
date. However, if a split-dollar loan de-
scribed in paragraph (e)(5)(iii)(A)(1) of
this section does not have a stated ma-
turity date, the term of the loan is pre-
sumed to be seven years.

(D) Retirement and reissuance of loan.
If a split-dollar loan described in para-
graph (e)(5)(iii)(A)(I) of this section re-
mains outstanding longer than the
term determined under paragraph
(e)(5)(iii)(C) of this section because of
the continued performance of substan-
tial services, the split-dollar loan is
treated for purposes of this section as
retired and reissued as a split-dollar
demand loan at that time for an
amount of cash equal to the loan’s ad-
justed issue price on that date. The
loan is retested at that time to deter-
mine whether the loan provides for suf-
ficient interest.

(iv) Gift split-dollar term loans—(A) Ap-
plicability. This paragraph (e)(5)(iv) ap-
plies to gift split-dollar term loans.

(B) Treatment of loan. A split-dollar
loan described in paragraph
(e)(5)(iv)(A) of this section is tested
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under paragraph (e)(4)(ii) of this sec-
tion to determine if the loan provides
for sufficient interest. If the loan pro-
vides for sufficient interest, then sec-
tion 7872 does not apply to the loan and
the interest on the loan is taken into
account under paragraph (f) of this sec-
tion. If the loan does not provide for
sufficient interest, then section 7872
applies to the loan and the loan is
treated as a below-market demand loan
subject to paragraph (e)(3)(iii) of this
section. For each year that the loan is
outstanding, however, the rate used in
the determination of forgone interest
under paragraph (e)(3)(iii) of this sec-
tion is not the blended annual rate but
rather is the AFR (based on annual

compounding) appropriate for the
loan’s term as of the month in which
the loan is made. See paragraph

(e)(5)(iv)(C) of this section to determine
the loan’s term.

(C) Term of loan. For purposes of
paragraph (e)(b)(iv)(B) of this section,
the term of a gift split-dollar term loan
is the term determined under para-
graph (e)(4)(iii) of this section.

(D) Limited application for gift split-
dollar term loans. The rules of para-
graph (e)(5)(iv)(B) of this section apply
to a gift split-dollar term loan only for
Federal income tax purposes. For pur-
poses of Chapter 12 of the Internal Rev-
enue Code (relating to the gift tax),
gift below-market split-dollar term
loans are treated as term loans under
section 7872(b) and paragraph (e)(4) of
this section. See section 7872(d)(2).

(v) Split-dollar loans payable on the
later of a term certain and another speci-
fied date—(A) Applicability. This para-
graph (e)(5)(v) applies to any split-dol-
lar term loan payable upon the later of
a term certain or—

(1) The death of an individual; or

(2) For a loan described in paragraph
(e)(5)(iii)(A)(1) of this section, the date
on which the condition to perform sub-
stantial future services by an indi-
vidual ends.

(B) Treatment of loan—(1) In general. A
split-dollar loan described in paragraph
(e)(5)(v)(A) of this section is a split-dol-
lar term loan, subject to paragraph
(e)(4) of this section.

(2) Term of the loan. The term of a
split-dollar loan described in paragraph
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(e)(5)(v)(A) of this section is the term
certain.

(3) Appropriate AFR. The appropriate
AFR for a split-dollar loan described in
paragraph (e)(5)(v)(A) of this section is
based on a term of the longer of the
term certain or the loan’s expected
term as determined under either para-
graph (e)(d) (ii) or (iii) of this section,
whichever is applicable.

(C) Retirement and reissuance. If a
split-dollar loan described in paragraph
(e)(5)(V)(A) of this section remains out-
standing longer than the term certain,
the split-dollar loan is treated for pur-
poses of this section as retired and re-
issued at the end of the term certain
for an amount of cash equal to the
loan’s adjusted issue price on that
date. The reissued loan is subject to
paragraph (e)(5) (ii) or (iii) of this sec-
tion, whichever is applicable. However,
the loan is not retested at that time to
determine whether the loan provides
for sufficient interest. For purposes of
paragraph (e)(3)(iii) of this section, the
appropriate AFR for the reissued loan
is the AFR determined under para-
graph (e)(5)(v)(B)(3) of this section on
the day the loan was originally made.

(vi) Example. The provisions of this
paragraph (e)(b) are illustrated by the
following example:

Example. (i) On January 1, 2009, Corpora-
tion Y and Shareholder B, a 65 year-old male,
enter into a split-dollar life insurance ar-
rangement under which B is named as the
policy owner. On January 1, 2009, Y makes a
$100,000 premium payment, repayable, with-
out interest, from the death benefits of the
underlying contract upon B’s death. The pre-
mium payment is a split-dollar term loan.
Repayment of the premium payment is fully
recourse to B. Assume the long-term AFR
(based on annual compounding) at the time
of the loan is 7 percent. Both Y and B use the
calendar year as their taxable years.

