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The Basics 

Life insurance is a unique financial instrument designed to provide liquidity at death. The tax 

characteristics of life insurance are consistent with its purpose. During the life of insured, any cash value 

accumulation is on a tax-deferred basis so that there are generally no income-tax consequences to the 

policy owner. When the insured dies, the life insurance proceeds are generally paid federal income-tax 

free to the policy beneficiary.  

What is Wealth Transfer Planning?  

Wealth transfer planning positions assets that will not be needed during one’s lifetime for 

efficient transfer to the next generation. An effective strategy transfers wealth to heirs in a 

financially sound and, in some cases, tax-advantaged manner.  

Who Needs a Wealth Transfer Strategy?  

Most anyone should be concerned with wealth transfer on some level. A common 

misconception is that wealth transfer strategies are only for the wealthy. While the wealthy may 

require sophisticated estate planning, a wealth transfer strategy is beneficial to everyone who 

has assets that will be transferred upon death. Depending on a person’s age, family status and 

asset mix, the wealth transfer process may be as simple as repositioning assets and 

establishing a will, or as complex as establishing trusts and involving other tax-reducing 

strategies.  

2022 ESTATE AND GIFT TAX RATES 

The top tax rate applicable to estates and lifetime gifts will be subject to a maximum tax rate of 40%. 
The Lifetime Exclusion and Gift Tax Exclusion noted below is per individual if U.S Citizen. 
 

Estate Tax Lifetime Exclusion 
Amount 

Federal Credit Annual Gift Tax Exclusion 

2022 $12,060,000 $4,769,800 $16,000 
 

Other Estate and Gift Planning Items 

 2022 

Annual gift tax exclusion $16,000 

Annual gift tax exclusion for non-U.S. citizen spouses $164,000 

Generation-skipping tax (GST) exemption $12,060,000 
 

QUALIFIED PLANS 

 2021 2022 

Maximum elective deferral to retirement plans, e.g., 401(k), 403(b) and 
457 plans, and SARSEP(s) 

$19,500 $20,500 

 

TRADITIONAL AND ROTH IRAS 

Contribution Limits: 

 2022 

Regular $6,000 

Catch-Up** $1,000 
**Only taxpayers age 50 and over are eligible to make catch-up contributions.   
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Gift Taxes 

To prevent people from avoiding the federal estate tax by giving away all their 

assets, the federal government imposes a gift tax. There are two significant 

exceptions to the gift tax.  

• GIFT-TAX EXCLUSION 

The annual gift-tax exclusion allows every U.S. citizen or resident alien to 

give away $16,000* per person, per year. To be eligible for this annual 

exclusion, the gift must be of a present interest. Present interest gifts can be 

made with any type of transferable property, including cash or stock. For 

various reasons, many people choose to make present interest gifts in trust, 

rather than outright to the recipient. Special Trust powers, known as 

“Crummey powers,” may allow gifts to be made in trust to qualify for the 

annual exclusion.  

 

• APPLICABLE EXCLUSION AMOUNT 

In 2022 the federal estate, gift and generation-skipping transfer 

(“GST”) tax exemption amounts will increase to $12,060,000 for 

individuals and $24,120,000 for married couples. These exemption 

amounts are scheduled to increase with inflation each year until 2026. 

On January 1, 2026, the exemption amounts are scheduled to revert to 

the 2017 levels, adjusted for inflation. The adjusted exemption 

accounting for inflation in 2026 is projected to be between $6 and $7 

million. Additionally, the current maximum gift and estate tax rate of 

40% will increase to 45% in 2026 

Irrevocable Life Insurance Trust for Wealth Transfer 

When estate taxes are not a concern, commonly one spouse is the owner and 

beneficiary of a life insurance policy on the life of the other spouse. However, 

when estate taxes are a concern, life insurance is typically owned by a third-

party, such as a trust. Properly structured third-party ownership is important 

because it prevents the life insurance proceeds from being included in the 

insured’s estate, thus the proceeds avoid federal estate tax.  

The Importance of an ILIT 

An Irrevocable Life Insurance Trust (ILIT) is often the preferred third-party owner. An ILIT is a specially 

drafted irrevocable trust designed to hold a life insurance policy. Among other things, its irrevocable 

nature prevents the policy proceeds from being included in the value of the insured’s estate. Other non-

tax benefits include:  

• The ability to permanently assert control by associating limitations or incentives on trust distributions 

• Asset protection for the beneficiaries  

• The ability to use one policy to benefit multiple beneficiaries 

Establishing an ILIT  

It’s important that an adequate amount be gifted to the trust for it to pay the life insurance premiums. In 

most cases, proper trust drafting will allow the premium gifts to qualify for the annual gift-tax exclusion. In 

cases where the premium exceeds the available annual exclusions, some of the client’s lifetime gift tax 

exemption may be used. Otherwise, gift-tax consequences may apply.  

The unified nature of 

the estate and gift-tax 

exemptions is 

intended to reduce or 

eliminate the benefit of 

lifetime gifts when 

compared to transfers 

at death. However, 

there is still a 

significant benefit to 

making lifetime gifts 

because any 

appreciated value 

after the date of the 

gift is excluded from 

the estate of the 

person who made the 

gift. For this reason, 

people typically plan 

to maximize the use of 

their lifetime 

exemption by making 

gifts of property that is 

likely to appreciate 

significantly.  

WHY GIFTING 
MATTERS 
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Grantor Trusts 

Introduction 
To understand the benefits of a sale or loan to a grantor trust, requires first to understand what a 
grantor trust is and how it is different from a non-grantor trust. Though grantor trusts can be 
revocable and irrevocable, we are focusing on irrevocable trust. 
 

Creating a trust as a grantor or non-grantor trust 
At inception, an irrevocable trust is created as either a grantor or non-grantor trust. Grantor trust 
rules were enacted by the IRS to prevent the use of trusts to shift taxable income from high-
income taxpayers (parents) to lower-income taxpayers (children). A grantor trust is created by 
ADDING special provisions to the trust in accordance with the grantor trust rules, Internal 
Revenue Code (IRC) §§ 671-679. These provisions make the grantor the owner of the trust and 
therefore personally responsible for all the items of income, whether or not the income and/or 
principal is distributed to the grantor. 
 

Many irrevocable life insurance trusts may be grantor trust 
Under IRC § 677, if the trust uses (or may use) trust income to pay life insurance premiums on 
the life of the grantor or the grantor’s spouse, then the trust will be considered a grantor trust. It is 
generally advisable to draft “more than one” grantor trust provision into an irrevocable trust, 
especially if significant assets will be in involved.  
 

The term “Intentionally Defective” 
The term “intentionally defective” is used because the trust is specifically designed to violate one 
of the grantor trust rules, so income from the trust will be taxed to the grantor. An intentionally 
defective grantor trust (IDGT) is a useful estate planning tool if you want to reduce your gross 
estate, and want the trust income to be taxed to you rather than to the trust beneficiaries, thus 
transferring more wealth to the trust beneficiaries.  
 

Income taxation of grantor trusts 
A grantor trust is considered the same as the grantor for income purposes. All income within the 
grantor trust is taxed to the grantor, though all taxable income is maintained as the property of the 
trust. Selling an appreciated asset to a grantor trust and carrying back a loan has unique tax 
consequences. The sale and the interest to “one’s self” are nontaxable. Also, the basis in the 
assets are stepped up because of the asset purchase, except for any discounts taken. If the trust 
should stop being a grantor trust prior to the grantor’s death, the capital gains will all potentially 
become taxable to the grantor.  
 

Grantor trust characteristics 

• Can remove property from grantor’s estate, if drafted appropriately and irrevocable 

• Trust income (from external investments) WILL BE taxable to the grantor.  

• Sale of assets to the trust, by the grantor, WILL NOT incur capital gains to the grantor.  

• Interest received on grantor loans to the grantor trust WILL NOT be income taxable to the 
grantor.  

• The grantor trust obtains a step up in basis, since the transfer is treated as a sale rather 
than a gift.  
 

