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Topic: Funding Trust-Owned Life Insurance – Selecting the Best 
Option.

MARKET TREND: Although a higher federal estate tax exemption means fewer 
families will face federal estate tax exposure, the use of trusts in life insurance 
plans will continue to serve numerous practical and tax planning needs.      

SYNOPSIS: Planning with trust-owned life insurance (“TOLI”) must consider 
the funding of premiums into the trust.  Numerous funding methods exist, 
including: (1) annual exclusion gifts, (2) lump-sum gifts of gift and GST tax 
exemption, (3) split-dollar arrangements, (4) installment sales to ILITs or (5) 
a combination thereof, with each method varying in terms of administrative 
complexity and tax-efficiency.         

TAKE AWAYS: TOLI is beneficial for creditor and beneficiary protection 
purposes, wealth management, state estate tax planning, and income tax 
planning. The selection of the best premium funding method will depend on each 
family’s particular circumstances and goals, and the level of on-going support 
they will have from their insurance, tax, and legal advisors (including policy and 
funding reviews). Generally, annual exclusion or lump sum gifts are the most 
efficient approach for individuals with estates closer to the $5 million federal 
estate tax exemption.  Larger estates, however, will benefit greatly from combining 
these gifts with more advanced funding methods, such as loans or installment 
sales, particularly given the current, low interest environment. 

PRIOR REPORTS: 13-08; 12-41; 12-28; 12-22

Prior to recent tax law changes, holding life insurance through an irrevocable trust 
was standard protocol for estate planning, and it continues to serve many practical 
purposes. Individuals, however, must consider the practicalities of trust funding 
in order to select the most suitable and tax-effective premium funding method for 
TOLI policies.  

WHY CONTINUE TO USE TOLI

Before 2013, most individuals placed life insurance into an irrevocable life 
insurance trust (“ILIT”) in order to prevent taxation of the life insurance 
proceeds in the insured’s estate.  The permanent increase in the federal estate 
tax exemption to $5.25 million,1 however, raises the question of whether many 
families still need ILITs for estate tax planning.  

Yet TOLI remains beneficial for numerous reasons.  A trust offers creditor 
protection for beneficiaries (as in cases of bankruptcy or divorce) and provides 
centralized (and possibly professional) wealth management, particularly for 
younger beneficiaries who are not prepared to handle large or sudden ascensions 
to wealth.  Further, ILITs limit exposure to state estate taxes in states with 
separate estate tax systems or no state income taxes, which typically have much 
lower exemptions than the federal estate tax exemption amount.
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Topic: Irrevocable Insurance Trusts as Grantor or Non-Grantor Trusts  

MARKET TREND: The use of grantor trusts has proliferated as income tax 
rates soar and the federal gift and estate tax exemption increases.

SYNOPSIS: While clients can structure irrevocable life insurance trusts 
(“ILITs”) as either grantor or non-grantor trusts, the benefits of grantor trust 
treatment often far outweigh those of non-grantor trusts. ILITs created as 
non-grantor trusts may be suitable for “dry” ILITs that hold only policies 
insuring the life of the grantor. ILITs structured as grantor trusts, however, 
offer several benefits, which include (1) allowing gift tax-free contributions 
to the trust through the grantor’s payment of the ILIT’s income tax, (2) 
facilitating the grantor’s access to policy cash value or other ILIT assets 
through loans or a spousal beneficiary, (3) enabling tax- efficient ILIT 
funding (such as through split dollar arrangements), and (4) allowing policy 
sales to the ILIT that may avoid application of the three-year inclusion 
rule for estate tax purposes and the transfer-for-value rule for income tax 
purposes to policy death benefits. Note that President Obama’s FY 2014 
budget proposes limitations on certain sale transactions with grantor trusts. 
The proposal’s enactment, however, would require passage by a deeply 
divided Congress, leaving planning options open for grantor ILITs, at least 
for now.

