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I. What am I looking at? 
A. Read the trust carefully 
B. What is the purpose of this trust? 

1. In general, the likely overarching purpose is to transfer insurance proceeds to 
next generation without including proceeds in estate of either spouse 

C. Are there any issues with the trust as drafted? 
1. Any incidents of ownership (see §2042(2)) 

a. Power to change beneficiaries 
b. Power to change beneficial ownership in the policy or its proceeds, or the 

time or manner of enjoyment thereof 
c. Power to surrender or cancel the policy, to assign the policy, to revoke an 

assignment, to pledge the policy for a loan and to obtain from the insurer a 
loan against the surrender value of the policy 

d. Power to remove and replace trustee 
i. Make sure that the grantor cannot appoint someone who is related or 

subordinate as such terms are defined in §642(c) 
2. Reciprocal Trust Doctrine 
3. Are there protective marital deduction provisions “just in case”? 

 
II. How did the policy get into the trust? 

A. Purchased directly by the trustee from the insurance company 
B. By gift 

1. Valuation concerns 
2. Transfers within three years of death (see §2035) 
3. Was there full and adequate consideration, which is an exception to the 3-year 

rule (see §2035(d)) 
a. Transfer for Value Rules 

i. Ordinarily the sale of a policy makes the insurance proceeds subject to 
income tax 

ii. Exceptions to that rule (see §101(a)(2)(B)) 
a) Transfers between grantor and grantor trust (see Revenue Ruling 

2007-13) 
b) Transfers between spouses 
c) Transfers to the insured, a partnership in which the insured is a 

partner and a corporation in which the insured is a shareholder or 
officer 

d) Transfers from one grantor trust to another grantor  trust (see also 
PLR 201423009 which allowed a transfer between two trusts, one 
of which was a grantor trust with respect to H and the other which 
was a grantor trust with respect to both H and W – husband and 
wife) 
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iii. Make sure the ILIT is a grantor trust 
a) Use of income to pay premiums (see §677(a)(3)) 
b) Power to substitute assets of equivalent value under §675(4)(C) 

(see Revenue Ruling 2011-28) 
 

III. So the Trust Owns a Policy – Now What? 
A. Annual Administrative Requirements 

1. Crummey Requirements 
a. What does your trust say? 

i. How much notice must you give to the beneficiaries? 
ii. When is the notice required? 

iii. Do the beneficiaries need to acknowledge receipt of the notice? 
iv. Can the grantor limit or modify who gets notice of gifts to the trust? 

b. What does the case-law say? 
i. Crummey powers confer the right to demand immediate distributions 

of trust property to the trust beneficiaries 
ii. Named after a 9th Circuit Case, Crummey v. Comm., 397 f2d 82 (9th 

Cir. 1968) 
iii. Must be a “present interest” 
iv. Despite the fact that a minor might have difficulty making demand on 

the trustees to make the payment, and despite the fact that it was likely 
that none of the beneficiaries (let alone the minors) had notice of the 
contributions to the trust and their rights to withdraw, the Court 
allowed the annual exclusions because the beneficiaries had the “right 
to enjoy” the property.  A demand by a minor beneficiary could not be 
rejected on a legal basis by the trustees. 

v. Rev. Rul. 73-405 confirmed that “if there is no impediment under the 
trust or local law to the appointment of a guardian and the minor donee 
has a right to demand distribution, the transfer is a gift of a present 
interest that qualifies for the annual exclusion allowable under 
§2503(b) of the Code.” 

vi. Rev. Rul. 81-7 narrowed the ruling in the Crummey case to provide 
generally that if, due to the donor’s conduct, the beneficiary lacks 
knowledge of the power and does not have a reasonable opportunity to 
exercise the power before it lapses, the demand right will not qualify 
as a present interest. 

vii. IRS has tried to limit the use of Crummey powers by requiring the 
holder of the power to have a “substantial economic interest” in the 
trust. 
a) But see Estate of Christofani v. Comm., 97 TC 74 (1991) wherein 

the court upheld the Crummey powers given to persons who had 
only contingent remainder interests in the trust. 

b) See also Estate of Kohlsaat v. Comm., 73 TCM (CCH) 2732 
(1997) wherein Crummey powers were granted to 16 contingent 
trust beneficiaries who were the children, grandchildren or spouses 
of the primary beneficiaries. 

c) Finally, see also the most recent case on this issue, Mikel v. 
Commissioner, T.C., No. 16538-13, T.C. Memo. 2015-64, where 
husband and wife each made a gift to an irrevocable trust in 2007 
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of just over $1,630,000. The class of potential beneficiaries totaled 
60 individuals, some of whom were minors.  

