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THE CONCLUSION OF THIS WASHINGTON REPORT. 

As noted in our Bulletin No. 12-9, included in the Obama Administration’s 

recently released its FY 2013 budget was a provision that would “Coordinate Certain 

Income And Transfer Tax Rules Applicable To Grantor Trusts.” This relatively 

innocuous-sounding provision, which appears on page 83 of the Treasury’s 

“Greenbook,” would, in effect, put an end to the use of a technique that has become 

an important cornerstone of modern estate planning.  It has been particularly 

important to the life insurance industry because most, if not all, life insurance trusts 

are by their terms grantor trusts for income tax purposes.  

While we emphasize that, at present, it would appear that this provision has 

little chance of becoming law, the serious implications of this proposal to our 

members cannot be overstated.  Many members of AALU’s Business Insurance and 

Estate Planning Committee have already commented on these implications.  

However, until there is a concrete proposal, reduced to legislative language, it will be 

difficult to judge its exact parameters, and thus the scope of its impact on life 

insurance professionals. Our action plan is to prepare comments to Treasury, 

http://www.aalu.org/
http://www.aaluwr.org/majorrefs/Ref12-10.pdf
http://www.aaluwr.org/majorrefs/Ref12-10.pdf
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relaying the harmful impact this would have on planning, coordinate our response 

with other members of the estate and insurance planning communities, and remain 

vigilant in monitoring the progress of this provision.   

As noted below, Treasury has not articulated a rationale which would justify 

the proposal it advanced. The Treasury’s primary concern may likely concern sales to 

“intentionally defective grantor trust” (“IDGTs”), the well-known income and estate 

tax advantages of which have been at the forefront of estate planning in recent years. 

AALU expects to object strongly to the broad, harmful provision that Treasury 

has proposed.  Even if Treasury were to put forward a proposal targeted at IDGTs, 

life insurance trusts predated the existence of IDGTs and have not been viewed as 

abusive.  Whatever is done, it will be an AALU priority to work to see that there be no 

erosion of the income (under IRC § 101) or estate (under IRC § 2042) tax advantages 

of life insurance trusts.   

Background. 

For almost the last twenty years, much effective estate planning, in terms of the amount of wealth 

transferred, has been accomplished through the use of grantor trusts, including life insurance trusts.  A 

“grantor trust” is a trust, which may be revocable or irrevocable, of which an individual is treated as the 

owner for income tax purposes, but not for transfer tax purposes.  Such trusts are sometimes referred to as 

“intentionally defective grantor trusts” because ownership for income tax purposes is achieved by 

intentionally violating one or more of the grantor trust rules of IRC §§671, et. seq., by retaining one or 

more specified powers or interests so that both the income and principal portions of the trust are taxed 

directly to the grantor.  See Rev. Rul. 85-13, 1985-1 C.B. 184; PLR 9535026.  This enables the grantor to 

deal with the trust - usually via sales of highly appreciated property in exchange for a long-term note - 

without triggering any gain on the sale and (under current law) without causing inclusion of the transferred 

assets in the grantor’s gross estate.  It also causes the grantor to be taxed on the income earned by the 

property of the grantor trust. This result, ostensibly a detriment, in reality enables the grantor to make gift-

tax-free gifts to the trust by paying the trust’s income taxes. 

Most Life Insurance Trusts Are Grantor Trusts 

Many life insurance trusts either are deliberately structured as grantor trusts or are grantor trusts by 

reason of IRC §  677(a)(3), which states that any trust or portion of a trust the income from which can be 

used, without the consent of an adverse person, to pay the premiums on policies of insurance on the life of 

the grantor or the grantor's spouse is a grantor trust.  However, it is unclear whether a trust that holds life 

insurance policies and no income-producing assets, and that pays the premiums from gifts from the grantor 

each year, is a grantor trust.  Several decisions have held that the grantor was taxable only on the trust 

income actually used to pay the premiums, not on excess trust income.  Life insurance trusts therefore often 

incorporate other “grantor trust powers” to achieve grantor trust status. See, e.g., Rev. Rul. 2011-28, 

discussed in our Bulletin No. 11-105, discussing the estate tax effect of incorporating a § 657(4)(C) “power 

of substitution” in a life insurance trust. In addition, where the grantor’s spouse is either a current or future 

beneficiary of trust income (as is often the case in a first-to-die insurance trust) the trust will be a grantor 

trust unless distributions of income to the spouse require the consent of an adverse party. (Code § 677(a).) 