TAKE AWAYS: In most situations, a grantor ILIT will be the preferred 
structure for life insurance and wealth transfer planning, assuming the client 
is willing and able to pay the ILIT’s income tax liability (if any). Regardless, 
both grantor ILITs and non-grantor-ILITs require careful navigation of the 
grantor trust rules to avoid inadvertently triggering grantor trust status or 
using a grantor trust power in a manner that cannot be switched off.

ILITs are complex structures that require careful planning. One of the 
primary considerations, and perhaps the least discussed with clients, is 
whether to structure the ILIT as a grantor or non-grantor trust for federal 
income tax purposes. This decision can impact the income tax consequences 
of the ILIT and its use in other tax planning arrangements during the 
insured client’s lifetime.

Grantor vs. Non-grantor Trusts 

A grantor trust is a trust that is treated as owned by the individual who 
created the trust (the “grantor”) for income tax purposes. Grantor trust 
status occurs when the grantor or other party (such as the trustee or a 
beneficiary) holds certain rights to the income or principal of the trust 
or certain powers over the disposition of income and principal. As a 
consequence, the trust is not treated as a separate entity from the grantor 
for income tax purposes, and the grantor must include all income generated 
by the trust on his individual income tax returns as if he had received the 
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income personally.

A non-grantor trust does not give the grantor or others specified powers or rights over trust income and/or 
principal. As a result, the trust is treated as a separate entity from the grantor for income tax purposes, and the 
trust, rather than the grantor, reports and pays taxes on income received by the trust. 

Rights and Powers That Cause Grantor Trust Status 

The so-called “grantor trust rules,” as provided in IRC §§ 671-679, set out the rights and powers that will result 
in grantor trust status. The rights and powers most frequently used in irrevocable trusts to intentionally obtain 
grantor trust status include:

• The power, without the approval or consent of an adverse party[1] (such as a beneficiary of the trust) to use 
trust income to pay premiums for insurance on the life of the grantor or the grantor’s spouse (a “premium 
paying power”).[2] 

• The power, without the approval or consent of an adverse party, to distribute trust income to the grantor’s 
spouse (for example, if the grantor’s spouse is one of the discretionary beneficiaries to whom the trustee 
may distribute income during the grantor’s life).[3]  

• The power, exercisable by the grantor in a non-fiduciary capacity, which enables the grantor to borrow 
the income or principal of the trust without adequate interest or security (unless the trustee is authorized 
under a general lending power to make loans to any person without regard to interest or security) (a 
“borrowing power”).[4] 

• The power exercisable by the grantor or a nonadverse party,[5] in a nonfiduciary capacity, without the 
approval or consent of any person in a fiduciary capacity, to reacquire trust assets by substituting other 
property of equivalent value (a “nonfiduciary substitution power”).[6] 

• ·The power exercisable by the grantor or a nonadverse party (such as a third party who has no current or 
future interest in the trust), without the consent of any adverse party, to control the beneficial enjoyment 
of trust income or principal.[7] This power is generally given only to a nonadverse party (the power would 
cause the trust assets to be included in the grantor’s estate for estate tax purposes if held by the grantor) 
and restricted to the power to add charitable beneficiaries to the ILIT (clients can be uncomfortable with 
the power to add beneficiaries and are more amenable to using the power if the class of potential additional 
beneficiaries is limited to charities).

Grantor ILITs typically employ several rights or powers to achieve grantor trust status for the ILIT.

Why Select Non-Grantor Trust Status for an ILIT 

Many ILITs are “dry” trusts and hold only policies insuring the grantor’s life and short-term cash to pay 
premiums. For ILITs that hold income-producing assets, the client may be wary of the income tax burden 
associated with paying the trust’s income tax liability or have significant concerns regarding his continuing 
ability to do so (despite the potential benefits discussed below). In such situations, the client may prefer a non-
grantor ILIT. 

Advantages of Non-Grantor ILITs. 



• The client does not bear the burden of paying taxes on the trust income. 

• If the ILIT distributes income to the beneficiaries, that income will be taxed at the beneficiaries’ tax rates, 
which may be lower than the rates applicable to the grantor. 