d) Gift tax returns were filed several years after the fact (after 
inquiries came in from the IRS), and husband and wife each 
reported the gifts and claimed annual exclusions of $720,000 (i.e., 
60 beneficiaries x $12,000 annual exclusion amount from 2007). 

e) The Tax Court held in favor of the taxpayers. 
viii. Even an indirect gift to an ILIT can qualify as a present interest – see 

Estate of Clyde W. Turner, TC Memo 2011-209, decided on August 
30, 2011. 
a) Importantly, the trust agreement provided that the withdrawal 

rights applied after each direct or indirect transfer to the trust. 
B. Periodic Policy Review:  Trustee has a fiduciary responsibility not only to 

understand the asset s/he is holding, but also to review the health and performance 
of that asset and take steps to ensure its ongoing viability. 
1. What was the purpose for the policy when it was originally purchased? 
2. Does that same purpose still apply today? 
3. Is the policy performing the way it was designed to perform? 

a. Have market conditions changed in any way that might impact the 
expected performance of the policy? 

b. What assumptions, if any, were made when the policy was purchased in 
terms of expected crediting rate and dividend yield? 

c. Crediting Rate is the interest rate that is offered on an investment type 
insurance policy.  For our purposes, the biggest concern with crediting rate 
today is about looking at older policies still held in trust.  Older policies 
likely assumed fairly high crediting rates because at the time the policies 
were written the prevailing market interest rates were much higher than 
they are today.  Depending upon the variable you were trying to solve for 
when constructing the policy, the crediting rate could impact your policy 
premium and/or your death benefit.   
i. For example, if a 65 year old male were purchasing a $10,000,000 

universal life policy with a presumed crediting rate of 5%, he might 
expect to pay an annual premium of $185,000 in order to ensure that 
the death benefit would be available at age 100.   

ii. However, if the crediting rate were to drop to 4%, the policy would 
lapse about 14 years early (assuming no increases to the premium 
payments).   

d. The challenge for trustees is that the insurance companies are not going to 
be proactive and tell you that the rate has dropped.  If you sit passively and 
simply hold the policy in the trust, you won’t find out that you have a 
problem until it is too late.   
i. Reviewing the annual statement you receive from the insurance 

company won’t tell you what you need to know.  (While some older 
policies may have a footnote in fine print with a hint about the reduced 
rate, there will be no “announcement” on the statement warning you of 
any impending impact of that rate change.)   

ii. If you don’t inquire about the health of the policy on a routine basis, 
you will find out when you receive notice that the policy is about to 
lapse!   
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e. THIS INTEREST RATE EXPOSURE IS ONE OF THE KEY 
REASONS WHY AS A TRUSTEE YOU MUST TREAT A LIFE 
INSURANCE POLICY AS AN ASSET AND NOT SOMETHING 
YOU CAN SIMPLY SET AND FORGET! 

f. Is the insurance company still viable? 
4. What other factors might impact the health of the policy and/or the available 

options for reinvestment? 
a. Mortality Tables:  Older policies used life-expectancy tables from 1980 – 

life expectancy was much shorter then.  Newer policies use tables from 
2001.  Longer life expectancy means lower cost policies. 

b. Underwriting Class:  Perhaps the insured is healthier today than s/he was 
when the policy was initially purchased? 
i. Insurance companies have learned much more about the impact of 

certain health conditions on life expectancy and are more accurately 
priced to reflect that understanding. 

ii. E.g., cigar smokers vs. cigarette smokers 
5. What are the tax implications of surrendering the policy? 

a. Gain results if the policy is surrendered when the cash surrender value 
(CSV) is greater than the client’s tax basis in the policy – tax basis is 
typically premiums paid less tax-free distributions. 

b. Gain will be ordinary income (even though the policy is a capital asset) – 
see Rev. Rul. 2009-13 

6. How does a tax-free §1035 exchange work? 
a. The mere exchange of one insurance policy for another will not trigger 

any gain 
b. A life insurance policy can be exchanged, tax-free, for another life 

insurance policy or an annuity 
c. An annuity can only be exchanged, tax-free, for another annuity – you 

cannot do a tax-free exchange of an existing annuity for a life insurance 
policy 

d. The insured must be the same under both the original and the new policy 
e. Exchanges can be between different insurance companies and for different 

types of insurance policies 
f. A joint and survivor policy where one spouse has died can be exchanged 

for a new policy on the life of the surviving spouse 
g. Two single life policies on spouses CANNOT be exchanged for a joint 

and survivor policy on those spouses 
7. If contemplating a tax-free §1035 exchange of policies, what are the “give-

ups”?  
a. Cash value policy in exchange for a guaranteed UL policy with little or 

decreasing cash value? 
b. Cash value policy in exchange for a variable UL with cash value? 
c. Why do I need the cash value?  Who can benefit from it?  If the policy is 

in an ILIT, the grantors/insureds can’t access those funds! 
8. Does the policy in the ILIT continue to be a prudent investment? 