Life Insurance Planning With Grantor Trusts Under Current Law 

The use of grantor trusts has numerous income and transfer tax advantages under current law, 

which, as they relate to life insurance, may be briefly described as follows: 
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 No gain or loss is recognized on a sale of property from the grantor to the trust.  In the case of life 

insurance, this means that an existing life insurance policy may be sold by the grantor to a trust that 

is designed to exclude the proceeds of the policy from the grantor’s estate without gain and without 

creating a transfer-for-value under § 101 of the Code, thus avoiding the “three-year” rule that 

would otherwise apply if a policy were gifted to the trust.  It also enables an existing policy to be 

sold from one grantor trust to another (new) grantor trust, which can be a valuable tool to correct 

defects in an existing trust, again without gain and without creating transfer-for-value issues.  The 

IRS has publicly ruled that such sales between two grantor trusts are not “transfers” for purposes of 

§ 101.  See Rev. Rul. 2007-13, discussed in our Bulletin No. 07-23.  The avoidance of the 

application of the transfer-for-value rule is critical to the exemption of the proceeds of life 

insurance from income taxes. 

 Because no gain or loss is recognized on a sale of assets to a grantor trust, other assets, such as 

discounted limited partnership and LLC interests, may be sold or gifted to a life insurance trust, and 

the income earned by such assets may enable the trust to fund future premiums or to extricate the 

trust from a split-dollar loan. 

 No gift tax payments are due on a sale to the trust or on further distributions from the trust to the 

beneficiaries.  An initial contribution to the trust (usually in the nature of 10% of the value of the 

assets sold to the trust) is treated as a completed gift, which may be “leveraged” to create the equity 

required to treat any note received by the grantor in exchange for the sale as debt. 

 The grantor is not taxed separately on interest payments on a note from the trust to the grantor.  In 

the case of a split-dollar loan from a grantor (or his or her spouse) to a trust, the interest payments 

to the grantor will be ignored for income tax purposes.  Further, the interest payments on any note 

issued in exchange for assets sold to the trust are fixed at a rate that is generally lower than the rate 

used to test the gift tax value of a GRAT, which is statutorily sanctioned form of grantor trust. 

 The grantor continues to be taxed individually on all income generated by assets held by the trust, 

just as though it did not exist.  The grantor’s payment of taxes on the trust's income that results 

from this tax obligation does not constitute a gift for gift tax purposes in the absence of any 

unexercised right of reimbursement from the trust.  Cf. Rev. Rul. 2004-64, discussed in our 

Bulletins Nos. 04-91 and 04-106. 

 The assets sold or gifted to the trust, and, more importantly, the appreciation (including, in the case 

of life insurance, death benefit proceeds) on those assets over time, is removed from the grantor’s 

estate. 

 The value of the any note - including a split-dollar note - issued by the trust to the grantor is 

includible in the grantor’s estate, but that value is fixed as of the date of the transfer, thus “freezing” 

the amount includible in the grantor’s estate. 

As time has passed, planners and advisors have come to rely on the heretofore unchallenged letter of 

the law to achieve the anticipated and highly beneficial results outlined above. 

PROPOSAL. 

In General. 

