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MARKET TREND: Estate planners anticipate a change in estate and life 
insurance planning, with fewer household requiring estate tax planning due 
to the permanence of higher transfer tax exemptions and exemption 
portability. The larger and typically more complex estates that still face 
exposure, however, will require greater technical assistance, placing a 
premium on collaborative planning and advanced sales efforts. 
 
SYNOPSIS: The 2013 Heckerling Institute on Estate Planning raised several 
important life insurance insights, specifically (1) changes in the federal 
transfer tax laws will force a shift in focus to the non-tax considerations of 
estate and life insurance planning, (2) many techniques that complement life 
insurance planning remain targets of future tax legislation, (3) life insurance, 
alone, will not be a cure-all for those that continue to face estate tax liabilities, 
(4) in today’s income tax and market conditions, higher cash value products 
may more effectively serve a client’s overall state planning needs, and (5) 
complexities in achieving or terminating grantor trust status require caution 
when implementing life insurance transactions. 
 
TAKE AWAYS: With a changing tax and market environment, planning will 
not focus solely on estate taxes, but will now be much more income tax driven. 
Product interests also will change. That said, now, perhaps more than ever, 
insurance advisors must strengthen their collaboration and relationships 
with attorneys, accountants, and other client advisors in order to 
demonstrate to clients that the need for estate and life insurance planning 
continues. Presenting a single, unified planning approach to clients will 
evidence credibility, develop trust, and shorten plan development and 
implementation. The shift in services also will create (1) more emphasis on 
post-transaction monitoring, (2) designs to manage cash, and (3) the ability 
to be more flexible in a changing tax climate.  

Taking place in mid-January, the 2013 Heckerling Institute on Estate Planning focused on the 

impact of the American Taxpayer Relief Act of 2012 (“ATRA”) on estate planning advisors and 

their clients, raising several important life insurance insights. 

 

1. Changes in Transfer Tax Laws Will Shift Focus of Estate & Life Insurance 

Planning 

 

Heckerling presenters anticipate a change in estate and federal transfer tax planning as a direct 

result of ATRA’s enactment of permanent of estate, gift and GST tax exemptions at $5 million 

(inflation indexed, currently $5.25 million) and portability between spouses of the estate and gift 



tax exemptions. Under these laws, a vast majority of the general population will not need 

extensive federal transfer tax planning. Accordingly, the catalyst for planning may turn to non-tax 

reasons for estate plans.  

• Life Insurance Insights: 

 

o With ATRA, estate planning advisors may overlook life insurance planning 

options due to the lack of estate tax exposure for many of their clients. To adapt, 

insurance advisors must show affiliated advisors and their clients how life 

insurance can continue to complement non-tax estate planning needs by 

providing liquidity for business succession, earnings replacement, family 

protection, inheritance equalization, blended family planning, etc.  

  

o Despite the shift in planning focus, tax considerations remain. With the 

application of the Medicare surtax and the income tax rate increases under 

ATRA, planning with life insurance will shift to income tax-deferred growth of 

policy cash value and the income tax-exempt death benefits. On the estate tax 

side, clients residing in states with decoupled estate tax systems may 

underestimate their potential state estate tax exposure and fail to provide for the 

necessary liquidity to pay the taxes. 

 

 Example: A surviving spouse, resident in New York, has a $5 million 

taxable estate that is fully exempt from federal estate tax by her and her 

husband’s federal estate tax exemptions (ported to her). However, she 

could still owe over $390,000 in New York state estate tax, which could 

be difficult to pay in cash while providing adequately for her heirs if the 

estate is highly illiquid (e.g., concentrated in the principal residence or 

other real property). 

  

o Interest in life insurance planning should also increase if we continue in a low 

interest rate environment coupled with relatively strong policy yields and 

continued stability in insurance market regulation and oversight. 