How can taxable income from a grantor trust be included while the trust corpus is excluded?  
Even though the grantor is treated as the owner of the grantor trust for income purposes, he or 
she is not necessarily treated as the owner for estate tax purposes. Estate inclusion depends on 
the “estate tax” code provisions. These two tax codes (income and estate) are separate from one 
another and as a result create these unique wealth transfer opportunities. 
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Irrevocable Life Insurance Trust 

An ILIT is designed to hold life insurance and pass the death benefit on to the 

trust beneficiaries in the most tax-efficient manner. To accomplish its purpose, 

the ILIT must be both the owner and beneficiary of the policy. The life insurance 

premiums are typically paid with gifts made to the trust from the creators of the 

trust. In many situations, gifts made to an ILIT will qualify for the annual gift-tax 

exclusion so that there are no adverse gift-tax consequences associated with the 

gifts to the trust.  

Upon the death of the insured, the trust will collect the life insurance death 

benefit proceeds and distribute or hold them according to the trust document. 

The life insurance proceeds are generally received income tax-free by the trust, 

and, assuming the trust is properly drafted and administered, the life insurance 

proceeds will also be outside the estate of the insureds.  

  

 

 

• Ages: All 
 

• Need for the life 
insurance death 
benefit 

 

• Any individual or 
couple that has a 
potential estate tax 
liability 

 

• Any individual or 
couple with large 
amounts of assets 

 

• Individuals looking 
to benefit multiple 
people with one 
policy  

 

• Insurable 
 

PROFILE 

HOW IT WORKS: 

1. Your attorney drafts an ILIT. 

2. The trust purchases life insurance on your life with dollars you gift to the trust.  

3. Upon death, the life insurance death benefit will be paid federal income and 

estate tax-free to the trust.  

4. ILIT distributes assets to trust beneficiaries according to the trust document.  

*There may be federal gift tax consequences associated with the funding of an 

Irrevocable Life Insurance Trust.  



Permanent Life 
Insurance Policy

Irrevocable Life 
Insurance Trust 

ILIT purchases policy 
on your life

Your attorney drafts 
trust and you gift 
premium to trust*

Upon death, policy 
pays death benefit 
to ILIT federal 
income and estate 
tax-free

ILIT distributes proceeds 
to trust beneficiaries

1

2 3

4
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Credit Shelter Trust with Life Insurance 

A properly designed Credit Shelter Trust strategy helps ensure that both 

spouses’ applicable exclusion amounts are fully utilized. The Strategy is 

accomplished by transferring into the trust an amount equal to the applicable 

exclusion amount upon the death of the first spouse. The Credit Shelter Trust 

(CST) – also called a B-Trust or a Exemption Trust- usually provides that the 

surviving spouse shall receive all the income from the trust at least annually and 

the children will receive the principal of the trust upon the death of the surviving 

spouse.  

As a result of this common estate planning technique, many wealthy widows or 

widowers end up as the beneficiary of a Credit Shelter Trust. In many cases the 

trust was set up for the sole purpose of reducing the estate-tax exposure of the 

combined estate. The surviving spouse receives income payments from the trust 

but may not actually need those income payments to support his or her standard 

of living.  

If the surviving spouse does not need the income from the credit shelter trust 

and would like to potentially help increase the amount of wealth passing to the 

other trust beneficiaries, the surviving spouse can allow the trustee to purchase 

life insurance on his or her life within the trust. This strategy may provide a 

number of potential benefits, including:  

• “Step-up” cost basis on the life insurance death proceeds because of the tax-

free   receipt of the life insurance death benefit by the trust* 

 

• Any tax-deferred accumulation of policy values should not generate any 

income, or income tax, for the surviving spouse.  

*Not all credit shelter trust can purchase life insurance on the surviving spouse. As with all 

tax and legal matters, clients interested in this strategy should consult their own tax or 

legal advisor.  

 

 

 

 

 

 

• Widow or widower 
age 85 or younger 
who is a beneficiary 
of a credit shelter 
trust 

 

• Wants to pass as 
much wealth as 
possible to trust 
beneficiaries 

  

• Surviving spouse 
does not need the 
income being 
distributed from the 
credit shelter trust 

 

• Would like to 
receive a “step-up” 
in cost basis on the 
life insurance death 
proceeds within the 
trust at his or her 
death 

 

PROFILE 

HOW IT WORKS: 

1. Surviving spouse has attorney review trust document to determine if trustee 

can purchase life insurance within the credit shelter trust.  

2. Surviving spouse resigns from trustee position (if applicable).  

3. Trustee purchases life insurance on life of surviving spouse.  

4. Upon the death of surviving spouse, the trust receives the insurance death 

benefit federally income and estate tax free.  

5. Trustee distributes assets per trust document.  



Attorney Review

Credit Shelter Trust

Surviving spouse 
resigns trustee 
position

Trustee distributes 
assets per trust 
document

Upon death of surviving 
spouse, trust receives 
insurance death benefit3Trustee purchases life 

insurance on surviving 
spouse

5

1

4

2



 

Page |8  

Single Life Access Trust 

A Single Life Access Trust is a specially drafted ILIT for couples. It is designed to 

keep life insurance proceeds outside the estate and still allow indirect access to 

the account value of the life insurance policy to one partner through an 

independent, third-party trustee.  

Under this strategy one insured, the grantor, makes annual exclusion gifts to the 

trust. The trustee uses the gifts to purchase a Single Life insurance policy. The 

second insured, or non-grantor, also with any children, are beneficiaries of the 

trust. Under the terms of the trust document, the trustee may make discretionary 

distributions of the trust income and/or principal to any of the trust beneficiaries, 

including the non-grantor spouse. 

When properly structured, a Single Life Access Trust allows for people to take 

advantage of a federal estate tax-free death benefit while allowing one insured 

indirect access through the trustee to the life insurance cash values through 

policy loans and withdrawals.   

Both loans and withdrawals from a permanent life insurance policy may be 

subject to penalties and fees and, along with any accrued loan interest, will 

reduce the policy’s Account Value and Death Benefit. 

Using the annual gift tax exclusion amount, the grantor spouse may gift up to 

$16,000 annually per beneficiary of the trust (excluding the non-grantor spouse 

beneficiary) without federal gift tax consequences. The non-grantor spouse must 

not make any gifts to the trust because any gifts by the non-grantor could result 

in estate-tax inclusion. Even though the non-grantor spouse cannot make any 

direct or indirect gifts to the trust, he or she may still be able to consent to gift 

splitting, allowing the grantor spouse to double his or her gifting amount to 

$32,000 per beneficiary, per year. Clients should consider how future life 

insurance premiums would be paid if the grantor spouse dies first, since the non-

grantor spouse cannot make gifts to the trust.  

*A gift tax return will need to be filed by both spouses if they elect to split gifts in excess of 

the annual exclusion amount. A question remains whether or not the mere filing of a gift 

tax return makes the non-grantor spouse a grantor. There may be estate tax 

consequences if the filing of a gift tax return does make the non-grantor spouse a grantor.  

 

 

 

 

• Couples who are 
insurable and need 
life insurance 
protection 

 

• Understand the 
benefits of adding 
life insurance to a 
wealth transfer plan  

 

• Want one spouse to 
have some ability to 
indirectly access 
cash values of the 
life insurance, but 
also want the 
proceeds excluded 
from their estates 

 

PROFILE 



HOW IT WORKS:

1. One spouse, the grantor spouse, makes gifts of cash to an ILIT drafted as a Single Life Access 
Trust (SAT). 

2. The third party trustee of SAT purchases a life insurance policy with the gifted cash.
3. During the lifetime of the insureds, the trustee may make discretionary distributions of the 

policy’s cash value through loans and withdraws to either the non-grantor spouse or the 
children.* 

4. Upon the death of insured, the trust collects the life insurance death benefits proceeds 
federal income and the estate tax-free.

5. Trustee distributes assets per trust document. 

*Both loans and withdrawals from a permanent life insurance policy may be subject to penalties 
and fees and, along with any accrued loan interest, will reduce the policy’s Account Value and 
Death Benefit. Depending upon the performance of a VUL policy’s investment choices, the 
Account Value may be worth more or less than the original amount invested in the policy. 
Assuming a policy is not a Modified Endowment Contract (MED), loans are free from current 
federal taxation and withdrawals are taxed only to the extent that they exceed the policyowner’s
cost basis in the policy. Distributions from MECs are subject to federal income tax to the extent of 
the gain in the policy and taxable distributions are subject to a 10% additional tax prior to age 59 
½, with certain exceptions. 

