Estate Planning: Preserving Your Wealth
and Creating Your Legacy—
Ownership of Life Insurance in an Estate Plan

Ensuring your wealth

flows in the right direction.

• On the Cover
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We provide in-depth advice for protection and distribution
of your wealth flowing to your beneficiaries as your legacy.

Life Insurance in an Estate Plan

Many financial professionals agree that life insurance is a critical
component of a financial plan. For wealthy individuals, life insurance is
also used to help with the liquidity needed to pay estate taxes, income
taxes and other estate settlement expenses, as well as to replace wealth lost
to taxes and expenses. The “standard” estate planning recommendations
by attorneys, offered to wealthy married couples, is either to fully utilize
the applicable exclusion amount (the amount that can be given to
non-spouse beneficiaries free of estate taxes) or elect portability of any
unused applicable exclusion amount (the ability of a surviving spouse to
carryover a deceased spouse’s unused exclusion amount), and leave the
excess outright, or in trust, to the surviving spouse. The “standard” plan
also includes an irrevocable life insurance trust to own life insurance.
But, is this “standard” solution with regard to life insurance in a trust, the
correct solution for everyone? The answer, of course, is that it depends.
The correct way to own life insurance should be determined based on the
facts and circumstances of each case and what is most important to you.
In this brochure, we will explore the most common concerns around
the ownership of life insurance in an estate plan, including issues to
consider and where the “standard” plan may or may not fit. As we discuss
the various issues and concerns, we will mention general legal, tax, life
insurance, and estate planning concepts. This brochure is not meant to be
an exhaustive discussion of these concepts and will only skim the surface.
You must consult with your own tax and legal advisor to determine how
these concepts and issues will impact your own individual circumstances.
Your Guardian Financial Representative will help to guide you through
this decision making process.
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How Should the Policy Be Owned?

Most estate planning attorneys advocate the use of irrevocable life
insurance trusts. Typically, the attorney is mostly concerned with estate
taxes, and may generally view life insurance solely as a product that
either creates an unnecessary estate tax burden, or provides the liquidity
needed to pay estate taxes. The attorney may not have experience with the
vast array of insurance products, provisions and features, including the
lifetime benefits of whole life insurance. That can often lead to confusion
about policy ownership.
Many financial professionals advocate personal ownership of cash value
life insurance so that the insured can access the lifetime benefits of the
policy. Cash value life insurance is sometimes reflected in a client’s asset
allocation strategy under guaranteed values. In addition, life insurance
cash values may be protected from claims of creditors in many states so
permanent life insurance acts as an asset protection tool.
In many cases, estate taxes may simply not be a concern. In other cases,
the estate can be reduced below the estate tax thresholds through wealth
transfer techniques including gifts of appreciating property. In some
situations, a life insurance policy can be removed from the estate later in
life. If there is an unexpected death that triggers estate tax liability, there
should at least be sufficient liquidity from the insurance death benefit to
pay the estate tax and financially protect the beneficiaries. Nevertheless,
despite the liquidity created by the policy death benefit, personal
ownership triggers a tax that could have been avoided.
The correct way to own a life insurance policy should be determined
based on the facts and circumstances of your particular situation and
what is most important to you. In many situations, personal ownership
of permanent life insurance makes financial sense. In many other cases,
trust ownership is the best way.
Let’s look at some of the issues.
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Client Circumstances
First and foremost in understanding how life insurance plays a role in
your planning, is an adequate and thorough understanding of your
insurance needs. Here are a few of the questions that need to be answered.
•

Is the insurance for personal family needs or is it for estate tax
liquidity needs?

•

Are you at a stage in life where you are still accumulating wealth,
or are you at the stage where wealth preservation or transferring the
wealth to children and grandchildren, is important?

•

Will the insurance serve more of an investment role or a
protection role?

•

Do you have more than enough to take care of all of your personal
financial needs, current and future, or are you concerned about
having enough for yourself and your spouse?

