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This Washington Report is prepared exclusively for Finseca Influencer 

member by Jennifer M. Smith (Senior Counsel) and Todd I. Steinberg 

(Partner) at Loeb & Loeb, LLP. 

From the Desk of an Estate Planning 
Attorney: Hybrid Life & Long-Term 
Care Policies Inside ILITS: What 
Works-and What Doesn’t 
SYNOPSIS: The shrinking market for stand-alone long-term care (LTC) insurance has 
increased the popularity of pairing life insurance with a qualified LTC (“QLTC”) benefits rider, 
which can provide more comprehensive coverage to the insured often for a lower premium. 
But placing these “hybrid” policies into an irrevocable life insurance trust (“ILIT”) requires 
juggling competing goals: keeping death benefits outside of the insured’s estate while also 
managing the insured’s LTC funding concerns. For successful ILIT planning with hybrid 
policies, additional steps are required to preserve LTC planning goals while also maintaining 
the ILIT’s intended estate tax planning benefits. 

KEY TAKE-AWAYS: To navigate the inherent tension in ILIT planning with hybrid policies, 
prioritize planning objectives (minimization of estate taxes, preservation of lifetime care 
liquidity, or a combination of both), review the potential estate and income tax considerations 
of holding a hybrid policy in an ILIT, and confirm the features and operation of the QLTC rider 
(e.g., reimbursement or indemnity). To maximize flexibility, create the ILIT as a grantor trust 
that permits the trustee to make loans to the grantor with adequate interest and allows a 
trust protector to modify the ILIT if needed to adapt to future changes but also includes strict 
guardrails, such as prohibiting the assignment of benefits to the insured’s LTC providers or 
any direct reimbursement of LTC costs for the insured. Consider options for managing 
concerns regarding the funding of the insured’s LTC costs after placing a hybrid policy in an 
ILIT, including (i) the use of a spousal lifetime access trust structure, (ii) discretionary 
distributions to beneficiaries during the insured’s life, and/or (iii) trust loans to the insured. 
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HYBRID POLICIES AND ILIT PLANNING – THE INHERENT TENSION  

An ILIT is an estate tax planning tool intended to protect life insurance death benefits from 
inclusion in the insured’s taxable estate. To achieve this goal, the insured cannot retain any 
benefits, rights, or powers (i) in the policy that could constitute an “incident of ownership” (broadly 
defined as any right to the economic benefits of the policy, whether held alone or in conjunction 
with another)1 or (ii) that could otherwise result in estate inclusion under the Internal Revenue Code 
(“Code”).2 These requirements conflict with the purpose of QLTC riders under hybrid policies, which 
are designed, in part, to benefit the insured by providing for the insured’s LTC costs. Yet, despite 
this inherent tension, clients and advisors can still successfully use hybrid policies in ILITs through 
careful planning and a clear understanding of how QLTC rider benefits are managed within the trust. 

QLTC Riders in Brief.3 A QLTC rider is a tax-qualified LTC benefit under Code §7702B that is 
triggered when the insured’s health satisfies certain statutory requirements.4 Most QLTC riders pay 
out a monthly maximum benefit (“Monthly Max LTCB”) capped at (i) a percentage of the policy’s 
death benefit (often 1%, 2%, or 4%) and/or (ii) a maximum monthly benefit determined based on 
the IRS per diem limit ($430 per day in 2026, the “IRS Per Diem”).   

Typically, any LTC benefits paid reduce, dollar-for-dollar, the death benefit payable under the policy 
at the insured’s death. Policy owners may add other riders for an additional cost, such as an 
extension of benefits rider, which creates a separate pool of LTC benefits to extend coverage 
beyond the exhaustion of the base death benefit, or a guaranteed residual death benefit rider to 
ensure a small, minimum death benefit remains for the beneficiaries. 

