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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 

TAKE AWAYS:
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 

million federal 
atly 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 

unding 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.  

 creditor 
ce) and provides 

centralized (and possibly professional) wealth management, particularly for 
dden 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: New York, NAIC, and Industry Questions on Captive Reinsurance 
Transactions. 

MARKET TREND:  Many life insurance carriers use a special purpose vehicle 

they view as “non-economic” or “redundant” reserves that result from statutory 
accounting requirements.  These entities are commonly used to further the 

Minimum statutory reserving requirements are intentionally conservative 
because of the long-term nature of promises and the central importance of 
protecting policyholders. Accordingly, many within the industry agree that 
some reserving redundancy exists, but there is not agreement about the degree 
of redundancy -- particularly with regard to products like term life insurance or 

values. 

Carriers are faced with the challenge of determining the appropriate level of 

example, holding reserves too low may increase the risk of insolvency, while 
holding reserves too high may make life insurance inappropriately expensive. 
A movement toward principles-based reserving should, in theory, diminish 
the use of captive reinsurance transactions in the future.  This will ultimately 
depend on whether conservatism is built into principles-based reserving to the 
extent that reserves are considered redundant under that methodology, but will 
not eliminate the use of captive reinsurance transactions.  

SYNOPSIS:  AALU members may receive inquiries from clients and advisors 
-

cent media coverage and extensive study by the New York State Department of 
Financial Services (“NYSDFS”), the National Association of Insurance Commis-
sioners (“NAIC”), the American Council of Life Insurers (“ACLI”), and the life 
insurance industry.

While state law concern and oversight of the use of captive reinsurance trans-
actions outlined in this bulletin are sometimes characterized as primarily a 

products to consumers. The AALU has therefore worked to assess the issue both 
independently and in consultation with our carrier, producer group, and indus-
try partners for the purpose of conveying objective information to AALU mem-
bers.  

MAJOR REFERENCES:  “Shining a Light on Shadow Insurance,” New 
York State Department of Financial Services, June 2013. “ACLI Facts about 
Captive Insurer Transactions, “American Council of Life Insurers (May 17, 
2013); “ACLI Overview of Proposed Enhanced Transparency and Regulatory 

Transactions,” American Council of Life Insurers (February 21, 2013).

http://27f13981534f1340e7c8-72f5166a76a751d345a3066a97396d1d.r49.cf1.rackcdn.com/shadow_insurance_report_2013.pdf
http://27f13981534f1340e7c8-72f5166a76a751d345a3066a97396d1d.r49.cf1.rackcdn.com/ACLI%20one-page%20on%20life%20insurer%20captive%20transactions%205-17p-13.pdf
http://27f13981534f1340e7c8-72f5166a76a751d345a3066a97396d1d.r49.cf1.rackcdn.com/ACLI%20one-page%20on%20life%20insurer%20captive%20transactions%205-17p-13.pdf
http://27f13981534f1340e7c8-72f5166a76a751d345a3066a97396d1d.r49.cf1.rackcdn.com/ACLI%20one-page%20on%20life%20insurer%20captive%20transactions%205-17p-13.pdf
http://27f13981534f1340e7c8-72f5166a76a751d345a3066a97396d1d.r49.cf1.rackcdn.com/shadow_insurance_report_2013.pdf
http://27f13981534f1340e7c8-72f5166a76a751d345a3066a97396d1d.r49.cf1.rackcdn.com/Overview%20Chart%20ver%202-21-13.pdf
http://27f13981534f1340e7c8-72f5166a76a751d345a3066a97396d1d.r49.cf1.rackcdn.com/Overview%20Chart%20ver%202-21-13.pdf
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BACKGROUND ON CAPTIVE REINSURANCE TRANSACTIONS AND REGULATORY 
CONCERNS:

What are life insurance captive reinsurers; why are they used; and how are they regulated? 

• 
insurance company that takes on some of the insurance risks of that company.  

• Captive reinsurance companies are formed under state captive laws. These laws include, e.g., reporting, 
capital, and reserve requirements. Nonetheless, regulators are examining potential risks that arise, 

companies which issue policies to the public.  