•

Are you affluent or high net worth?

•

Do you have concerns about “spendthrift” beneficiaries, or
the need for the proceeds to be protected from creditors of
the beneficiaries?

•

Do you have significant estate tax exposure even with the use of
various wealth reduction and gifting techniques?

•

Is a significant part of your net worth held in illiquid assets?

These are just a few of the questions that need to be asked and answered
so that the appropriate insurance plan can be designed and implemented.
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Obtaining Proper Advice
You and your financial advisors should always be aware of the benefits
and limitations of personally owned life insurance and trust owned life
insurance. You must also be aware of the gift and estate tax ramifications
of your situation, and the impact of owning life insurance on that
situation. Educated and informed, you and your advisors are then in the
best position to make the final decision.
Another important issue to be determined is the type of policy that is best
for you. While there are many benefits to whole life insurance, there is a
diverse product portfolio to choose from with the right product that will
fit almost all client situations. For example, there may be times when you
simply need and want to purchase a level permanent death benefit at the
least amount of cost. In those situations, you should consider universal
life insurance with a secondary guarantee or survivorship life insurance.
Premiums for these types of contracts will usually be less than individual
whole life policies with comparable face amounts. This is particularly
important when a third party owns the policy and you are concerned
about gift tax consequences.
Furthermore, term policies and many universal life policies (even some
whole life policies) do not generate substantial lifetime benefits. For this
reason, these types of policies may be ideal candidates to be initially
owned by or transferred to irrevocable trusts to exclude the death benefits
from estate taxes.
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Gift Tax Review

To better understand the complexities of planning with life insurance,
a brief review of gift tax law is required. Every person can give away
(the “donor”) gift tax-free an amount of money or property equal to the
annual exclusion amount ($14,000 in 2015, indexed for inflation annually)
to any number of people. The annual exclusion amount is only available if
the gift is of a “present interest.” In the simplest terms, a present interest
gift is a gift with no strings attached so that the person receiving the gift
(the “donee”) has control over the money or property received.
Gifts in excess of the annual exclusion amount, or gifts of “future interest”
property, are considered adjusted taxable gifts. When adjusted taxable
gifts are made, the donor is required to use his lifetime gift tax exemption
amount. The lifetime gift tax exemption amount was set at $5 million
starting in 2011 and is indexed for inflation annually. The sum of all
adjusted taxable gifts made during a person’s lifetime is added back into
his taxable estate at death, regardless of when he dies, and accounted
for when determining the estate taxes owed. Life insurance for estate
liquidity needs of high net worth clients can involve large premiums
that may exceed the annual exclusion amount, and may eventually
exceed the lifetime gift tax exemption amount, causing gift and estate
tax consequences. Clearly, ensuring that unintended gift and estate tax
liabilities are avoided is one of the most important reasons for planning.
To better understand how an adjusted taxable gift is added back in the
estate, let’s take a simple example. A parent gives his child $1 million in
2014 (assuming that the gift tax annual exclusion amount has already
been used for some other purpose). In 2024 the parent dies with a net
worth of $6,500,000. His taxable estate is increased to $7,500,000 because
of the gift made in 2014.
Once the lifetime exemption is used, a gift tax has to be paid on the
transfer. The federal marginal tax rate is 40% (plus state tax if applicable).
Gift taxes paid during lifetime do, however, provide for a credit against
the estate tax.

