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There are many reasons to purchase life insurance:

• To provide tax-free1 liquidity to heirs in the event of an 
unexpected death during income producing years.

• Provide heirs with needed funds to help offset the impact of 
federal and/or state estate taxes thereby preserving wealth.

• Protect a company against the financial impact of losing a key 
employee or business owner.

• Provide funds to a business or surviving business owner, 
to purchase the deceased business owner’s interest in the 
business from the decedent’s family.

• To maximize the tax-deferred growth features and provide a 
potential supplemental source of tax-free retirement funds.2 

In all these examples, premiums will need to be paid from earned 
income, investment earnings, or from other assets in order to 
secure the needed coverage. Depending on how much life 
insurance is being purchased, these premiums can be large. 
Although these premiums may be affordable, there may be a 
better use for these proceeds. This is where premium financing  
life insurance may be beneficial.

WHAT IS LIFE INSURANCE PREMIUM FINANCING?
Premium financing* involves borrowing the funds required to pay 
for a life insurance policy from a third-party lender, such as a bank. 
Financing the premiums can allow an individual or a business 
the ability to defer using a large portion of income or assets to 
fund the needed life insurance policy. Due to the premium being 
borrowed, current out-of-pocket costs as well as gift tax costs3 
may be reduced. It is important to note that premium financing is 
not the only method of paying premiums. For example, premiums 
may be paid from savings, sale of assets or investments, after-tax 
income received from an employer or business, or from gifts from 
family members. Premium financing is not a tool that may be 
utilized to purchase a life insurance policy that an individual or 
a business could not otherwise afford. The ability to pay the life 
insurance premiums without using premium financing is crucial 
for premium financing to be considered.

HOW DOES PREMIUM FINANCING WORK AND WHAT 
ARE SOME CONSIDERATIONS?
Once the premium financing arrangement with the lender has 
been approved and an underwriting offer from Pacific Life has 
been made, the policy will be issued.4 Once the policy is in-force, 
the borrower should pay a minimum of the loan interest5 each 
year and the loan interest should not be capitalized into the loan. 
Loan interest capitalization carries additional risks, including, but 
not limited to, additional lender collateral requirements and a 
potential for the loan balance to exceed the policy’s cash value 
and/or death benefit. During the life of the loan, the life insurance 

policy’s cash value, death benefit and other personal assets may 
be used as collateral for the loan.6 At the insured’s death, the life 
insurance proceeds may be paid to the beneficiary, net of the 
loan repayment (assuming the loan has not been repaid prior 
to death). Pacific Life is not party to the lending agreement or 
terms, and the lender will determine the loan interest rate, lending 
schedule, and collateral requirements. Additionally, the loan may 
have additional fees or costs associated it which are outside of the 
life insurance policy.

WHO ARE CANDIDATES FOR PREMIUM FINANCING?
Candidates are typically wealthy individuals, businesses, or 
business owners who have a large life insurance need. 

Although each lending institution has its own requirements, 
prospects for premium financing are typically clients who have:

• A need for the life insurance coverage with an annual premium 
typically larger than $100,000

• A net worth of $10 million or more
• Familiarity with borrowing and the associated risks
• The ability to pay the loan interest and post required collateral 

now and in future years

WHAT ARE SOME COMMON USES FOR PREMIUM 
FINANCING?
A common use of premium financing is to finance the purchase 
of a life insurance policy to assist in providing an estate with 
liquidity to offset the loss of estate and generation skipping taxes.7 

This is generally accomplished by having the policy owned by an 
irrevocable life insurance trust (ILIT) which is established by the 
insured/grantor. 

Another common use is for a business to finance the purchase of 
life insurance as part of satisfying a buy-sell arrangement and/or 
providing key employee coverage.

Premium Financing Using Life Insurance

Pacific Life, its affiliates, their distributors and respective representatives do not provide tax, accounting or legal advice.  
Any taxpayer should seek advice based on the taxpayer’s particular circumstances from an independent tax advisor or attorney.

See important disclosures on page 6.
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STRUCTURE OF A TYPICAL PREMIUM FINANCING ARRANGEMENT 

1 LOAN The ILIT purchases a life insurance policy on the life of the trust’s grantor. At the same 
time, the ILIT will apply for a premium financing loan from a third-party lender.