Access Trust with Independent Trustee 

Buys Life Insurance1 2

3 4

5

Insured Gifts $

Upon death of 

insured, trust 

collects life 

insurance death 

benefit
Trustee 

distributes assetsAnd/or

Indirect access 

to cash values 

and death 

benefit through 

trustee 
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Dynasty Trust Planning  

The generation-skipping transfer tax is assessed on transfers of property to a 

generation two or more removed from the transferor. Its purpose is to prevent 

people from avoiding the estate tax at any particular generational level by simply 

skipping over that generation in favor of more remote ones. Like the estate and 

gift tax, people are also allowed an exemption from the generation-skipping tax. 

The exemption amount is equal to the estate-tax exemption amount.  

A Dynasty Trust is an irrevocable trust designed to last for many generations. 

The key to an effective Dynasty Trust is to increase the use of the generation 

skipping transfer (GST) tax exemptions while still complying with the estate and 

gift-tax rules. Life insurance is often a preferred funding vehicle for a Dynasty 

Trust because:  

• It is designed to help increase wealth transfer  

• It provides for tax-deferred accumulation 

• The death benefit provides an effective "step-up" in basis upon the death of 

 the insured(s) 

The effective step-up occurs because the death benefits are paid federally 

income-tax free to the trust. By funding a Dynasty Trust with life insurance, you 

can potentially increase the amount of wealth transferred to future generations, 

estate and generation-skipping transfer-tax free. 

The Rule Against Perpetuities 

Whenever discussing the possibility of a trust lasting into perpetuity (forever), the 

Rule Against Perpetuities must be discussed. The Rule Against Perpetuities is a 

common law rule that provides that no interest in property is valid unless the 

interest vests no later than 21 years after the life or lives in being when the 

interest is created. This rule is very complex and a full explanation is beyond the 

scope of this brochure. What you need to remember is that there are state laws 

that limit the amount of time that a trust can last. 

 

 

 

• Wealthy families 
where wealth will 
ultimately be 
passed to multiple 
generations 

 

• Want to remove 
large amounts of 
wealth from the 
estate tax system 

 

• Want to create a 
“family dynasty” 

 

• Want to provide 
income for the next 
generations, 
including children 
and grandchildren 

 

• Interested in 
creditor protection 
(Creditor protection 
is for the trust 
beneficiaries 
because they do 
not generally have 
outright 
ownership.)  

 

PROFILE 



HOW IT WORKS:

1. Grandparents create a Dynasty Trust; they gift money to the trust and allocate their 
appropriate generation-skipping tax exemptions to the gifts.*

2. Dynasty Trust purchases life insurance on the lives of the grandparents.
3. Death benefits are paid to trust upon deaths of grandparents. 
4. Trust makes distributions of income and principal to children and/or grandchildren and/or 

more remote generations for as long as possible under applicable state law. 

*There may be federal gift tax consequences associated with the funding of a Dynasty Trust.  

Dynasty Trusts for Benefit of All 

Future Generations
Insurance 

Company1
2

3

4
Income to children and/or grandchildren 

and/or more remote generations

Premium payments

Death benefits upon 

death of insured(s)

Allocate appropriate 

generation–skipping 

transfer tax exemption 

amounts

Grandparents 

create Dynasty 

Trust, gifting 

money to the 

trust
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Self-Cancelling Installment Note (SCIN) 

This strategy could fit if:  

• You want to sell the business to children or other family members 

• You have confidence in the buyer’s ability to run the company profitably.  

• The buyer does not have sufficient resources to buy the company outright or 

      obtain bank or other financing.  

• The business will have sufficient cash flow so that the buyer can pay taxes,  

      make note payments to you, and still make a reasonable return on the  

      business for himself or herself.  

• You are willing to cancel the note if you die before the end of a stated term.  

      (The advantage is that your taxable estate is reduced because the note has  

      no value in the event of your death.) 

• This works best (for estate tax purposes) if you die before the note is fully  

      paid. It may be something to consider for an individual in poor health.  

This strategy may not fit if:  

• You have doubts about the buyer’s ability to run the company profitably.  

• The business’ cash flow is insufficient or varies greatly from year to year.  

• You want to distribute your estate equally among children, some of whom  

      are not involved in the business. (When SCIN is used, heirs other than the  

      buyer get no value from the note.)  

• You do not need to be concerned about federal estate tax.  

What else should you consider?  

• The biggest attraction of this strategy is for estate tax planning – you can  

      transfer the business (which is worth a lot in your taxable estate) for the   

      note (which, because of the cancellation feature, will never have an unpaid  

      balance to be included in your taxable estate).  

• Would you be better off selling to a buyer with greater financial resources?  

• A “bargain sale” to a family member creates a gift, with possible gift tax  

     consequences. You must sell at a fair market value, and use market interest     

     rates, in order to avoid gift tax consequences.  

• You must sell at a premium price or with an interest rate premium to fairly  

      reflect the risk that the note may not be paid in full. The “trade-off” for getting  

      estate tax benefits is the buyer having to make larger payments.  

• Buyer’s ability to deduct interest is subject to investment interest deduction  

      limits.  

• The sale must comply with IRS rules to get installment sale treatment –  

      otherwise gain will not be deferred.  

• Capital gain on the sale is recognized over the term of the note, in a similar  

      manner to an installment sale. However, if you die during the term of the      

      SCIN, any remaining capital gain must be included in your final individual  

      income tax return. The related capital gain tax will be paid by your estate.  

 

 

How is this strategy 
implemented? 
 

• This is an advanced 
technique. Work 
closely with your 
attorney and CPA 
and be sure you 
understand all of 
the income tax, gift 
tax, and estate tax 
implications. 

 

• Work with your 
CPA and other 
qualified 
professionals to 
value your 
business. 

 

• Your attorney can 
prepare necessary 
documentation for 
the sale, security 
agreements, etc. 

 

• As a part of the 
sale, consider 
requiring life 
insurance on the 
buyer to secure 
payment of the 
note, in the event 
the buyer dies 
before you. 
 
 

PROFILE 



How does it work?

Self-Cancelling Installment Note (SCIN)

This technique is similar to an installment sale, but with a twist in how the note is 
structured.

• You sell stock to a buyer-usually a child or other family member.

• Buyer executes a note, which includes a “self-cancelling” feature – that is, the 
obligation to make payments ends in event of your death.

• Buyer receives cash flow from business and pays taxes on business income.

• Buyer uses after-tax cash flow from the business to make note payments to you.

• Seller will have capital gain plus interest income.

This example is hypothetical and is provided for informational purposes only
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Charitable Remainder Trust 

A Charitable Remainder Trust (CRT) is a split-interest trust with both a charitable 

and a non-charitable beneficiary. Through the use of a CRT, people can benefit 

themselves and their favorite charity. The individual benefits are typically through 

an income-tax deduction, the size of which depends on that portion of the trust 

that will benefit the charity and whether an income stream is provided for either a 

set number of years or for the rest of the person's life. At the end of the specified 

term, or when the client dies, the remaining balance in the CRT passes to the 

charity. 

In most instances, people choose to give highly appreciated assets to CRTs 

since tax laws allow for them to receive an income-tax deduction on the property 

that is contributed, based on the full, appreciated value, even though the 

appreciation has not yet been recognized. Once the asset has been contributed 

to the CRT, the trustee will typically sell it. Since the CRT is a tax-exempt entity, 

no income tax will be due upon the sale. In some cases, the tax-free nature of 

the sale helps increase the income stream because, depending on how the trust 

is designed, the income stream may be based on a percentage of the trust 

assets.  

Because the remaining balance of the CRT will eventually pass to a charity and 

not heirs, many choose to purchase life insurance inside a Wealth Replacement 

Trust (WRT) to replace the value of the assets given to the charity at death. A 

WRT is an irrevocable trust designed to hold a life insurance policy outside the 

estate of the insured(s). There may be federal gift-tax consequences associated 

with the funding of a trust. By combining a CRT with life insurance in a WRT, 

clients may be able to leave a significant amount to their favorite charity and still 

transfer wealth to their heirs. 