5

Annual Exclusion Gifts in Action: The Crummey Trust
Whenever the grantor (the creator) of a trust contributes money into an
irrevocable trust designed to own life insurance (irrevocable life insurance
trust or ILIT), a gift has been made to the trust beneficiaries. Although
the trustee will then use the gift to pay premiums on the insurance,
an immediate issue is whether or not the contribution of that money,
or gift, is subject to gift taxes or falls within either the gift tax annual
exclusion or the lifetime gift tax exemption amount. As a general rule, a
gift of premium to an ILIT is a gift of a future interest which means that
the donor cannot utilize the annual exclusion. However, through the
proper use of a “Crummey*” provision in a trust, the annual exclusion is
available to the donor.
In general, here’s the proper way to create a gift of a present interest in an
ILIT using a Crummey provision.
1. Contribute the money to the trust.
2. Upon receipt of the money, the trustee will notify each trust
beneficiary of the gift.
3. Generally, each beneficiary is given notice that he or she has a right to
withdraw his or her proportionate share of the gift within a specified
period of time, such as thirty days (the “Crummey notice”). This right
of withdrawal (a/k/a “the Crummey withdrawal provision”) creates
a present interest so that the gift qualifies as a gift within the gift tax
annual exclusion amount.
4. If the trust beneficiary does not exercise his or her right to
withdraw, the right lapses and the trustee can now use the money
to pay premiums.

* The word “Crummey” comes from a court case where the taxpayer’s name was Crummey.
Crummey v Commissioner, 397 F.2d 82 (9th Cir. 1968).
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In subsequent years, the procedure continues to be followed as before.
There is some authority, however, that when there is sufficient cash value
in the policy, the donor can simply pay the premiums directly to the
insurance company, bypassing the need to first contribute the money
into the trust. The Crummey notice must still be provided to the trust
beneficiaries. In the event a trust beneficiary wants to exercise his or her
right of withdrawal, the trustee can always surrender cash value to satisfy
the demand. Of course, the informal goal is for a trust beneficiary to
never exercise his or her right of withdrawal so that premiums are paid
and policy values continue to increase.
Now, there are other tax considerations, particularly if the beneficiaries
do not exercise their right of withdrawal. The beneficiary’s power to
withdraw the trust property is considered a general power of appointment
since the beneficiary can take the property and use it for his or her own
benefit. The IRS and the courts have interpreted the beneficiary’s failure to
exercise his or her right of withdrawal as a “lapse” of the general power of
appointment. In essence, the beneficiary is deemed to have, in turn, made
a gift of the property that was subject to the power of appointment to the
other trust beneficiaries. This also has gift tax consequences. Fortunately,
there are strategies to address this issue including what are known as “5
and 5 powers,” “hanging powers,” “trust seeding,” and more. As you can
see, however, whenever you are dealing with tax issues, you must consult
with your tax and legal advisor about your particular situation.
Assuming we did not have this “lapse” issue, if the donor was using
some, or all, of his gift tax annual exclusion amount to make gifts to his
beneficiaries for other purposes, a gift to the trust, where the beneficiaries
are the same, may use up or exceed the donor’s available annual gift tax
exclusion amount. For example, suppose Jack and Jill are the children
and beneficiaries of a new ILIT created by Richard. Richard makes a gift
of $28,000 (so that the trustee can pay premiums). As part of his estate
plan, Richard has also been making outright cash gifts to Jack and Jill.
The outright gifts to the children will have to stop unless the donor wants
to treat them as adjusted taxable gifts. These adjusted taxable gifts will
consume a portion of his lifetime gift tax exemption amount.
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Coping with High Premium Policies
Owned by Trusts
Let’s go back to our example above and change the annual premium for
the policy owned by the trust to $50,000. The total amount of available
annual exclusion to Richard is $28,000 ($14,000 per child). What options
are available to Richard when the premium exceeds the amount that may
be gifted each year gift tax-free?
1. Richard can simply file a gift tax return each year and use his
lifetime gift tax exemption to cover the “excess” gift. In this example,
Richard would be using $22,000 ($50,000 less $28,000) of his lifetime
exemption each year.
2. If Richard is married, his spouse, Carol, can consent to “split gifts” so
that the total amount that qualifies for the gift tax annual exclusion
is doubled to $56,000. Carol will basically be consenting to utilize her
own ability to make annual exclusion gifts to Jack and Jill.
3. Use two policies in which one policy is owned by the trust and the
other is personally owned by Richard. This limits the amount of
annual exclusion gifts needed to fund the trust owned policy. As we
shall see later, there are several strategies and issues to consider with
personally owned life insurance.
4. Instead of annual exclusion gifts, Richard can use his lifetime gift
tax exemption and fund the trust with a single gift equal to the
current lifetime gift tax exemption. In this way, the trust will have
sufficient income to pay premiums in the future so that no further
gifts will need to be made. This strategy preserves Richard’s ability to
continue making annual exclusion gifts for other purposes, but raises
tax concerns on income earned by trust investments. To solve this
problem, the ILIT will usually be structured as a “defective” trust.
No, there’s nothing wrong with the trust. It simply means that the
grantor is liable for the income taxes on the income generated by the
trust investments. Defective trusts are also known as grantor trusts or
intentionally defective grantor trusts. So, in this case, Richard would
pay the income taxes on the income generated by the trust. This can
be beneficial because the tax paid by Richard is not considered a gift to
Jack and Jill and further reduces his estate.
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5. Alternatively, the single gift may be used to fund a true single premium
policy, or a policy with a large contribution to a paid-up additions rider
that can be used to offset premiums. However, this strategy may cause
the policy to be classified as a modified endowment contract (“MEC”).
There are adverse tax consequences to MECs, causing lifetime loans or
surrenders to trigger income taxes and penalties to the extent of gains
on the policy.
Using the same “split gifting” strategy mentioned above, Carol can
consent to a split gift allowing for a single gift equal to two times the
current lifetime gift tax exemption.
6. At the time the trust is drafted Richard can possibly expand the
number of beneficiaries who have Crummey withdrawal rights to
increase the amount of beneficiaries that the gift tax annual exclusion
may apply to. For example, suppose each of Richard’s children have
two children of their own. Richard could give withdrawal rights to his
children and to his grandchildren. In this example, the number of trust
beneficiaries has increased from two to six. Thus, Richard should be
able to avail himself of annual exclusion gifts equal to $84,000. It may
even be possible to further increase the number of trust beneficiaries
by giving withdrawal rights to a respective son-in-law or daughter-inlaw. Consideration of this strategy, however, goes back to knowing and
understanding your issues, concerns and needs.
You should be aware that giving Crummey withdrawal rights to a
trust beneficiary who has no real interest in the trust is an aggressive
technique that should only be used after careful consideration, after
other solutions are exhausted, and only upon the advice of counsel. In
general, grandchildren who are contingent beneficiaries of the trust are
acceptable beneficiaries*. Grandchildren as beneficiaries may also raise
generation skipping transfer tax concerns.
7. Utilize split dollar planning techniques, discussed below.
8. Richard can own the insurance policy personally and transfer the
policy out of his estate later in life. But again, this depends upon
the totality of Richard’s situation and may cause gift tax consequences
later in life, or unintended estate tax consequences from an
unexpected death.