• Disadvantages of Non-Grantor ILITs. A non-grantor ILIT generally lacks flexibility, including as follows: 

• The non-grantor ILIT does not allow the grantor or the grantor’s spouse to access the trust income should it 
be needed (as can be accomplished with loans from a grantor trust to the grantor or a grantor trust created 
as a spousal lifetime access trust).  

• The sale of existing insurance policies or appreciated assets from the grantor to the ILIT will trigger capital 
gain for the grantor. 

• The non-grantor ILIT is not suitable for split-dollar premium financing.

Why Select Grantor Trust Status for an ILIT? 

Most ILITs, through design or default, are grantor trusts because the trust instruments typically authorize 
the trustee to use trust income for the payment of insurance premiums on the life of the grantor without 
restriction. Grantor trust status provides the most flexibility for funding the ILIT and incorporating future 
estate planning opportunities.

Advantages of Grantor ILITs. 

• The grantor must pay taxes on the income generated by the grantor ILIT, which allows the grantor to make 
additional, gift tax-free contributions to the ILIT equal to the taxes that otherwise would be paid from 
trust assets.[8] The grantor ILIT assets grow income-tax free. This feature particularly benefits the growth 
of non-insurance assets held in the ILIT, given the current high income tax rate environment, and may be 
especially useful to a younger grantor who can bear the additional income tax burden.

• Example: Assume a grantor gives $10 million to an irrevocable trust that produces an income yield of 
3% annually, and the effective income tax rate is 43.3%. If the trust is a non-grantor trust, the initial $10 
million gift will grow to nearly $16.6 million over a 30-year period. In contrast, if the trust is a grantor trust, 
the initial $10 million gift will grow to over $24.2 million over that 30 year period – an additional $7.6 
million as compared to the non-grantor trust.

• If the grantor wants to transfer an existing policy to the ILIT, a gift of the policy raises an estate tax issue 
-- the policy death benefits will be subject to inclusion in the insured’s estate if he dies within three years 
of the gift.[9] A sale of the policy to a grantor ILIT, however, may avoid this issue. As long as the insured 
grantor sells the policy for “adequate and full consideration in money or money’s worth,” the transfer will 
not be treated as a gift, and the proceeds will not be includible in the grantor’s estate for estate tax purposes 
if he dies within three years of the sale.[10] 

• A sale to a wholly-owned grantor ILIT also should avoid any adverse income tax consequences, since 
transactions between a grantor and his wholly-owned grantor trust are disregarded for income tax 
purposes.[11]   Care will need to be taken in valuing the policy for any sale – if the ILIT does not pay full and 
adequate consideration for the policy, the transfer will result in a gift and the policy proceeds will be pulled 
into the insured’s estate if he dies within three years of the transfer.[12]
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• As grantor ILIT can purchase appreciating or income producing assets from the grantor in return for a 
promissory note (a so-called installment sale to a grantor trust). The ILIT can use income generated by the 
trust assets to pay insurance premiums. As with a policy sale, the transaction will be disregarded for income 
tax purposes, so the sale will not trigger capital gain for the grantor, and interest paid on the promissory 
note will not be taxable to the grantor.[13] 

• A grantor ILIT can provide access to the policy’s cash surrender value, which will become a more important 
benefit with increasing interest in high cash value policies. First, if the grantor’s spouse is a beneficiary of 
the grantor ILIT, the trustee can have the discretion to distribute income and to principal to the spouse. 
Second, the grantor can borrow from the trust, and the loan will be disregarded for income tax purposes.  

• Grantor trust status also can facilitate the client’s future planning.  

• If, over time, the terms of an existing ILIT become unsuitable for the current circumstances of the 
beneficiaries or a flaw is discovered, the trustee of the existing ILIT may consider a sale of the policies to a 
new ILIT with the desired terms. If the new ILIT is a wholly-owned grantor trust with regard to the insured, 
the sale will qualify as an exception to the transfer for value rule.[14]  

• If the grantor ILIT provides the grantor with a nonfiduciary substitution power, the grantor could, if 
appropriate, reacquire the policies in the ILIT by substituting property of equivalent value.[15]

Disadvantages of Grantor ILITs. 