(ii) Based on Table 1 in §1.72-9, the ex-
pected term of the loan is 15 years. Under
paragraph (e)(6)(ii)(C) of this section, the
long-term AFR (based on annual
compounding) is the appropriate test rate.
Based on a 15-year term and a discount rate
of 7 percent, compounded annually (the long-
term AFR), the present value of the pay-
ments under the loan is $36,244.60, deter-
mined as follows: $100,000/[1+(0.07/1)]15. Under
paragraph (e)(5)(ii)(B) of this section, this
loan is a below-market split-dollar term loan
because the imputed 1loan amount of
$36,244.60 (the present value of the amount
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required to be repaid to Y) is less than the
amount loaned ($100,000).

(iii) Under paragraph (e)(5)(ii)(B) of this
section, the amount of forgone interest for
2009 (and each subsequent full calendar year
that the loan remains outstanding) is $7,000,
which is the amount of interest that would
have been payable on the loan for the cal-
endar year if interest accrued on the loan’s
adjusted issue price ($100,000) at the long-
term AFR (7 percent, compounded annually).
Under section 7872 and paragraph (e)(1)(i) of
this section, on December 31, 2009, Y is treat-
ed as making a section 301 distribution to B
of $7,000. In addition, Y has $7,000 of imputed
interest income for 2009.

(f) Treatment of stated interest and OID
for split-dollar loans—(1) In general. If a
split-dollar loan provides for stated in-
terest or OID, the loan is subject to
this paragraph (f), regardless of wheth-
er the split-dollar loan has sufficient
interest. Except as otherwise provided
in this section, split-dollar loans are
subject to the same Internal Revenue
Code and regulatory provisions for
stated interest and OID as other loans.
For example, the lender of a split-dol-
lar loan that provides for stated inter-
est must account for any qualified
stated interest (as defined in §1.1273-
1(c)) under its regular method of ac-
counting (for example, an accrual
method or the cash receipts and dis-
bursements method). See §1.446-2 to de-
termine the amount of qualified stated
interest that accrues during an accrual
period. In addition, the lender must ac-
count under §1.1272-1 for any OID on a
split-dollar loan. However, §1.1272-1(c)
does not apply to any split-dollar loan.
See paragraph (h) of this section for a
subsequent waiver, cancellation, or for-
giveness of stated interest on a split-
dollar loan.

(2) Term, payment schedule, and yield.
The term of a split-dollar term loan de-
termined under paragraph (e)(4)(iii) of
this section (other than paragraph
(e)(4)(iii)(C) of this section) applies to
determine the split-dollar loan’s term,
payment schedule, and yield for all
purposes of this section.

(g) Certain variable rates of interest—
(1) In general. This paragraph (g) pro-
vides rules for a split-dollar loan that
provides for certain variable rates of
interest. If this paragraph (g) does not
apply to a variable rate split-dollar
loan, the loan is subject to the rules in
paragraph (j) of this section for split-
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dollar loans that provide for one or
more contingent payments.

(2) Applicability—@{) In general. Except
as provided in paragraph (g)(2)(ii) of
this section, this paragraph (g) applies
to a split-dollar loan that is a variable
rate debt instrument (within the mean-
ing of §1.1275-5) and that provides for
stated interest at a qualified floating
rate (or rates).

(ii) Interest rate restrictions. This para-
graph (g) does not apply to a split-dol-
lar loan if, as a result of interest rate
restrictions (such as an interest rate
cap), the expected yield of the loan
taking the restrictions into account is
significantly less than the expected
yield of the loan without regard to the
restrictions. Conversely, if reasonably
symmetric interest rate caps and floors
or reasonably symmetric governors are
fixed throughout the term of the loan,
these restrictions generally do not pre-
vent this paragraph (g) from applying
to the loan.

(38) Testing for sufficient interest—(®i)
Demand loan. For purposes of para-
graph (e)(3)(ii) of this section (regard-
ing testing a split-dollar demand loan
for sufficient interest), a split-dollar
demand loan is treated as if it provided
for a fixed rate of interest for each ac-
crual period to which a qualified float-
ing rate applies. The projected fixed
rate for each accrual period is the
value of the qualified floating rate as
of the beginning of the calendar year
that contains the last day of the ac-
crual period.

(ii) Term loan. For purposes of para-
graph (e)(4)(ii) of this section (regard-
ing testing a split-dollar term loan for
sufficient interest), a split-dollar term
loan subject to this paragraph (g) is
treated as if it provided for a fixed rate
of interest for each accrual period to
which a qualified floating rate applies.
The projected fixed rate for each ac-
crual period is the value of the quali-
fied floating rate on the date the split-
dollar term loan is made. The term of
a split-dollar loan that is subject to
this paragraph (g)(3)(ii) is determined
using the rules in §1.1274-4(c)(2). For
example, if the loan provides for inter-
est at a qualified floating rate that ad-
justs at varying intervals, the term of
the loan is determined by reference to
the longest interval between interest
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adjustment dates. See paragraph (e)(b)
of this section for special rules relating
to certain split-dollar term loans, such
as a split-dollar term loan payable not
later than the death of an individual.

