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Developing competitive and creative compensation plans is key to an employer’s ability to recruit, retain and 
reward talented employees. Because these valuable employees tend to be highly compensated in their base 
packages, providing additional taxable income as part of a loyalty/retention plan may not be desirable, as it 
will only result in an increased individual tax burden.

Given the current income tax and interest rate environment, is there a better way for employers to entice 
individuals to join their organization or retain valuable executives, i.e., one that provides valuable, tax-
advantaged benefits to executives and their families?

In lieu of cash rewards, many organizations are exploring the use of split dollar loans to avoid current 
taxation of benefits and provide financial resources such as life insurance that can be accessed in the future 
(typically during retirement). Internal Revenue Code section 7872 provides the authority for split dollar loans 
whereby an employer could advance premiums for a set number of years on a life insurance policy owned 
by the employee. During the duration of this loan, the only cost to the employee is the interest expense 
associated with the outstanding loan, which is determined using the appropriate Applicable Federal Rate 
(AFR) in the month the premium loan is made.

Here’s how a split-dollar loan arrangement would work
Consider an employer looking to recruit, retain or reward a key executive. Instead of advancing a $500,000 
cash award as compensation, the employer lends the executive the $500K. This $500K loan could be used 
to purchase a John Hancock Accumulation IUL policy utilizing a Preliminary Funding Account (PFA) to avoid 
creating a modified endowment contract (MEC).  The policy would be owned by the executive with the net 
death benefit (net of any loan amount due back to the employer) payable to his/her designated beneficiaries. 
Each year, the employee would be responsible for paying the interest associated with the loan, which can 
come out of the employee’s own pocket or can be paid with help from the employer. At the end of the 
specified loan term, the employee would repay the loan to the employer using the policy’s cash value.
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Benefits both employer and employee

Employer Benefits Employee Benefits

• Offers ability to recruit, reward, and retain key 
executives with “strings” attached, plus the 
employer gets repaid

• Requires minimal administration

• Fixes costs of the plan so they’re predictable 
(AFR is fixed for the term and the PFA crediting 
rate is guaranteed at 2.5%)

• Requires no long-term funding considerations 
when the PFA is utilized, as only one lump-sum 
payment/loan is required1

• Avoids current taxation on the amount of the 
premium advances

• Provides a valuable asset with employer’s help for 
only the fixed tax cost of the plan

• Offers immediate financial protection to 
employee’s family in the case of premature death

• Establishes a potential source of tax-favored 
supplemental income through access to any 
growth in policy cash value

• Provides funds to repay employer for the loan 
through access to potential policy cash value

Let’s look at an example2

Assume the executive — male, age 50, Preferred Non-Smoker — purchases a John Hancock Accumulation IUL 
policy using a $500K deposit into the PFA (via a loan from his employer), which will provide annual premiums 
of $77K per year for seven years. Assume the loan has a term of 20 years at fixed long-term AFR rate of 3%. 
At a 6.12% crediting rate, this will provide the executive with an initial death benefit of about $1.4M. During 
the term of the loan, the employee will pay loan interest of $15K/yr., which the employer could help cover via 
additional compensation provided to the executive. Considering income taxes associated with the additional 
compensation provided to cover loan interest and interest earned from the PFA account (2.5% crediting rate), 
the total cost to the employee over the term of the loan for this valuable benefit would be about $51K or 
about $2,500 per year. 

By year 20, at the illustrated crediting rate, the policy cash value would be about $1.3M. The employee, who 
is now age 70, could withdraw $500K from the policy and repay the employer, while still retaining the life 
insurance policy’s death benefit of about $1.4M. Moreover, should the executive need supplemental income 
later in his retirement, the policy is projected to allow for withdrawals up to $220k/annually from ages 85-100.  

In conclusion
For employers who are experiencing lower taxes due to tax reform and/or have cash reserves available, this 
single-loan approach is a simple and effective benefit that can be offered to key employees. The single-loan 
approach also helps mitigate adverse costs associated with rising interest rates, as the interest rate can be set 
for the entire term of the loan. As your business clients consider ways to recruit, retain and reward their key 
executives, the use of loans can be an easy and powerful option when compared to the many other choices 
available to them.

Please contact any member of the Advanced Markets team to see a compliant-approved 
presentation of this technique. 

1. There is a minimum and maximum funding amount for the PFA as well as a minimum and maximum funding period. Interest earned in the PFA will be taxable. 
Partial withdrawals are not available from the PFA and if a full withdrawal is requested, the PFA will terminate, and an early termination fee will apply. Refer to 
the PFA Agreement for more information. 
2. This is a supplemental illustration. Not all benefits and values are guaranteed. The assumptions on which the non-guaranteed elements are based are subject 
to change by the insurer. Actual results may be more or less favorable. Non-insurance figures are hypothetical and are intended to illustrative purposes only.
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For Agent Use Only. This material may not be used with the public.
Insurance policies and/or associated riders and features may not be available in all states. 
This material does not constitute tax, legal, investment or accounting advice and is not intended for use by a taxpayer for the purposes of avoiding any IRS 
penalty. Comments on taxation are based on tax law current as of the time we produced the material.
All information and materials provided by John Hancock are to support the marketing and sale of our products and services, and are not intended to be impartial 
advice or recommendations. John Hancock and its representatives will receive compensation from such sales or services. Anyone interested in these transactions 
or topics may want to seek advice based on his or her particular circumstances from independent advisors.
Loans and withdrawals will reduce the death benefit, cash surrender value, and may cause the policy to lapse. Lapse or surrender of a policy with a loan may 
cause the recognition of taxable income. Policies classified as modified endowment contracts may be subject to tax when a loan or withdrawal is made.  A federal 
tax penalty of 10% may also apply if the loan or withdrawal is taken prior to age 59 1/2. Cash value available for loans and withdrawals may be more or less 
than originally invested.
Insurance products are issued by: John Hancock Life Insurance Company (U.S.A.), Boston, MA 02210 (not licensed in New York) and John Hancock Life Insurance 
Company of New York, Valhalla, NY 10595.
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