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MARKET TREND: Life insurance planning has become more 

complicated as the products become more complex, the tax laws 

remain uncertain, and the marketplace grows more advanced. This 

complexity requires a much higher level of sophistication in planning 

and can lead to hazards and unexpected tax consequences for the 

inexperienced. 

 

SYNOPSIS: The proper purchase, transfer, funding, and on-going 

management of a life insurance policy requires the collaboration of 

an expert team of advisors (producers, lawyers, financial planners, 

accountants, etc.) and a clear process for implementation and post-

closing administration.  As a first installment, this Bulletin explores 

ways to address common transfer tax issues associated with 

advanced markets life insurance planning, including: (1) policy 

valuations, (2) administration of annual exclusion gifts to ILITs, 

including allocations of GST tax exemption, (3) funding alternatives 

for survivorship policies, (4) incidents of policy ownership, and (5) 

ILIT funding and beneficiary designations.  The second installment 

will review common areas of concern for income tax planning. 

 

TAKE AWAYS:  Planning with the current, high transfer tax 

exemptions, coupled with continuing tax and economic uncertainties, 

requires life insurance producers to team with a sophisticated group 

of advisors with substantial experience and knowledge of the tax 

laws.  The increasing variety of products with significant investment 

components also means producers must thoroughly understand 

product offerings and how insurance can be incorporated into a 

client’s overall investment portfolio and estate plan.  In addition to 

strong sales skills, insurance advisors who will prosper in the current 

environment will (1) have access to technical support and detailed 

product analysis, (2) offer post-sale administrative assistance and (3) 

consistently work with a highly-educated advisory team.     
 
 

 

 

http://player.vimeo.com/video/49341089
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Life insurance is a core component of many estate plans and is often viewed as a 

relatively simple method to provide family security and estate liquidity at a client’s 

death.  This simplicity, however, is undermined by the increasing complexity of 

the tax laws and the growing sophistication of many life insurance products. 

Further, the pressures to minimize complexity for clients and to close transactions 

quickly can lead to minor oversights that may result in major tax issues later. 

Developing a familiarity with the common trouble spots for life insurance 

planning and working with a strong team of advisors can alleviate many of these 

problems without overly extending the sales cycle.  Accordingly, this Bulletin 

summarizes some common transfer tax pitfalls for personal life insurance 

transactions and suggestions for avoiding them.   

 

Typical Transfer Tax Traps 

 

Policy Valuations.  Ascertaining a policy’s fair market value (“FMV”) is a key 

component of gift, sale and/or substitution transactions involving the transfer of 

an existing policy to or from an irrevocable life insurance trust (“ILIT”).  

Determining a policy’s FMV for these purposes, however, has become more 

complicated because some carriers provide multiple valuations.  In most cases, the 

carrier reports the gift tax FMV of a policy as its “replacement cost” (i.e., for older, 

non-paid up policies, the interpolated terminal reserve value plus unapplied 

premiums (“adjusted ITR”)).  Some carriers’ valuations, however, may include 

or rely on the policy’s statutory reserve value and/or its “PERC” value (as required 

for certain federal income tax purposes), which may be significantly higher than 

the adjusted ITR.  

 

Unfortunately, the burden of selecting and reporting the appropriate policy value 

falls solely on the client, and the costs of a mistake could be significant -- an 

inaccurate valuation could not only result in subsequent gift tax liability, but also 

generation-skipping transfer (“GST”) tax exposure if the gift or sale is to a GST-

exempt trust to which insufficient GST tax exemption was timely allocated.   

Example:  An insured has an existing $10 million universal life policy.  The carrier 

provides two separate values based on varying valuation standards:  $158,500 

versus $232,700 (a difference of $74,200).  The insured gives the policy to his 

ILIT and reports a taxable gift of $158,500, allocating both his federal gift and 

GST tax exemptions.  If the IRS later determines the policy value is $232,700, the 

insured has gift tax exposure with regard to the additional $74,200.  In addition, 

the ILIT will not be fully GST tax exempt, potentially requiring the insured to 

make a late GST allocation (assuming he has sufficient exemption), based on the 

value of the policy as of the date of the allocation. 