• The certainty of increased gift and GST tax exemptions also facilitates the premium funding of 

policies held in trust. Lump sum or annual gifts can be made to the trust by using the federal gift 

tax exemption, without dealing with the administrative issues and Crummey notices associated 

with annual exclusion gifts to an insurance trust (even though the appeal of other funding 

approaches, like split-dollar arrangements, may remain to preserve the exemptions for larger 

estates). 

2. Insurance-Complementary Estate Planning Techniques Remain in Jeopardy 

Even with the certainty provided by ATRA regarding transfer tax rates and exemption levels, 

Heckerling presenters emphasize that future tax legislation may implicate certain estate planning 

techniques not addressed by the recent tax legislation, including:  

• Imposition of 10-year minimum terms for GRATs 

  

• A 90-year limit on GST tax exemption application to dynasty trusts 

  

• Limits on valuation discounts for transfers of family entity interests 

• The estate taxation of grantor trusts  



Accordingly, clients who undertook significant planning in 2012, including implementation of 

one or more of the above strategies should take note. Further, clients still considering planning in 

2013, particularly life insurance planning which typically involves the use of grantor trusts, may 

want to implement these strategies before Congress goes through the next round of tax 

legislation.  

• Life Insurance Insights: Advisors should follow up with clients who made large, last 

minute gifts to trusts in 2012 to review leveraging those gifts through installment sales, 

life insurance acquisition (potentially through split dollar arrangements with the existing 

trusts), and other planning opportunities for the gifted funds. 

3. Life Insurance is Not a Silver Bullet for Estate Taxes 

 

For clients who continue or expect to face significant estate taxes, life insurance can play an 

important planning role as part of a comprehensive estate tax plan. Life insurance, alone, is not a 

silver bullet, due to the difficulty in accurately predicting when an insured will die and the growth 

of an insured’s estate over time. Inaccurate projections could mean that a policy acquired earlier 

in life may not provide a sufficient death benefit to cover estate taxes when they actually come 

due.  

 

A comprehensive estate tax plan will implement strategies that seek to consolidate or minimize 

the tax value of the client’s estate while addressing liquidity and offering a mortality hedge. For 

example, clients should consider regular uses of GRATs, installment sales to grantor trusts, 

annual exclusions gifts, etc. in order to reduce growth in the client’s taxable estate and properly 

manage the future estate tax burden. The value of acquiring life insurance coverage within this 

type of plan is enhanced, since many of these planning techniques require the client to survive a 

specified term. The life insurance serves as a hedge to the mortality risk and inherent market 

volatility of these techniques as they work to stabilize the overall taxable value of the estate 

(helping to ensure that the insurance death benefits will be sufficient to cover the actual estate 

tax).  

• Life Insurance Insights: 

o A team approach in life insurance planning remains critical. Treating the 

acquisition of life insurance as a stand-alone transaction may hinder clients 

from attaining their overall wealth management goals as well as limit future 

opportunities to assist clients with additional planning.  

  

o Successful, overall estate tax planning depends as much on proper maintenance 

of the plan as it does on proper implementation. To maintain client 

relationships, insurance advisors should provide post-transaction support, 

including reviewing and providing updates on policy performance, monitoring 

the cost of insurance for split-dollar plans, providing reminders to review 

annual gifts and reporting requirements with accountants, confirming 

performance of trust investments and complementary estate planning 

techniques (GRATs or sales), etc. For products with higher cash values or more 

variable features, post-transaction support will be crucial.  

4. High Cash Value Policies May Better Serve Estate Planning Needs 

 

Policies acquired for estate tax planning purposes often focus on maximizing death benefit 



coverage, increasing the appeal of guaranteed products. Somewhat counter-intuitively, however, 

a policy with a lower death benefit and higher cash value may better serve the tax 

planning purposes of a client over the long term, particularly given current tax 

laws and market conditions.  

