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InsuringtheEfficacyofYourIrrevocableLifeInsuranceTrust

Background

Asplanners,weoftenlooktodifferentstructuresto
achieveestatetaxsavings,withcontinuingevolution
of traditional techniques in new directions. Often
these directions are a result of creative financial
engineering.Thismonth’scolumnlooksatthetradi-
tionalirrevocablelifeinsurancetrustcombinedwith
anewtechniquenowbeingdiscussed,theannuity/
insurancecombination.

Thetraditionalirrevocableinsurancetrustisused
totransferthefacevalueoftheinsurancepolicyes-
tateandgifttaxfree,usingannualexclusiongiftsto
transferthepremiumdollarseachyeartothetrustto
payfortheinsurance.Underthenewiterationofthis
technique,aninsurancetrustwouldpurchasebotha
lifeinsuranceproductandanannuityproduct.

Thestrategyattempts touse thedifferentpricing
of annuities and insurance products, on the same
individual,inanarbitragefashion.Forexample,as
evidencedbytheIRS’sshiftinmortalitytables,1ac-
tuariescanusedifferentassumptionsindetermining
one’sexpectedmortality.Ashiftinmortalitytoalon-
gerexpectancymeansthatalifeinsuranceproduct,
whosecostisbasedinpartonhowlongtheinsured
willlive,willhavelowerpremiums.Further,insur-
anceproductsaretypicallypricedtakingintoaccount
thatnotallinsurancepoliciesareheldtomaturity(a
variablethatalsolowerscosts).Conversely,ashiftin
mortalitytoalowerlifeexpectancymeansthatan
annuity,whosepayoutisbasedinpartonhowlong
theinsuredwilllive,willhavehigherpayouts.

Example 1.Assume a 79-year-old in standard
healthstatushasaneight-year lifeexpectancy,
andthecostofa$1millionfaceuniversallife
policybasedonthiseight-year lifeexpectancy
is$57,000annually.Assumethelifeexpectancy
assumptionisincreased20percentto9.6years;
althoughthecalculationofpremiumcosttolife

expectancyisnotlinear,anextrapolationofcost
basedonageometricprogressionwouldbeto
decrease the policy cost to $45,600 annually.
Contrastthiswitha79-year-oldinstandardhealth
statuswhohasalifeexpectancyofeightyears
and pays $1 million to purchase a single pre-
miumimmediateannuity(SPIA).Theimmediate
annuityis$164,515annually.Nowassumethat
thelifeexpectancyassumptionsdecreaseby20
percentandassumethesamelinearityinpricing.
Thesinglepremiumannuitypaymentnowwill
increaseto$197,479annually.2

Theincentiveofinsurancecompaniesinstructuring
productsistolowertheexpectedannualpremiums
inlifeinsuranceproductsandtoincreasetheannual
payoutsinannuityproductsversusthoseofferedby
theircompetitors.Becausepricingofthesetwoprod-
uctsisbasedonmortalityassumptions,atweakin
mortalityassumptionscanallowtheproductstobe
morecompetitivelypriced.Hence,CompanyAmay
usealongermortalityassumptionwhendetermining
thepriceofalifeinsurancepolicyofanindividual
thanCompanyBwillusewhendeterminingtheprice
ofanannuitycontractforthatsameindividual.3

The Strategy in Its Simplest Iteration

Theinsurancetrustpurchasesaninsurancepolicy
with a face amount of $X and uses $X to buy a
singlepremiumimmediatepayannuity (for these
purposes,an“SPIA”).Theafter-taxcashflowfrom
theannuitywouldbeusedtopayforthepremium
ontheinsurancepolicy,andthedifferentialinthe
annuitycashflowwouldbegarneredasprofitand
passthroughtotheinsurancetrustfreeoftaxforthe
useofthebeneficiaries.
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Example2.Aninsurancetrustsetupbyaninsured,
aged79,purchasesalifeinsurancepolicyonthe
grantor’slife,saywithafaceamountof$1million,
whichrequirespremiumsof$57,025,annually.
Thesameinsuredwouldtheninvest$1millionina
SPIAthatpays$164,515annually,fortheinsured’s
lifetime.4Thedeathbenefitof$1millionwould
replacetheprincipallostof$1millionwiththe
purchaseoftheSPIA.Eachyeartheinsurancetrust
wouldreceivegrosscashflowof$107,490.5

Structuring the Transaction

Theirrevocableinsurancetrust (“thetrust”),as the
initial owner and purchaser of the policy, should
bestructuredasagrantor trustwithrespect to the
insured,sothattheincometaxcostoftheannuityis
shiftedtothegrantor.

