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SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO THE 
CONCLUSION OF THIS WASHINGTON REPORT. 

MARKET TREND: Enactment of the President’s proposal to subject grantor 
trusts to federal transfer tax would adversely affect most estate plans, limit the 
use of life insurance trusts for estate tax planning, and severely curtail split-
dollar planning. SYNOPSIS: The President’s proposed federal budget for 
fiscal year 2013 includes a proposal to coordinate the income and transfer 
taxation of “grantor trusts” so that estate and gift taxes are imposed on a trust 
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based solely on grantor trust status (the “proposal”). The proposal is a 
significant departure from current law, which taxes the assets of a grantor 
trust as if they are still owned by the trust grantor for income tax purposes but 
not for transfer tax purposes. TAKE AWAY: Although the proposal targets 
sales to grantor trusts and so-called “BDITs,” if enacted, its overly-broad 
application would dramatically and adversely alter the economics of most life 
insurance and estate planning, including the transfer tax treatment of pre-
existing trusts. However, since the proposal is only part of the President’s 
“wish list” for tax law changes, its enactment is highly uncertain, and no 
current changes to planning are recommended. AALU ADVOCACY: Despite 
the low probability for near-term legislative action, the AALU is actively 
responding to the proposal. We have developed a Grantor Trust Task Force 
that is monitoring the proposal, preparing comments for Treasury, and 
pursuing additional interaction with Treasury officials and the Administration.  

 
Overview 

As reviewed in prior Bulletin 12-10, a “grantor trust” is a trust where the trust creator, or 
“grantor,” is treated as the owner of the trust’s assets for federal income tax purposes and 
thus pays the income taxes generated by the trust’s assets.  As an income tax concept, 
grantor trust status currently has no effect on the federal gift or estate taxation of the 
trust’s assets.  

Insurance & Estate Plans Rely On Grantor Trusts 

Most wealth transfer strategies involving life insurance rely on grantor trust status.  For 
example:   

·         No Income Tax on Disregarded Transactions.  Transactions between a grantor and 
his or her grantor trust (or grantor trusts with the same grantor) are disregarded for income 
tax purposes.  Accordingly: 

o   A grantor can sell assets (like a life insurance policy) to a grantor trust for fair market 
value without adverse income or gift tax consequences.  The grantor recognizes no gain 
from the sale, and the trust takes a carryover income tax basis in the property sold.   

§  A policy sale to a grantor trust may avoid the three-year inclusion rule for estate tax 
purposes and the transfer-for-value (“TFV”) rule for income tax purposes.  
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§  If the trust is designed so that a beneficiary is treated as the trust owner for income tax 
purposes (a beneficiary defective income trust or “BDIT”), the beneficiary can make a 
similar sale of assets to the trust. 

o   Interest payments made by a grantor trust to the grantor on installment sales or loans 
(such as a split-dollar loans) do not result in taxable income to the grantor.  

·         Estate Tax Protection. A properly structured and funded grantor trust prevents 
inclusion of the trust assets (including life insurance proceeds) in the grantor’s estate at 
death. 

·         Added Wealth Transfer.  The grantor’s payment of the trust’s income taxes is not 
taxed as a gift, which effectively results in annual, gift tax-free contributions to the trust. 

Proposal Targets Grantor Trust Benefits 

As drafted, the proposal seeks to:  

·         Impose Estate and Gift Taxes on Grantor Trusts.  Specifically, the proposal 
would: 

o   Include the assets of a grantor trust in the grantor’s estate at death, and 

o   Impose gift tax on any grantor trust distributions or on the entire value of the grantor 
trust if the grantor trust status terminates during the grantor’s lifetime. 

·         Tax Non-Grantor Transactions with Grantor Trusts.  If a non-grantor, such as a 
trust beneficiary, is the deemed owner of the trust for income tax purposes (as in a BDIT), 
the proposal would impose a transfer tax on the value of the property sold to the trust by 
the non-grantor (less any consideration paid by the trust) if the sale avoided capital gains 
tax because of the grantor trust rules. The transfer tax, which must be paid by the trust, 
also would apply to any appreciation on or reinvestment of the property sold.  

·         Affect Both Pre-Existing and Future Trusts.  The proposal would apply both to 
grantor trusts created after enactment and to any portion of a pre-existing grantor trust that 
is attributable to a contribution made after enactment, with limited relief for certain 
“automatic, periodic contributions to existing grantor trusts.” 