 

Purchasing a death benefit lower than the maximum amount that could be acquired for the same 

premium may generate a cash surrender value more quickly in the initial years of the policy, with 

a higher cash value and death benefit in later years when compared to a policy with a maximum 

initial death benefit, or even a guaranteed policy (assuming the insured lives to or past his or her 

life expectancy). Thus, surprisingly, the policy with a lower initial death benefit may offer the 

most death benefit when the insured needs it (near life expectancy). Further, even if a guaranteed 

product offers the highest death benefit for a longer period of time, it provides limited cash value 

and far less flexibility to adjust coverage or reallocate resources later if the insured’s needs change 

(this, of course, must be balanced against the potential for the insured’s premature death, when a 

lower benefit contract will not offer as great a wind-fall effect as the maximum death benefit or 

guaranteed product). 

• Life Insurance Insights: In today’s market, the purchase of a higher cash value life 

insurance product may serve multiple purposes. 

 

o Life insurance policies can help manage higher income and Medicare tax 

burdens, since growth within the policy, and policy loans and withdrawals (up to 

basis) should be income and Medicare-tax free. Holding the insurance in a trust 

could offer flexibility for the client to access cash value if needed (e.g., if 

structured as a spousal lifetime access trust) while protecting the death benefit 

from estate and GST taxation. 

  

o Properly designed higher cash value products may provide a more cost-effective 

alternative to guaranteed products, particularly as the recently increased reserve 

requirements under AG 38, the continuing low interest rates, and the exit of 

carriers from the guaranteed product market will increase guaranteed product 

pricing (thereby reducing the internal rate of return), eliminate or restrict 

certain product options, and limit flexibility in premium payment design (we 

have already seen a number of guaranteed product carriers limit their 

guarantees to ages well within life expectancy). 

  

o An increased focus on these products, however, means producers must 

thoroughly understand product offerings and develop a sensitivity as to how life 

insurance can work as part of a client’s overall portfolio. 

  

o It will likely be more commonplace for clients to use insurance to provide cash 

management for the assets held within a grantor trust given the current higher 

tax environment and the fact that most cash alternatives offer little to no yield. 

5. Navigating the Grantor Trust Status of Life Insurance Trusts is Complicated 

 

The status of a trust as a grantor or non-grantor trust for income tax purposes has significant tax 

planning consequences, particularly with regard to life insurance trusts. Grantor trust status 

allows policy sales between a grantor and his/her trust (or between grantor trusts with the same 

grantor) to proceed without adverse income or gift tax consequences, potentially avoiding the 

three-year inclusion rule for estate tax purposes (applicable to death benefits of policies gifted 



within three years of the insured’s death) and the transfer-for-value rule for income tax purposes. 

Further, 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. Grantor trusts also 

allow for asset transfer through the grantor’s payment of the trust’s income tax liability and can 

prevent inclusion of the trust assets in the grantor’s estate at death. Unfortunately, the 

determination of whether a life insurance trust is a grantor trust is rarely simple.  

 

Obtaining Grantor Trust Status. Under Internal Revenue Code § 677(a)(3), the grantor shall be 

treated as the owner of a trust (or portion thereof), whose income is or, in the discretion of the 

grantor or a nonadverse party, may be applied to premiums on policies insuring the grantor or 

the grantor's spouse. Such a trust would appear to be a grantor trust if the trust has income and 

owns such a policy. But what if the trust earns no income, or does not apply all income to the 

insurance premiums? Is the trust still a grantor trust and, if so, as to what part (the whole trust or 

only as to the portion of the trust income actually used to pay premiums)? Unfortunately, there is 

limited guidance on these questions, in large part because the IRS has not definitively ruled on 

the issues.  

 

To alleviate concerns, where grantor trust treatment is desired, the trust agreement should 

contain other provisions that will result in grantor trust status with regard to the grantor, for 

example, a nonfiduciary power held by the grantor (or a nonadverse party) to substitute trust 

assets for assets of equivalent value or the power of the trustee to make loans to the grantor with 

adequate interest but without adequate security (provided such power is not part of a general 

power of the trustee to lend without security).  