•  The income tax burden to the grantor can be come heavy if a grantor ILIT holds high-yielding assets or 
sells assets that trigger significant capital gain. One solution may be to include a clause authorizing the 
trustee to reimburse the grantor for his payment of the trust’s income tax liability. A tax reimbursement 
clause may help alleviate the tax burden without causing the trust assets to be included in the grantor’s 
estate for estate tax purposes, as long as the reimbursement is completely discretionary and there is no pre-
existing arrangement or understanding between the grantor and the trustee regarding the reimbursement.
[16] 

• As discussed below, if the grantor no longer can or wants to pay the grantor ILIT income tax liability, 
turning off grantor trust status requires significant care and precision. Toggling-off grantor trust status also 
can trigger tax consequences for the grantor. When grantor trust status is turned off, the grantor is treated, 
for income tax purposes, as if he had just transferred all the ILIT’s assets and liabilities to the ILIT.[17] If the 
ILIT owns encumbered assets in which the debt exceeds the ILIT’s adjusted basis in its assets, the grantor 
will recognize gain on the difference.[18]

Drafting Considerations. 

• In addition to the powers discussed in this report, other grantor trust rules can trigger grantor trust status. 
Care must be taken in navigating all these rules to allow grantor trust status to be turned off if or when 
appropriate. Further, termination of grantor trust status should not require discretionary actions of the 
trustee, as this may violate the trustee’s fiduciary duties to the trust beneficiaries. 

• Drafting options may include allowing ILIT income to be used for the payment of insurance premiums 
on the life of the grantor or his spouse only with the consent of an adverse party. This will enable the 
power to be turned off when the adverse party revokes the consent. The same structure would apply to 
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the distribution of ILIT income to or for the benefit of the grantor’s spouse if she is a beneficiary of the 
ILIT. Alternatively, the ILIT could provide that a trustee’s discretionary premium paying power or spousal 
distribution power automatically terminates upon the grantor’s release of all his/her powers that would 
otherwise trigger grantor trust status (e.g., the grantor releases a nonfiduciary substitution power).  

•  If the ILIT uses the borrowing power to trigger grantor trust status, the trust instrument should require 
that any other loans made by the trustee during this period should be subject to adequate interest and be 
secured. In conjunction, the trust instrument should give the trustee the power to borrow from the cash 
value of the ILIT’s insurance policies. 

• If the ILIT uses a nonfiduciary substitution power to obtain grantor trust status, then the trust instrument 
should impose on the trustee a fiduciary obligation to ensure the exchanged assets are equal in value. The 
trust instrument must also specify that assets are not equal in value if the exchange would cause a change in 
beneficial interests under the trust.[19]

The Future of Grantor ILITs. 

Prior federal budget proposals have sought to eliminate the income tax benefits of grantor trust status. 
President Obama’s FY 2014 budget has scaled back the attack on grantor trusts by including a more limited 
proposal that targets sales or comparable transactions to trusts that are disregarded for income tax purposes 
under the grantor trust rules, such as installment sales by a grantor to a grantor trust. For such transactions, 
the property received by the trust, plus all retained income therefrom and appreciation thereon (but less any 
consideration received by the grantor) will be:

•  Subject to estate tax as part of the grantor’s gross estate at death, 

• Subject to gift tax when the grantor status terminates, or 

• Treated as a gift by the grantor to the extent of any trust distributions to another person during the 
grantor’s life.

Although the proposal states that it will not apply to a trust that is a grantor trust solely by reason of the 
premium paying power, even the more limited proposal would greatly impact life insurance planning with 
grantor trusts. Enactment of the proposal could mean that clients must risk relying on just the premium paying 
power to attain grantor trust status for their trusts. The President’s 2014 budget proposal is discussed in more 
detail in WR 13-16.

Take-Aways

·      When structuring ILITs and funding strategies for insurance policies, close attention must be paid to 
whether the ILIT should be a grantor trust for income tax purposes. 

·      Non-grantor ILITs may be appropriate when the trust will hold only insurance policies and no further 
planning is anticipated or desired, or if the client does not want to face any additional income tax liability from 
the trust.