Inordertofundtheinitialannuitypurchase,the
trustwilllikelyborrowfromtheinsuredtheprinci-
palamountfortheannuitypurchase,usingrequired
CodeSec.7872rates.Therearenotransfertaxcosts
tosetitup.Thereafter, theSPIAandlifeinsurance
policywillbepurchasedbythetrust.Forsimplicity,
the transaction can be structured so that the face
amountof the insurancepolicy is thesameas the
costoftheSPIA(Example2).

Example3.Usingthe$1millionborrowingratefor
thepurchaseofaSPIA,thechartaccompanyingthis

columnillustratesthatthenetamount(afterincome
tax)inanirrevocableinsurancetrustforaninsured
whoisage85attheinceptionofthearrangement.
After thefirst year, thenet amount is $44,252,
$239,683afterthefifthyear,and$596,798after
10years. If the arrangement is financedat $10
millionversus$1million,thenumbersgainmore
significance($5,967,980).And,intheworstcase
scenario,inwhichtheannuitycannotserviceboth
theloanandtheinsurancepremiumamount,the
insurancetrustdefaults.

Concerns with the Strategy: Tax

ThereistheriskthattheIRScouldattempttoapply
asteptransactionprincipletocollapseallsteps,or
assertaCodeSec.2036argument.Neitherattackis
verywellbased,buteachisoutthereasapossible
concern.Forexample,amongtheinitiallycollapsible
stepsistheloan.Wouldathirdpartyloanmoney,
unsecured,tothetrust?Wouldthethirdpartycharge
ahigherinterestrateifitknewthatitsbuyer’sincome
taxwouldbeshiftedtoit,thelender?Thesequestions,
thoughreasonable in theconsumersetting,would
requireanaggressiveand,asofyet,notjudiciallyap-
provedapplicationofthesteptransactiondoctrine.

Alternatively, thecourtcouldapplyaCodeSec.
2036analysis,referencingtheStrangiII6andThomp-
son7concepts.Here,theretainedinterestwouldbe
theimpliedrighttoreceiveannualinterestpayments,
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whichclearlycomesoutofthetransferredproperty
(through the purchase of the annuity).There are
oldercasesdealingwiththelifeinsurance/annuity
combinationthatcouldbeextendedinprincipleto
implicateCodeSec.2036.8Andthebonafidesale
testasoutlinedinStrangiIIandThompsoncouldbe
aconcern.9ButtheapplicationofCodeSec.2036is
notveryclearandstillwouldrequirearathercon-
strainedreadingofthestatute.

Nontax Issues

First,thereisaninvestmentissue.Inourexamples,the
insuredmustconsiderthealternativeuseofmoneyon
$1millionbetweenthetimetheinsuredpurchases
theannuityandtheinsured’sdeath.Thevaluetothe
insuredandinsurancetrustisreallythedifferential
betweentherateofreturnonthetransactionandthe
riskadjustedrateofreturnthattheinsuredcouldhave
receivedonalternativetransactions(theopportunity
cost).Istheinsuredbetterofflendingthemoneyto
thetrustandhavingthetrustpurchaseanassetother
thanthelifeinsurance/annuitycombination?

Second,theinsurancecompaniesarenottheequiv-
alentoftheU.S.government,andeachcompany,the
onepayingtheannuityandtheonethatwillpaythe
deathbenefit,coulddefault.Adefaultoverandabove
thestate-coveredinsuredamountwillbecostlyfor
theinsured(arguablynoeffectontheinsurancetrust
astherewasnogifttobeginwith).