(4) Interest accruals and imputed trans-
fers. For purposes of paragraphs (e) and
(f) of this section, the projected fixed
rate or rates determined under para-
graph (g)(3) of this section are used for
purposes of determining the accrual of
interest each period and the amount of
any imputed transfers. Appropriate ad-
justments are made to the interest ac-
cruals and any imputed transfers to
take into account any difference be-
tween the projected fixed rate and the
actual rate.

(5) Example. The provisions of this
paragraph (g) are illustrated by the fol-
lowing example:

Example. (i) On January 1, 2010, Employer V
and Employee F enter into a split-dollar life
insurance arrangement under which F is
named as the policy owner. On January 1,
2010, V makes a $100,000 premium payment,
repayable in 15 years. The premium payment
is a split-dollar term loan. Under the ar-
rangement between the parties, interest is
payable on the split-dollar loan each year on
January 1, starting January 1, 2011, at a rate
equal to the value of 1-year LIBOR as of the
payment date. The short-term AFR (based
on annual compounding) at the time of the
loan is 7 percent. Repayment of both the pre-
mium payment and the interest due thereon
is nonrecourse to F. However, the parties
made a representation under paragraph (d)(2)
of this section. Assume that the value of 1-
year LIBOR on January 1, 2010, is 8 percent,
compounded annually.

(ii) The loan is subject to this paragraph
(g) because the loan is a variable rate debt
instrument that bears interest at a qualified
floating rate. Because the interest rate is
reset each year, under paragraph (g)(3)(ii) of
this section, the short-term AFR (based on
annual compounding) is the appropriate test
rate used to determine whether the loan pro-
vides for sufficient interest. Moreover, under
paragraph (g)(3)(ii) of this section, to deter-
mine whether the loan provides for sufficient
interest, the loan is treated as if it provided
for a fixed rate of interest equal to 8 percent,
compounded annually. Based on a discount
rate of 7 percent, compounded annually (the
short-term AFR), the present value of the
payments under the loan is $109,107.91. The
loan provides for sufficient interest because
the loan’s imputed loan amount of $109,107.91
(the present value of the payments) is more
than the amount loaned of $100,000. There-
fore, the loan is not a below-market split-
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dollar term loan, and interest on the loan is
taken into account under paragraph (f) of
this section.

(h) Adjustments for interest paid at less
than the stated rate—(1) Application—()
In general. To the extent required by
this paragraph (h), if accrued but un-
paid interest on a split-dollar loan is
subsequently waived, cancelled, or for-
given by the lender, then the waiver,
cancellation, or forgiveness is treated
as if, on that date, the interest had in
fact been paid to the lender and re-
transferred by the lender to the bor-
rower. The amount deemed transferred
and retransferred is determined under
paragraph (h) (2) or (3) of this section.
Except as provided in paragraph
(h)(1)(iv) of this section, the amount
treated as retransferred by the lender
to the borrower under paragraph (h) (2)
or (3) of this section is increased by the
deferral charge determined under para-
graph (h)(4) of this section. To deter-
mine the character of any retrans-
ferred amount, see paragraph (e)(1)(i) of
this section. See §1.61-22(b)(6) for the
treatment of amounts other than inter-
est on a split-dollar loan that are
waived, cancelled, or forgiven by the
lender.

(ii) Certain split-dollar term loans. For
purposes of this paragraph (h), a split-
dollar term loan described in paragraph
(e)(b) of this section (for example, a
split-dollar term loan payable not later
than the death of an individual) is sub-
ject to the rules of paragraph (h)(3) of
this section.

(iii) Payments treated as a waiver, can-
cellation, or forgiveness. For purposes of
this paragraph (h), if a payment by the
lender (or a person related to the lend-
er) to the borrower is, in substance, a
waiver, cancellation, or forgiveness of
accrued but unpaid interest, the pay-
ment by the lender (or person related
to the lender) is treated as an amount
retransferred to the borrower by the
lender under this paragraph (h) and is
subject to the deferral charge in para-
graph (h)(4) of this section to the ex-
tent that the payment is, in substance,
a waiver, cancellation, or forgiveness
of accrued but unpaid interest.

(iv) Treatment of certain monrecourse
split-dollar loans. For purposes of this
paragraph (h), if the parties to a split-
dollar 1life insurance arrangement
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make the representation described in
paragraph (d)(2) of this section and the
interest actually paid on the split-dol-
lar loan is less than the interest re-
quired to be accrued on the split-dollar
loan, the excess of the interest required
to be accrued over the interest actually
paid is treated as waived, cancelled, or
forgiven by the lender under this para-
graph (h). However, the amount treated
as retransferred under paragraph
(h)(1)(i) of this section is not increased
by the deferral charge in paragraph
(h)(4) of this section.