The lack of coordination between the income and transfer tax rules, according to the Greenbook, 

“creates opportunities to structure transactions between the deemed owner and the trust that can result in 

the transfer of significant wealth by the deemed owner without transfer tax consequences.” 
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The Administration’s Budget therefore proposes, that, to the extent that the income tax rules treat a 

grantor of a trust as an owner of the trust: 

(1) The assets of that trust would be included in the gross estate of that grantor for estate tax 

purposes.  Clearly, this part of the proposal would, if applied literally, and in a vacuum - i.e., outside of the 

general applicability of IRC § 2042, which heretofore has governed the inclusion of life insurance proceeds 

in an insured’s gross estate - would subject the proceeds of life insurance held in a grantor trust to estate 

taxation.  While it might be possible to structure a life insurance trust as a non-grantor trust and thus to 

preserve the § 2042 exclusion of the proceeds from the grantor/insured’s gross estate, structuring an ILIT as 

a non-grantor trust would require the grantor to forfeit the flexibility (described above) currently accorded 

such trusts under § 101; 

(2) Any distribution from the trust to one or more beneficiaries during the grantor’s life 

would be subject to gift tax.  While this provision might not affect a life insurance trust that holds only a 

policy during the grantor’s lifetime, it would definitely affect a trust that held other assets that might be 

distributed to the beneficiaries during the grantor’s lifetime.  Even in the case of an insurance trust holding 

only a life insurance policy, access to the policy’s cash value during the grantor’s lifetime might be 

severely restricted; and  

(3) The remaining trust assets would be subject to gift tax at any time during the grantor’s life 

if the grantor ceases to be treated as an owner of the trust for income tax purposes. This provision would 

prevent a grantor or nonadverse party from relinquishing grantor trust powers (thus converting the trust to a 

non-grantor trust) during the grantor’s lifetime without gift tax consequences. 

These rules would, of course, negate most of the advantages, described above, of a grantor trust. 

“Deemed” Owners - Application to “BDITs” 

In addition, the proposal would apply to any non-grantor who is “deemed” to be an owner of the 

trust and who engages in a sale, exchange, or comparable transaction with the trust that would have been 

subject to capital gains tax if the person had not been a deemed owner of the trust.  Under IRC § 678, a 

third person (the “deemed owner”) is treated as the owner of any portion of a trust as to which the third 

person has either (i) a power exercisable alone to vest the corpus or income in himself or herself, or (ii) a 

power that has been partially released or modified and now constitutes a power that, had it been retained by 

the grantor, would have caused him or her to be taxed as the trust's owner under the grantor trust provisions 

of the Code.  The Treasury Regulations [§ 1.671-2(e)(6)] posit the following example: 

Example 4. A creates and funds a trust, T. A does not retain any power or interest in T that would 

cause A to be treated as an owner. B holds an unrestricted power, exercisable solely by B, to 

withdraw certain amounts contributed to the trust before the end of the calendar year and to vest 

those amounts in B. B is treated as an owner of the portion of T that is subject to the withdrawal 

power under section 678(a)(1). However, B is not a grantor of T under [Treasury Regulation 

section 1.671-2(e)(1)] because B neither created T nor made a gratuitous transfer to T of any portion 

of the trust under sections 671 through 677.  (Emphasis supplied.) 

This provision has been used in recent years to create the so-called “Beneficiary Defective 

Inheritor’s Trust” (“BDIT”).  In a BDIT, the original grantor (e.g., grandparent) creates a dynasty trust for 

the benefit of “child” (the beneficiary) and other descendants with an initial contribution of $5,000.  The 

beneficiary is given a “5-and-5” Crummey-type withdrawal power over the $5,000 contribution which, 

pursuant to the above regulation and IRC § 678, makes the beneficiary the “deemed owner” of the trust.  

The beneficiary can thereafter sell assets to the trust and claim all of the benefits described above.  

Moreover, because the beneficiary is not the actual grantor of the trust, and has never made a gratuitous 
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transfer to the trust, the beneficiary can retain numerous rights and powers over the trust without causing 

estate tax inclusion.   