Reimbursement vs. Indemnity Riders. A key issue for planning with hybrid policies and ILITs is to 
identify the benefit payout method used by QLTC riders, which typically fall into two categories: 

• Reimbursement Riders. A reimbursement rider pays monthly benefits equal to the actual
LTC costs incurred by the insured, capped at the Monthly Max LTCB specified in the policy.
The policy owner must substantiate the claimed amount for “qualified long-term care
services” under Code §7702B (“QLTC services”) by submitting invoices or receipts
evidencing the costs incurred. Any unused portion of the Monthly Max LTCB remains in the
policy, which can extend the availability of the policy’s LTC benefits during the insured’s life
and/or preserve the policy’s death benefit for the beneficiaries at the insured’s death.

For income tax purposes, even if the Monthly Max LTCB paid for the insured exceeds the
IRS Per Diem, the benefits received by the insured, as policy owner, generally are income
tax-free if they reimburse the costs for QLTC services. Reimbursement riders, however, may
restrict reimbursement to formal care arrangements provided by licensed providers or
institutions, making it more difficult to cover “informal” arrangements, such as care
provided by an unlicensed family caregiver.

To simplify the administrative burden on managing reimbursements, the policy owner may
elect to file an assignment of benefits that permits the insurance carrier to receive invoices
and make reimbursement payments directly to the QLTC provider. As discussed below, this
election must not be exercised if an ILIT holds the underlying life insurance policy.
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• Indemnity Riders. Once triggered, indemnity riders pay the Monthly Max LTCB to the policy
owner each month, notwithstanding the insured’s actual QLTC costs, for as long as the
insured qualifies. Indemnity riders do not require documentation of the specific monthly
QLTC expenses to receive the benefit.5 They also may offer more flexibility in structuring an
insured’s care by permitting the use of benefits for more informal care arrangements, like
family caregivers.

However, an indemnity rider’s payment of the Monthly Max LTCB regardless of actual QLTC
expenses incurred may deplete QLTC benefits (and, correspondingly, the policy’s death
benefit) faster than a reimbursement rider. Also, unlike reimbursement riders, any Monthly
Max LTCB paid to the insured, as policy owner, which exceeds the applicable IRS Per Diem
may be subject to income tax unless the policy owner can offset the excess with evidence
of unreimbursed QLTC costs6 (likely not an option for ILITs). To avoid these potential
adverse tax consequences, many indemnity riders cap the Monthly Max LTCB at the IRS Per
Diem.

• Rider Comparison. To illustrate the difference in reimbursement and indemnity riders,
assume that, in May 2026, Jane is insured under a $1 million hybrid policy with a
reimbursement rider providing a Monthly Max LTCB of $20,000 (2% of the policy’s death
benefit). Jane’s LTC expenses for May total $16,000: (i) $15,000 for a licensed home
health care service provider and (ii) $1,000 to an unlicensed family caregiver who is part
of Jane’s care plan. The IRS Per Diem limit for May is $13,330 ($430 x 31 days).

RIDER TYPE REIMBURSEMENT 
RIDER 

INDEMNITY RIDER 

Total Monthly Benefit Payment $15,000 $20,000 

Policy Death Benefit Reduction $15,000 $20,000 

Covers $15,000 to Licensed Care 
Service? 

Yes, with invoice/receipt Yes 

Covers $1,000 to Family Caregiver? Unlikely, unless a licensed 
QLTC service provider 

Yes 

Potential Income Tax on Excess over 
IRS Per Diem ($13,330)? 

No Yes, unless excess proved 
used for other QLTC costs 

ILIT PLANNING AND HYBRID POLICIES – THE INTERSECTION 

With careful planning, an understanding of the potential estate and income tax considerations, and 
an appreciation for the enhanced administrative requirements, both existing and newly acquired 
hybrid policies may be good candidates for ILITs. We find that clients with existing hybrid policies 
have experienced changes (e.g., growth in net worth and/or relocation to a state with a state estate 
tax) that have now prioritized estate tax planning over LTC planning concerns. Clients considering 
new polices want the prospective estate tax protection provided by an ILIT but also want a backup 
for future LTC costs, if needed.  