(2) Split-dollar term loans. In the case
of a split-dollar term loan, the amount
of interest deemed transferred and re-
transferred for purposes of paragraph
(h)(1) of this section is determined as
follows:

(i) If the loan’s stated rate is less
than or equal to the appropriate AFR
(the AFR used to test the loan for suf-
ficient interest under paragraph (e) of
this section), the amount of interest
deemed transferred and retransferred
pursuant to this paragraph (h) is the
excess of the amount of interest pay-
able at the stated rate over the inter-
est actually paid.

(ii) If the loan’s stated rate is greater
than the appropriate AFR (the AFR
used to test the loan for sufficient in-
terest under paragraph (e) of this sec-
tion), the amount of interest deemed
transferred and retransferred pursuant
to this paragraph (h) is the excess, if
any, of the amount of interest payable
at the AFR over the interest actually
paid.

(3) Split-dollar demand loans. In the
case of a split-dollar demand loan, the
amount of interest deemed transferred
and retransferred for purposes of para-
graph (h)(1) of this section is equal to
the aggregate of—

(i) For each year that the split-dollar
demand loan was outstanding in which
the loan was a below-market split-dol-
lar demand loan, the excess of the
amount of interest payable at the stat-
ed rate over the interest actually paid
allocable to that year; plus

(ii) For each year that the split-dol-
lar demand loan was outstanding in
which the loan was not a below-market
split-dollar demand loan, the excess, if
any, of the amount of interest payable
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at the appropriate rate used for pur-
poses of imputation for that year over
the interest actually paid allocable to
that year.

(4) Deferral charge. The Commissioner
may prescribe the method for deter-
mining the deferral charge treated as
retransferred by the lender to the bor-
rower under paragraph (h)(1) of this
section. Until the Commissioner pre-
scribes otherwise, the deferral charge
is determined under paragraph (h)(4)(i)
of this section for a split-dollar term
loan subject to paragraph (h)(2) of this
section and under paragraph (h)(4)(ii)
of this section for a split-dollar de-
mand loan subject to paragraph (h)(3)
of this section.

(i) Split-dollar term loan. The deferral
charge for a split-dollar term loan sub-
ject to paragraph (h)(2) of this section
is determined by multiplying the hypo-
thetical underpayment by the applica-
ble underpayment rate, compounded
daily, for the period from the date the
split-dollar loan was made to the date
the interest is waived, cancelled, or
forgiven. The hypothetical under-
payment is equal to the amount deter-
mined under paragraph (h)(2) of this
section, multiplied by the highest rate
of income tax applicable to the bor-
rower (for example, the highest rate in
effect under section 1 for individuals)
for the taxable year in which the split-
dollar term loan was made. The appli-
cable underpayment rate is the average
of the quarterly underpayment rates in
effect under section 6621(a)(2) for the
period from the date the split-dollar
loan was made to the date the interest
is waived, cancelled, or forgiven.

(ii) Split-dollar demand loan. The de-
ferral charge for a split-dollar demand
loan subject to paragraph (h)(3) of this
section is the sum of the following
amounts determined for each year the
loan was outstanding (other than the
year in which the waiver, cancellation,
or forgiveness occurs): For each year
the loan was outstanding, multiply the
hypothetical underpayment for the
year by the applicable underpayment
rate, compounded daily, for the appli-
cable period. The hypothetical under-
payment is equal to the amount deter-
mined under paragraph (h)(3) of this
section for each year, multiplied by the
highest rate of income tax applicable
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to the borrower for that year (for ex-
ample, the highest rate in effect under
section 1 for individuals). The applica-
ble underpayment rate is the average
of the quarterly underpayment rates in
effect under section 6621(a)(2) for the
applicable period. The applicable pe-
riod for a year is the period of time
from the last day of that year until the
date the interest is waived, cancelled,
or forgiven.

(5) Examples. The provisions of this
paragraph (h) are illustrated by the fol-
lowing examples:

Example 1. (i) On January 1, 2009, Employer
Y and Employee B entered into a split-dollar
life insurance arrangement under which B is
named as the policy owner. On January 1,
2009, Y made a $100,000 premium payment, re-
payable on December 31, 2011, with interest
of 5 percent, compounded annually. The pre-
mium payment is a split-dollar term loan.
Assume the short-term AFR (based on an-
nual compounding) at the time the loan was
made was 5 percent. Repayment of both the
premium payment and the interest due
thereon was fully recourse to B. On Decem-
ber 31, 2011, Y is repaid $100,000 but Y waives
the remainder due on the loan ($15,762.50).
Both Y and B use the calendar year as their
taxable years.