* Estate of Cristofani vs. Commissioner, 97 TC (1991).
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Federal Estate Tax Rates

Going forward, federal estate tax liability may not be a major concern for
most families (although state estate taxes may still be significant). Most
estate plans are designed to postpone any estate tax liability until the
death of the surviving spouse. As a result, a spouse will tend to leave as
much of his or her entire estate to the other spouse estate tax-free through
a concept known as the “unlimited marital deduction.” Today, a U.S.
citizen may transfer to his or her spouse, by gift or by bequest at death, as
much property as he or she wants, free of gift and estate taxes. Potential
estate tax is then postponed until the death of the surviving spouse.
In addition, each person is entitled to an estate tax exemption amount.
The estate tax exemption amount was set at $5 million starting in 2010
and is indexed for inflation annually (also known as the “unified credit
exemption equivalent” or the “applicable exclusion amount”). This means
that you may leave, at death, up to $5 million of estate assets to a nonspouse beneficiary, free of estate taxes. Therefore, for high net worth
families, if a husband and wife plan their estate properly, a total of $10
million may be shielded from federal estate taxes. This can easily be
accomplished by having the estate of the first spouse to die leave up to $5
million to non-spouse beneficiaries (e.g., children), or create a non-marital
trust funded with property up to the unified credit exemption equivalent
for the benefit of the spouse and non-spouse beneficiaries. Upon the
surviving spouse’s death, an additional $5 million may be shielded from
estate taxes for a total of $10 million. Also, the executor of the estate of the
first spouse to die has the ability to transfer any of the deceased spouse’s
exemption amount that was not used to the surviving spouse (also known
as the “deceased spousal unused exclusion” or “portability”).
You and your financial advisors should also be aware of state estate,
inheritance or death taxes and the significant impact local laws have on
estates. Some states have abolished a state death tax while others have
rates and exemptions much different than the federal rate. You will need
to consult with tax and legal advisors familiar with the laws in your state.
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Creating a Taxable Estate with Life Insurance