Wealth Transfer Edition 

2026 - 5 - 14 

Finseca has granted permission to share this article with select individuals 
through their Finseca Influencer membership. Parties receiving this content 
from the aforementioned Finseca Influencer member may not share it in 
any format. For additional access, please email learning@finseca.org. 

Preferred Structure. Most “traditional” ILIT agreements include (or should include) provisions to 
make sure that the ILIT creator or “grantor” (presumably the insured) does not retain benefits or 
powers that would cause estate tax inclusion of the trust assets, including any life insurance policy 
proceeds. When using a traditional ILIT in combination with a hybrid policy, we look for and/or 
incorporate the following in the trust agreement: 

• Grantor Trust Status. For income tax purposes and overall planning flexibility, we prefer
to structure the ILIT as a grantor trust as to the insured.

o Most ILITs will qualify as grantor trusts with respect to trust income based on the
trustee’s ability to use that income to pay premiums on life insurance insuring the
grantor and/or the grantor’s spouse.7 To augment the ILIT’s status as a wholly-
owned grantor trust and provide additional flexibility, we also like to include (i) a
power of substitution to allow the grantor to swap trust assets for assets of
equivalent value8 and (ii) a power authorizing trustees to make loans to the grantor
without security but with adequate interest (which may provide a source of liquidity
for the insured’s LTC, as discussed below).9

o Arguably, the favorable income tax treatment of QLTC rider benefits should apply
when those benefits are paid to an ILIT, although there is no specific IRS
guidance on this issue. Under Rev. Rul. 85-13 and similar principles, however, an
ILIT treated as a grantor trust with respect to the insured is disregarded for
income tax purposes, and the insured is treated as the policy owner, which would
be consistent with the position that the income tax exclusions available for LTC
benefits should apply.10

• Specific Authority as to Policy and QLTC Rider. The ILIT should authorize the trustee to
own, exercise all options, modify, exchange and/or claim all lifetime and death benefits
under the ILIT-owned policy and all applicable riders, including QLTC riders.

• Access to Insured’s Health Information. The ILIT should provide the trustee with HIPAA
authorization and related authority to access and use the insured’s health information
and medical records during life and at death, so that the trustee can claim policy
benefits, including LTC benefits, if and as desired.

• No Benefits to Insured Grantor. The ILIT must prohibit the insured from benefiting from
the trust assets and any policy proceeds, including any lifetime or LTC benefits claimed
under the ILIT-owned policy. Accordingly, the ILIT should not allow any reimbursement
of actual LTC expenses to or on behalf of the insured grantor and should prohibit the
trustee from paying or making any assignment of benefits to or for the insured, including
to any person or provider for payment of the insured’s LTC costs.11 This limitation
eliminates any ability of the trustee to assign benefits under a reimbursement rider, as
discussed above.
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• No Incidents of Ownership in Insured. The ILIT must prohibit any insured from exercising
any “incident of ownership” in an ILIT-owned policy on that insured’s life. This restriction
should apply to the insured acting in any fiduciary capacity as to the ILIT (e.g., as an
investment adviser with authority to direct the trustee regarding the policy). The ILIT
agreement should designate an alternate (such as the insured’s designated successor)
to exercise this authority if the insured cannot.

• Flexibility to Adapt to Changing Circumstances. For additional planning flexibility,
including with respect to QLTC rider benefits, the ILIT should:

o Authorize an “independent trustee”12 to make discretionary distributions to
beneficiaries in excess of health, education, maintenance, and support to allow
flexibility in making distributions to beneficiaries who may help with the insured’s
care.

o Include provisions permitting the decanting of ILIT assets to another trust
benefiting the ILIT beneficiaries and/or providing for an independent trust
protector who has the power to modify the trust as needed to adapt to changes
in insurance coverage needs or in tax, legal, or beneficiary circumstances.