(ii) When the split-dollar term loan was
made, the loan was not a below-market loan
under paragraph (e)(4)(ii) of this section.
Under paragraph (f) of this section, Y was re-
quired to accrue compound interest of 5 per-
cent each year the loan remained out-
standing. B, however, was not entitled to any
deduction for this interest under paragraph
(c) of this section.

(iii) Under paragraph (h)(1) of this section,
the waived amount is treated as if, on De-
cember 31, 2011, it had in fact been paid to Y
and was then retransferred by Y to B. The
amount deemed transferred to Y and retrans-
ferred to B equals the excess of the amount
of interest payable at the stated rate
(815,762.50) over the interest actually paid
($0), or $15,762.50. In addition, the amount
deemed retransferred to B is increased by the
deferral charge determined under paragraph
(h)(4) of this section. Because of the employ-
ment relationship between Y and B, the total
retransferred amount is treated as com-
pensation paid by Y to B.

Example 2. (i) On January 1, 2009, Employer
Y and Employee B entered into a split-dollar
life insurance arrangement under which B is
named as the policy owner. On January 1,
2009, Y made a $100,000 premium payment, re-
payable on the demand of Y, with interest of
7 percent, compounded annually. The pre-
mium payment is a split-dollar demand loan.
Assume the blended annual rate (based on
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annual compounding) in 2009 was 5 percent
and in 2010 was 6 percent. Repayment of both
the premium payment and the interest due
thereon was fully recourse to B. On Decem-
ber 31, 2010, Y demands repayment and is re-
paid its $100,000 premium payment in full;
however, Y waives all interest due on the
loan. Both Y and B use the calendar year as
their taxable years.

(ii) For each year that the split-dollar de-
mand loan was outstanding, the loan was not
a below-market loan under paragraph
(e)(3)(ii) of this section. Under paragraph (f)
of this section, Y was required to accrue
compound interest of 7 percent each year the
loan remained outstanding. B, however, was
not entitled to any deduction for this inter-
est under paragraph (c) of this section.

(iii) Under paragraph (h)(1) of this section,
a portion of the waived interest is treated as
if, on December 31, 2010, it had in fact been
paid to Y and was then retransferred by Y to
B. The amount of interest deemed trans-
ferred to Y and retransferred to B equals the
excess, if any, of the amount of interest pay-
able at the blended annual rate for each year
the loan is outstanding over the interest ac-
tually paid with respect to that year. For
2009, the interest payable at the blended an-
nual rate is $5,000 ($100,000x0.05). For 2010, the
interest payable at the blended annual rate
is $6,000 ($100,000x0.06). Therefore, the amount
of interest deemed transferred to Y and re-
transferred to B equals $11,000. In addition,
the amount deemed retransferred to B is in-
creased by the deferral charge determined
under paragraph (h)(4) of this section. Be-
cause of the employment relationship be-
tween Y and B, the total retransferred
amount is treated as compensation paid by Y
to B.

(i) [Reserved]

(j) Shplit-dollar loans that provide for
contingent payments—(1) In general. Ex-
cept as provided in paragraph (j)(2) of
this section, this paragraph (j) provides
rules for a split-dollar loan that pro-
vides for one or more contingent pay-
ments. This paragraph (j), rather than
§1.1275-4, applies to split-dollar loans
that provide for one or more contin-
gent payments.

(2) Ezxceptions—(i) Certain contin-
gencies. For purposes of this section, a
split-dollar loan does not provide for
contingent payments merely because—

(A) The loan provides for options de-
scribed in paragraph (e)(4)(iii)(B) of
this section (for example, certain call
options, put options, and options to ex-
tend); or

(B) The loan is described in para-
graph (e)(b) of this section (relating to
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certain split-dollar term loans, such as
a split-dollar term loan payable not
later than the death of an individual).

(i1) Imsolvency and default. For pur-
poses of this section, a payment is not
contingent merely because of the possi-
bility of impairment by insolvency, de-
fault, or similar circumstances. How-
ever, if any payment on a split-dollar
loan is nonrecourse to the borrower,
the payment is a contingent payment
for purposes of this paragraph (j) unless
the parties to the arrangement make
the written representation provided for
in paragraph (d)(2) of this section.

(iii) Remote and incidental contin-
gencies. For purposes of this section, a
payment is not a contingent payment
merely because of a contingency that,
as of the date the split-dollar loan is
made, is either remote or incidental
(within the meaning of §1.1275-2(h)).

(iv) Ezxceptions for certain split-dollar
loans. This paragraph (j) does not apply
to a split-dollar loan described in
§1.1272-1(d) (certain debt instruments
that provide for a fixed yield) or a
split-dollar loan described in paragraph
(g) of this section (relating to split-dol-
lar loans providing for certain variable
rates of interest).

