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the latter amount is the total amount ex-
cludable from the gross income of the bene-
ficiaries. This $4,000 exclusion is to be di-
vided in the same proportions as those indi-
cated in example (1). Thus, the exclusion al-
locable to W’s interest is $26,243.60/$37,761 
times $4,000, or $2,779.97; and the exclusion 
allocable to the interest of C is $11,517.40/
$37,761 times $4,000, or $1,220.03. That portion 
of the death benefit exclusion as so deter-
mined for each beneficiary is to be treated as 
consideration paid by the employee for pur-
poses of section 72.

(f) Distributions on behalf of a self- em-
ployed individual. (1) Under sections 
401(c)(1) and 403(a)(3), certain self-em-
ployed individuals may be covered by a 
pension or profit-sharing plan de-
scribed in section 401(a) and exempt 
under section 501(a) or under an annu-
ity plan described in section 403(a). 
However, a payment pursuant to the 
provisions of any such plan by reason 
of the death of an individual who par-
ticipated in such a plan as a self-em-
ployed individual immediately before 
his retirement or death to the bene-
ficiary or estate of such individual does 
not qualify for the exclusion provided 
by section 101(b). 

(2) The application of this paragraph 
may be illustrated by the following ex-
amples:

Example (1). From 1950 to 1965, A was an 
employee of B, a sole proprietor. In 1963, B 
established a qualified pension plan covering 
A and all other persons who had been em-
ployed by B for more than 3 years. In 1965, A 
acquired from B a 40-percent interest in the 
capital and profits of the business. A contin-
ued to participate in the pension plan as a 
self-employed individual. In 1970, A died and 
his widow, in compliance with one of the pro-
visions of the pension plan, elected to re-
ceive all of the benefits accrued to A prior to 
his death in a lump-sum distribution. As A 
participated in the plan as a self-employed 
individual immediately prior to his death, 
A’s widow may not exclude any portion of 
such distribution from her gross income 
under section 101(b).

Example (2). A, an attorney, is employed by 
the X Company in their legal department. He 
is covered by the pension plan that X has es-
tablished for its employees. Under the terms 
of A’s contract of employment with X, A is 
permitted to carry on the private practice of 
law in his off-duty hours. A establishes his 
own pension plan with respect to his earn-
ings from his private practice. On A’s death, 
his widow elected to receive a lump-sum dis-
tribution with respect to any benefits ac-
crued to A under both X’s pension plan and 

A’s own pension plan. To the extent that 
such payment otherwise complies with the 
requirements of section 101(b), up to $5,000 of 
the amount paid by X may be excluded from 
her gross income. No part of the distribution 
from A’s own pension plan may be excluded 
from her gross income under section 101(b) 
because A participated in the plan as a self-
employed individual immediately before his 
death.

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 6722, 29 FR 5070, Apr. 14, 
1964; T.D. 6783, 29 FR 18357, Dec. 24, 1964; T.D. 
7352, 40 FR 16666, Apr. 14, 1975; T.D. 7428, 41 
FR 34619, Aug. 16, 1976; T.D. 7836, 47 FR 42337, 
Sept. 27, 1982; T.D. 7955, 49 FR 19975, May 11, 
1984; T.D. 8540, 59 FR 30102, 30103, June 10, 
1994]

§ 1.101–3 Interest payments. 

(a) Applicability of section 101(c). Sec-
tion 101(c) provides that if any amount 
excluded from gross income by section 
101(a) (relating to life insurance pro-
ceeds) or section 101(b) (relating to em-
ployees’ death benefits) is held under 
an agreement to pay interest thereon, 
the interest payments shall be included 
in gross income. This provision applies 
to payments made (either by an insurer 
or by or on behalf of an employer) of 
interest earned on any amount so ex-
cluded from gross income which is held 
without substantial diminution of the 
principal amount during the period 
when such interest payments are being 
made or credited to the beneficiaries or 
estate of the insured or the employee. 
For example, if a monthly payment is 
$100, of which $99 represents interests 
and $1 represents diminution of the 
principal amount, the principal 
amount shall be considered held under 
an agreement to pay interest thereon 
and the interest payment shall be in-
cluded in the gross income of the re-
cipient. Section 101(c) applies whether 
the election to have an amount held 
under an agreement to pay interest 
thereon is made by the insured or em-
ployee or by his beneficiaries or estate, 
and whether or not an interest rate is 
explicitly stated in the agreement. 
Section 101(d), relating to the payment 
of life insurance proceeds at a date 
later than death, shall not apply to any 
amount to which section 101(c) applies. 
See section 101(d)(4). However, both 
section 101(c) and section 101(d) may 
apply to payments received under a 
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single life insurance contract. For pro-
visions relating to the application of 
this rule to payments received under a 
permanent life insurance policy with a 
family income rider attached, see para-
graph (h) of § 1.101–4. 

