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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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Washington Report 13-28

Topic: Supreme Court Decision on DOMA: Impact on Employee Benefit 
Plans.   

MARKET TREND: The recent landmark decision by the U.S. Supreme 
Court in United States v. Windsor will change certain aspects of the man-
ner in which employee benefit plans are administered, as well as some of the 
tax consequences of participation by members of same-sex couples in those 
plans.  Employers and participants alike will need guidance in adapting to 
the change in law.

SYNOPSIS: As previously reported, in United States v. Windsor, the U.S. 
Supreme Court held as invalid Section 3 of the Defense of Marriage Act 
(DOMA).  As a result of this decision, all federal laws must recognize as valid 
“lawful marriages” of same-sex couples.  Before the decision, DOMA re-
quired same-sex marriages to be disregarded for purposes of federal laws.

The Supreme Court decision affects hundreds of federal laws.  Among the af-
fected laws are the Internal Revenue Code of 1986, as amended (the “Code”) 
and the Employees Retirement Income Security Act of 1974, as amended 
(“ERISA”), both of which are significant in the operation and tax treatment 
of employee benefit plans.  In fact, the striking down of Section 3 of DOMA 
has notable impacts on qualified retirement plans, IRAs and health plans.  
Because, however, the Windsor case did not address Section 2 of DOMA, 
which allows states to refuse to recognize same-sex marriages performed 
in other states, additional guidance is needed to know exactly how the new 
rules will apply in certain cases.  
 
TAKE AWAYS: Advisors and consultants to employers should meet 
with their clients promptly to identify the plans they maintain that may 
be affected by the Windsor decision and to begin to identify a strategy for 
dealing with any changes in documents or administrative processes that 
may need to be made.  Similarly, advisors to married same-sex couples 
should meet with their clients promptly to determine the potential impact 
of the decision on their current plans, taking into account possible changes 
applicable to the benefit plans in which their clients may participate. 

PRIOR REPORTS: 97-41; 96-7.

MAJOR REFERENCES: United States v. Windsor (Sup. Ct. Doc. No. 
12-307, Decided June 26, 2013); Hollingsworth v. Perry (Sup. Ct. Doc. No. 
12–144, Decided June 26, 2013). 

DOMA, GENERALLY

Under DOMA, the effect of a same-sex couple getting married in a state that 
legalized same-sex marriages was essentially confined to matters relevant 
within that state or a state that recognized a same-sex marriage performed 
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in another state.  This limitation arose out of two sections of DOMA.  Section 2 of DOMA effectively provides 
that no state is required to treat as married any same-sex couple that was treated as married under the laws 
of another state. Section 3 of DOMA provided that in applying or interpreting any federal statute or related 
federal regulation, ruling or guidance, “the word ‘marriage’ means only a legal union between one man and one 
woman as husband and wife, and the word ‘spouse’ refers only to a person of the opposite sex who is a husband 
or wife.”  Thus, for example, even though a same-sex couple may have been married for purposes of New York 
law (which recognizes same-sex marriage), they would not have to be considered married for purposes of 
Virginia law (which does not recognize same-sex marriage), and they would not be treated as married under 
Federal law.

THE WINDSOR CASE

In United States v. Windsor, as previously reported, the U.S. Supreme Court held Section 3 of DOMA to be 
unconstitutional with respect to “lawful marriages.”  Section 2 of DOMA, however, was not at issue in the case.

As a result of the Windsor decision, parties to a “lawful” same-sex marriage are considered “married” and 
“spouses” to the extent either or both of those terms is relevant under a federal law.  Because Section 2 of 
DOMA was not ruled on, though, if a same-sex couple described in the example above moved from New York 
to Virginia, Virginia still would not be required to recognize the couple as married.