(3) Contingent split-dollar method—i(i)
In general. If a split-dollar loan pro-
vides for one or more contingent pay-
ments, then the parties account for the
loan under the contingent split-dollar
method. In general, except as provided
in this paragraph (j), this method is the
same as the noncontingent bond meth-
od described in §1.1275-4(b).

(ii) Projected payment schedule—(A)
Determination of schedule. No com-
parable yield is required to be deter-
mined. The projected payment sched-
ule for the loan includes all noncontin-
gent payments and a projected pay-
ment for each contingent payment.
The projected payment for a contin-
gent payment is the lowest possible
value of the payment. The projected
payment schedule, however, must
produce a yield that is not less than
zero. If the projected payment schedule
produces a negative yield, the schedule
must be reasonably adjusted to produce
a yield of zero.

(B) Split-dollar term loans payable upon
the death of an individual. If a split-dol-
lar term loan described in paragraph
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(e)(5)(i1)(A) or (V)(A)(I) of this section
provides for one or more contingent
payments, the projected payment
schedule is determined based on the
term of the loan as determined under
paragraph (e)(5)({i)(C) or (v)(B)2) of
this section, whichever is applicable.

(C) Certain split-dollar term loans con-
ditioned on the future performance of sub-
stantial services by an individual. If a
split-dollar term loan described in
paragraph (e)(5)(iii)(A)(1) or (v)(A)(2) of
this section provides for one or more
contingent payments, the projected
payment schedule is determined based
on the term of the loan as determined
under paragraph (e)(5)(ii)(C) or
(v)(B)(2) of this section, whichever is
applicable.

(D) Demand loans. If a split-dollar de-
mand loan provides for one or more
contingent payments, the projected
payment schedule is determined based
on a reasonable assumption as to when
the lender will demand repayment.

(E) Borrower/lender consistency. Con-
trary to §1.1275-4(b)(4)(iv), the lender
rather than the borrower is required to
determine the projected payment
schedule and to provide the schedule to
the borrower and to any indirect par-
ticipant as described in paragraph
(e)(2) of this section. The lender’s pro-
jected payment schedule is used by the
lender, the borrower, and any indirect
participant to compute interest accru-
als and adjustments.

(iii) Negative adjustments. If the issuer
of a split-dollar loan is not allowed to
deduct interest or OID (for example,
because of section 163(h) or 264), then
the issuer is not required to include in
income any negative adjustment
carryforward determined under §1.1275—
4(b)(6)(iii)(C) on the loan, except to the
extent that at maturity the total pay-
ments made over the life of the loan
are less than the issue price of the
loan.

(4) Application of section 7872—(i) De-
termination of below-market status. The
yield based on the projected payment
schedule determined under paragraph
(j)(3) of this section is used to deter-
mine whether the loan is a below-mar-
ket split-dollar loan under paragraph
(e) of this section.

(i1) Adjustment upon the resolution of a
contingent payment. To the extent that
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interest has accrued under section 7872
on a split-dollar loan and the interest
would not have accrued under this
paragraph (j) in the absence of section
7872, the lender is not required to rec-
ognize income under §1.1275-4(b) for a
positive adjustment and the borrower
is not treated as having interest ex-
pense for a positive adjustment. To the
same extent, there is a reversal of the
tax consequences imposed under para-
graph (e) of this section for the prior
imputed transfer from the lender to the
borrower. This reversal is taken into
account in determining adjusted gross
income.

(5) Examples. The following examples
illustrate the rules of this paragraph
(j). For purposes of this paragraph
(j)(5), assume that the contingent pay-
ments are neither remote nor inci-
dental. The examples are as follows:

Example 1. (i) On January 1, 2010, Employer
T and Employee G enter into a split-dollar
life insurance arrangement under which G is
named as the policy owner. On January 1,
2010, 7 makes a $100,000 premium payment.
On December 31, 2013, T will be repaid an
amount equal to the premium payment plus
an amount based on the increase, if any, in
the price of a specified commodity for the
period the loan is outstanding. The premium
payment is a split-dollar term loan. Repay-
ment of both the premium payment and the
interest due thereon is recourse to G. As-
sume that the appropriate AFR for this loan,
based on annual compounding, is 7 percent.
Both T and G use the calendar year as their
taxable years.

(ii) Under this paragraph (j), the split-dol-
lar term loan between T and G provides for a
contingent payment. Therefore, the loan is
subject to the contingent split-dollar meth-
od. Under this method, the projected pay-
ment schedule for the loan provides for a
noncontingent payment of $100,000 and a pro-
jected payment of $0 for the contingent pay-
ment (because it is the lowest possible value
of the payment) on December 31, 2013.