Access Points. ILITs holding hybrid policies can accomplish a client’s estate tax planning 
objectives while still preserving their funding options for future LTC costs. Considerations include: 

• Spousal Lifetime Access Trust (“SLAT”). Since a SLAT designates the grantor’s spouse as
the primary beneficiary of an irrevocable trust during the grantor’s lifetime and prioritizes
the spouse’s interest over those of any other beneficiaries, an ILIT created as a SLAT can
permit discretionary distributions to the grantor’s spouse from the ILIT’s assets, including
any claimed QLTC benefits. This approach is the most straightforward method for balancing
estate tax and LTC planning. As a best practice, however, spousal discretionary distributions
should neither directly align with the claimed QLTC benefit payments nor be tied to direct
reimbursements of LTC expenses paid for the insured.

• Trust Distributions to Other Beneficiaries. If there is no spousal beneficiary, the ILIT trustee
can make discretionary distributions to other beneficiaries (presumably the insured’s
descendants), including those who are helping with the insured’s care. Again, best practices
suggest that the discretionary distributions should not directly equal the claimed QLTC
benefit amounts or directly reimburse any LTC expenses. Trustees also must carefully
consider their fiduciary duty to act impartially among all trust beneficiaries, including those
who may not be involved in the insured’s care, recognizing that the ILIT’s claims for QLTC
benefits will proportionately reduce the death benefit payable to the ILIT remainder
beneficiaries.

• Loans to Insured Grantor. The ILIT trustee can make loans to the grantor from the trust
assets, including proceeds received from claimed QLTC benefits. The loans must charge
adequate interest (at least at the appropriate Applicable Federal Rate for the month and
term of the loan), and the grantor should have sufficient current net worth to support the
repayment of the loan when made and/or consider providing collateral to secure the loan.
Assuming the ILIT is a grantor trust as to the insured grantor, the loan is disregarded for
federal income tax purposes during the grantor’s lifetime, so the loan can accrue interest
without any adverse income tax consequences. Preferably, the grantor will pay the interest
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before death, as the ILIT will incur income tax on the loan interest when grantor trust status 
terminates at the grantor’s death. Also, any loans not fully repaid before the insured’s death 
will be due for repayment from the insured’s estate, which will shift wealth from the estate 
to the ILIT. Trustees should be aware of the potential for conflict if there are differences 
between the estate heirs and the designated ILIT remainder beneficiaries. 
 

• Bifurcated Coverage. For certain clients who are seeking the simplest administrative 
solution, we work with their insurance advisors to explore options for bifurcating coverage 
into a standalone death benefit policy that can be held in the ILIT and a smaller linked-
benefit LTC life policy focused on LTC coverage, which the client can keep outside the trust 
to ensure direct access for the insured’s LTC.  

 

ILITs AND HYBRID POLICIES - PLANNING CHECKLIST 

 
Consider the following steps when evaluating, designing, and implementing an ILIT to hold a hybrid 
policy: 
 

1. Clarify Planning Objectives. Review and confirm the client’s current concerns and 
priorities – Estate tax protection or flexibility for personal LTC funding? Simplicity over 
complexity? Discuss the client’s envisioned care structure and the extent to which more 
informal arrangements or non-licensed care providers may be involved (family members, 
friends), as this may affect the choice of QLTC rider (reimbursement versus indemnity). 
Clients also should consider the knowledge and experience of their selected fiduciaries 
to ensure the proper ILIT administration, particularly if the ILIT decides to claim QLTC 
rider benefits.  
 

2. Consider Tax Implications. Review that, to achieve the intended estate tax planning 
goals of holding a hybrid policy in the ILIT, the restrictions on the insured’s access to 
LTC benefits must be respected, and the ILIT must be properly administered. From an 
income tax perspective, as discussed above, the income tax-favored treatment of QLTC 
benefits paid under QLTC riders arguably should also apply to ILIT owners, since the 
Code does not prohibit an ILIT from owning hybrid policies or receiving QLTC rider 
benefits. With the lack of specific IRS guidance on this issue, however, it may be 
advisable for an ILIT trustee to confirm with tax counsel before claiming LTC benefits 
under a hybrid policy. 