 

Avoiding or Turning Off Grantor Trust Status. For clients creating trusts that will hold 

investments in addition to life insurance, grantor trust status may not be desired or may 

eventually need to terminate because the client does not or cannot continue to bear the additional 

income tax burden. The increase in the overall effective tax rates due to ATRA and the application 

of the Medicare surtax on net investment income strengthens this concern. Thus, in order to 

intentionally avoid grantor trust status for an insurance trust, the trust should either explicitly 

provide for distribution of income to the trust beneficiaries as earned, prevent the trust income 

from being used to pay premiums, and/or require the consent of an adverse party for such use.  

Where a grantor wants to provide for the option to terminate grantor trust status, the trustee 

should not be given the power to release the discretionary ability to use trust income to pay 

premiums, as this may violate the trustee’s fiduciary duties to the trust beneficiaries. Rather, any 

such discretionary power should automatically terminate when the trust otherwise ceases to be a 

grantor trust (e.g., the grantor releases a substitution power). Note that the termination of 

grantor trust status during the grantor’s life will result in income tax consequences if the trust has 

unrecognized gain. Thus, trustees may wish to manage the extent of built-up gain in the trust, or 

the grantor could use a nonfiduciary substitution power to swap high basis assets for lower basis 

assets held in the trust. 

• Life Insurance Insights: When considering or proposing transactions with 

an existing trust, an insurance advisor should not simply assume that a 

trust is a grantor trust because it allows the trustee to pay premiums on a policy 

insuring the grantor. As the analysis is complicated and the potential for adverse 

consequences significant if the wrong assessment is made (e.g., an inadvertent transfer 

for value that results in income taxation of a policy’s death benefit), the advisor should 

confirm the trust’s status with an experienced attorney who can evaluate the trust 

agreement in its entirety and the circumstances surrounding its administration. 



 
Take-Aways 
 
With a changing tax and market environment, planning will not focus solely on 
estate taxes, but will now be much more income tax driven. Product interests also 
will change. That said, now, perhaps more than ever, insurance advisors must 
strengthen their collaboration and relationships with attorneys, accountants, and 
other client advisors in order to demonstrate to clients that the need for estate 
and life insurance planning continues. Presenting a single, unified planning 
approach to clients will evidence credibility, develop trust, and shorten plan 
development and implementation. The shift in services also will create (1) more 
emphasis on post-transaction monitoring, (2) designs to manage cash, and (3) 
the ability to be more flexible in a changing tax climate.  

For more information about the topic discussed in this Washington Report, please 
contact Albert Gibbons at algibbons@algibbons.com
 

NOTES 

1. See generally, Jonathan G. Blattmachr & Marc A. Pasquale, “Buying Life Insurance to Fund 

Estate Taxes,” Trusts & Estates, p. 27, July 2012; Jonathan G. Blattmachr & Diana S.C. Zeydel, 

“Using Life Insurance to Fund Estate Taxes: A Counterintuitive Approach & A Wrap-up of the 

Key Presentations of the Week,” 47th Annual Heckerling Institute on Estate Planning, Jan. 18, 

2003. 

2. See generally, Blattmachr & Pasquale and Blattmachr & Zeydel, at note 1. 

3. The Internal Revenue Code requires a minimum amount of death benefit (which decreases 

with the insured’s age) for each dollar of premium paid based upon the age (or deemed age) and 

gender of the insured for the contract to constitute a life insurance policy under the Code.  

4. Assuming the sale is for fair market value. 

5. See generally, Donald O. Jansen & Lawrence Brody, “So, You Think You Know Everything 

about the Income Taxation of Life Insurance? Think Again!” (and related materials), 47th Annual 

Heckerling Institute on Estate Planning, Jan. 17, 2003. 

6. See Rev. Proc. 2013-3, 2013-1 IRB 113, 12/31/2012. 

 

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.   
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