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Toward the end of the last century, a number 
of retirement professionals identified an old vehicle 
that presented new opportunities given the economic forecast, 
which anticipated a fluctuating stock market going forward 
resulting from the advent of technology and associated stock 
runups colloquially known as the “tech bubble.”

These professionals included actuaries, CPAs, life 
insurance agents, and design coordinators/TPAs, as well 
as insurance company funding product providers. The old 
vehicle was a defined benefit plan then identified in the 
Internal Revenue Code as a 412(i) plan, now designated as a 
412(e)(3) plan in the Code. (For continuity purposes, these 
plans are referred to by their historical name of 412(i) plans 
in this article.) A 412(i) was a defined benefit plan funded 
exclusively with life insurance or annuity contracts, or a 
combination thereof. 

Section 412(i) of the Code exempted these plans from the 
minimum funding requirements contained in other provisions 
of Section 412. Generally, a 412(i) plan was subject to all 
other requirements applicable to defined benefit plans. To 
qualify under Section 412(i), a plan had to meet the following 
requirements:

1. �The plan must have been funded exclusively by the 
purchase of individual insurance contracts.

2. �Such contracts must have provided for level annual 
premium payments to be paid extending not later than 
the retirement age for each individual participating 
in the plan, and commencing with the date that the 
individual became a participant in the plan (or, in the 
case of an increase in benefits, commencing at the time 
such increase became effective).

3. �Benefits provided by the plan must have been equal to 
the benefits provided under each contract at normal 
retirement age under the plan and must have been 
guaranteed by an insurance carrier (licensed under the 
laws of a State to do business with the plan) to the 
extent premiums had been paid.

4. �Premiums payable for the plan year, and all prior plan 
years, under such contracts must have been paid before 
lapse or there was reinstatement of the policy.

5. �No rights under such contracts had been subject to a 
security interest at any time during the plan year.

…about the use of life insurance in defined benefit plans. By Robert J. D’Annibale, Jr.

5 LESSONS LEARNED  
FROM 412(i) LITIGATION…

6. �No policy loans were outstanding at any time during 
the plan year. 

These plans presented a lower risk option compared with 
traditional DB plans funded with investments that were at 
risk to a fluctuating stock market. On the whole, the costs 
associated with the plan itself were less than those costs 
incurred in implementing and administering a traditional DB 
plan. For example, no Schedule B was required to accompany 
a Form 5500 filing. Though these differences were appealing, 
some retirement professionals emerged as vocal critics of 
412(i) plans in the late 1990s and early 2000s. Generally, 
these critics that surfaced had different opinions based on 
different agendas, and constructed their criticisms on issues 
stemming from the requirements of 412(i)(1) and 412(i)(3).

Specifically, in an ocean of litigation, plaintiffs’ lawyers 
focused on plans that were more aggressively funded with 
more—and in some cases solely—life insurance than annuity 
contracts. Similarly, the IRS also focused on instances where 
the benefits provided by the plan were not equal to the 
benefits provided under the contract at normal retirement 
age under the plan. Both plaintiffs’ lawyers and the IRS 
claimed that plans that were more aggressively funded by 
life insurance rather than annuity contracts were listed 
transactions. (A listed transaction is defined as a transaction 
that is the same or substantially similar to one that the 
IRS has determined to be a tax avoidance transaction and 
identified by IRS notice or other form of published guidance.)

After the first 20 years of the 21st Century, the use 
of life insurance contracts in retirement plans is still an 
option through a 412(i) plan. However, the significant legal 
challenges by plaintiffs’ lawyers and the IRS mean that one 
should keep in mind certain takeaways from the foregoing. 
Below are five lessons learned during extensive litigation in 
this area.

1. BE THOROUGHLY FAMILIAR WITH ALL RELEVANT 
LEGAL AUTHORITY IN REGARD TO THE PLAN ITSELF 
AND THE FUNDING PRODUCTS USED. 
As with the marketing, sale, design, implementation and 
administration of any benefit plan, a comprehensive 
understanding of the legal requirements associated with the 
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plan and its funding products is imperative. It is essential 
to have a thorough understanding of the applicable Code, 
regulations, Revenue Rulings, case law, etc. 

