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Because You Asked
Answers to Questions Frequently Asked
of the Advanced Markets Team
The Pension Protection Act of 2006 and Corporate or Employer Owned Life
Insurance (COLI or EOLI Best Practices)
The Pension Protection Act of 2006 (PPA), which became law on August 17, 2006 (“the date of
enactment”), includes new rules on employer owned life insurance that are effective for all new policies
issued after the date of enactment. These new rules are known as “COLI Best Practices”, and they
effectively limit employer or corporate owned life insurance (EOLI or COLI) to highly compensated
individuals and require the consent of the insured (the new rules also impact Bank Owned Life
Insurance, or BOLI). The new rules under PPA have been incorporated into the provisions of
Sections 101(j) and 6039I of the Internal Revenue Code (IRC).
GENERAL RULE

Under Section 101(j), unless the EOLI/COLI policies meet the notice and consent provisions, as well
as the highly compensated employee or highly compensated individual requirement (as outlined
below in items 1-2), the death benefit on a COLI policy will be included in the employer’s income in
excess of premiums and other amounts paid on the contract. An “employer-owned life insurance
contract” is defined as a life insurance contract which: 1) is owned by a person engaged in a ride or
business and under which such person (or a related person ) is directly or indirectly a beneficiary
under the contract and 2) covers the life of an insured who is an employee with respect to the trade
or business of the applicable policy owner on the date that the contract is issued. The specific
requirements of Section 101(j) are as follows:
1. NOTICE

The employee must receive written notice of the policy, the maximum possible face amount of the
policy, and that the employer will be the beneficiary of the policy death benefit; and
2. CONSENT

The employee must provide written consent to being insured even after he/she terminates
employment.
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3. EXCEPTIONS TO THE GENERAL RULE/THREE CATEGORIES OF EMPLOYEES

There are several possible categories of employees that can meet the applicable exceptions under
Section 101(j). If the notice and consent requirements outlined above are met before the policy is issued
and the insured falls into one of the following categories at the time that the policy is issued, then the
death benefit proceeds received by the employer from a COLI contract will be income tax free.
1) Is an employee at any time during the 12 months preceding his/her death (a “recent employee”),
or
2) Is a director or among the highest paid 35% of all employees (“a highly compensated
individual” as defined in IRC Section 105(h)(5) ), or
3) Is “a highly compensated employee” as defined by IRC Section 414(q).
4. EXCEPTION FOR FAMILY BENEFICIARIES AND STOCK REDEMPTION

The only other exceptions to the new income inclusion rule for COLI policies is if the notice and
consent requirements are met before the policy is issued and the death benefit is paid to:
1) A member of the insured’s immediate family, to the insured’s designated beneficiary under the
policy, to a trust for the benefit of a family member or designated beneficiary or to the estate of the
insured; or
2) Used to purchase an equity interest in the policyholder (employer) from a family member,
beneficiary, trust or estate.
5. EFFECTIVE DATE AND POLICY CHANGES

Section 101(j) applies to contracts issued after the date of enactment of PPA (August 17, 2006), except
for contracts issued after that date due to a 1035 exchange. In addition, material increases in the death
benefit or other material changes will cause a policy to be treated as a new contract. Exceptions to the
rule for material increases include existing lives under a master contract, increases in the death benefit
that occur as a result of Section 7702, death benefit increases due to normal operation of the contract
and death benefit increases as a result of market performance or contract design (for variable and
universal life contracts). Section 101(j) also does not apply to policies on the lives of nonresident aliens
(individuals who are neither US citizens nor US residents).
6. EMPLOYER REPORTING AND RECORDKEEPING REQUIREMENTS

Under IRC Section 6039I, employers who own one or more COLI contracts issued after August 17,
2006 are now required to file a return with the IRS for each year that the contracts are owned. The
return must state the following:
• The number of employees at the end of the year;
• The number of employees insured under the COLI contracts at the end of the year;
• The total amount of insurance in force under the COLI contracts at the end of the year;
• The employer’s name, address and taxpayer identification number (TIN) and the employer’s
business; and
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• That the employer has a valid consent form for each insured employee and the number of
insured employees (if any) from whom a consent form was not obtained.
In addition, employers that own COLI contracts subject to these new rules must maintain
annual records to demonstrate and determine whether the requirements of Section 101(j),
such as the notice and consent requirements, are met.
POTENTIAL IMPACT

The provisions of Section 101(j) will potentially impact life insurance policies that are used in a
variety of employee benefit and business planning arrangements, including nonqualified deferred
compensation, key person insurance, some buy-sell arrangements, some split dollar arrangements,
Section 457(f) plans and bank owned life insurance. Significant care should be taken to make sure
that the requirements of Section 101(j) are met for any potentially applicable case.

This material is for informational purposes only. Although many of the topics presented may also involve tax, legal accounting or
other issues, neither John Hancock nor any of its agents, employees, or registered representatives are in the business of offering
such advice. The above material was not intended or written to be used, and it cannot be used, for the purpose of avoiding any
penalty that may be imposed by the Internal Revenue Service. The above material may have been written to support the
promotion or marketing of the transactions or topics addressed by the written material. Individuals interested in these topics
should consult with their own professional advisors to examine legal, tax, accounting or financial planning aspects of these topics.
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