
 
  

 

INCOME TAX RISK: 

THINGS TO CONSIDER 
 

We talk to clients about financial products and strategies for a living.  As part of 
our profession, we help clients evaluate tax risk. 
 
Some people don’t believe it, but the IRS has not come up with a definite answer 
to every tax question that might be asked.  There are lots of ideas in the financial 
services business that don’t have conclusive support in the Tax Code.  We have to 
be prepared to talk over even the uncertain ideas with our clients and their 
advisors, in an effort to come up with the optimal plan. 
 
The starting point for evaluating tax-risky ideas is to determine the precise nature 
and level of the exposure.  We do our own in-depth research about ideas that we 
might advocate.  Our goal is to measure the risk and decide whether a particular 
idea will get onto the list of concepts that we might present. 
 
In an effort to help our clients evaluate ideas, we sometimes use a risk continuum 
for evaluating and explaining tax-oriented strategies.  We tie the risk 
measurement to colors, starting with white—representing an idea with no tax 
risk—and proceeding to black—representing an idea that is clearly outlawed by 
the tax authorities. 
 
Many ideas fall into the gray area of the continuum.  For example:  
 
 

Section 1035 of the Internal Revenue Code generally allows a   
taxpayer to exchange life policies for new ones without paying tax on  
the gain. However, if a policy, in which the owner has a gain, is  
exchanged for a new one and the loan on the old policy disappears as  
part of the transaction, the owner must recognize taxable boot.  The  
boot is the lesser of the loan repaid or the gain in the policy.  In  
several private letter rulings, the IRS has held a policy may be 
exchanged tax-free for another policy, if the new policy is subject to  
the same amount of indebtedness as the old one.  These Section 1035  
exchanges are sometimes referred to as loan-exchanges.  Private letter  
rulings are not precedent, but are an indication of the IRS’s feelings  
about certain kinds of strategies.   
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Relying in part on the IRS’s published letters, some insurance companies offer the 
ability to do loan-exchanges—even though the support for the idea is not rock-
solid.  For many of our own clients, we will recommend that they consider loan-
exchange transactions for their existing policies.   
 
However, we are careful to explain the details of any idea involving tax risk to both 
our clients and their own tax advisors.  At the end of the day, the decision about 
taking risk is the client’s choice—not ours. 
 
Fortunately, most of the strategies we help to implement are at the white end of 
the tax risk spectrum.  For example, a client might decide to buy life insurance, 
naming his spouse the beneficiary of the policy.  Under those circumstances, the 
death benefit will almost always be income tax free.  That conclusion is explicitly 
supported by Internal Revenue Code Section 101(a). 
 
Do you have tax questions regarding your financial plans?  Do you wonder if you 
have too much risk?  We’d be glad to visit with you to identify where you are on 
the risk continuum and help make any needed changes. 
 

 

 

 

 

 

AS ALWAYS, PLEASE FEEL FREE TO CALL TO DISCUSS THESE OR 

OTHER FINANCIAL SECURITY ISSUES OF CONCERN. 

 

 

This information is designed for informational or educational purposes only.  It 

is not intended as investment advice and is not a recommendation for 

retirement savings. Lincoln Financial Advisors Corp. and its representatives 

do not provide legal or tax advice. You may want to consult a legal or tax 

advisor regarding any legal or tax information. 
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