One concern that you must address is the size of your estate after life
insurance is purchased. We encourage individuals to purchase enough
insurance to replace the economic loss suffered by the family. This is
often referred to as “human life value” and was the measure used by the
federal government in determining benefits to survivors of victims from
the September 11, 2001 terrorist attacks. This death benefit, when added
to your other estate assets, could result in you and your spouse having
a taxable estate when one didn’t exist before. The general rule is that if
you die possessing an “incident of ownership” in a life insurance policy
on your life, the death benefit is included in your taxable estate. While
there is no exact definition of what constitutes an “incident of ownership,”
generally, it is the ability to exercise some control over the policy (e.g.,
right to change beneficiaries, surrender the policy, pledge the policy; etc.).
In addition, if the death benefit is payable to your surviving spouse, that
may balloon your spouse’s estate over the exemption equivalent.
For example, suppose John and Diane are both young professionals who
have joint earnings of $800,000 but own assets of $8 million. To protect
their human life value, they each purchase $8 million of life insurance.
Total life insurance death benefits of $16 million will create a gross estate
of $24 million ($8 million in assets plus $16 million in life insurance).
This will cause significant estate taxes at their deaths that they may not
have anticipated.
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What planning options are available to John and Diane? Their options may
depend on their health, age, stage of life, and the importance of estate tax
liabilities in their overall financial plan.
1. If John and Diane are relatively young, even if one spouse died
prematurely, the surviving spouse would most likely live to his or her life
expectancy. Statistically, the joint life expectancy of a 40-year old couple
is about 50 years. Accordingly, the surviving spouse may have ample
time to utilize other estate planning strategies to reduce the value of
the estate. Of course, in the unlikely event of a premature death of both
spouses, estate taxes would be due. This is a risk they may be willing
to assume. If they are not comfortable with this risk, then they have
other choices.
2. At a minimum, John and Diane may wish to create a trust that would
be funded with property or cash equal to the unified credit exemption
equivalent at the first death (known as a non-marital trust, B trust,
bypass trust or credit shelter trust). This could include life insurance
proceeds. Assuming John dies, Diane’s estate has been reduced by the
exemption amount when compared to her receiving the entire estate. To
have a lower overall estate tax bill, Diane should consider spending down
her own assets during life so that her estate falls under the exemption
amount. If she needs additional funds, typically the trustee of the nonmarital trust will have the discretion and authority to make distributions
to her. If she does not need the funds, the assets in the non-marital trust
can grow and be held or distributed to the next generation estate tax-free.
3. John and Diane could each purchase multiple policies so that each
spouse would personally own one policy, and have the other policy
owned by an irrevocable trust. The face amounts of each policy would
be based on the estate plan so that each spouse’s taxable estate does not
exceed the exemption equivalent amount. For example, if each spouse
funded an irrevocable trust with a separate $8 million policy, their
combined estate would be reduced by $16 million.
4. Even if estate taxes are not a concern, either spouse may want to create
an irrevocable trust to guarantee a legacy for his or her children.
For example, suppose Diane died and John received a tax-free death
benefit of $8 million. This may not be what Diane intended. During
the planning process, Diane may have been concerned that John would
spend the money unwisely or remarry and give it to the new wife. By
creating a trust, Diane would be able to control the use and distribution
of the money, and ensure that after her death the money is invested or
spent wisely for the benefit of John and/or their children. A trust may be
especially important in a second marriage where there are children from
a prior marriage, or if asset protection from creditors is a concern.
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The Flexibility of Irrevocable Trusts