A sale of a policy to an ILIT will be similarly affected by an upward adjustment of 

the policy’s FMV.  Further, if the insured dies with 3 years of the sale, the resulting 

partial gift will expose the insured to potential estate tax liability on the life 

insurance proceeds.1 

• Recommendation:  Insurance advisors should team with experienced 

attorney when working with carriers on policy valuations and should 

consider the following when making valuations requests: 

o State the need for the valuation (e.g., qualified plan distribution, 

gift, sale to the insured’s ILIT, substitution of trust assets for a 

trust-owned policy). 

o Ask about the carrier’s valuation procedure and the reserve 



values used.  Even term policies can have a high FMV, depending 

on the reserve value applied. 

o Obtain a verbal value from the carrier before it issues a Form 712 

in order to assess whether the value is in an acceptable range 

without locking in a final number. 

o Work with the carrier’s advanced sales or legal department to 

correct preliminary valuations that do not comply with the 

applicable tax standard (e.g., a carrier may provide a PERC value 

in a gift case where the adjusted ITR standard should apply). 

Annual Exclusion Gifts to ILITs.  Many clients rely on the annual exclusion from 

gift tax (“annual gift exclusion”) to make gifts to their ILITs to fund premiums.  

A gift only qualifies for the annual gift exclusion if the donee has a “present 

interest” in the gift.  To satisfy this requirement, an ILIT often contains 

“Crummey” withdrawal powers that allow the ILIT beneficiaries to withdraw 

funds contributed to the ILIT, up to the annual exclusion amount.  The 

beneficiaries typically receive notice of the transfer and their power to withdraw.  

If unexercised within the specified time (e.g., 30 days), the withdrawal powers 

usually lapse, and the trustee uses the funds to pay the annual premium on the 

ILIT’s policy.   

 

Clients and ILIT trustees, however, may not always follow recommended 

administrative procedures to ensure their gifts qualify for the annual gift 

exclusion.  For example, the client may pay the premium on the ILIT policy 

directly to the carrier rather than contribute it to the ILIT, and/or the ILIT trustee 

may fail to notify the beneficiaries of their withdrawal rights.  In this context, the 

recent Tax Court case of Turner v. Commissioner may provide some relief.2   The 

Turner court held that the decedent’s direct premiums payments to the carrier on 

behalf of his ILIT qualified for the annual gift exclusion because (1) the ILIT gave 

each beneficiary the absolute right to demand withdrawals after each 

“direct or indirect” transfer to the ILIT,and (2) the beneficiaries’ knowledge 

(or lack thereof) of their withdrawal rights did not affect their legal right to 

demand withdrawals.  

The Turner case offers some comfort for clients whose ILITs hold group policies 

(where direct premium payments to carriers are common) or have inadvertent 

lapses in administration. Advisors should note, however, that (1) the decision does 

not reflect the current IRS position, (2) the IRS continues to review ILIT 

contributions and their qualification for the annual gift exclusion during audits, 

and (3) achieving a favorable outcome on annual gift exclusion issues may require 

expensive litigation if the ILIT administration is questionable in the eyes of the 

IRS.  

• Recommendation:  Clients and trustees should continue to follow best 

practices when administering ILITs funded with annual gift exclusions, 

including the following: 

o The client should give cash to the ILIT sufficiently in advance of 

the premium due date so that (1) the funds can remain in the 

ILIT during the specified beneficiary withdrawal period and (2) 

the trustee will have enough time to pay the premium by the due 

date. 



o The trustee should notify the designated beneficiaries of their 

withdrawal rights immediately after the receipt of the gift.   Each 

beneficiary should sign and return to the trustee an 

acknowledgement of receipt, to be kept with the ILIT’s records. 

o The trustee should use the ILIT funds to pay the policy premiums 

only after expiration of the specified withdrawal period (but prior 

to the premium due date). 

Note, as a common issue for many ILITs, this presents an opportunity for 

insurance advisors to initiate or maintain contact with potential or 

current clients by offering reviews of an ILIT’s policy management or 

administration.  

