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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: IRS DOMA Guidance Clarifies Rules for Employee Benefit Plans.

MARKET TREND:  The recent U.S. Supreme Court decision invalidating the 
definition of “marriage” under the Defense of Marriage Act (DOMA) affects 
various aspects of the administration of employee benefit plans, 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, the Supreme Court’s DOMA decision 
invalidated the federal definition of “marriage” as only between a man and a 
woman for all federal purposes.  As a result, all federal laws now must recognize 
as valid “lawful marriages” of same-sex couples.  

The decision, however, did not define what constitutes a “lawful marriage,” 
which has created the need for various federal agencies to issue guidance 
defining the scope of the DOMA decision.  Recently, the Treasury and the 
IRS issued Revenue Ruling 2013-17 and a set of FAQs that address the most 
significant question.  As reported in Bulletin No. 2013-37, under Rev. Rul. 
2013-17, effective as of September 16, 2013, a same-sex couple will be treated 
as “married” and as “spouses” for federal tax purposes if they were married in 
a state that recognizes same-sex marriage, regardless of whether their current 
state of residence recognizes same-sex marriage.  This guidance clarifies certain 
issues applicable to employee benefit plans.  The Treasury and IRS also have 
indicated that they will issue additional guidance on plan amendments and the 
ramifications of the DOMA decision for periods before September 16, 2013.

TAKE AWAY:  Advisors and consultants to employers should meet with their 
clients promptly (1) to identify which client plans may be affected by the DOMA 
decision, (2) to develop a strategy for dealing with any administrative changes 
that may be required for a plan, and (3) to review the ability to seek a refund of 
Social Security and Medicare taxes they may have paid on the value of benefits 
that were included in the income of an employee with a same-sex spouse as the 
result of DOMA.  Similarly, advisors to married same-sex couples should meet 
with their clients 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, as well as the clients’ potential 
ability to seek a refund of taxes paid on benefits provided before the invalidation 
of the relevant portion of DOMA.  

PRIOR REPORTS: 2013-37; 97-41; 96-7.
 
MAJOR REFERENCES:  Revenue Ruling 2013-17; IRS Answers to 
Frequently Asked Questions for Individuals of the Same Sex Who Are Married 
Under State Law. 

http://27f13981534f1340e7c8-72f5166a76a751d345a3066a97396d1d.r49.cf1.rackcdn.com/360433377_v%201_AALU%20WR%20%282013%29%20Background%20-%20IRS%20Issues%20DOMA%20Guidance%20-%20Rev%20Rul%202013-13.PDF
http://27f13981534f1340e7c8-72f5166a76a751d345a3066a97396d1d.r49.cf1.rackcdn.com/360449578_v%201_AALU%20WR%20%282013%29%20Background%20-%20IRS%20DOMA%20Guidance%20-%20EB%20Plans%20-%20FAQs.pdf
http://27f13981534f1340e7c8-72f5166a76a751d345a3066a97396d1d.r49.cf1.rackcdn.com/360449578_v%201_AALU%20WR%20%282013%29%20Background%20-%20IRS%20DOMA%20Guidance%20-%20EB%20Plans%20-%20FAQs.pdf
http://27f13981534f1340e7c8-72f5166a76a751d345a3066a97396d1d.r49.cf1.rackcdn.com/360449578_v%201_AALU%20WR%20%282013%29%20Background%20-%20IRS%20DOMA%20Guidance%20-%20EB%20Plans%20-%20FAQs.pdf
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DOMA AND THE WINDSOR CASE

Section 3 of DOMA provided that, in applying or interpreting any federal statute or related federal regulation, 
ruling or guidance, “marriage” meant only a legal union between one man and one woman as husband and 
wife, and “spouse” referred only to a person of the opposite sex who was a husband or wife.  Thus, under these 
definitions, a same-sex couple that married in a state allowing or recognizing same-sex marriages (like New 
York) was nevertheless treated as unmarried for the purpose of any federal law.  
  
In United States v. Windsor, as previously reported, the U.S. Supreme Court held § 3 of DOMA to be 
unconstitutional with respect to “lawful marriages.”  As a result, 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.  

The Windsor case, however, did not define what constitutes a “lawful marriage” nor rule on §2 of DOMA, 
which allows one state (a “non-recognition state”) to disregard a same-sex marriage performed in another 
state (a “recognition state”).  Thus, the decision left open the question of whether a same-sex couple who 
married in a recognition state had a “lawful marriage” for federal law purposes even if they resided in a non-
recognition state.  