Third,therearetransactioncostswiththestrategy,
includingcommissioncostsandprofitstotheinsur-
ancecompanies.Another known transactioncost,
toanextent,istheincometaxcostinherentinthe
annuity.Thesecostswillhavetheeffectofreducing
theoverallgainonthestrategy,mostcertainlyafter
thebasisisfullyrecovered(afterlifeexpectancy).

Fourth,thestrategyhasobviousilliquidityconcerns
becauseitisimplementedwithatermrelatingtothe
insured’slife.10Further,anunknowncostisthecostof
theinsuranceinthelongrun.Thelowestcostuniver-
salpoliciesreservetherighttochangethemortality
costs inherent in annual premiums to account for
future,badmortalityexperience.AsBarryCommoner
emphasized,“Thereisnosuchthingasafreelunch.”11
Accordingly,auniversalpolicycanaffordtorequire
smallerpremiumsupfrontbecauseifsocietalhealth
getsworsegoingforward,itcanalwaysincreasethe
mortalitycostsassociatedwithpolicies;incontrast,
wholelifepoliciesguaranteethesecosts,andhence
amortizetheriskbyincreasingpremiumsrequired
throughoutthelifeofthepolicy.Therefore,ifengag-
inginthestrategyusinganonguaranteedinsurance
policy,aninsuredcannotbeguaranteedthathisor
heroritsannualpremiumcostsforthelifeinsurance
policywillbeatafixedcost.12

Fifth,thearbitrageworksbestwhentheannuityand
insurancemortalityandothercostsassumptionsdiverge
thegreatest.(Pleaseclarify)Touncoverthis,“shopping”
theannuityandlifeinsurancemarkets,understanding
thebuilt-inassumptions,navigatinghealthandmedical
issues,andengaginginsuccessfulnegotiationswillall
becrucial.Meaning:Itistoughtofindtherightcom-
panieswithoutsubstantialresources.

Conclusion

The use of different investment assets within an
insurance trust, combinedwith the life insurance,
is worthy of consideration. One such different in-
vestmentisanannuityontheinsured.Intheright
circumstances, the annuity/insurance combination
canbeapowerfultransfertaxtechniquewithinthe
irrevocablelifeinsurancetrust.

1 SeeCodeSec.7520’sshiftfrommortalitytablesin80CNSMTto90CM.
Table80CNSMTislocatedatReg.§20.2031-7(d)(7);Table90CMis
locatedatReg.§20.2031-7A(e)(4).

2 Theauthoremphasizesthatthisismerelyanexampletoillustratethe
theoreticalpoint.Pricingisnotthislinear.

3 Althoughothervariablesgointothepricingoftheseproducts,such
ascommissions,profitmarginsand interestcrediting rateassump-
tions, it is thedivergenceinmortalityassumptions thatcreates the
arbitrageopportunity.Thiskindofpricingdiscrepancyworksbetter
forolderinsuredsbecausethepercentagepricingdifferentialcanbe
significant.

4 Thisexampleisbasedoninsuranceandannuityquotesreceivedin
May2004.Inthisexample,theinsuredwastreatedasan82-year-old
foractuarialpurposesandforpricingtheannuity.

5 Incometaxissueswouldbebornebytheinsured,nottheinsurance
trust,becausethisisagrantortrust.ThetaxationoftheSPIAisgov-
ernedbyCodeSec.72.UnderthesimplifiedversionofCodeSec.