(iii) Based on the projected payment sched-
ule and a discount rate of 7 percent, com-
pounded annually (the appropriate AFR), the
present value of the payments under the loan
is $76,289.52. Under paragraphs (e)(4) and
(i))(4)(1) of this section, the loan does not pro-
vide for sufficient interest because the loan’s
imputed loan amount of $76,289.52 (the
present value of the payments) is less than
the amount loaned of $100,000. Therefore, the
loan is a below-market split-dollar term loan
and the loan is recharacterized as consisting
of two portions: an imputed loan amount of
$76,289.52 and an imputed transfer of
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$23,710.48 (amount loaned of $100,000 minus
the imputed loan amount of $76,289.52).

(iv) In accordance with section 7872(b)(1)
and paragraph (e)(4)(iv) of this section, on
the date the loan is made, T is treated as
transferring to G $23,710.48 (the imputed
transfer) as compensation. In addition, T
must take into account as OID an amount
equal to the imputed transfer. See §1.1272-1
for the treatment of OID.

Example 2. (i) Assume, in addition to the
facts in Example 1, that on December 31, 2013,
T receives $115,000 (its premium payment of
$100,000 plus $15,000).

(ii) Under the contingent split-dollar meth-
od, when the loan is repaid, there is a $15,000
positive adjustment ($15,000 actual payment
minus $0 projected payment). Under para-
graph (j)(4) of this section, because T accrued
imputed interest under section 7872 on this
split-dollar loan to G and this interest would
not have accrued in the absence of section
7872, T is not required to include the positive
adjustment in income, and G is not treated
as having interest expense for the positive
adjustment. To the same extent, 7" must in-
clude in income, and G is entitled to deduct,
$15,000 to reverse their respective prior tax
consequences imposed under paragraph (e) of
this section (7”s prior deduction for imputed
compensation deemed paid to G and G’s prior
inclusion of this amount). G takes the rever-
sal into account in determining adjusted
gross income. That is, the $15,000 is an
‘‘above-the-line’’ deduction, whether or not
G itemizes deductions.

Example 3. (i) Assume the same facts as in
Example 2, except that on December 31, 2013,
T receives $127,000 (its premium payment of
$100,000 plus $27,000).

(ii) Under the contingent split-dollar meth-
od, when the loan is repaid, there is a $27,000
positive adjustment ($27,000 actual payment
minus $0 projected payment). Under para-
graph (j)(4) of this section, because T accrued
imputed interest of $23,710.48 under section
7872 on this split-dollar loan to G and this in-
terest would not have accrued in the absence
of section 7872, T is not required to include
$23,710.48 of the positive adjustment in in-
come, and G is not treated as having interest
expense for the positive adjustment. To the
same extent, in 2013, 7" must include in in-
come, and G is entitled to deduct, $23,710.48
to reverse their respective prior tax con-
sequences imposed under paragraph (e) of
this section (7”s prior deduction for imputed
compensation deemed paid to G and G’s prior
inclusion of this amount). G and T take these
reversals into account in determining ad-
justed gross income. Under the contingent
split-dollar method, 7 must include in in-
come $3,289.52 upon resolution of the contin-
gency ($27,000 positive adjustment minus
$23,710.48).
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(k) Payment ordering rule. For pur-
poses of this section, a payment made
by the borrower to or for the benefit of
the lender pursuant to a split-dollar
life insurance arrangement is applied
to all direct and indirect split-dollar
loans in the following order—

(1) A payment of interest to the ex-
tent of accrued but unpaid interest (in-
cluding any OID) on all outstanding
split-dollar loans in the order the in-
terest accrued;

(2) A payment of principal on the
outstanding split-dollar loans in the
order in which the loans were made;

(3) A payment of amounts previously
paid by a non-owner pursuant to a
split-dollar life insurance arrangement
that were not reasonably expected to
be repaid by the owner; and

(4) Any other payment with respect
to a split-dollar life insurance arrange-
ment, other than a payment taken into
account under paragraphs (k)1), (2),
and (3) of this section.

(1) [Reserved]

(m) Repayments received by a lender.
Any amount received by a lender under
a life insurance contract that is part of
a split-dollar life insurance arrange-
ment is treated as though the amount
had been paid to the borrower and then
paid by the borrower to the lender. Any
amount treated as received by the bor-
rower under this paragraph (m) is sub-
ject to other provisions of the Internal
Revenue Code as applicable (for exam-
ple, sections 72 and 101(a)). The lender
must take the amount into account as
a payment received with respect to a
split-dollar loan, in accordance with
paragraph (k) of this section. No
amount received by a lender with re-
spect to a split-dollar loan is treated as
an amount received by reason of the
death of the insured.

(n) Effective date—(1) General rule.
This section applies to any split-dollar
life insurance arrangement entered
into after September 17, 2003. For pur-
poses of this section, an arrangement is
entered into as determined under §1.61-
22()H)(1H)(d1).