 

Allocating GST Tax Exemption to ILIT Gifts.    Gifts to ILITs that qualify for the 

annual gift exclusion generally do not produce a federal gift tax liability and do not 

require the filing of a federal gift tax return.  Simultaneously qualifying these gifts 

for the annual exclusion from GST tax (“annual GST exclusion”), however, is 

difficult, as the requirements vary.  To qualify gifts to a trust for the annual GST 

exclusion, the trust must benefit only one individual during his or her life (who is a 

skip person for GST tax purposes (e.g., a grandchild)), and the trust assets must be 

paid to that individual during life or be includible in his or her gross estate at 

death.  Transfers to typical ILITs will not qualify for the annual GST exclusion 

since they have multiple beneficiaries and are drafted to prevent inclusion of the 

trust assets in a beneficiary’s estate.  

 

Example:  A client creates an ILIT as a dynasty trust for the benefit of his 

descendants.  The ILIT provides each living descendant (currently, only a son) 

with Crummey powers.  The client contributes $13,000 to the ILIT, which it will 

use to fund the premiums on a policy insuring the client’s life.  Even though the 

ILIT contribution qualifies for the annual gift exclusion (by virtue of the Crummey 

powers), it does not qualify for the annual GST exclusion because the ILIT could 

have multiple beneficiaries.   

If GST exemption is not allocated to these transfers, the ILIT will not be fully GST-

tax exempt.  GST tax will be imposed when ILIT property is distributed to a skip 

person or when the interests of all non-skip persons in the ILIT terminate.  In 

these cases, the so-called “automatic allocation” rules may help, since they 

automatically allocate GST exemption to any contribution made to a qualified GST 

trust.3  The rules are complex, however, and the taxpayer must confirm the trust’s 

GST status and record the amount of GST exemption automatically allocated each 

year.   

• Recommendation:  Rather than relying on the automatic allocation 

rules, clients who make annual exclusion gifts to GST-exempt ILITs 

should ensure the proper allocation of their GST tax exemption to those 

contributions.  This may include the filing of a federal gift tax return for 

the sole purpose of documenting the allocation of GST tax exemption, 

even if the client has not made any taxable gifts that would otherwise 

require a return.   

Funding Survivorship Policies.  With most economic benefit split-dollar 

agreements between a client/insured and his or her ILIT (a “private SDA”), the 

client agrees to fund all premiums on a policy owned by the ILIT.  In exchange, the 

client receives an interest in the policy equal to the greater of the policy’s cash 



value or the total premiums paid.  The annual gift to the ILIT under the private 

SDA is the term cost of the insurance coverage (less any consideration paid for it 

by the ILIT).  For survivorship policies, the term cost is determined by using the 

premium rates published by the IRS (based on Table 2001) and can be exceedingly 

low in the initial years.   

• Recommendation:  Given the potential for low term costs, clients 

seeking survivorship coverage should consider private SDAs as one of 

their premium funding alternatives.  The benefits of this funding strategy 

can be maximized when combined with a lump-sum gift of the increased 

federal gift tax exemption amount to the ILIT.  That gift can be invested 

and the proceeds used later to exit the private SDA and reimburse the 

clients. Clients also may want to consider a return of premium rider to 

offset the impact of the reimbursement right.  As the proper analysis, 

implementation, and administration of a private SDA requires significant 

legal assistance, insurance advisors will want to partner with experienced 

attorneys who can help clients (or consult with an existing attorney of the 

client) to design and execute the arrangement.  

Retained Incidents of Policy Ownership.  If an insured retains any “incident of 

ownership” over a policy at death, whether individually or as a trustee, the 

proceeds will be includible in his or her estate.  “Incidents of ownership” extend 

well beyond the mere holding of title to a policy and can include, for example, the 

insured’s power to pledge the policy for a loan (e.g., where a bank demands 

coverage on a business owner as collateral for a line of credit).   

 

Thus, advisors and clients should proceed cautiously with regard to any powers 

provided to the insured under an insurance planning arrangement or ILIT.  For 

example, many ILITs provide a grantor with a nonfiduciary power to substitute 

trust assets in exchange for assets of equivalent value (a “nonfiduciary 

substitution power”).  Rev. Rul. 2011-28 recently clarified that such a power, 

when held by the insured, will not constitute an incident of ownership, but only if, 

under local law or the trust agreement, (1) the trustee has a fiduciary obligation to 

ensure that the substituted property and the trust property are of equivalent value; 

and (2) the substitution power cannot be exercised in a manner that shifts benefits 

among the trust beneficiaries.  