Of particular importance on this issue is Rev. Rul. 74-
307. As indicated above, one of the primary challenges in 
the efforts of plaintiffs’ lawyers and the IRS nearly two 
decades ago centered around the amount of life insurance 
used as a funding product. The premiums associated with 
the life insurance policy substantially increased the amount 
of required contributions and, ultimately, tax deductions in 
cases that were funded with more life insurance as compared 
to annuity contracts. In determining the amount of allowable 
death benefits, contributions, and ultimately deductions, Rev. 
Rul. 74-307 is of paramount importance. It is my opinion 
that fewer challenges will be encountered if pre-retirement 
death benefits under the plan do not exceed 100 times 
the anticipated monthly normal retirement benefits. The 
100-times formula is a maximum test and not a requirement. 
Therefore, any lesser amount decreases the likelihood of a 
challenge. More importantly, objections are almost certain to 
occur should the alternative method provided by Rev. Rul. 
74-307 be utilized in determining whether the incidental 
death benefit rule is violated. Finally, the life insurance 
policies must be evaluated in regard to their surrender 
charges, death benefits, mortality charges, loads, premium 
costs, and values at normal retirement.

2. CLEARLY DEFINED ROLES. 
The marketing, sale, design, implementation and 
administration of these plans involve professionals of 
different disciplines, as well as insurance company funding 
product providers. In defending challenges, there must be 

clear delineations between each professional’s role, including 
the roles of insurance company funding product providers. 
It is also advisable that the compensation received by each of 
these professionals be relative to their services. In litigation, 
everyone involved with a plan will be named as a defendant. 
The practice of using clearly defined roles will reduce 
unnecessary finger pointing which would only benefit the 
plaintiff(s).

3. USE DISCLOSURES AND ACKNOWLEDGMENTS 
THAT DEFINE EACH PLAYER’S ROLES, 
RESPONSIBILITIES, AND COMPENSATION (METHOD 
AND MANNER). 
The use of disclosures and acknowledgments formed a helpful 
centerpiece in providing a defense to the various professionals 
and/or insurance company funding product providers 
named as defendants during the past litigation surrounding 
412(i) cases. In some instances, a well-drafted disclosure 
and acknowledgment that defines each professional’s roles, 
responsibilities, and compensation (method and manner) may 
be determinative of the issues involved in the case. 

4. MAKE SURE MARKETING MATERIALS ARE 
CONSISTENT WITH THE FIRST THREE LESSONS 
ABOVE. 
At the litigation stage, the ship has already sailed. The 
marketing, sale, design, implementation and at least some 
administration has already occurred. A skilled plaintiffs’ 
lawyer has the advantage of effectively “Monday-morning 
quarterbacking.” Any disconnect between marketing 
materials, design, implementation, administration, and results 
will enhance the difficulty of defending the claim. 

5. MAKE SURE ALL PLAYERS HAVE APPLICABLE 
INSURANCE COVERAGE. 
All professionals and/or insurance company funding 
product providers involved in the marketing, sale, design, 
implementation and administration of a 412(i) plan possess 
an opportunity to purchase applicable insurance coverage 
in the event that a lawsuit is initiated against them. In 
conjunction with the other lessons learned above, having 
all the named defendants cloaked with available insurance 
coverage is essential in the defense of these claims. It 
provides a level playing field in regard to determination of 
responsibility, allocation of risk, determination of fault, and 
availability of resources to provide a defense and satisfy any 
financial responsibility that may result to one or more of 
these parties. 

CONCLUSION
The legal environment for the use of 412(i) plans remains 
intact and is more fully defined and developed as a result of 
the prior litigation and the efforts of the IRS in the late 1990s 
and early 2000s. Economic conditions, from time to time, 
may make these plans an attractive alternative to a traditional 
DB plan. Keeping these lessons in mind will reduce risk 
for those who boldly embark on this journey down a road 
already traveled. PC 

“IN AN OCEAN OF LITIGATION, 
PLAINTIFFS’ LAWYERS FOCUSED 
ON PLANS THAT WERE MORE 
AGGRESSIVELY FUNDED WITH 
MORE—AND IN SOME CASES 
SOLELY—LIFE INSURANCE THAN 
ANNUITY CONTRACTS.”
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