• Captives are prohibited from issuing policies directly to consumers.  Captive transactions are subject to 
review by both the insurance company’s state regulator and the captive company’s state regulator.  Rating 
agencies also routinely review these transactions to determine the impact on the life insurance company.  

• NAIC Regulation XXX and NAIC Actuarial Guideline XXXVIII (“AG 38”)—regarding  reserving 
requirements for term life products and secondary guarantees—have resulted in companies being required 
to hold highly conservative levels of reserves for these types of risks.  The use of captive reinsurers has 

 

• 
although many other factors also impact product pricing.  

• An example of a common transaction with a captive reinsurer is as follows: 1 

o The insurance company cedes risk and reserves to the captive, which in turn takes on the full liability 
       associated with the risks ceded. 

o The insurance company is required by its state insurance regulator to determine economic reserve 
       liabilities (or actual expected losses) and often obtains an independent third-party actuarial review of 
      the formula used to determine the economic reserve. 

o For the insurance company to receive reserve credit for the risks ceded to the captive, the captive must 

       requirements for the insurance company to take credit.  Generally, reserve requirements are divided 
       between “economic” and “non-economic” portions.  Economic reserves are backed by normal admitted 
       assets, sometimes in the form of funds withheld or a credit for reinsurance trust.  Non-economic 
       reserves are thought to be less likely to be needed to pay policyholder liabilities and may sometimes be 
      backed by nontraditional forms of collateral, including conditional letters of credit and guarantees by 
      the insurance company holding company, or a letter credit issued by a third-party bank and held by the 

What concerns have been raised about captive reinsurance transactions? 



• NYSDFS and the NAIC have been reviewing how captives are used and how reinsurance transactions 
are regulated. Regulators are concerned that these structures:  (i) could be used to avoid strict statutory 
reserve requirements; (ii) could put the insurance companies and their policyholders at risk; or (iii) could 
inappropriately improve the insurance company’s balance sheet. 

• The regulators have cited several  potential concerns, e.g.: 

o An insurance company not truly transferring risk to the captive entity because the letter of credit  
       securing reserves requires certain conditions to be met before it can be drawn upon. Regulators have 
       expressed concern that such conditions could mean the letters of credit would not be available to 
       respond to claims.    

o An insurance company not truly transferring risk to the captive entity because a member of the 
       insurance company’s holding company guarantees the obligations of the captive. 

o Some state regulators impose less rigorous standards for captives by allowing letters of credit to count 
       as admitted assets for the captive, when such letters are not allowed as admitted assets for direct 
       writing insurance companies.   

o Improper improvement to the balance sheet of the insurance company and to its stated capital by 
       transferring risk to a captive reinsurer that holds reserves at a lower level than those required under 
       statutory accounting applicable to the insurance company.   

• Other concerns include, e.g., potential inadequate transparency and disclosure of captive transactions and 
a lack of uniformity among the states in the regulation of captive reinsurance transactions.  In addition, 

of transparency and regulatory uniformity.   

DISCUSSION  

Although captives have been used for many years to manage reserves, recently the media has given the issue  
increased attention.  A report was issued in June by the NYSDFS on its investigation in this area.  The NYSDFS 
highlighted concern about potential risk to policyholders, particularly in circumstances in which risk has been 
ceded to captive reinsurers, but the insurance company remains subject to claims, conditional letters of credit, 

other states and regulators to conduct similar investigations, increase disclosure requirements and consider 
a moratorium on captive reinsurance transactions while this area is being examined. It should be noted that, 
under existing law and practice, each captive arrangement has been scrutinized by the domiciliary state of 
the captive as well as the domiciliary state of the life insurance company. Captive transactions must therefore 
comply with the law and regulation of both states.  