The continued viability of Section 2 of DOMA, and the lack of a definition of “lawful marriages” in the Windsor 
decision, combine to leave open the important question of exactly who must be treated as married under 
federal law: is it any same-sex couple that married in a state that recognized same-sex marriage, regardless of 
where they reside at the time the federal law becomes relevant; or is it only a same-sex couple that was married 
in and currently resides in a state that recognizes same-sex marriage?  There are various other open questions, 
and the Administration has indicated that it is working to provide relevant guidance very quickly.  Further 
reporting will provide updates as guidance becomes available.

IMPACT ON EMPLOYEE BENEFIT PLANS

The Code and ERISA are two of the myriad federal statutes affected by DOMA and its being held 
unconstitutional in part.  Both of these statutes have provisions that apply in the event a participant in an 
employee benefit plan or IRA has a “spouse,” or a beneficiary of a participant is a “spouse,” but neither has its 
own specific definition of that term.  Instead, in administering or interpreting each statute, the regulators and 
courts generally looked to applicable state law, subject previously to the prohibition against recognizing same-
sex spouses under Section 3 of DOMA.   After the Windsor decision, though, in instances in which the law sets 
a requirement applicable to “spouses” or limitations on benefits to parties other than “spouses,” the definition 
of the term will need to change for same-sex spouses in “lawful marriages.”  Of course, in many cases a plan 
may include its own definition of “spouse” and, to the extent the plan satisfies the relevant legal standard using 
the plan’s definition, the Windsor decision should not affect plan operations.

The following are the most significant rules governing employee benefit plans and IRAs that may be affected by 
the Supreme Court’s striking down Section 3 of DOMA.

RETIREMENT PLANS

1. Plans Must Provide Certain Death Benefit Protections to Same-Sex Spouses.  To comply 
with certain requirements of the Code and ERISA, defined contribution plans, such as 401(k) plans, must 



provide that a participant’s spouse is entitled to receive the participant’s entire plan account upon the death of 
the participant, unless the spouse consents in writing to a different beneficiary.  These plans must now ensure 
that a lawfully married same-sex spouse is designated as the participant’s beneficiary or has provided written 
consent to the designation of a different beneficiary.  Relatedly, defined benefit and money purchase pension 
plans must provide a “qualified preretirement survivor annuity” and a “qualified joint and survivor annuity” 
with respect to the benefits of a married participant.  Sponsors of these plans need to ensure that, absent 
written consent specifying otherwise, the lawfully married same-sex spouse of a participant is the annuitant of 
the preretirement survivor annuity and the contingent annuitant under the joint and survivor annuity.   

2. Required Minimum Distributions.  The Code prescribes certain minimum required distributions 
to be made of a participant’s plan benefit, both during a participant’s life and after his or her death.  Under a 
defined contribution plan, required minimum distributions are generally required to be made either within 
five years of a participant’s death or beginning within one year of the participant’s death and over a period no 
longer than the designated beneficiary’s life expectancy.  An exception to this rule allows a participant’s spouse 
to defer distribution until the time the participant would have attained age 70-1/2.  Now, lawfully married 
same-sex spouses are allowed to take advantage of this longer distribution period.

3. Rollovers.  All beneficiaries of a plan participant’s account are entitled to roll over plan distributions 
due them.  In the case of a non-spouse beneficiary, however, the only form of rollover permitted is a direct 
rollover into a certain type of IRA (known under the Code, and often referred to as, an “inherited  IRA”), and 
required minimum distributions will be required from the IRA as though the funds were still in the plan.  After 
Windsor, lawfully married same-sex spouses are allowed to make any type of rollover.

4. Qualified Domestic Relations Orders.  Both ERISA and the Code generally prohibit the 
assignment or alienation of a retirement plan participant’s benefits.  The exception to this prohibition is the 
apportionment of a participant’s account or benefit pursuant to a “qualified domestic relations order” (or 
“QDRO”).  Assuming it otherwise meets the plan’s requirements for a QDRO, a retirement plan must honor one 
issued in connection with the dissolution of a lawful marriage of same-sex spouses.