(2) Modified arrangements treated as
new arrangements. If an arrangement
entered into on or before September 17,
2003 is materially modified (within the
meaning of §1.61-22(j)(2)) after Sep-
tember 17, 2003, the arrangement is
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treated as a new arrangement entered
into on the date of the modification.

[T.D. 9092, 68 FR 54352, Sept. 17, 2003]

§1.7872-16 Loans to an exchange
facilitator under § 1.468B-6.

(a) Exchange facilitator loans. This
section provides rules in applying sec-
tion 7872 to an exchange facilitator
loan (within the meaning of §1.468B-
6(c)(1)). For purposes of this section,
the terms deferred exchange, exchange
agreement, exchange facilitator, exchange
funds, qualified intermediary, replace-
ment property, and tarpayer have the
same meanings as in §1.468B-6(b).

(b) Treatment as demand loans. For
purposes of section 7872, except as pro-
vided in paragraph (d) of this section,
an exchange facilitator loan is a de-
mand loan.

(c) Treatment as compensation-related
loans. If an exchange facilitator loan is
a below-market loan, the loan is a com-
pensation-related loan under section
7872(c)(1)(B).

(d) Applicable Federal rate (AFR) for
exchange facilitator loans. For purposes
of section 7872, in the case of an ex-
change facilitator loan, the applicable
Federal rate is the lower of the short-
term AFR in effect under section
1274(d)(1) (as of the day on which the
loan is made), compounded semiannu-
ally, or the 91-day rate. For purposes of
the preceding sentence, the 91-day rate
is equal to the investment rate on a 13-
week (generally 91-day) Treasury bill
with an issue date that is the same as
the date that the exchange facilitator
loan is made or, if the two dates are
not the same, with an issue date that
most closely precedes the date that the
exchange facilitator loan is made.

(e) Use of approximate method per-
mitted. The taxpayer and exchange
facilitator may use the approximate
method to determine the amount of
forgone interest on any exchange
facilitator loan.

(f) Exemption for certain below-market
exchange facilitator loans. If an ex-
change facilitator loan is a below-mar-
ket loan, the loan is not eligible for the
exemptions from section 7872 listed
under §1.7872-5T. However, the loan
may be eligible for the exemption from
section 7872 under §1.7872-5(b)(16) (re-
lating to exchange facilitator loans in
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which the amount treated as loaned
does not exceed $2,000,000).

(g) Effective/applicability date. This
section applies to exchange facilitator
loans issued on or after October 8, 2008.

(h) Ezxample. The provisions of this
section are illustrated by the following
example:

Example. (i) T enters into a deferred ex-
change with QI, a qualified intermediary.
The exchange is governed by an exchange
agreement. The exchange funds held by QI
pursuant to the exchange agreement are
treated as loaned to QI under §1.468B-6(c)(1).
The loan between T and QI is an exchange
facilitator loan. The exchange agreement be-
tween T and QI provides that no earnings
will be paid to T. On December 1, 2008, T
transfers property to QI, QI transfers the
property to a purchaser for $2,100,000, and QI
deposits $2,100,000 in a money market ac-
count. On March 1, 2009, QI uses $2,100,000 of
the funds in the account to purchase replace-
ment property identified by T, and transfers
the replacement property to T. The amount
loaned for purposes of section 7872 is
$2,100,000 and the loan is outstanding for
three months. For purposes of section 7872,
under paragraph (d) of this section, T uses
the 91-day rate, which is 4 percent, com-
pounded semi-annually. T uses the approxi-
mate method for purposes of section 7872.

(ii) Under paragraphs (b) and (c) of this sec-
tion, the loan from T to QI is a compensa-
tion-related demand loan. Because there is
no interest payable on the loan from T to QI,
the loan is a below-market loan under sec-
tion 7872. The loan is not exempt under
§1.7872-5(b)(16) because the amount treated
as loaned exceeds $2,000,000. Under section
7872(e)(2), the amount of forgone interest on
the loan for 2008 is $7000 ($2,100,000%.04/2%1/6).
Under section 7872(e)(2), the amount of for-
gone interest for 2009 is $14,000 ($2,100,000%.04/
2%2/6). The $7000 for 2008 is deemed trans-
ferred as compensation by T to QI and re-
transferred as interest by QI to T on Decem-
ber 31, 2008. The $14,000 for 2009 is deemed
transferred as compensation by T to QI and
retransferred as interest by QI to T on March
1, 2009.

[T.D. 9413, 73 FR 39622, July 10, 2008]

§1.7874-1 Disregard of affiliate-owned
stock.

(a) Scope. Section 7874(c)(2)(A) pro-
vides that stock of the foreign corpora-
tion referred to in section 7874(a)(2)(B)
held by members of the expanded affili-
ated group (EAG) that includes such
foreign corporation shall not be taken
into account in determining ownership
for purposes of section 7874(a)(2)(B)(ii).
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