 

 

 

 

• Generally age 50+ 
insurable 
 

• Charitably inclined 
 

• Has appreciated 
capital gain assets 

 

• In need of an 
income tax 
deduction  

 

• Looking for 
additional income   

PROFILE 



At the client’s 

death, balance of 

trust assets passes 

to charity

HOW IT WORKS:

1. You irrevocably gift assets (usually highly appreciated) to a charitable remainder trust. The donor is 
entitled to an immediate federal income-tax deduction for the present value of the remainder gift.
(Any unused federal income tax deduction not deducted in the current year, may be carried over 
for a maximum of five additional years.)

2. The trustee typically sells the assets and reinvests them. Since the CRT is a tax-exempt trust, no 
taxes are due upon the sale. The trust then pays the income beneficiary (usually the donor) a fixed 
payment or fixed percentage of the value of trust assets for life or term of years.

3. The income beneficiary uses part of the after-tax income stream to make premium gifts to a wealth 
replacement trust (WRT). The WRT purchases life insurance designed to replace the value of the 
assets for the children.*

4. Upon death, the life insurance death benefit is paid to the WRT and subsequently makes 
distributions to beneficiaries per the trust document.

5. At the same time, the charity receives the balance remaining in the CRT.

*There may be federal gift tax consequences associated with the funding of a Wealth Replacement 
Trust.

Wealth Replacement Trust

Client uses part of 

after-tax trust 

income to fund a 

WRT*

Client uses part of 

after-tax trust 

income to fund a 

WRT*

Charity

Client contributes 

highly appreciated 

assets to a CRT and 

receives an income 

tax deduction for 

remainder value

Client receives 

income from trust

Charitable 

Remainder 

Trust

1

2

5

3 4
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Sale to Intentionally Defective Irrevocable Grantor 

Trust  

In some cases, single-asset estate planning is not appropriate. People with very 

high net worth often require more sophisticated estate planning and wealth 

transfer techniques. One popular strategy for high net worth people is to sell 

assets to an Intentionally Defective Irrevocable Grantor Trust (IDIGT) in order to 

remove as much appreciation as possible from their estates. Simply stated, an 

IDIGT is one that is ignored for income tax purposes but valid for estate- and 

gift-tax purposes. When properly structured, transactions, such as sales, 

between the trust and the grantor, will be ignored for income-tax purposes. With 

the help of an attorney, you can create an IDIGT and seed the trust with an initial 

contribution (typically about 10% of the value of the property that will 

subsequently be sold to the trust). 

After the trust is seeded, you may sell assets (often, income- producing 

discounted assets based on a qualified appraisal, such as limited partnership 

interests or non-voting S Corp stock) to the trust for an interest-only note with a 

balloon payment after a specified duration. Because the trust is ignored for 

income tax purposes, the seller does not recognize any gains on the sale. The 

trustee then uses the income from the assets to pay the interest on the note, 

which is typically set at the appropriate applicable federal rate for the term of the 

loan. All income in excess of the amount payable under the note remains an 

asset of the trust and outside the estate of the grantor. 

The note sale can be a powerful technique for gift tax leveraging because the 

only taxable gift is the seed money. Since the gift of the seed money is typically 

less than the client's available gift tax and generation-skipping transfer tax 

exemptions, it is an excellent way to leverage both the generation-skipping tax 

exemption and lifetime gift tax exemption. 

Typically, life insurance is purchased with some of the excess income retained 

by the trust. Life insurance provides a means of making the balloon payment on 

the note if the insured/seller dies before the note is fully repaid by the trust. Also, 

the life insurance can help increase the amount of wealth transfer possible by 

providing income tax-deferred accumulation and a federal income-tax free death 

benefit. 

 

 

• High net worth 
 

• Interested in 
generation-skipping 
tax planning 

 

• Looking to enhance 
value of wealth that 
passes to multiple 
generations  

 

• Has income-
producing assets 

 

• Expects assets to 
appreciate 
significantly     

PROFILE 



HOW IT WORKS:

1. You create an ILIT which is drafted as an Intentionally Defective Irrevocable Grantor Trust 
(IDIGT).

2. You make an initial gift of seed money to the trust (typically about 10% of the anticipated 
sale).*

3. You sell appreciating assets, such as limited partnership interests, to the trust for a note.
4. Trust uses income from the Family Limited Partnership interests it purchased to pay the 

interest due on the note to you.
5. Excess income is used by the trustee to purchase a life insurance policy for wealth transfer and 

to ensure the trust has enough assets to pay off the note in the event of a premature death.

Intentionally Defective 

Irrevocable Grantor Trust 

(with ability to purchase life 

insurance and possible 

generation-skipping transfer 

tax provision)

2

3

4

1

5

Note sale of limited 

partnership interests

Note interest payments 

Client makes gift of seed money* 

Buys life insurance to pay off 

loan to client at death and to 

help increase wealth transfer 
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Life Insurance & Wealth Transfer Reviews 

Why Your Coverage May Need a Checkup 

Many individuals have already incorporated life 

insurance into their wealth transfer planning. 

Just as tax laws may change so do individual 

needs and policy benefits. It’s been said the only 

constant in life is change.  

Due to changes in your life and in the insurance 

products available, it’s critical to regularly review 

your insurance coverage. Is it keeping up with 

your life?  

As with any asset in your financial portfolio a 

regular insurance review can help to make sure 

your prior planning is on track with your current 

financial needs. When it comes to helping 

protect our financial lives, it usually boils down to 

two basic, but vital, questions: 

How Much Should I Have? 

When it comes to the amount of coverage 

needed to help protect your financial goals, the 

"right” answer is unique to you. Factors such as 

age, dependents, and what you intend your life 

insurance to do need to be carefully reviewed. It 

is important to understand that the amount may 

change over time and when major life events 

occur, making a regular review critical. 

What Type Do I Need? 

When it comes to life insurance, there is no "one 

size fits all.” Insurance companies offer a variety 

of products to help individuals meet their diverse 

needs. Consider which of your insurance needs 

are ongoing and which are temporary. A 

comprehensive review can help determine 

whether you should consider a blend of 

temporary and permanent policies. The question 

usually should be “what types of insurance” not 

“what type.” 

 

 

 

 

Are Your Policies Doing What You Need 

Them To? 

Your Financial Advisor can help review all of 

your existing policies, regardless of where you 

purchased them. This holistic approach will 

typically include a review of key items, such as:  

Amount— One of the most important items to 
review. Will the benefits be enough when your 
loved ones need them most? 
 
Cost— Know how your insurance premiums 
compare to current rates. Are yours still 
competitive? 
 
Beneficiaries — Goals tend to change with 
family structure. Help ensure your policies will 
provide a legacy to those whom you intend. 
 

Titling— How your policies are titled can make 

significant differences when it comes to taxes. 

How are 

yours titled? 

Performance— Interest rates and market 
performance can affect the health of your cash 
value polices. Have your policies performed as 
expected? 
 

Additional benefits — Protection needs 

change over time. New features, such as long-

term care riders, may help you get more from 

your life insurance policies  
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Estate Planning With Intra-Family Loans and Notes 

Making private loans in trust to family members 
Private loans have become popular with the historical decrease in interest 
rates. With record low rates, family wealth can now be accomplished with less 
capital and cost [or] the same capital can transfer more wealth. It is important 
that the appropriate documentation and collateral is created and maintained 
throughout the term of any private loan.  

 
Applicable Federal Rates (AFR) 

Interest rates are set monthly by Treasury and depend on the term of the loan.  
Short-term: 1-3 years; Mid-term: 3+ to 9 years; Long term: Greater than 9 
years 

 
Demand loans vs. term loans 

Demand loans are variable rate loans based on the short-term AFR rate and 
fluctuate monthly.  
Term loans are fixed for the loan term and are based on the short, mid or long 
term rates at date of issue.  

 
Valuing term loans in periods of rising interest rates.  

Term loans can also have a wealth transfer opportunity based on their value 
at time of death. The subsequent rise in interest rates can have a 
“discounting” impact on the valuation of the outstanding note at death.  

 

 

 

Uses of intra-family 
loans and notes 
include: 

 

• Loans to children 
with significant net 
worth; 
 

• Loans to children 
without significant 
net worth;    
  

• Non-recourse loans 
to children or to 
trusts 
 

• Loans to grantor 
trust; 
 

• Sales to children or 
grantor trust for a 
note;  
 

• Loans between 
related trusts 
 

• Loans to an estate; 
 

• Loans to trust 
involving life 
insurance 
(including split 
dollar and financed 
premium plans); 

PROFILE 



HOW DOES THE 
PRIVATE LOAN IN TRUST WORK?