The NAIC has also been studying the use of reinsurance captives for more than a year, giving serious attention 
to concerns about potential solvency and other risks and ways such risk can be addressed.  The process has 
been rigorous and has included the participation of a broad and diverse set of groups, including the NYSDFS, 
other state insurance departments, and many from the life insurance industry, including carriers which do 
not use captive reinsurers.  Some carriers have stressed the importance of regulating captive insurers by 
the same standard applicable to insurance policies issued to the public to establish adequate uniformity 

subgroup has made recommendations to: address perceived reserve redundancies without the utilization of 
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dden 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.



a transaction outside of the insurance company; improve uniformity, increase transparency; and promote 
effective risk transfer. The NAIC subgroup has also provided the perspective that: 

• It is important that regulators understand the risks that the use of captives can pose; 

• With proper tools and communication, regulators can adequately analyze transactions to ensure the proper 
protection of policyholders; 

• In transactions reviewed by the subgroup, regulators of the ceding company and captive worked together to 
ensure that assets such as letters of credit or parental guarantees were used to support only those reserves 
considered to be redundant; and 

• Regulators require the companies engaging in these transactions to support economic reserves, plus some 
margin, with investment grade, liquid assets. 

The American Council of Life Insurers (“ACLI”) and many in the broader life insurance industry have been 
working with the NAIC in its examination of captive reinsurance transactions.  The ACLI has expressed the 
following views:  

• ACLI supports life insurers’ use of captives and their appropriate regulation; 

• Captive transactions are state-regulated and safe; 

• Captive transactions do not circumvent required reserves; 

• Captives are an important and positive element of a competitive life insurance marketplace;  

• ACLI, working with the NAIC to support greater transparency in this area, has proposed new mandatory 
disclosures, including an NAIC tracking/company code; and 

• ACLI also supports establishing a uniform framework for regulatory review by captive reinsurer and ceding 
insurer home state regulators, working through the NAIC.

Nonetheless, certain carriers continue to emphasize: risks associated with the use of captive reinsurers; the 
need for rigorous rules and oversight by the NAIC and state regulators; and the importance applying consistent 
standards to captives and companies that issue policies to the public. 

Finally, our review of this issue indicates that rating organizations are well aware of the use and potential issues 
with the use of captive reinsurers and consider such data in their financial strength ratings.  
 
TAKE AWAYS:   

• AALU members may receive questions from clients and advisors regarding the use of captive reinsurance 
affiliates, particularly in light of recent media attention. 

• The findings and concerns raised by the NYSDFS and other regulators deserve serious consideration, and 
have been the subject of extensive study by the NAIC, the ACLI, and the life insurance industry. 

• The level of reserves, type of reserves, accounting treatment, disclosures, and regulatory oversight are 
complicated, and include consideration of many variables--such as future bond yields; life expectancy; and 
the degree of policy retention. 
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these gifts with more advanced funding methods, such as loans or installment 
sales, particularly given the current, low interest environment. 
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was standard protocol for estate planning, and it continues to serve many practical 
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Before 2013, most individuals placed life insurance into an irrevocable life 
insurance trust (“ILIT”) in order to prevent taxation of the life insurance 
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protection for beneficiaries (as in cases of bankruptcy or divorce) and provides 
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• While state-law concern and oversight of the use of captive reinsurance transactions outlined in this 
bulletin are sometimes characterized as primarily a carrier-level issue, they do affect pricing, risk and 
availability of insurance products to consumers. The AALU has therefore worked to assess the issue both 
independently and in consultation with our carrier, producer group, and industry partners for the purpose 
of conveying objective information to AALU members. 

• Based on the information we have seen, as well as the focus on the use of captive reinsurance transactions 
by state regulators with experience in captive transactions and by the NAIC, the ACLI, and the broader 
industry (including carriers which do not use captive reinsurers), we believe that appropriate regulatory 
standards will be set and applied to ensure that the life insurance industry is able to continue to serve as a 
source of financial strength and stability. 

• Our review indicates that rating organizations are well aware of the use and potential issues with the use of 
captive reinsurers and consider such information in their financial strength ratings. 

• The AALU will continue to assess this matter and monitor developments, and report back to AALU 
members. 

• Other potential sources of information on this issue are the carriers with which you do business.   

• If you would like to follow-up with the AALU to provide information, let us know about the reaction you 
receive from clients, ask questions or share concerns, please contact Tom Korb on the AALU staff via email 
at korb@aalu.org.

NOTES:
1  In practice, captive reinsurance financing structures vary widely.

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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