Why It Matters - Practical Impact 

Families and businesses need continued access to flexible and well-established tools to 
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plan for succeeding generations, to implement effective business succession plans, and to 
ensure liquidity for future liabilities.  As part of the tax code since 1954, grantor trusts 
serve these important purposes and represent a core component of most life insurance and 
estate plans. The proposal, however, would effectively end estate planning with grantor 
trusts and introduce a harmful degree of uncertainty and instability for those engaging in 
responsible succession planning. 

Specifically, if enacted, the proposal would: 

·         Adversely Affect Most Life Insurance Trusts.  The tax code treats most irrevocable 
life insurance trusts (“ILITs”) as grantor trusts because the ILIT intentionally provides the 
trustee or the grantor with certain powers (e.g., the power to use trust income to benefit the 
grantor’s spouse or to pay premiums on policies insuring the grantor or the grantor’s 
spouse; the grantor’s non-fiduciary power to substitute trust assets for assets of an 
equivalent value, etc.). 

·         Remove the Estate Tax Benefits of ILITs. Under the proposal, grantor trusts would 
no longer protect trust assets from estate tax at the grantor’s death.  Thus, most ILITs, as 
grantor trusts, could potentially expose policy death benefits to estate tax. 

·         Eliminate Sales/Loans with ILITs.  Installment sales and loans to grantor trusts can 
remove much of the appreciation in the transferred property from the grantor’s taxable 
estate without the imposition of gift tax.  Under the proposal, however, growth in the 
grantor trust assets will no longer escape estate taxation.  Sales to BDITs also will become 
ineffective for estate planning, since the proposal specifically taxes such transactions.  

o   Grantors could no longer use sales of existing policies to grantor trusts to avoid the 
estate tax inclusion rule applicable to policies gifted within three years of death, nor use 
sales of policies between grantor trusts to transfer a policy from one trust to another.   

o   In addition, BDITs would no longer be effective for insurance funded business 
succession plans. 

·         Force the Use of Non-Grantor Trusts for ILITs.  Generally, using non-grantor 
trusts for estate tax planning would (1) eliminate the additional wealth transfer that results 
from the grantor’s payment of the trust’s income taxes, (2) subject the trust assets to the 
highly-compressed income tax brackets applicable to non-grantor trusts, and (3) require 
the recognition of gain and/or interest income resulting from sales and loans between a 
grantor and a trust.  Accordingly, enactment of the proposal would: 
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o   Make drafting ILITs more difficult (as many desirable trust provisions trigger grantor 
trust status), which could delay the closing of policy sales to trusts.    

o   Trigger adverse income tax consequences to the grantor when funding insurance 
premiums through installment sales or split-dollar loans to non-grantor trusts, which could 
impair the tax-efficient funding of large policy acquisitions. 

o   Limit flexibility in avoiding the TFV rule, since, unlike a sale to a grantor trust, a 
grantor’s sale of a life insurance policy to a non-grantor trust generally would constitute a 
TFV, subjecting the policy death benefits to income tax. 

·         Limit Grandfathering for Pre-Existing Trusts.  The proposal limits the ability to 
make post-enactment gifts to pre-existing trusts since transfer tax would apply to portions 
of pre-existing grantor trusts that are attributable to such contributions.  Further, the scope 
and duration of any potential transitional relief for “automatic, periodic contributions” to 
existing trusts is uncertain.  Thus: 

o   The funding of existing ILITs that rely on annual contributions to pay premiums may 
require restructuring.   

o   Grantors could no longer make lump sum gifts to existing ILITs, for example, to roll-
out private split dollar arrangements.   

o   The potential treatment of a grantor’s post-enactment installment sale or loan with a 
pre-existing grantor trust remains unclear. 

·         Cause Additional Collateral Damage.  Gifts to trusts have numerous practical 
benefits in addition to estate tax planning (e.g., creditor protection, financial management 
for beneficiaries, etc.).  Under the tax code, however, grantor trust treatment is difficult to 
avoid in many standard planning contexts, including the use of ILITs to fund liquidity and 
business succession plans or the use of spousal beneficiary trusts for second marriage 
planning.   

o   Enactment of the proposal would limit planning options and significantly increase 
uncertainty for many families and businesses as they seek to provide a financially secure 
future for their beneficiaries and business successors.  

Next Steps 

No changes in current planning are recommended.  The proposal is only the President’s 
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suggestion for tax law changes and may fail to gain legislative traction.  The AALU will 
continue to monitor and advise members of important developments related to the 
proposal. 

 
 

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.  

 
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.  
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