The grantor creates an irrevocable trust for the benefit of his or her descendants.  The trust is 
designed specifically as a grantor or non grantor trust in accordance with IRC §§ 671-679.  If a 
grantor trust, he or she will own the trust assets (and taxation of income thereon) for income tax 
purposes, but may not for estate tax purposes.  If a non grantor trust, income will be taxed to the 
trust or the beneficiaries, if distributed out to the trust beneficiaries.  

The Grantor trust rules pass all taxable income to the grantor, leaving the trust with excess cash to 
continue to pay life insurance premiums, loan interest and potentially amortize the loan principal.  
Loans can be structured on an interest only basis.  Generally it is important to amortize the loan as 
soon as possible to not only provide additional cash-flow to the grantor, but to eliminate the 
potential tax consequences if the loan is not fully paid off be for the grantor’s death.

The interest rate on the term note is fixed for the entire note term and the lowest rate allowed 
under tax law.  Generally the notes will be designed as 9 years term notes to be use with the mid-
term AFR, though a longer period could be used with the long-term AFR rate.

Loan Premium

Death 
Benefit

IDGT
Income
Taxes

Distributions

Transfer/Gift of Discounted 
Non-Managing LLC Interests 
+Seed Gift
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Grantor Trusts 

 

OUTSTANDING TERM NOTES AT DEATH 

Income tax effect of outstanding term notes at death: a much debated topic.  

• Is gain triggered at the death of the grantor? 

• Is gain recognition deferred under IRC § 453 until the debt is paid after the grantor’s sellers 

death? 

• Is there Income in Respect of a Decedent (IRD) for the recipient of the payments after the 

grantor’s death? 

• Does the note get a basis step-up?  

 

Many theories exist concerning unpaid notes at death, but no real answers. 

• Solution 1: don’t die with the note outstanding; plan for the note term that maximizes the 

possibility of payoff. It is clear that if the grantor dies with the note outstanding, the balance of the 

note and any accrued interest will be included in the grantor’s estate; and when the grantor dies, 

the IDGT ceases to be a grantor trust. What is not clear is what income tax consequences of the 

grantor’s death are. There are several theories from “no taxation” to gain based on the 

outstanding note balance at the date of death.  

• Solution 2: Life insurance. Use a portion of the income generated by the trust assets to pay 

premiums for a life insurance policy on the grantor’s life. At the Grantor’s death, use the death 

benefit proceeds to pay off the note, or to offset any estate and income tax costs.  

 

SALE OF TRUST PROPERTY TO A THIRD PARTY DURING GRANTOR’S LIFE 

Grantor tax basis vs trust basis differs  

Though there is no capital gain recognized between the grantor and a grantor trust, the trusts basis in the 

assets vary. If the trust “purchases” the assets from the grantor or if the assets are gifted, their basis 

would be the same, as gifts have a carryover basis, unless the FMV is below the transferor’s basis at the 

time of the gift. If the FMV is below the transferor’s basis at the time of the gift, the basis would be the 

FMV of the property.  

 

If the trust should ever sell the assets to a third party during the grantor’s life, the grantor would in 

essence be selling the property to the third party and the grantor’s full capital gain would be recognized 

by the grantor.  

 

If the trust is a non-grantor trust, the initial sale by the grantor to the trust would trigger grantor capital 

gains. If in the future, the trust sells the asset to a third party, the grantor will have no impact, but the trust 

will recognize its gain on the sale at the trust level.  

 

Caution 

Grantor trust strategies are complex tax planning techniques that may not be appropriate for all persons 

and should only be entered into with the advice of competent legal counsel.  
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Transfer Tax Basics for Non-Citizens 
 

WEALTH TRANSFER 

Creating an estate strategy can be a relatively complex process in any situation, but the process 
becomes even more complex when it involves a non-citizen. The information that follows is intended 
as a general summary of the estate and gift tax rules for estates of non-citizen residents and non-
residents. Treaty agreements between the United States and the non-citizen’s home country may 
alter or replace the general rules discussed in this article.  

THE SIGNIFICANCE OF PROPERTY SITUS 

If a non-citizen is a resident of the United States (U.S.), the U.S. transfer tax rules apply to his or her 
worldwide assets. In contrast, property of a non-resident is subject to the U.S. transfer of tax rules 
only if it has a situs in the U.S. The application of the situs rules depends on the type of property 
transferred and whether the transfer is for gift or estate tax purposes. The situs rules are summarized 
in the charts below.   
GENERAL OVERVIEW OF ESTATE AND GIFT SITUS RULES 

TYPE OF PROPERTY U.S. CITIZEN U.S. RESIDENT NON-RESIDENT ALIEN 

GIFT TAX Worldwide gifts 
subject to U.S. 
gift tax. 

Worldwide gifts 
subject to U.S. 
gift tax. 

Gifts of real and tangible personal U.S. 
situs property subject to U.S. gift tax. 
Gift of intangible U.S. situs property 
(e.g., stocks, certain deposits, and life 
insurance) and of non U.S. situs property 
not subject to U.S. gift tax.  

ESTATE TAX Worldwide 
property owned 
by a decedent 
subject to U.S. 
estate tax. 

Worldwide 
property owned 
by a decedent 
subject to U.S. 
estate tax. 

U.S. situs property owned by decedent 
subject to U.S. estate tax. 

GENERAL GIFT TAX SITUS GUIDELINES FOR NON-RESIDENT ALIENS BY TYPE OF PROPERTY 

TYPE OF PROPERTY INCLUDED IN THE TAXABLE ESTATE 
NOT INCLUDED IN THE TAXABLE 

ESTATE (OR EXCEPTIONS TO THE RULE) 

GENERAL RULE Real and tangible personal property 
with situs in U.S. at time of 
transfer.  

Property with no situs within the U.S., 
even if the gift is to a U.S. Citizen or 
resident. All intangible personal 
property, regardless of its situs. 

REAL PROPERTY Real property (e.g., land, buildings, 
fixtures, and improvements) 
located in the U.S. 

Real property outside the U.S. 

TANGIBLE PERSONAL 
PROPERTY  

Property physically in the U.S. 
NOTE: Cash/currency, whether in 
U.S. dollars or foreign currency, is 
treated as tangible property and 
will incur gift tax on gifts made 
within the U.S. 

Property outside the U.S. 

 



• Insurance Carriers can report (And Withhold) associated values 
with a surrender or other taxable distribution from a cash value 
policy.

• If the policy owner is a foreign person the carrier would likely 
request a Form W-8 at distribution if not already on file.  The 
W-8 provides the carrier information to determine if the policy 
owner has elected reduced treaty withholding.

• (If they do not provide Form W-8 of some type they are not 
eligible for reduced treaty withholding and 30% of the taxable 
amount would typically be withheld)

• (If they are an Entity and do not provide a W-8, the carrier may 
withhold 30% of the gross distribution) – Not just taxable 
amount.

Foreign National Tax Considerations with Insurance
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Trust Review Meetings 

Here are 10 good reasons you should schedule a trust review and what to look for: 
 

1. Check successor trustees. For many revocable trusts, the trust owner serves as the 
trustee with a spouse named as co-trustee. You should also have designated others to 
serve as successor trustees, so be sure those designations are still correct. You should 
also specify when you want successor trustees to step in- upon the death of the first 
spouse or after both of you are gone. 
 

2. Trustee removal by heirs. Have you provided your heirs with the ability to remove 
successor trustees? This should be considered and addressed specifically in your trust. 
 

3. Distribution of assets by co-trustee. Many trusts are created that provide the option 
for co-trustees- generally a surviving spouse- to change the distribution of assets in the 
trust at his or her discretion after the death of the trust owner. However, this could lead 
to family conflict in cases of a second marriage or if a surviving spouse remarries. 
 

4. Asset protection. Today, it is probably a wise move to ensure your trust continues 
during the lives of your children to protect assets from creditors or divorce. 
 

5. Funding the trust. You must be sure you have titled all the assets held in the trust in 
the name of the trust, not the original owner. This is called “funding the trust”, and if this 
is neglected, your trust is of little value. 
 

6. Check beneficiaries. Make sure the beneficiaries of your trust are coordinated with 
other beneficiary designations in your estate plan for retirement and investment 
accounts. 
 