  
3. Confirm if Policy is Existing or New. Planning with existing policies owned by the 

insured requires navigating additional hurdles to minimize estate tax exposure. Under 
Code §2035, an insured’s gift of a life insurance policy to an ILIT will result in inclusion 
of the policy proceeds in the insured’s estate if the insured dies within three years of the 
gift.13 A sale of the policy to the ILIT for its fair market value may avoid the three-year 
inclusion rule, but it involves additional complexity.14 Planners should confirm that the 
“transfer for value” or “reportable policy sale” rules under Code §101 will not apply to the 
policy transfer to prevent the inadvertent income taxation of policy death benefits paid 
to the ILIT at the insured’s death, although a transfer of the policy to a grantor trust with 
respect to the insured generally avoids these Code §101 concerns. Acquisition of a 
newly issued policy directly by the ILIT eliminates these issues altogether, making the 
initial planning more straightforward.  
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4. Review QLTC Rider Features. Collaborate with the insurance advisor to review and 

understand the features of the applicable QLTC rider and the limitations and compliance 
requirements for any claimed benefits, including the following: 
 

a. Reimbursement or Indemnity. Properly structured and administered ILITs can 
hold hybrid policies with either rider type. Indemnity riders may be 
administratively easier, since the ILIT receives the Monthly Max LTCB in a lump 
sum without submission of invoices, receipts, etc. to substantiate actual QLTC 
costs, and there may be fewer issues about whether trust distributions or loans 
mirror specific LTC costs. Reimbursement riders will require greater record 
keeping, administration, and interaction with the family and the insurance carrier 
for the ILIT to claim any monthly benefits. Regardless, the ILIT should not (i) elect 
to assign any LTC benefits under a reimbursement rider for direct payment to any 
LTC care provider for the insured or (ii) make loans to the grantor or discretionary 
distributions to beneficiaries that exactly mirror the claimed LTC benefits under 
either type of rider.  
 

b. Monthly Max LTCB and Additional Riders. Confirm the Monthly Max LTCB and, 
for indemnity riders, whether it is capped by the IRS Per Diem, as amounts 
received by the ILIT in excess of the IRS Per Diem will likely be subject to income 
tax. Also confirm whether the QLTC rider includes any extension of LTC benefits 
after exhaustion of the policy death benefit or if there is any guaranteed 
minimum death benefit.  

 
5. Coordinate ILIT Provisions and Fiduciaries. Confirm that the ILIT includes the provisions 

and restrictions discussed above. Review the selection of ILIT trustees or other 
fiduciaries and ensure they have the capacity (or will engage appropriate advisors) to 
properly administer the ILIT, especially if they might make a future claim for QLTC rider 
benefits. 
 

6. Review Additional Administrative Requirements. Ensure that the insurance carrier 
recognizes the ILIT as the owner of the hybrid policy with full authority to exercise all 
powers and claim all benefits, including under any QLTC rider. If the client is transferring 
an existing hybrid policy to the ILIT, confirm if the carrier requires the execution of any 
additional documentation by the transferor or insured to authorize or acknowledge the 
transfer of the QLTC rider benefits and the potential ramifications of holding a hybrid 
policy in an ILIT.  

 
Review administration protocols for the ILIT trustee, including the need for additional 
record-keeping and tracking of QLTC costs and services if the ILIT plans to make any 
claims under the QLTC rider. From a fiduciary perspective, because claimed LTC 
benefits proportionately reduce the policy’s death benefit passing to the ILIT remainder 
beneficiaries at the insured’s death, the trustee should document the reasons for 
claiming LTC benefits and for making discretionary distributions to ILIT beneficiaries 
during the insured’s life (e.g., to help support a beneficiary who is acting as a family 
caregiver).  
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KEY TAKE-AWAYS 