INDIVIDUAL RETIREMENT ACCOUNTS (“IRAs”)

The impact of the Windsor decision on IRAs is similar to the impact on qualified plans with respect to required 
minimum distributions and rollovers.  Most notably, if a person inherits an IRA from a spouse, the person 
has three options: (a) treat it as his or her own IRA by designating himself or herself as the account owner; (b) 
treat it as his or her own by rolling it over into his or her own IRA, or to the extent it is taxable, into a qualified 
employer plan, a qualified employee annuity plan (section 403(a) plan), a tax-sheltered annuity plan (section 
403(b) plan), or a deferred compensation plan of a state or local government (section 457 plan); or (c) treat 
himself or herself as the beneficiary rather than treating the IRA as his or her own. To the extent the spouse 
elects to treat the IRA as his or her own, minimum distributions are required to be made at the time and in the 
amount as if the individual were always the owner of the IRA.  On the other hand, if a person inherits an IRA 
from someone other than a spouse, the person cannot treat the inherited IRA as his or her own.  The person 
cannot make any contributions to the IRA and cannot roll over any amounts into or out of the inherited IRA.  
Following the Windsor decision, a lawfully married same-sex spouse who inherits an IRA is entitled to the 
more favorable treatment generally afforded to spouses.

HEALTH PLANS

1. More Favorable Income Tax Treatment of Employer-Provided Health Coverage.  The 
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favorable tax treatment afforded to employer-provided health plan coverage is generally available only to the 
employee, his or her spouse, and his or her dependents.  Thus, if an employer provides health plan coverage 
for same-sex spouses and subsidizes the cost of that coverage, Section 3 of DOMA had caused the subsidy 
amount to create imputed income for the employee unless the same-sex spouse qualified as the employee’s tax 
dependent.  Similarly, to the extent the employee was required to pay for all or a portion of the coverage for his 
or her same-sex spouse, payment had to be made on an after-tax basis unless the same-sex spouse qualified 
as the employee’s tax dependent.  Also, amounts contributed by an employee to a flexible spending account 
(“FSA”) or a health savings account (“HSA”) could only be used in connection with medical expenses incurred 
by the employee’s same-sex spouse if that spouse were the employee’s tax dependent.  After Windsor, with 
respect to lawfully married same-sex spouses, any employer subsidy of the cost of spousal coverage is excluded 
from the employee’s gross income, any portion the employee is required to pay for spousal coverage can be 
paid on a pre-tax basis through a Code section 125 plan, and the employee’s FSA and/or HSA contributions can 
be used to pay expenses incurred by or on behalf of the same-sex spouse, regardless of tax dependent status.

2. Plan Enrollment Rights.  Lawful same-sex marriage and divorce may constitute a change in status 
that would allow a participant to change his or her election of certain coverage under a cafeteria plan in the 
middle of a plan year.  In addition, in connection with a lawful same-sex marriage, an employee may have 
HIPAA special enrollment rights entitling him or her to enroll the new spouse in the employer’s health plan 
during the course of a plan year.

3. Rights to Continuation Coverage Under COBRA.  A lawfully married same-sex spouse will have 
the right to elect COBRA continuation coverage upon divorce and an independent right to COBRA coverage on 
the employee-spouse’s loss of coverage on termination of employment or a reduction in hours of work.

NEXT STEPS

Advisors should meet promptly with their employer clients – particularly those in states that recognize same-
sex marriage – to inform them of the Windsor decision and its potential impact on the client’s employee 
benefit plans.  They can assist the employer in identifying each of its plans under which the marital status of an 
individual is relevant and how a “spouse” is treated under the terms of the plan.  Assistance from clients’ legal 
counsel may be helpful in analyzing whether any changes may be needed to bring the plan into compliance with 
applicable law and/or the clients’ intentions and in drafting any necessary revisions to plan documents.

Advisors to individual clients who are lawfully married to a same sex spouse should review the role a spouse’s 
retirement plan or IRA assets play in the couple’s financial and estate plans.  In particular, the impact of the 
availability of the more flexible rollover and required minimum distribution rules could have on their plans.

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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