7. Consider age-based distributions. Many trusts hold assets for children or 
grandchildren until they reach a certain age- usually 21. However, every family is 
different, so if you believe those distribution ages should change, you will need to update 
your trust. 
 

8. Retirement plan benefits. The best way to pass on retirement plan benefits is via a 
beneficiary designation form filed with the custodian of your retirement plan. However, 
some people choose to name a trust as beneficiary of retirement plan assets. In this 
case, your trust should have special provisions that allow annual required minimum 
distributions to be stretched out for as long as possible. The Supreme Court Ruled in 
2014 that non spouse beneficiaries of IRA’s are not exempt from creditors. Proper trust 
language can address this concern. 
 

9. Estate taxes. There were major changes to the estate tax laws not long ago. If you have 
not reviewed your trust since that time, it should be reviewed by an estate planning 
lawyer to be sure it is still current and complies with the new laws. 
 

10. Estate Distribution. Have you reviewed your trust to ensure assets to be transferred 
such as business interests, liquid and non-liquid assets are to be transferred in an equal 
or manner in which was intended.
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The Use of Life Insurance with or without a Federal Estate Tax 

As of June 2021 there are 17 states and D.C that have their own estate and inheritance taxes. 
Many states that currently do not have an estate or inheritance tax have discussed such 
legislation should the Federal Government eliminate estate taxes. If you are considering moving 
to avoid state death taxes, be sure to consider all the potential tax hits in the new state, 
including those that will pertain while you are still alive. 
 
If you decide to move to a lower-tax state, be sure to do what it takes to establish that you are 
no longer a legal resident of your old higher-tax state. Otherwise, your old state may claim that 
you still owe taxes back there. 
 
Another big difference is that inheritance taxes are paid by the person who inherits the money or 
property while estate taxes are paid by the deceased person’s estate before making 
distributions to heirs. 
 
The last big difference is that inheritance tax exemptions are zero or negligible. 
 

Planning techniques Life Insurance can add value: 

 
Estate equalization. When the affluent want to give equally to their children where illiquid 
assets are involved, such as businesses, farms etc. life insurance is a viable way to provide 
financial fairness. 

 
Paying for corporate benefits. Because life insurance has specific tax advantages, it has been 
and will continue to be a highly effective way for companies – including those owned by the 
extremely affluent – to pay for certain corporate benefits to owners and key employees. 

 
Protecting business owners. Ultra-wealthy business owners will continue to rely on life 
insurance for key person policies and funding buy/sell agreements. 

 
Obtaining loans. For a percentage of the ultra-wealthy, life insurance is part of the 
requirements for getting significant loans. 

 
Privacy and asset protection. Life insurance, depending on the jurisdiction, is a legally 
sanctioned way to ensure the privacy of the monies in the policy as well as protect those funds 
from unjust or frivolous lawsuits. 

 
Replacing assets donated to charity. Many philanthropically motivated wealthy individuals 
use life insurance going to their loved ones to replace the monetary value of their charitable 
gifts.  
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Business Succession Planning 

 
What is a Buy-Sell Agreement 
 
A legally binding contract that places certain restrictions on the transfer of stock by the owners 
of the business and requires certain actions on the occurrence of specified events. These 
events may include: death, disability, divorce, retirement at a specified age, insolvency or 
bankruptcy of an owner, a sale to a third party, the loss of a professional license, or even the 
desire to “walk away” at any time. 
 
Two Common Types of Buy-Sell Agreements 
 
Cross Purchase Agreement: If the remaining shareholders are to be the purchasers, the 
agreement is called a cross purchase. Upon the occurrence of the specified event, each 
remaining shareholder buys the agreed upon portion of the stock of the departing shareholder. 
The seller receives cash and or notes and the buyer(s) receives the stock in exchange. For 
example, at death the other shareholders would be required to purchase the deceased 
shareholders stock and the estate would be required to sell it at the price (or formula) specified 
in the agreement. 
 
Stock Redemption Agreement: If the corporation is to be the purchaser, the agreement is 
called a stock redemption (or entity purchase) plan. Upon the occurrence of the specified event, 
the corporation itself buys the agreed upon number of shares of the departing shareholder. The 
seller receives cash and or notes and the corporation receives the stock in exchange. 
 
Why Does the Buy-Sell Make Sense? 
 
The buy-sell can address many of the concerns of surviving shareholders and heirs of the 
departing shareholder. From the surviving shareholder viewpoint, the corporation is protected 
against inactive, uninformed, and potentially dissident outsiders who may cause conflict over 
how the business is managed as well as when and how benefits and salaries are to be 
received. Active shareholders can be assured they do not overpay for a business interest as 
well as protect themselves in their ongoing work and responsibilities in the business. 
A properly structured buy-sell will help establish the value of the stock and therefore avoid costly 
and aggravating IRS litigation with the surviving shareholders. 
 
From the viewpoint of the deceased shareholders heirs a binding and properly funded buy-sell 
agreement helps guarantee a market for an otherwise unmarketable asset. It assures the 
decedents heirs that they will receive a reasonable valued price for the stock or interest. This is 
especially important for heirs of decedents with a minority interest. After the agreement is 
executed their economic future is no longer tied to the financial success of the business. The 
pay out of buy-sell proceeds will reduce the pressure and need to liquidate other estate assets 
and provide liquidity to address other needs.  
 
Life Insurance and Disability Insurance can provide a guaranteed source of cash 
available immediately upon the death or disability of a shareholder. How much insurance 
should be purchased will vary by business need but proper planning should be taken to 
make sure benefits address current and future values. Many product options exist today 
that can offer business owners additional benefits and flexibly that did not exist before. 
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Grantor Retained Annuity Trust (GRAT)  

A Grantor Retained Annuity Trust (GRAT) is a tax efficient, well-established technique for 

transferring assets (Including business interests) to the next generation.  In a Grantor Retained 

Annuity Trust (GRAT) the grantor transfers an asset to an irrevocable trust in return for an 

annuity interest, typically for a term of years.  The annuity payment is a fixed amount based on 

percentage of the asset transferred and must be paid at least annually.  At the end of the term 

period, the remaining asset is distributed to the named beneficiary.  For gift tax purposes the 

value of the gift on the date of transfer is equal to the fair market value of the transferred asset 

minus the value of the retained annuity interest measured by using the IRS Sec. 7520 rate.  In 

order for a GRAT to be successful, the rate which the asset appreciates inside the GRAT, 

needs to be greater than the IRS assumed rate of growth (IRC SEC. 7520).  Should the grantor 

pass away during the term of the GRAT the property is brought back into their gross estate.  For 

this reason, it may be appropriate to acquire life insurance on the life of the grantor to provide 

liquidity for any estate tax liability resulting from the grantor’s death.  

 

 

 

 

Example 

Fair market Value of Contributed Asset: 

Income Earned by Trust: 

Growth Rate of Trust Principal: 

§7520 Rate: 

Payout Percentage: 

Trust Term: 

Results: 

     Taxable Gift: 

     Annual Income of Grantor: 

     Remainder Passing to Beneficiaries: 

 

$5,000,000 

3% 

3% 

1.4% 

10.786% 

10 Years 

 

$0 

$539,304 

$1,868,882 

 

In this example the grantor 

will not use up any of their 

lifetime gift tax exemption yet 

will be able to transfer 

$1,868,822 to their chosen 

beneficiaries; as long as the 

grantor survives the 10 year 

term of the trust.  100% of the 

asset transferred will be 

excluded from the grantor’s 

estate.  

 
 

Advantages 

➢ Remove future appreciation of an asset from the grantors estate. 
➢ Works well for assets that are expected to appreciate substantially over a short period of 

time. 
➢ The grantor pays any income taxes incurred by the trust, which provided a financial 

benefit to the remainder beneficiary without exposing the grantor to gift taxes. 
➢ Very effective wealth transfer technique when used in combination with asset 

discounting strategies such as family limited partnerships. 
The information provided is not written or intended as tax or legal advice and may not be relied on for purposes of avoiding any 
Federal tax penalties.  Individuals are encouraged to seek advice from their own tax or legal counsel.  This example is for illustration 
purposes only and is not meant to be represent the past or future returns of any specific investment strategy, or to imply guaranteed 
earnings.  