 
To navigate the inherent tension in ILIT planning with hybrid policies, prioritize planning objectives 
(minimization of estate taxes, preservation of lifetime care liquidity, or a combination of both), 
review the potential estate and income tax considerations of holding a hybrid policy in an ILIT, and 
confirm the features and operation of the QLTC rider (e.g., reimbursement or indemnity). To 
maximize flexibility, create the ILIT as a grantor trust that permits the trustee to make loans to the 
grantor with adequate interest and allows a trust protector to modify the ILIT if needed to adapt to 
future changes but also includes strict guardrails, such as prohibiting the assignment of benefits to 
the insured’s LTC providers or any direct reimbursement of LTC costs for the insured. Consider 
options for managing concerns regarding the funding of the insured’s LTC costs after placing a 
hybrid policy in an ILIT, including (i) the use of a spousal lifetime access trust structure, (ii) 
discretionary distributions to beneficiaries during the insured’s life, and/or (iii) trust loans to the 
insured. 
 

 
 
1 Under Internal Revenue Code §2042, federal estate tax applies to life insurance death benefits paid to beneficiaries other than the insured’s estate 
from any policy in which the insured possessed any incident of ownership at death. Treas. Reg. §20.2042-1(c)(2) defines “incident of ownership,” which 
includes the power to change the beneficiary, to surrender or cancel the policy, to assign the policy, to revoke an assignment, to pledge the policy for a 
loan, or to obtain from the insurer a loan against the surrender value of the policy, etc.   
2 E.g., the so-called “string provisions” under Code §§2036-2038 that could apply if the insured creates and funds the ILIT and retains certain benefits or 
powers (e.g., retaining enjoyment or right to income from trust property or to designate who shall enjoy such property or income, retaining a 
reversionary interest in trust property, to alter, amend, revoke, or terminate the right to enjoyment of property, etc.). 
3 Note that chronic illness riders cannot be marketed or referred to as long-term care insurance since they do not satisfy the requirements of Code 
§7702B, which governs long-term care insurance products. 
4 Specifically, the insured must (i) be unable to perform at least two “activities of daily living” (“ADLs”) for at least 90 days or (ii) require substantial 
supervision because of severe cognitive impairment. See Code §7702B(c)(2). 
5 Although retaining LTC cost documentation is still recommended. 
6 Code §§104(a)(3), 7702B(a)(2), 7702B(d). 
7 Code §677. 
8 The substitution powers should comply with the guidance in IRS Rev. Rul. 2008-22 (grantor's retained power to substitute assets of equal value, held 
in a nonfiduciary capacity, does not cause the trust to be included in the grantor's gross estate under Code §2036 or §2038 if the exercise does not 
shift beneficial interests and the trustee has a fiduciary duty to verify the equivalence of the values of the swapped assets ) and Rev. Rul. 2011-28 
(extends the principles of Rev. Rul. 2008-22 to life insurance policies held in irrevocable trusts, confirming that the power to substitute a life insurance 
policy with other assets of equal value does not constitute an "incident of ownership" under Code §2042). 
9 Code §675(2) triggers grantor trust status if the grantor or a nonadverse party has the power to borrow principal or income, directly or indirectly, 
without adequate security or interest, although this rule does not apply if a trustee (other than the grantor alone) has a general power to make loans to 
any person without regard to interest or security. 
10 See Code §§104(a)(3) and 7702B(a). 
11 Note that, even if not explicitly stated, state law generally imposes a fiduciary duty on a trustee to administer and distribute the trust solely for the 
benefit of the trust beneficiaries. Accordingly, if the insured is not an ILIT beneficiary, the ILIT trustee should inherently be restricted from reimbursing 
or assigning any benefits under a QLTC rider to or for the benefit of the insured. 
12 A trustee who is not the grantor, the grantor’s spouse, or a trust beneficiary and, commonly, is also not “related or subordinate” to any such person 
under Code §672(c). 
13 Code §2035(a). 
14 Code §2035(d). If the ILIT is a grantor trust as to the insured, any policy sale should be disregarded for income tax purposes and excluded under the 
transfer for value rules (and likely excluded from the reportable sale rules) in Code §101. The policy must be properly valued for gift tax purposes 
(including obtaining an IRS Form 712 from the insurance carrier), and the ILIT will need funding to acquire the policy from the insured grantor. 
 
 
 