·      In most situations, a grantor ILIT will be preferred, provided the client is willing and able to pay the taxes 
on the ILIT’s income (if any). Generally, a grantor ILIT will provide more flexibility for subsequent income and 
wealth transfer planning.
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efficient approach for individuals with estates closer to the $5 million federal 
estate tax exemption.  Larger estates, however, will benefit greatly from combining 
these gifts with more advanced funding methods, such as loans or installment 
sales, particularly given the current, low interest environment. 

PRIOR REPORTS: 13-08; 12-41; 12-28; 12-22

Prior to recent tax law changes, holding life insurance through an irrevocable trust 
was standard protocol for estate planning, and it continues to serve many practical 
purposes. Individuals, however, must consider the practicalities of trust funding 
in order to select the most suitable and tax-effective premium funding method for 
TOLI policies.  

WHY CONTINUE TO USE TOLI

Before 2013, most individuals placed life insurance into an irrevocable life 
insurance trust (“ILIT”) in order to prevent taxation of the life insurance 
proceeds in the insured’s estate.  The permanent increase in the federal estate 
tax exemption to $5.25 million,1 however, raises the question of whether many 
families still need ILITs for estate tax planning.  

Yet TOLI remains beneficial for numerous reasons.  A trust offers creditor 
protection for beneficiaries (as in cases of bankruptcy or divorce) and provides 
centralized (and possibly professional) wealth management, particularly for 
younger beneficiaries who are not prepared to handle large or sudden ascensions 
to wealth.  Further, ILITs limit exposure to state estate taxes in states with 
separate estate tax systems or no state income taxes, which typically have much 
lower exemptions than the federal estate tax exemption amount.



R

Leadership for Advanced Life Underwriting Washington Report
The trusted source of actionable technical and marketplace knowledge for AALU members - the nation’s most advanced life 
insurance professionals.

The AALU Washington 
Report is published by 
AALUniversity, a 
knowledge service of the 
AALU. The trusted source 
of actionable technical and 
marketplace knowledge for 
AALU members—the nation’s 
most advanced life insurance 
professionals.

The AALU Washington 
Report is prepared by the 
AALU staff and Greenberg 
Traurig, one of the nation’s 
leading law firms in tax and 
wealth management. 

Greenberg Traurig LLP
Jonathan M. Forster
Martin Kalb
Richard A. Sirus
Steven B. Lapidus
Rebecca Manicone

Counsel Emeritus
Gerald H. Sherman 1932-2012
Stuart Lewis 1945-2012

Topic: Funding Trust-Owned Life Insurance – Selecting the Best 
Option.

MARKET TREND: Although a higher federal estate tax exemption means fewer 
families will face federal estate tax exposure, the use of trusts in life insurance 
plans will continue to serve numerous practical and tax planning needs.      

SYNOPSIS: Planning with trust-owned life insurance (“TOLI”) must consider 
the funding of premiums into the trust.  Numerous funding methods exist, 
including: (1) annual exclusion gifts, (2) lump-sum gifts of gift and GST tax 
exemption, (3) split-dollar arrangements, (4) installment sales to ILITs or (5) 
a combination thereof, with each method varying in terms of administrative 
complexity and tax-efficiency.         

TAKE AWAYS: TOLI is beneficial for creditor and beneficiary protection 
purposes, wealth management, state estate tax planning, and income tax 
planning. The selection of the best premium funding method will depend on each 
family’s particular circumstances and goals, and the level of on-going support 
they will have from their insurance, tax, and legal advisors (including policy and 
funding reviews). Generally, annual exclusion or lump sum gifts are the most 
efficient approach for individuals with estates closer to the $5 million federal 
estate tax exemption.  Larger estates, however, will benefit greatly from combining 
these gifts with more advanced funding methods, such as loans or installment 
sales, particularly given the current, low interest environment. 