Grantor Beneficiaries 

Contribute Assets 

Annuity Payment 

Remaining Assets 

GRAT 
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Leveraging Tax Inefficient Assets 

Asset Protection+ is the concept of repositioning assets during your lifetime to 

help protect them from taxes and other transfer costs at death. This strategy 

may be employed for any type of asset, but is most often used with tax-deferred 

assets, such as qualified plan balances, IRAs and non-qualified, tax-deferred 

annuities that are not going to be utilized during life.  

Often, it makes sense to reposition these assets because they could possibly be 

subject to both estate tax at death and income tax upon withdrawal. The 

combined effect of these taxes can reduce the value in excess of 50%. Life 

insurance is often the ideal financial instrument in which to reposition assets 

because the death benefits are generally received federal income-tax free. The 

policy may be held by a properly structured ILIT so that the proceeds may be 

received estate tax-free 

 

 

 

 

 

 

 

 

 

 

 

 

• Has large non-
qualified tax-
deferred asset, 
qualified plan or 
traditional IRA 
balance 
 

• Generally age 60+ 
 

• Does not need to 
use this asset 
during their lifetime 

 

• Taking required 
minimum 
distributions from 
qualified accounts 

 

• Potential estate tax 
liability 

 

• Does not want 
beneficiary to pay 
income taxes on 
asset balance  

 

• Wants to reduce the 
burden of income 
and/or estate taxes 
for beneficiaries    

PROFILE 

HOW IT WORKS: 

1. Systematic withdrawals are taken from a tax-deferred asset, such as a non-qualified annuity, IRA, or 

from a qualified plan.  

2. Client pays applicable income tax, and gifts the net after-tax proceeds to an ILIT. 

3. ILIT purchases life insurance on the person's life. 

4. Upon the death of the individual, death benefit paid to ILIT income and estate tax-free. 

5. Also, after death, proceeds are distributed to beneficiaries per trust document, along with the remaining 

balance of the tax-deferred assets. 

1 Taxable distributions, (and certain deemed distributions) are subject to ordinary income tax and, if 

made prior to age 59 ½, may also be subject to a 10% federal income tax penalty. 

2 There may be federal gift tax consequences associated with the funding of an Irrevocable Life 

Insurance Trust. 



Tax-Deferred 

Asset

Income Taxes 

Payable

Life Insurance

Income tax on 

distribution 

Upon the death of the 

client, death benefit paid 

to ILIT income and estate 

tax free 

Gift of net 

distribution2

Upon death, balance of tax-

deferred assets to beneficiaries 

and death benefit distributed to 

beneficiaries per trust document 

ILIT Buys Life 

Insurance

4

1
2

3
5

5
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What is a B Trust?  

It is an estate planning technique available to U.S. citizens utilized to maximize 

the benefit of the estate tax exemption and the marital deduction. An "A-B" Trust 

structure is created by the Last Will and Testament of a married couple. In its 

simplest terms, the A-B Trust ensures that the estate tax exemption of the 

predeceasing spouse is consumed. The "A-B" Trust is often referred to as a 

Marital and Bypass Trust or Credit Shelter Trust. 

Bequests to a surviving spouse pass free of estate and gift taxes. However, if the 

predeceasing spouse's estate tax exemption is not utilized then estate taxes in 

an amount equal to the predeceasing spouse's exemption are merely deferred 

rather than eliminated. The assets of the "B'' Trust pass tax-free to the couple's 

heirs. The “B” Trust becomes irrevocable at the death of the first spouse. Like all 

trusts, the "B" Trust is subject to trust taxation rates. 

What Does the Use of a B Trust Accomplish? 

"B" Trust leverages the first spouse's estate tax exemption. The testator includes 

a clause in his or her Last Will and Testament that provides that the assets of the 

estate are to be contributed to two separate trusts, the "A" trust, or Marital Trust 

and the "B" Trust, or Family Trust. The executor funds the "B" Trust by first 

placing in the "B" Trust sufficient assets to use the full amount of the estate tax 

exemption. It is always preferable to fund 

the "B" Trust with those assets having the greatest growth potential, because the 

assets in the “B” Trust are not includable in the surviving spouse's gross estate at 

passing. 

The executor funds the “A” Trust with the remaining estate assets. The assets 

used to fund the "B" Trust are not subject to estate tax.1 The “B” Trust itself is not 

subject to estate tax in the estate of the surviving spouse because he or she has 

no power to demand or control these assets. The trust may be prepared so that 

the income of the “B” Trust is distributed to the surviving spouse. In addition, the 

trustee may be instructed to distribute the principal of the “B” Trust to the 

surviving spouse in order to pay for his or her health, education, maintenance 

and support (after the assets of the “A” Trust have been exhausted) if the income 

of the “B” Trust is insufficient. In short, under current tax law, the funds in the “B” 

Trust can continue to grow without any estate tax consequences 

to the estate of either spouse.2 

What are the Advantages of Purchasing Life Insurance in a B Trust? 

Life insurance presents an excellent asset in a “B” Trust for both income and estate tax reasons. 

Income Tax Advantage: as stated above, "B" Trusts are subject to trust taxation rates, which are far 

more progressive than individual income tax rates.3 If the assets that are contributed to the “B” Trust have 

taxable gain, the trust taxation rates apply and that diminishes any growth that occurs. However, life 

insurance is an income tax-favored assets. If the insurance contract held by the “B” Trust meets the 

statutory definition of life insurance then the annual increases in the cash values are not generally taxable 

income to the policyholder. 

Estate Tax Advantage: "B" Trusts avoid estate and gift taxation provided that the trust is administered by 

an unrelated third party (or a related party who is subject to an ascertainable standard),as such, at 

maturity the death benefit will be received estate and gift tax free. 

1 IRC Sec. 2001(c), 2010(c)  
2 IRC Sec. 2001(c), 2010(c)  
3 IRC Sec. 1(e) 

The best way to 

mitigate the 

disadvantages of the B 

Trust may be to 

leverage the trust 

assets through the 

purchase of a life 

insurance policy on the 

surviving spouse. By 

buying a life insurance 

policy on the surviving 

spouse, the trustee can 

obtain, based on the 

life insurance product 

purchased, an 

attractive rate of return 

that may not be 

matched by fixed 

income assets. 

Purchasing the policy 

within the B Trust 

structure also 

eliminates the income 

tax problem of the B 

Trust. 
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B Trust Leveraging Toolkit 

What Are the Disadvantages of a B Trust? 

As stated above, the "B" Trust may be drafted to provide income to (and in some cases principal in order 

to pay for the health, education, maintenance and support for) the surviving spouse. If cash flow is a 

concern and the trustee anticipates that “B” Trust assets will be needed to pay for the surviving spouse's 

living needs, life insurance may not be the optimal investment vehicle. Moreover, if the surviving spouse 

is the trustee of the "B" Trust, he or she may have to resign in order to avoid "incidents of ownership" and 

adverse gift tax consequences. This may create a barrier for those individuals who are adverse to 

relinquishing control of trust assets. 

How Do You Mitigate the Disadvantages of Purchasing Life Insurance in a B Trust? 

This cash-flow disadvantage may be mitigated to a certain extent by purchasing a permanent policy with 

early cash value. An unrelated trustee may use the policy's cash value to provide additional cash flow to 

the surviving spouse. However, if the surviving spouse has been named as trustee of the "B" Trust, it is 

important to examine whether the spouse should resign in order to avoid incidents of ownership and gift 

tax issues. 

Are There Any Special Considerations In Leveraging B Trust Assets? 

One major consideration is that the surviving spouse must not need the income from the B Trust assets 

that will be used to purchase the life insurance policy. 

The spouse must not be the trustee of the B Trust and should disclaim (within nine months of the first 

spouse's death) or release (allowed in some states) any special powers of appointment granted and any 

rights to withdraw funds from the trust. Finally, B Trust leveraging assumes that the surviving spouse is 

healthy enough to qualify for insurance. 

Another major consideration is that using the B Trust assets to purchase a single premium policy could 

result in that policy being a Modified Endowment Contract or "MEC." A MEC can have negative tax 

consequences. When a life insurance policy becomes a MEC, any withdrawals made by the trustee from 

the cash value while the insured is alive are subject to income tax. Indeed, if the insured is under age 

59%, the withdrawals will also be subject to an IRS penalty tax. The terms of the trust must not prohibit 

the trustee from purchasing life insurance. Note that this tax result can be avoided by not purchasing a life 

insurance policy via a single payment method. 