In addition to knowing your unique circumstances and understanding
the impact of estate and gift taxes on life insurance and financial
planning, you and your financial advisors also need to know the basics
about irrevocable trusts and how they are structured and operated.
One major misconception that some financial professionals have is that
once a whole life policy is owned by an irrevocable trust, the cash value
and dividends cannot be used for the benefit of the grantor or his or her
spouse during lifetime. That’s simply not true. An irrevocable trust can
be drafted giving an independent trustee the discretionary power to
distribute trust income and principal to the grantor’s spouse or children
during the grantor’s lifetime. This means that if the only asset in the trust
is a whole life insurance policy, the trustee could borrow or surrender
cash value to make distributions to the grantor’s spouse or children.
A trust can also be structured to permit the grantor’s spouse to have
limited withdrawal rights during lifetime that the spouse can exercise
without the consent of the trustee. Usually, the amount that can be
withdrawn is based on what is referred to as “ascertainable” standards:
health, education, maintenance and support. Informally, these trusts are
sometimes referred as “spousal limited access trusts”.
A trust can also be permitted to make loans to the grantor or purchase
assets from him or her at fair market value. Therefore, if the grantor owns
an illiquid asset that he or she wants to keep in the family but needs cash,
he or she could sell the property to the trust for cash that could be derived
from the cash values of the policy.
While such trust terms create flexibility, it is not the same as the
insured owning the policy and having unlimited access to policy values.
Furthermore, if the grantor’s spouse dies prematurely, some of this
flexibility will be lost.
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Funding the Life Insurance Trust

