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Premium financing is a powerful planning tool that 
gives business owners and high-net-worth individuals 
the ability to purchase large amounts of life insurance, 
for business or estate planning purposes, when cash 
flow is limited or gift-tax concerns interfere with 
planning. Premium financing arrangements can be 
structured as an intra-family loan (sometimes 
referred to as “private financing” or “private split 
dollar”), a business loan (sometimes referred to as 
“loan regime split dollar”) or as a loan from a 
commercial lender.  
 
Although premium financing is a powerful tool, it is not 
without risk.  For example, sudden changes in interest 
rates, negative policy performance, or living past 
projected life expectancy can impact this strategy. As 
a result, having a well thought out exit strategy is 
important. An exit strategy allows the borrower to re-
pay the lender, and prevents the loan from 
overwhelming the utility of the planning tool. So, what 
exit strategies should be considered when premiums 
are financed?  

Exit Strategy #1: Using Projected Policy Cash 
Values for Younger Insured  

For younger insureds, typically up to age 60, the 
loan may be paid off from the policy’s projected 
cash surrender values. In some instances, the 
policy’s cash surrender value may be projected to 
grow to an amount sufficient to repay the loan, 
accrued interest and fees, and still have enough in 
the balance so that additional premium payments 
may not be required. Note, however, that economic 
conditions and policy performance may derail this 
strategy. For example: this exit strategy was 
popular when used with a life insurance product 
known as “indexed universal life insurance” (IUL).  
Individuals, businesses and their advisors were 
initially attracted to IUL because of its projected 

rate of return “floor”. The IUL policy was expected 
to pay a high enough rate of return so that cash 
surrender values would grow to an amount 
sufficient to repay the loan and still have enough 
cash value left over for future premium payments.  
Unfortunately, the projections in many IUL 
products never materialized because of an 
economic recession, leaving the borrower on these 
financing arrangements without an exit strategy.  
 
The lesson is that regardless of the type of policy 
that’s being utilized, you and your advisors must 
fully understand the risks in an exit strategy that’s 
based on projected policy values.  

Exit Strategy #2: “Do Nothing” for Older Insured  

With older insureds, typically age seventy and 
above, the loan may be repaid from the policy’s 
insurance proceeds. There may not be enough time 
to build sufficient cash value, and there may be no 
planned, lifetime exit strategy.  
 
The risk, however, is that if the insured lives past life 
expectancy, the loan, accrued interest and fees may 
exceed the policy’s death benefit, in which case the 
policy owner, typically an irrevocable life insurance 
trust (“ILIT”) would be left with nothing. In a worst 
case scenario, the ILIT may actually owe the lender 
even after the insurance proceeds are paid. 
 
Before entering into a premium financing 
transaction, you and your advisors must carefully 
weigh the risks of lending strategies where a 
favorable outcome depends upon your dying at or 
before your expected life expectancy.  
 



 

Exit Strategy #3: Side Fund  

Accumulating cash in a side fund is a time-tested 
strategy to help a borrower exit from a loan. In an 
estate planning situation, you would typically gift 
money annually to an ILIT. The trustee would place 
these funds in an investment account to earn 
income and grow. The only limit on the side fund is 
your ability to fund the account inside of the ILIT by 
making tax-free gifts to the ILIT, using your 
available annual gift-tax exclusion gifts and/or 
lifetime gift-tax exemption amount.  
 
Your trustee has options regarding the deployment 
of the side fund. In some cases, the side fund will be 
used to pay down the annual loan interest costs. In 
other situations, the side fund will be allowed to 
accumulate and grow until some point in time when 
the entire loan balance will be repaid.  
 
The tax status of the ILIT can make a significant 
difference in the side fund’s efficiency. For example, 
if the ILIT is a grantor trust, you would pay the 
income taxes on the side fund’s investment income 
allowing the investments to continue growing 
unimpaired by taxes. On the other hand, if the ILIT 
were a non-grantor trust, the trust would pay the 
income taxes on the investment gains, reducing the 
investment account.  
 
For premium financed business planning cases, a 
side fund is also a useful exit strategy. The side fund 
can be a business owned investment account that 
can be used to repay or supplement the repayment 
of the loan plus accumulated costs.  

Exit Strategy #4: Grantor Retained Annuity Trust 

Another popular exit strategy is the use of a 
Grantor Retained Annuity Trust (GRAT) as a means 
to exit out of a premium financing arrangement for 
estate planning purposes. A GRAT is an irrevocable 
trust to which clients transfer assets in return for an 
annuity stream for a certain period of years. This is 

referred to as the “income interest.” At the end of 
the GRAT’s term, the assets remaining in the GRAT 
(the “remainder interest”) can be distributed to the 
ILIT that entered into the premium financing 
arrangement.  
 
What makes the GRAT an ideal exit strategy is its 
ability to move a significant amount of assets to the 
ILIT, in the form of the GRAT’s remainder interest, 
at a predetermined date. The end result is that the 
ILIT trustee will have the funds to repay the loan. 
The diagram below captures the transaction steps.  
 

 
 
The GRAT can provide tremendous leverage of 
your lifetime gift-tax exemption, by transferring 
assets for the benefit of family members at a 
discounted value for gift tax purposes. In some 
situations, it may be possible to eliminate gift taxes 
entirely through a technique known as a “Walton” or 
“Zero-d Out” GRAT.  
 
Exit Strategy #5: Charitable Lead Trust  

A Charitable Lead Trust (CLT) is an irrevocable trust 
that, in this case, would be created during your 
lifetime. You transfer assets into the CLT and under 
the terms of the CLT, an income stream will be paid 
to your favorite charity for either a term of years or 
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for the life of a designated individual.  
 
When used as part of a premium financing exit 
strategy, assets remaining in the CLT at the end of 
the term would pass to an ILIT when the CLT 
terminates. The trustee of the ILIT uses those 
assets to repay the premium financing loan. The 
diagram below captures the transaction steps.  
 

 
 
A CLT may be structured as either 1) a Charitable 
Lead Annuity Trust (CLAT), or 2) a Charitable Lead 
Unitrust (CLUT). A CLAT pays a fixed amount per 

year to charity, while a CLUT pays a specific 
percentage of the fair market value of the trust 
assets, revalued annually. If the trust is structured 
as a grantor trust, you may be entitled to an income 
tax charitable deduction based upon the present 
value of the charity’s lead interest. Similar to the 
GRAT, it may be possible to “zero out” the CLT so 
that the value of the remainder interest passing to 
the ILIT is valued at zero for gift-tax purposes.  

Summary  

When it comes to financing life insurance 
premiums, there is no such thing as a free lunch. An 
exit strategy must be developed when the premium 
financing arrangement is entered into, to ensure 
there will be some mechanism in place to pay off the 
loan. Those who overlook this fact may be placing 
themselves, their families or business, at significant 
financial risk.  
 

Please consult with your Guardian Financial 
Representative if you have any questions 
concerning this document.
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