Can You Get Long Term Care Protection With B Trust Leveraging? 

Some carriers offer insurance products with long-term care (LTC) riders. However, an LTC rider may 

present potentially adverse estate tax consequences if the life insurance policy is owned by a B Trust. If 

the facts and circumstances indicate that the surviving spouse has the beneficial right to either receive 

LTC payments or to have the LTC payments applied for his or her benefit, the policy's death benefit may 

be included in his or her gross estate under IRC § 2042. (IRC § 2042 includes a policy death benefit in 

the insured's gross estate if the insured possesses "incidents of ownership" in the policy.) Either an 

explicit or implicit retained beneficial right to receive LTC payments or to have the LTC payments applied 

for his or her benefit could trigger inclusion of the death benefit under IRC § 2042.  

However, if the trustee has unfettered discretion regarding distributions of trust funds (including LTC 

payments) to the surviving spouse the proceeds will not be includible in the surviving spouse's estate.  

The insured and the trustee of the "B" Trust should consult with their own legal or tax advisors for specific 
legal or tax advice. However, the question of whether or not the death proceeds are includible in the 
insured's estate turns on whether the insured has a beneficial right under the terms of the trust to receive 
LTC payments or to have the LTC payments applied for his or her benefit or whether the trust is 
discretionary.     Contents contained here are based on current tax guidance and are subject to change.  
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Tax Characteristics of Life Insurance* and Financial Alternatives 

Are You Considering all Options? 
Assets Held Inside 
Retirement Plans 
Distributions Generally 
Taxed At Income Tax 
Rates 

• 401(k) 

• Pension Plan 

• Traditional IRA 

 
Assets Held 
Outside Retirement 
Plans 
Generally Taxed at Capital 
Gains Tax Rates 

• Stocks 

• Mutual Funds 

• Real Estate 

 

The Overlooked 
Assets 
Generally Tax-Free 

• Life Insurance     
 Retirement Plan Death   
 Benefit* 

• Roth IRA Distributions 

• Municipal Bond Interest 
 

Are You Seeing the Full Spectrum? 
Depending on your financial and retirement income needs, one or more of the options below may be right 
for you.  In some situations, after you have maximized your qualified plan contributions, a life insurance 
policy can provide an income tax-free death benefit to your beneficiaries* and may also be an ideal 
complement to your existing financial portfolio. 

 
†  Individual Retirement Account  ‡ Certificate of Deposit (CD). A Bank Issued  CD is FDIC Insured. § Mutual Funds may be subject to income tax and/or capital gains taxation.  Consult your tax advisor for 

more information.  ** Generally, interest paid on municipal bonds is tax-free, but not all municipal bonds are exempt from federal and/or state income tax. Some bonds may be subject to capital gains tax at 

sale.  Consult your tax advisor for more information.  †† There is not a specific limit on dollars allocated to purchase life insurance; however, there are maximum premium limited determined by specified 

policy face amount.  A Policy will qualify as a life insurance if it meets the requirements of IRC Sec. 7702, which includes limits on the amount of premium that may be paid into a specific face amount and 

still qualify as life insurance.  ‡‡ A Roth IRA allows you to make contributions with after-tax money without current income tax deductions.  You pay taxes now and may enjoy tax-free income later, provided 

you hold the Roth IRA for at least five years and don’t take distributions before reaching age 591/2. If you do not meet the five years and attaining age 591/2 requirements and need to take a distribution, you 

may owe income tax on earnings, and a 10% federal tax penalty may apply to the earnings and prior converted amounts.  Similar to the traditional IRA, there are exceptions to the 10% federal tax penalty 

for withdrawals and the reaching 591/2 age requirement, such as first-time home purchase, death, disability, certain qualifying medical expenses, health insurance premiums, or higher-education expenses. 

§§ Upon distribution, when a contract annuitizes, a portion of the principal is included in the annuity period.  The principal portion is subject to tax.  *** Tax-free income assumes, among other things: (1) 

withdrawals do not exceed tax basis (generally, premiums paid less prior withdrawals); (2)  Policy remains in force until death; (3) withdrawals taken during the first 15 days policy years do not occur at time 

of, or during the two years prior to, any reduction in benefits; and (4) the policy does not become  modified endowment contract. See IRC Secs. 72, 7702(f)(7)(B), 7702A.  Any policy withdrawal, loans and 

loan interest will reduce policy values and may reduce benefits.  †††  A distribution from a Roth IRA generally is income tax free if (a) it meets all the requirements for a qualified distribution (which include 

a 5-year waiting period and one of several additional requirements, one being that the distribution is made to a beneficiary on or after the death of the individual), or (b) it is a nonqualified distribution to the 

extent of after-tax contributions (basis).  

 

Have you 

overlooked 

this color? 



    Page |35 

Exploring Business & Estate Financial Priorities 

Answer the questions below, then rate their level of importance to you (1 most important, 
10 least important) 
 

1.  Exit Planning: 
Have you established a definite time period to transfer your 
business to a specific party at an established price? 

Yes  /  No 

Ranking 
 

2.  Supplemental Retirement Income: 
Are your employees able to set aside enough money for 
retirement considering the limited amount of contributions that can 
be made to an employer-sponsored 401 (k) plan? Do you have 
fringe benefits in place to help you recruit, reward and retain its 
employees? 

Yes  /  No 

Ranking 
 

3.  Business Protection: 
In the event of a death, resignation of a key employee or a future 
change in management, would your business be as successful as 
it is today? 

Yes  /  No 

Ranking 
 

4.  Estate Planning & Equalization: 
Is your will/trust current and does it accurately reflect your family 
situation and how you want your assets or business distributed? 
Are assets distributed equally? 

Yes  /  No 

Ranking 
 

5.  Survivor Income: 
Will your spouse and beneficiaries be able to maintain their 
desired standard of living after your death? 

Yes  /  No 

Ranking 
 

6.  Income Protection: 
Upon an accident or severe illness, would you be able to meet 
present financial obligations based on your expected income 
during that time? 

Yes  /  No 

Ranking 
 

7.  Existing Insurance: 
Do you have existing life, disability, or long-term care insurance 
and would you like a review to see if cost effective alternatives 
exist? 

Yes  /  No 

Ranking 
 

8.  Personal Retirement Planning: 
Are you maximizing current retirement planning options such as 
an IRA, 401(k), SEP, PSP. If you could contribute more into these 
plans would you be interested 

Yes  /  No 

Ranking 
 

9.  Formal Agreement: 
Do you have a Formal Shareholder/Buy-Sell Agreement  
lf so when was it created and last updated: _____________ 
Have any changes occurred since you created the agreement:  
(New partners, partners getting married, health, key employees)  

Yes  /  No 

Ranking 
 

10.  Long Term Income & Health Care Needs: 
Are you concerned about health costs impacting long term income 
needs at retirement. Would you be interested in strategies to 
address these concerns ? 

Yes  /  No 

Ranking 
 

 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

  



 

 

Pacific Southwest Financial & Capitas 

Experience and Dedication  

More than 25 years of  operations with offices and support located on both the east 
and west coasts and over $50 Billion of  inforce coverage our team is ready to assist. 
With 2021 Insurance Premiums over $200 million and a policy count of  over 400,000 
with over 4,000 contracted agencies and individuals we pride ourselves on servicing 
the advisor community. Pacific Southwest Financial and Capitas offers sophisticated 
solutions for insurance professionals, financial planners, and other investment 
advisors. Our knowledgeable team of  attorneys, finance professionals, and business 
specialists will help you properly integrate life insurance into your clients’ overall 
estate, business, or financial plan design. 

Capitas is an independent nationwide organization comprised of  17 General 
Agencies in more than 30 states with more than 110 field professionals 
specializing in life insurance to support firm and financial advisor relationships 
nationwide.  
 
 
 
 
Products:  

• Whole life  

• Universal life 

• Variable Universal life 

• Term life  

• Long-term care 

• Disability  

• Annuities  

• Private Placement  
   

 

Services:  

• Advanced Markets Support 

• Case Management  

• Case Design  

• Licensing & Appointment 

• Premium Finance Design  

• Underwriter on Staff 

• Legal Document Review 

• Life Settlements 
 
 

 

 

 

 

 

 



 