One common concern with proposing a “Crummey” trust is that the
amount of life insurance could be artificially limited by the number of
available “Crummey” beneficiaries. Life insurance can be such a crucial
part of an estate plan. It is important to buy and keep the appropriate
coverage, properly positioned to provide the intended benefits. There are a
variety of more sophisticated techniques which can be used to help fund
the appropriate amount of insurance in an irrevocable trust where the
number of Crummey beneficiaries are limited.
Private Split Dollar Arrangements
A split dollar life insurance arrangement is one way to address limitations
on Crummey beneficiaries. These arrangements can generally be
established in one of two ways. Under what’s known as an “economic
benefit” arrangement, one party owns the cash value of the policy
and another party owns the net death benefit. Under a “loan regime”
arrangement, one party owns the entire policy and another party makes
annual loans so that premiums can be paid. When the insured dies
the death benefit is split so that the loan or the amount of premiums
advanced is repaid. The premium advances or loans are secured by the
policy values.
The key point is that under either arrangement the gift is not the total
premiums paid. Instead, it is either the term cost of the insurance
(“economic benefit regime”) or the interest due (“loan regime”). Note
that split dollar arrangements are very complicated, can be set up in a
variety of ways, and must conform to specific rules. In addition, when
arrangements are made between the insured and an irrevocable trust
(hence the term “private split dollar”), care must be taken to ensure that
the amount of death benefit payable to the trust is not included in the
insured’s estate.
For example: Suppose that Richard is 55-years old and needs to purchase
$10 million of life insurance with an annual premium of $250,000 for
estate tax purposes. The policy will be owned by an ILIT but Richard does
not have enough family members as trust beneficiaries to qualify the gift
of premium as gifts within the annual gift-tax exclusion. He has already
used his lifetime gift tax exemption amount for other wealth transfer
techniques. Private split dollar may be the solution.
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If Richard were happily married, the ideal arrangement would be for
Carol to enter into a split dollar arrangement with Richard’s irrevocable
trust. There are several benefits to this arrangement:
1. The gift to the trust is measured by the term costs of the insurance
coverage owned by the trust based on Richard’s age. The approximate
value of the gift in the first year is $41,500 (based upon tables
published by the IRS known as Table 2001).
2. The second benefit is that Richard has indirect access to the cash
value and dividends through Carol since she owns the cash value
of the policy.
3. The amount of the death benefit paid to the trust should not be part of
Richard’s taxable estate, or Carol’s taxable estate. The amount paid to
Carol on his death, however, would be part of her estate.
If Richard was not married, or not happily married, the policy could be
owned by the ILIT with Richard making annual loans to the trust. The
economic benefit regime described above would not work because if
Richard owned the cash value of the policy he would possess an incident
of ownership over the policy. This would cause the entire death benefit
to be included in his estate which is the result we are trying to avoid. By
using the loan regime, Richard does not have incidents of ownership
over the policy. The amount of interest that should be paid on the loan is
deemed to be foregone interest, and is the value of the gift. The interest
rate is set monthly by the IRS (“AFR rates”) and depends upon the length
and type of loan. In a low interest rate environment, the foregone interest
amount might actually be lower than the term costs under Table 2001-10.
One drawback to any split dollar arrangement is that the value of the gift,
under either method, will increase every year. Other drawbacks to the
loan regime method are that the aggregate amount of the loan is an
asset of the insured’s estate, and the effectiveness of this technique is
dependent upon interest rates. At some point in time, the parties should
terminate the arrangement. Such “roll-out” methods should be planned
for in advance.
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Premium Financing
Let’s go back to our example but assume that Richard does not have the
cash flow to pay premiums or lend the money to the trust, but needs the
life insurance protection. Richard and the trust could try to find a third
party lender who would make loans to the trust for a period of time.
Richard could simply pay interest on the loan each year which would be
the amount of the gift to the trust beneficiaries. Alternatively, in some
premium financing loan arrangements the interest is accrued in the
loan so that there is no out-of-pocket cost. Upon Richard’s death the
outstanding loan amount is repaid from the death benefit.
Premium financing is a very complicated transaction. The lender will
require an assignment of policy values to secure the loan as well as
additional collateral. In addition, the interest rate will typically be reset
every year so rates can fluctuate greatly over time. It is also a loan in
which the grantor is liable so it may affect his ability to obtain financing
for other transactions.
Delayed Policy Transfer
A simple and sometimes effective strategy is for the insured to retain
ownership of the policy and then transfer it out of his or her estate later in
life. This strategy only works if the insured is committed to the planning
process, is in reasonably good health, and lives long enough to effectively
implement other estate planning strategies. By delaying the policy
transfer, the insured is basically betting on his longevity. In addition,
when a policy is transferred, the policy owner must survive three years or
the policy death benefit is brought back into his estate. That’s commonly
known as the “three-year rule”.
The effectiveness of this strategy is also dependent upon the value of the
policy at the time it is transferred. When the policy is gifted, it is the
same as a gift of any other asset. The value of the policy must fall within
the annual exclusion amount, or at least the lifetime gift tax exemption
amount, in order to escape current gift taxation. The value of a permanent
life insurance policy is closely tied to the cash values. Accordingly, a
high cash value policy may trigger gift tax liability at the time of transfer.
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Of course, with planning there may be ways to reduce or avoid the gift
tax liability. For example, the insured can borrow the cash value (up to
basis) or surrender paid-up additions to reduce the value of the policy
prior to transfer. This strategy, however, requires great care. An alternative
strategy may be that if the trust has been funded with other assets, the
insured can always sell the policy to the trust. A sale is not a gift and does
not trigger the three-year rule. In addition, as we mentioned previously,
most life insurance trusts are created as grantor trusts for income tax
purposes. Therefore, a sale to a grantor trust will not trigger transfer-forvalue concerns.
Coordination with a GRAT
The use of a grantor retained annuity trust (GRAT) is sometimes a
very effective way for high net worth clients to create wealth in an
irrevocable trust so that a trustee has assets to buy a policy. GRATs are
estate planning techniques designed to allow the transfer of assets to
beneficiaries at a reduced gift tax cost. The grantor retains the right to an
income stream for a term of years, and at the end of the term, the balance
goes to designated beneficiaries. This retention of the income interest
reduces the value of the gift for tax purposes. For example, suppose a
grantor creates a 10-year GRAT funded with appreciating property. At
the end of ten years, the GRAT terminates and the remaining property is
distributed to an irrevocable trust which is made the GRAT beneficiary.
The irrevocable trust now has money to purchase the permanent life
insurance policy from the insured. In essence, the insured is removing
the insurance from his or her estate, but the initial funding of the GRAT
is a gift of a future interest (adjusted taxable gift) and added back into
his or her estate. Depending upon the structure of the GRAT, interest
rates when it is created, and the growth rates of the assets in the trust,
the amount of the adjusted taxable gift may not be that big, making this a
common strategy.
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Planning Parameters for Policy Ownership