(b) Determination of ‘‘present value’’. 
For the purpose of determining wheth-
er section 101(c) or section 101(d) ap-
plies, the present value (at the time of 
the insured’s death) of any amount 
which is to be paid at a date later than 
death shall be determined by the use of 
the interest rate and mortality tables 
used by the insurer in determining the 
size of the payments to be made. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 6577, 26 FR 10127, Oct. 28, 
1961]

§ 1.101–4 Payment of life insurance 
proceeds at a date later than death. 

(a) In general. (1)(i) Section 101(d) 
states the provisions governing the ex-
clusion from gross income of amounts 
(other than those to which section 
101(c) applies) received under a life in-
surance contract and paid by reason of 
the death of the insured which are paid 
to a beneficiary on a date or dates later 
than the death of the insured. However, 
if the amounts payable as proceeds of 
life insurance to which section 101(a)(1) 
applies cannot in any event exceed the 
amount payable at the time of the in-
sured’s death, such amounts are fully 
excludable from the gross income of 
the recipient (or recipients) without re-
gard to the actual time of payment and 
no further determination need be made 
under this section. Section 101(d)(1)(A) 
provides an exclusion from gross in-
come of any amount determined by a 
proration, under applicable regula-
tions, of ‘‘an amount held by an insurer 
with respect to any beneficiary’’. The 
quoted phrase is defined in section 
101(d)(2). For the regulations governing 
the method of computation of this pro-
ration, see paragraphs (c) through (f) of 
this section. The prorated amounts are 
to be excluded from the gross income of 
the beneficiary regardless of the tax-
able year in which they are actually re-
ceived (see example (2) of subparagraph 
(2) of this paragraph). 

(ii) Section 101(d)(1)(B) provides an 
additional exclusion where life insur-
ance proceeds are paid to the surviving 

spouse of an insured. For purposes of 
this exclusion, the term ‘‘surviving 
spouse’’ means the spouse of the in-
sured as of the date of death, including 
a spouse legally separated, but not 
under a decree of absolute divorce (sec-
tion 101(d)(3)). To the extent that the 
total payments, under one or more 
agreements, made in excess of the 
amounts determined by proration 
under section 101(d)(1)(A) do not exceed 
$1,000 in the taxable year of receipt, 
they shall be excluded from the gross 
income of the surviving spouse (wheth-
er or not payment of any part of such 
amounts is guaranteed by the insurer). 
Amounts excludable under section 
101(d)(1)(B) are not ‘‘prorated’’ 
amounts. 

(2) The principles of this paragraph 
may be illustrated by the following ex-
amples:

Example (1). A surviving spouse elects to 
receive all of the life insurance proceeds 
with respect to one insured, amounting to 
$150,000, in ten annual installments of $16,500 
each, based on a certain guaranteed interest 
rate. The prorated amount is $15,000 
($150,000÷10). As the second payment, the in-
surer pays $17,850, which exceeds the guaran-
teed payment by $1,350 as the result of earn-
ings of the insurer in excess of those required 
to pay the guaranteed installments. The sur-
viving spouse shall include $1,850 in gross in-
come and exclude $16,000—determined in the 
following manner:
Fixed payment (including guaranteed interest) ....... $16,500
Excess interest ........................................................ 1,350

Total payment ............................................ 17,850
Prorated amount ...................................................... 15,000

Excess over prorated amount ................... 2,850
Annual excess over prorated amount excludable 

under section 101(d)(1)(B) ................................... 1,000

Amount includible in gross income ........... 1,850

Example (2). Assume the same facts as in 
example (1), except that the third and fourth 
annual installments, totalling $33,000 
(2×$16,500), are received in a single subse-
quent taxable year of the surviving spouse. 
The prorated amount of $15,000 of each an-
nual installment, totalling $30,000, shall be 
excluded even though the spouse receives 
more than one annual installment in the sin-
gle subsequent taxable year. However, the 
surviving spouse is entitled to only one ex-
clusion of $1,000 under section 101(d)(1)(B) for 
each taxable year of receipt. The surviving 
spouse shall include $2,000 in her gross in-
come for the taxable year with respect to the 
above installment payments ($33,000 less the 
sum of $30,000 plus $1,000).
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