 

Split-dollar arrangements should also be crafted with care.  In a typical private 

SDA or loan arrangement, the grantor/insured’s reimbursement or repayment 

right for premiums paid or amounts loaned to the ILIT is secured by a collateral 

assignment of the policy.  If the assignment provides the insured with any rights in 

the policy beyond a mere security interest, they may constitute incidents of 

ownership for purposes of estate tax inclusion.   

• Recommendation:  Advisors should confer with clients’ attorneys to 

ensure that (1) the insured does not hold an incident of policy ownership 

through powers or authority granted under an ILIT agreement and (2) 

any collateral assignment used as part of a private SDA to finance a policy 

acquisition is a “bare-bones” assignment, which limits the insured’s rights 

in the policy solely to a security interest.  

Survivorship Policies owned by Single-Life ILITs.  ILITs designed to own single-

life policies may (1) name the insured’s spouse as a trustee without restricting his 



or her ability to exercise incidents of ownership over the policy or (2) provide the 

spousal beneficiary with a limited power of appointment. These powers can result 

in inclusion of the ILIT assets in the spousal beneficiary’s estate at his or her death 

if the ILIT owns a second-to-die policy.   

• Recommendation:  Second-to-die policies should be owned only by 

ILITs specifically drafted for survivorship coverage.  Thus, for new ILITs, 

advisors should provide the attorney drafting the ILIT with information 

regarding the type of coverage that will be acquired.  For the purchase of 

new coverage by an existing ILIT, the advisor should confer with the 

client’s attorney to determine whether the ILIT is a suitable match for the 

new policy or whether a new ILIT should be created. 

Funding ILITs with Community Property.  In community property states, an item 

of community property, including a life insurance policy, is deemed owned ½ by 

each spouse, regardless of which spouse is named as owner or insured.  So, for 

instance, assume a public company executive in Texas receives life insurance 

coverage as a benefit.  That coverage may be considered community property, ½ 

owned by the executive and her spouse.  Thus, a gift of that community property to 

an ILIT that benefits the executive’s spouse may be considered a gift made by the 

spouse with a retained beneficial interest, resulting in inclusion of a portion of the 

ILIT assets in the estate of the executive’s spouse.    

• Recommendation:  For clients in community property states, an ILIT 

that benefits one spouse and acquires a policy insuring the other should 

be funded only with the separate property of the non-beneficiary spouse, 

not community property. The beneficiary spouse also should relinquish 

any ownership rights in or to any policy transferred by the other spouse to 

the ILIT.  The insurance advisor should consult with the clients’ attorney 

to determine if partition agreements are required to evidence that only 

one spouse owns the policy and that separate property funds the ILIT.  

Take Aways 

Estate planning with life insurance involves numerous technicalities and many 

moving parts (trust creation and funding, gift and GST tax reporting, etc). 

Overlooking even minor details can create multiple transfer tax issues.  The issues 

are only heightened in the advanced markets, where planning necessitates in-

depth product and tax knowledge to address the multitude of financial and estate 

planning needs of high net worth families.  

 

Thus, planning with the current, high transfer tax exemptions, coupled with 

continuing tax and economic uncertainties, requires life insurance producers to 

team with a sophisticated group of advisors who have substantial experience and 

knowledge of the tax laws.  The increasing variety of products with significant 

investment components also means producers must thoroughly understand 

product offerings and how insurance can be incorporated into a client’s overall 

investment portfolio and estate plan.  In addition to strong sales skills, insurance 

advisors who will prosper in the current environment will (1) have access to 

technical support and detailed product analysis, (2) offer post-sale administrative 

assistance and (3) consistently work with a highly-educated advisory team.     

 



NOTES 

 

1 If an insured gratuitously transfers a policy within three years of his or her death, 

Code § 2035(a) pulls the policy proceeds into the insured’s gross estate.  An 

exception to this rule applies for a bona fide sale of the policy for “adequate and 

full consideration” (i.e., the policy’s FMV). Thus, a common method for avoiding 

the three-year rule is to have the insured sell the policy for its FMV to an ILIT 

created by the insured as a wholly-owned grantor trust for federal income tax 

purposes (such a sale would be disregarded for federal income tax purposes, 

including for purposes of the transfer for value rule under Code §101).  

2 T.C. Memo 2011-209. 

3 See Treas. Reg. §26.2632-1. 

 

 

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.   

  

 