The proposal would subject assets sold by the deemed owner of the BDIT to estate tax.  The amount 

subject to tax also would include all retained income from those assets, the appreciation thereon, and any 

reinvestments thereof, net of the amount of the consideration received by the person in that transaction. The 

proposal would reduce the amount subject to transfer tax by the value of any taxable gift made to the trust 

by the deemed owner.  (In the case of the BDIT, however, the deemed owner is unlikely to have made 

gratuitous transfers to the trust.)  The transfer tax imposed by this proposal would be payable from the trust.   

Exceptions. 

The proposal would not change the treatment of any trust that is already includable in the grantor’s 

gross estate under existing provisions of the Internal Revenue Code, including without limitation the 

following: grantor retained income trusts (“GRITs”); grantor retained annuity trusts (“GRATs”); personal 

residence trusts (“PRTs”); and qualified personal residence trusts (“QPRTs”).  The status of such trusts 

after the termination of the initial term, however, is unclear under the proposal, in cases where, e.g., those 

trusts might continue as grantor trusts after the initial term. 

Effective Date and Transition Rules.   

The proposal would be effective with regard to trusts created on or after the date of enactment and 

with regard to any portion of a pre-enactment trust attributable to a contribution made on or after the date of 

enactment. Importantly, from the perspective of life insurance advisors and estate planners, regulatory 

authority would be granted, including the ability to create transition relief, for certain types of automatic, 

periodic contributions to existing grantor trusts.  Since life insurance trusts often require such periodic 

contributions to pay premiums, they doubtless would be eligible for such possible “transition relief.”  

However, the future income tax treatment of traditional life insurance trusts after the transition period 

expired would doubtless be jeopardized. 

Conclusion. 

As noted in the introductory paragraphs, AALU expects to object strongly to the broad, harmful 

provision that Treasury has proposed and particularly work to protect life insurance trusts.  AALU intends 

to prepare comments to Treasury, relaying the harmful impact this would have on planning, coordinate our 

response with other members of the estate and insurance planning communities, and remain vigilant in 

monitoring the progress of this provision.  We solicit producer feedback, and will continue to confer with 

the BIEP committee members in drafting a response at the appropriate time. 

Any AALU member who wishes to obtain a copy of the Treasury’s Description of the 

Administration’s FY 2013 Budget may do so through the following means: (1) use hyperlink above next to 

“Major References,” (2) log onto the AALU website at www.aalu.org and enter the Member Portal with your 

last name and birth date and select Current Washington Report for linkage to source material or (3) email 

Anthony Raglani at raglani@aalu.org and include a reference to this Washington Report. 

 

In order to comply with requirements imposed by the IRS which may apply to the Washington Report as 

distributed or as re-circulated by our members, please be advised of the following: 

THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE USED, AND IT CANNOT 

BE USED, BY YOU FOR THE PURPOSES OF AVOIDING ANY PENALTY THAT MAY BE 

IMPOSED BY THE INTERNAL REVENUE SERVICE. 

http://www.aalu.org/
mailto:raglani@aalu.org


 

 

6 

In the event that this Washington Report is also considered to be a “marketed opinion” within the meaning 

of the IRS guidance, then, as required by the IRS, please be further advised of the following: 

THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE PROMOTIONS OR 

MARKETING OF THE TRANSACTIONS OR MATTERS ADDRESSED BY THE WRITTEN 

ADVICE, AND, BASED ON THE PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK 

ADVICE FROM AN INDEPENDENT TAX ADVISOR. 

 

 

                                                                             
The mission of AALU is to promote, preserve and protect advanced life insurance planning  

for the benefit of our members, their clients, the industry and the general public. 

 

For more information about how AALU’s advocacy efforts help protect your business and the 

advanced life insurance marketplace, visit our website at www.aalu.org, or  

call toll free 1-(888)-275-0092. 
 

http://www.aalu.org/