PRIOR REPORTS: 13-08; 12-41; 12-28; 12-22

Prior to recent tax law changes, holding life insurance through an irrevocable trust 
was standard protocol for estate planning, and it continues to serve many practical 
purposes. Individuals, however, must consider the practicalities of trust funding 
in order to select the most suitable and tax-effective premium funding method for 
TOLI policies.  

WHY CONTINUE TO USE TOLI

Before 2013, most individuals placed life insurance into an irrevocable life 
insurance trust (“ILIT”) in order to prevent taxation of the life insurance 
proceeds in the insured’s estate.  The permanent increase in the federal estate 
tax exemption to $5.25 million,1 however, raises the question of whether many 
families still need ILITs for estate tax planning.  

Yet TOLI remains beneficial for numerous reasons.  A trust offers creditor 
protection for beneficiaries (as in cases of bankruptcy or divorce) and provides 
centralized (and possibly professional) wealth management, particularly for 
younger beneficiaries who are not prepared to handle large or sudden ascensions 
to wealth.  Further, ILITs limit exposure to state estate taxes in states with 
separate estate tax systems or no state income taxes, which typically have much 
lower exemptions than the federal estate tax exemption amount.

·      Both grantor ILITs and non-grantor-ILITs require careful navigation of the grantor trust rules to avoid 
inadvertently triggering grantor trust status if not desired or using a grantor trust power in a manner that will 
prevent a later “toggling-off ” of grantor trust status.

NOTES

[1]    For purposes of the grantor trust rules, an “adverse party” is a person who has a substantial beneficial interest (that is, an interest that is not 
insignificant) in the trust that would be adversely affected by the exercise or non-exercise of the power in question. A current beneficiary of the trust 
would be an adverse party. See, IRC § 672(a).
[2]    IRC § 677(a)(3).
[3]  IRC § 677(a)(1).
[4]  IRC § 675(2).
[5]    A “nonadverse party” means anyone who is not an adverse party (generally a third party who has no current or future beneficial interest in the 
trust). See, IRC § 672(b).
[6]    IRC § 675(4). See Rev Rul. 2008-22 and Rev. Rul. 2011-28 for IRS guidance on including this power in an irrevocable trust without inadvertently 
triggering estate tax inclusion of the trust assets in the grantor’s estate.
[7]    IRC § 674(a).
[8]    Rev. Rul. 2004-64.
[9]    IRC § 2035(a).
[10]  IRC § 2035(d).
[11] See Rev. Rul. 85-13. See also Rev. Rul. 2007-13.
[12] Determining a policy’s fair market value for these purposes has become more complicated in instances where a carrier provides multiple 
valuations. Although Treas. Reg. §25.2512-6 specifies the use of a policy’s “replacement value” (for older, non-paid up policies, the interpolated 
terminal reserve value plus unapplied premiums) as its fair market value, some carriers’ valuations may include or rely on the policy’s statutory reserve 
values and/or its “PERC” values (as required for certain federal income tax purposes), which may be significantly higher than the adjusted interpolated 
terminal reserve. The client bears the burden of selecting the right value. See discussion in Bulletin No. 12-41. 
[13] This strategy is discussed in more detail in Bulletin No. 13-12.
[14]  See IRC § 101(a)(2) and Rev. Rul. 2007-13. In reviewing and implementing any such sale, the trustee of the existing ILIT must consider his/her 
fiduciary obligations to the existing ILIT beneficiaries.
[15]  Rev. Rul. 2011-28.
[16]  Rev. Rul. 2004-64. If provided, the power should only be exercised sparingly – if the grantor is reimbursed routinely then the IRS may argue that 
the grantor has retained a right to the income and principal of the trust, causing the assets to be subject to estate tax on the grantor’s death under IRC 
§ 2036(a). There also may be fiduciary considerations for the trustees in exercising the discretionary reimbursement power. 
[17]  Madorin v. Commissioner, 84 T.C. 667 (1985); Treas. Reg. § 1.1001-2(c), Example (5); Rev. Rul. 77-402.
[18]  Treas. Reg. § 1.1001-2(c)(3); Rev. Rul. 85-13.
[19]  Rev. Rul. 2008-22 and Rev. Rul. 2011-28.

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.