72,aportionoftheannuityeachyearisdeemedareturnofprincipal
(theexclusionratio)foraperiodoftime,andtheremainderistaxable
income.Theexclusionratio,whichisdeterminedbyreferencetoIRS
tables,isafractionequaltotheinvestmentinthecontractdividedby
theexpectedreturn.Theexpectedreturnisdeterminedbymultiplying
theannualannuitypaymentsbythefactorshowninTableVofReg.
§1.72-9correspondingtotheannuitant’sage(asoftheannuitystarting
date).AheuristicisthattheannualpayoutismultipliedbytheIRS
prescribedlifeexpectancytogettheexpectedreturn.Thisformsthe
denominatoroftheexclusionratio.Thenumeratoristheamountof
considerationpaidfortheSPIA.Eachyear,then,foranolderindividual,
theamountoftheannuityexcludedfromtaxissignificant,untilthe
annuitant reaches life expectancy.After life expectancy, the entire
considerationpaidfortheannuityshouldhavebeenreturnedtothe
owneroftheannuity,andthefullannuitythenbecomestaxableto
theowner.

6 A.StrangiEst.II,Dec.55,160(M),TCMemo.2003-145.
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7 T.R.ThompsonEst.,84TCM374,Dec.54,890(M),TCMemo.2002-
246.

8 See,e.g.,E.LeGierse,SCt,41-1USTC¶10,029,312US531,61SCt
646.ButseeFidelity-PhiladelphiaTrustCo.v.Smith,SCt,58-1USTC
¶11,761,356US274,78SCt730,inwhichaclearannuity-insurance
combinationwasnotgroupedtogether.

9 TheTaxCourtinStrangiIIusedaharshapplicationoftheterm“bona
fide”inthefullandadequateconsiderationexception.TheTaxCourt
lookedforactualnegotiationsbetweenfamilymemberstodemonstrate
andsatisfythisrequirement;andabsentsuchnegotiations,refusedto
implement the full andadequateconsiderationexception toCode
Sec.2036.

Incontrast,theFifthCircuitinKimbellfocusedonitspriordecision
inWheeler,J.M.Wheeler,CA-5,97-2USTC¶60,278,116F3d749,in
whichithadheldthatthebonafidefullandadequateconsideration
exceptionappliedifthetransactionwasnotashamorillusoryandif
objectivefactsdemonstratedthatthetransferwasmadeforfulland
adequateconsideration.Inreachingitsholding,theKimbellcourtem-
phasized:“However,wemadeitclearthatjustbecauseatransaction
takesplacebetweenfamilymembersdoesnotimposeanadditional
requirementnotsetforthinthestatutetoestablishthatitisbonafide
....Atransactionthatisabonafidesalebetweenstrangersmustalso
bebonafidebetweenmembersofthesamefamily.Inaddition,the
absenceofnegotiationsbetweenfamilymembersoverpriceorterms

isnotacompellingfactorinthedeterminationastowhetherasale
isbonafide,particularlywhentheexchangevalueissetbyobjective
factors….Insummary,theWheelercasedirectsustoexaminewhether
‘thesale…was,infactabonafidesaleorwasinsteadadisguised
giftorashamtransaction.’”D.A.Kimbell,Sr.,DCTex.,2003-1USTC
¶60,455,244FSupp2d700.

10 Asisamplydemonstrated,orattemptedtobedemonstratedinthe
familylimitedpartnershipmarketabilitycases,illiquidityofanasset
resultsinajustifiablediscountoffoffacevalue(oneaspectoftheso
calledmarketabilitydiscount).Howmuchisthisilliquidityworth?

11BARRYCOMMONER,THECLOSINGCIRCLE:NATURE,MAN, ANDTECHNOLOGY
(1971), in reference to environmental externalities, not insurance
products.

12 Ifthepolicyisavariablepolicythatincreasescashvalueinthepolicy
basedonbothpremiumspaid(inexcessoftheannualinsuranceand
insurancecompany’scostsallocatedtothepolicy)andmarketperfor-
mance,theinsuredisthensubjecttothemarketperformancevariable.
Becausethisarrangementisintendedtobeanarbitragearrangement,
fromapragmaticperspective,noonewouldsubjectittothiskindof
marketrisk.Meaning:avariablepolicywillnotbeusedinthisar-
rangement.Or,theuniversalpolicycouldhaveaguaranteedmortality
charge,withthestrategyofalowerpremiumbeingtiedsolelytonot
reservingcashvalue.However,theguaranteedmortalitychargewill
increasethepremium,therebydecreasingthearbitrageopportunity.
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