
 
 

 

TAX-FREE EXCHANGES OF LIFE INSURANCE POLICIES: 

 

THINGS TO CONSIDER 
 

 

Did you know that the federal government allows you to exchange one permanent 

life insurance policy for another without having to pay income tax on the 

transaction?  The technique is referred to as a Section 1035 exchange. 

 

While the idea of a Section 1035 exchange is simple, sometimes its successful 

execution is not.  Some advisors overlook special tax rules that affect an exchange, 

unwittingly exposing their clients to unexpected income tax liabilities.   

 

Furthermore, the amount of paperwork involved in a Section 1035 exchange can 

lead to processing disasters.  An attorney recently told me about a federal court 

case where the policy owner stood to lose more than a quarter of a million dollars 

during a Section 1035 exchange.  Here’s what happened. 

 

The owner of a policy sought to exchange an existing variable life (VL) insurance 

policy under Code Section 1035 for new coverage to be issued by a new carrier.  

Here’s what happened next: 

 

1. The policy owner assigned the VL policy to the new insurance 

company.  

 

2. On September 8, 2008, the new insurance company sent a request 

letter to the VL Company with the Section 1035 paperwork. 

 

3. The VL Company received the letter on September 9, 2008. On that 

day, the policy’s cash value was about $780,000. 

 

4. Due to an alleged flaw in the paperwork, an employee of the VL 

Company stopped the Section 1035 process. 
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The original policy owner remained unaware of the alleged flaw in the paperwork 

until three weeks later. Meanwhile, the stock market was crashing, and the policy 

lost $56,000 in value during the interim. 

 

The policy owner and VL company argued about the situation for several weeks, 

until new paperwork was submitted, at which point the policy’s cash value was 

nearly $260,000 less than its September 9 value. 

 

The case was ultimately decided by a jury, which found that the VL Company’s 

refusal to process the Section 1035 exchange on September 9, 2008 was 

unreasonable.  However, it took a court case—with the accompanying delays, 

lawyers’ fees and anxiety—to achieve the result. 

 

I can’t guarantee you that everything I do will be perfect.  However, I will strive to 

keep up with current developments and to learn from the mistakes of others so that I 

can serve you better. 

 

Feel welcome to give me a call, and I would be glad to answer your questions. 

 

 

 

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

OTHER FINANCIAL SECURITY ISSUES OF CONCERN. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

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 as it relates to your personal circumstances. 
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