2 PREMIUMS If the ILIT qualifies for the premium financing loan, it will use the loan proceeds to pay 
the premiums for the life insurance policy.

3 COLLATERAL/
INTEREST

The ILIT will provide a collateral interest in the cash value and death benefit of the 
life insurance policy equal to the loan balance to the lender. The lender may require 
additional collateral (including in some cases a personal guarantee by the ILIT’s 
grantor) in addition to the life insurance policy. In addition, the ILIT will be required to 
pay the lender interest at a rate stated in the premium financing loan documents.

4 DEATH BENEFIT

At the insured’s death, the ILIT will receive the death benefit proceeds of the life 
insurance policy. A portion of the death benefit will be used to repay the lender for 
the balance of the premium financing loan. In almost all cases, a strategy should be 
implemented by the trust’s grantor to repay the loan prior to his or her death.

5 DISTRIBUTIONS
The ILIT can distribute the life insurance death benefit proceeds to the ILIT’s 
beneficiaries and/or use the death benefit proceeds to provide the insured’s estate with 
liquidity to pay estate taxes.

Insured’s/Grantor’s Heirs

Lender ILIT
Life Insurance 

Policy
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STRUCTURE OF A TYPICAL PREMIUM FINANCING ARRANGEMENT 

1 LOAN The business purchases a life insurance policy on the business owner’s life. At the same 
time, the business will apply for a premium financing loan from a third-party lender.

2 PREMIUMS If the business qualifies for the premium financing loan, it will use the loan proceeds 
to pay the premiums for the life insurance policy.

3 COLLATERAL/
INTEREST

The business will provide a collateral interest in the cash value and death benefit 
of the life insurance policy equal to the loan balance to the lender. The lender may 
require additional collateral outside of the life insurance policy. Furthermore, the 
business will be required to pay the lender interest at a rate stated in the premium 
financing loan documents.

4 DEATH BENEFIT

At the insured’s death, the business will receive the death benefit proceeds of the life 
insurance policy. A portion of the death benefit will be used to repay the lender for 
the balance of the premium financing loan. In almost all cases, a strategy should be 
implemented by the business to repay the loan prior to the business owner’s death.

5
PURCHASE 
OF BUSINESS 
INTEREST

The business will apply any remaining life insurance death benefit proceeds towards the 
purchase of the decedent business owner’s interest in the business from their estate.

Decedent Business  
Owner’s Estate

Lender Business
Life Insurance 

Policy
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Premium Financing Using Life Insurance

HOW AND WHEN IS THE LENDER LOAN REPAID?
During the insured’s life, it may or may not be possible to use 
the life insurance policy’s cash value to repay the loan. Since 
loan interest rates and outside collateral needed can fluctuate 
considerably over the life of the loan, the repayment strategy 
should generally be timed to repay the loan within 10-15 years. 
Due to these long-term risks, it is generally not recommended to 
rely solely on policy cash values or the death benefit as the source 
of loan repayment. Understanding this and having a strategy for 
dealing with it, such as using assets outside of the life insurance 
policy or perhaps a liquidity event such as selling a business or 
real estate, could assist in exiting the loan. In the event of death, 
a portion of the death benefit will be used to repay the lender for 
the premium financing loan. 

WHAT ARE SOME POTENTIAL ADVANTAGES OF 
PREMIUM FINANCING?
• Allows a wealthy client, business, or business owner to acquire 

life insurance coverage without giving up the current use of 
assets.

• May reduce the size of a current gift a client makes to fund a life 
insurance policy owned outside of their estate.5

• The premium financed annual loan interest may have a smaller 
impact on the client’s current cash flow than the life insurance 
premiums.

• Provides an opportunity to borrow cash from a third-party 
lender at a potentially attractive interest rate cost without 
liquidating taxable investments that may be earning a higher 
rate of return than the loan interest cost.

• May assist in the overall estate plan and wealth transfer to heirs.
• May assist with business continuation planning and/or provide 

a business with funds needed in the event of the loss of a key 
employee.

WHAT ARE SOME POTENTIAL DISADVANTAGES OF 
PREMIUM FINANCING?
• Borrowing a loan amount that is more than what the borrower 

can comfortably pay back may force the borrower into 
defaulting on the loan, or surrendering the policy, in order to 
pay back the debt.