TREASURY AND IRS GUIDANCE

As discussed in Bulletin No. 2013-37, Revenue Ruling 2013-17 addresses this question for federal tax purposes, 
specifically ruling that:

(1) The terms “spouse,” “husband and wife,” “husband” and “wife” include an individual married to a  
 person of the same sex if the individuals are lawfully married under state law, and the term “marriage”  
 includes such a marriage between individuals of the same sex; and

(2) The IRS adopts a general rule recognizing a marriage of same-sex individuals that was validly entered  
 into in a state whose laws authorize the marriage of two individuals of the same sex even if the married  
 couple is domiciled in a state that does not recognize the validity of same-sex marriages.

The FAQs issued contemporaneously with the revenue ruling indicate that the holdings apply to marriages 
performed in foreign jurisdictions, as well.  On the other hand, the ruling also concludes that its holdings apply 
only to a relationship denominated as a “marriage” under the laws of the relevant state and, therefore, does not 
include registered domestic partnerships, civil unions, or other similar formal relationships. 

IMPACT ON EMPLOYEE BENEFIT PLANS

As a general matter, employers, plan administrators, consultants, and plan participants should be very pleased 
with the holdings of Rev. Rul. 2013-17, as they should minimize the administrative burden resulting from the 
DOMA decision.  Employers and plan administrators no longer need to apply different rules to benefit plans 
depending on the state in which a participant with a same-sex spouse lives, and employees do not have to 
worry about the benefits to which they are entitled if they decide to move to a different location.  So long as 
the couple was validly married in a recognition state or jurisdiction, they will be treated as married for federal 
tax law purposes.  It is crucial to note, however, that, in many cases, a plan may include its own 
definition of “spouse” and, if so, the plan sponsor will need to evaluate the effect of the DOMA 
decision and Rev. Rul. 2013-17 in light of the plan’s definition and determine whether any plan 
amendment is needed to achieve the employer’s desired result.  



The following is a brief description of some of the key plan features that are affected by the DOMA decision and 
Rev. Rul. 2013-17, focusing on the issues that should most quickly be considered in light of the recent guidance 
(not all plan features affected by the decision are discussed in this Washington Report; see prior Bulletin No. 
2013-28 for additional discussion of employee benefit plan considerations in light of the DOMA decision).

RETIREMENT PLANS

Plans Must Provide Certain Death Benefit Protections to Same-Sex Spouses.  To comply with 
certain requirements of the Internal Revenue 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.  Both plan administrators and 
plan participants also should ascertain whether the plan document provides that a marriage automatically 
supersedes a prior beneficiary designation.  Same-sex spouses may have agreed to the designation, for example, 
of the participant’s child as the beneficiary of his or her retirement plan account.  If that designation remains 
the couples’ intent, they may need to complete a new beneficiary designation, with appropriate spousal 
consent, to ensure that the child is, in fact, treated as the 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. 
  
HEALTH PLANS

More Favorable Income Tax Treatment of Employer-Provided Health Coverage.  The 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, DOMA had caused treatment of the subsidy amount 
as imputed income to 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 was the employee’s tax dependent.  

After the DOMA decision, 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 an IRC §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.

In the event that, before the DOMA decision, an employee who obtained health plan coverage for a same-sex 
spouse (and, perhaps, for the dependents of that same-sex spouse) and (1) had income imputed on the value of 
the employer-provided coverage for the same-sex spouse and dependents and/or (2) paid for the employee’s 
portion of the premium for coverage of the same-sex spouse and dependents, the employee can file 
amended returns for open tax years to recover the taxes on the imputed income for same-sex 

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 
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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 
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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.



spousal coverage and/or on the income that was used to purchase coverage on an after-tax 
basis.  In addition, employers can claim refunds of Social Security and Medicare taxes paid 
with respect to these amounts of income.

NEXT STEPS

Employer Clients
• Advisors should meet promptly with their employer clients to review the terms of their retirement plans 

(consulting with legal counsel to the extent appropriate) to understand how they currently work and to 
ensure that appropriate steps, if any, are taken so that death benefits are properly paid to the same-sex 
spouses of their employees.   

• Employers may want to consider soliciting new beneficiary designations from all plan participants to 
confirm that the current intentions of the plan participants are reflected in the beneficiary designations they 
have on file with the plan.   

• Advisors should discuss the potential availability of Social Security and Medicare tax refunds with respect 
to amounts that may previously have been treated – but that would no longer be required to be treated – as 
income in connection with health plan coverage provided to same-sex spouses.

Individual Clients
• 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.   

• These clients should confirm that their intentions with respect to the death benefits payable under their 
employers’ qualified retirement plans will be effectuated and complete new beneficiary designation forms 
where necessary to ensure that result.   

• In addition, these clients should be educated as to the potential availability of income tax refunds relating 
to amounts treated as taxable income in connection with the coverage of one spouse (and perhaps that 
spouse’s dependents) under the other spouse’s employer’s health plan.

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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