The corresponding chart can be used as a guideline to help you determine
the proper ownership of a whole life insurance policy. For purposes
of the chart, a high net worth individual is a person who has a taxable
estate (over $5 million for a single person; over $10 million for a married
couple). An “older” client is an individual who has attained the age of 60.
At this age, you are likely to be more concerned about death benefits than
lifetime benefits when buying a new policy.
Remember, this chart only serves as a guide. There can be many
exceptions. For example, a 50-year old non-married individual with
a severe medical condition may not live to life expectancy. He or she
may be more concerned about estate taxes than a same age but healthy
individual. A high net worth client who has a non-liquid estate may be
more concerned about complete access to cash value than estate taxes and
may want to retain ownership of his insurance.
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Client/Prospect
Situation

Suggested Policy
Ownership

Rationale

Estate under exemption even Personal
with life insurance

• No estate tax need for a trust

Younger client with no
taxable estate except for life
insurance

Personal

• If married, marital deduction can
defer tax

Client who wants unlimited
access to cash value
regardless of net worth

Personal

Younger married client with Personal or
modest taxable estate (under Irrevocable Trust
$13 million)

Older high net worth
client and married with
modest taxable estate
(under $13 million)

Irrevocable Trust

• May have time to remove policy from taxable
estate at a later time
• May desire maximum flexibility
• Not yet concerned about estate taxes
• May have time to remove policy from taxable
estate at a later time
• May not need direct access to cash value
• May be concerned about estate tax

Older high net worth client Irrevocable Trust
with substantial illiquid assets

Very high net worth and
Irrevocable Trust
substantial liquid investments

Second marriage with
children from prior marriage

• May have time to remove policy from taxable
estate at a later time
• Client not concerned about potential estate tax

Irrevocable Trust

• Spousal access trust or split dollar can create access
to cash value
• Should be concerned about estate tax
• Estate tax liquidity need
• If cash value needed, consider family split dollar or
spousal access trust
• Doesn’t need cash value
• Should be concerned about estate tax
• If cash value needed, consider family split dollar or
spousal access trust
• May want to guarantee children receive benefits
• May not want policy to be an asset of the estate
due to a spouse’s right of election or a spouse’s
interest in community property

19

Conclusions

The key point is that policy ownership is dependent upon many factors.
Automatically assuming that cash value life insurance should be
personally owned or owned by a trust may be a mistake. A financial
professional should be able to provide you with the best advice once he or
she completes an in depth fact-finder and understands your needs, goals,
issues and concerns.

Notice
Neither Guardian nor its representatives renders legal or tax advice.
Please consult with your attorney, accountant, and/or tax advisor for
advice concerning your particular circumstances. Dividends are not
guaranteed. They are declared annually by Guardian’s Board of Directors.
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