• Life insurance policy’s credited interest rate may be less than 
the loan interest rate charged by the lender. The policy’s 
credited interest rate bears no relationship to the financed 
premium loan interest rate charged.

• The premium loan interest rate may increase over time.
• Paying back the third-party lender may require a planned 

repayment strategy, which may include using assets outside of 
the life insurance policy.

• The client may be required to qualify financially each time a 
premium is borrowed, rather than being pre-qualified for all 
premiums. 

• Some lenders may charge initial and/or ongoing fees as part of 
the loan. These fees are not associated with the life insurance 
policy.
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Investment and Insurance Products: Not a Deposit Not Insured by any Federal Government Agency

Not FDIC Insured No Bank Guarantee May Lose Value

Pacific Life Insurance Company 
Newport Beach, CA 

(800) 800-7681  •  www.PacificLife.com 

Pacific Life Insurance Company is licensed to issue insurance products in all states except New York. Product/material availability and 
features may vary by state. Insurance products and their guarantees, including optional benefits and any crediting rates, are backed by 
the financial strength and claims-paying ability of the issuing insurance company. Look to the strength of the life insurance company 

with regard to such guarantees as these guarantees are not backed by the broker-dealer, insurance agency, or their affiliates from which 
products are purchased. Neither these entities nor their representatives make any representation or assurance regarding the claims-

paying ability of the life insurance company. 

Life insurance is subject to underwriting and approval of the application and will incur monthly policy charges.

Pacific Life’s individual life insurance products are marketed exclusively through independent third-party life insurance producers,  
which may include bank-affiliated entities. 

* Premium financing should be used as a method of financing a life insurance need; it is not intended to be used to generate tax benefits.
1 For federal income tax purposes, life insurance death benefits generally pay income tax-free to beneficiaries pursuant to IRC Sec. 101(a)(1).  In certain situations, however, life 

insurance death benefits may be partially or wholly taxable.  Situations include, but are not limited to:  the transfer of a life insurance policy for valuable consideration unless the 
transfer qualifies for an exception under IRC Sec. 101(a)(2) (i.e., the “transfer-for-value rule”); arrangements that lack an insurable interest based on state law; and an employer-
owned policy unless the policy qualifies for an exception under IRC Sec. 101(j).

2 For federal income tax purposes, tax-free income assumes, among other things: (1) withdrawals do not exceed tax basis (generally, premiums paid less prior withdrawals); (2) 
policy remains in force until death; (3) withdrawals taken during the first 15 policy years do not occur at the time of, or during the two years prior to, any reduction in benefits; 
and (4) the policy does not become a modified endowment contract. See IRC Secs. 72, 7702(f)(7)(B), 7702A. Any policy withdrawals, loans and loan interest will reduce policy 
values and may reduce benefits.

3 As of January 1, 2020, the annual gift tax exclusion is $15,000 per donee (indexed for inflation). Rev. Proc. 2019-44. According to the Tax Cuts and Jobs Act of 2017, the federal 
estate, gift and generation-skipping transfer (GST) tax exemption amounts are all $10,000,000 per person (indexed for inflation effective for tax years after 2011); the maximum 
estate, gift and GST tax rates are 40%.  In 2026, the federal estate, gift and generation-skipping transfer (GST) tax exemption amounts are scheduled to revert to $5,000,000 per 
person (indexed for inflation for tax years after 2011).

4 Please note that the financial qualification requirements for the premium financing arrangement and the life insurance policy may be substantially different.
5 In almost all cases, interest paid on borrowed funds will not be deductible for income tax purposes.
6 By assigning the policy as collateral, the lender will gain certain rights over the policy’s death benefit and cash values. Specifically, the assignment will grant the lender the right to 

surrender the policy, or make policy loans or withdrawals, in certain circumstances.
7 According to the Tax Cuts and Jobs Act of 2017, the federal estate, gift and generation-skipping transfer (GST) tax exemption amounts are all $10,000,000 per person (indexed 

for inflation effective for tax years after 2011); the maximum estate, gift and GST tax rates are 40%.  In 2026, the federal estate, gift and generation-skipping transfer (GST) tax 
exemption amounts are scheduled to revert to $5,000,000 per person (indexed for inflation for tax years after 2011).