a. See Massachusetts Uniform Prudent Investment Act – M.G.L. c.203C 
i. Section 3(a):  “A trustee shall invest and manage trust assets as a 

prudent investor would, considering the purposes, terms, and other 
circumstances of the trust, including those set forth in subsection (c).  
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In satisfying this standard, the trustee shall exercise reasonable care, 
skill and caution.” 

ii. Section 4:  “A trustee shall reasonably diversify the investments of the 
trust unless, under the circumstances, it is prudent not to do so.” 

b. A lengthy report (in 4 parts) was published in the ACTEC Journal in 2006 
discussing ILIT Asset Management.  One proposal discussed at length was 
whether a fiduciary should create an Investment Policy Statement. 
i. Use of an IPS shows that the trustee developed an investment strategy, 

made conscious decisions regarding risk and return objectives 
appropriate for the trust, and administered the trust assets with the 
requisite degree of care, skill and caution 

ii. An IPS offers the trustee a legally defensible position that documents 
the procedural prudence of financial decisions 

iii. Provides an administratively convenient system through which vendor 
claims and proposals can be intelligently evaluated 

c. A fiduciary cannot always be right, but a fiduciary can always be 
prudent! 

d. The UPIA is a measure of conduct, not a measure of performance! 
9. How does the ILIT fit in with the rest of the estate plan?   

a. You cannot examine the ILIT and the policy in a vacuum. 
b. It may be that standing on its own the investment in the policy is less than 

perfect from an investment perspective; but taken in context with the 
overall estate plan it is a necessary component. 

10. Do I have an obligation to diversify? 
a. Is it OK that the trust invests only in life insurance?  Should the trust have 

other assets? 
i. UPIA requires diversification! 

ii. A clear statement in the trust or an IPS should provide the necessary 
protection (similar to the way a GRAT might indicate that the strategy 
is designed for a singular asset) and that the ILIT is part of a larger 
composite estate plan. 

b. What about diversification within the insurance investment?   
i. Can diversify by carrier and by product type  

ii. Sometimes there are reasonable reasons why diversification is not 
possible; e.g., a cigar smoker  there are only 3 primary companies 
who will issue non-smoker ratings to a person who smokes cigars (but 
not cigarettes).  

c. Be aware of surrender charges when purchasing a policy and when 
considering diversification or exchange – excessive charges negatively 
impact a trustee’s ability to properly manage risk! 
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IV. Some interesting cases are out there 
A. In re Stuart Cochran Irrevocable Trust, 901 N.E.2d 1128 (Ind Ct of App) 2009 – the 

“KeyBank Case” 
1. Trust beneficiaries sued KeyBank, as trustee, alleging violations of Indiana’s 

version of the Uniform Prudent Investor Act and breach of trust 
2. Upon becoming trustee in 1999, KeyBank approved the exchange of policies 

and raised the collective death benefit from $4.75m to $8m 
3. Due to market instability during 2001 and 2002, KeyBank retained an outside 

insurance advisor to review those replacement policies 
a. The review indicated that the policies would likely lapse before life 

expectancy, but the recommendation was to hold and monitor 
b. The original insurance agent, however, recommended the purchase of a 

replacement policy with a face amount of only $2.78m, but which was 
guaranteed to age 100 

c. KeyBank’s consultant reviewed the replacement proposal and noted that 
surrender charges of $108,000 would be incurred, but nonetheless 
recommended the exchange… 

d. KeyBank surrendered the old policies and made the exchange 
4. As you would expect, the insured died shortly thereafter at the age of 53  

LAWSUIT! 
5. Here’s how the court framed the question:  Was is prudent for the Trustee to 

move the trust assets from insurance policies with significant risk and 
likelihood of ultimate lapse into an insurance policy with a smaller but 
guaranteed death benefit. 

6. Both the trial court and the appeals court held in favor of the Trustee 
a. Critical to the decision was the fact that the bank relied on an outside, 

independent entity with no policy to sell or any other financial stake in the 
outcome to review the policies and the recommendations of the insured’s 
advisor. 

b. The bank followed a process and documented that process 
B. French v. Wachovia Bank, N.A, 2013 U.S. App. LEXIS 14399 (French v. 

Wachovia Bank, N.A., 800 F. Supp 2d 975, 2011 U.S. Dist. LEXIS 72808 (E.D. 
Wis., 2011) 
1.  Trust account at Wachovia included two underperforming whole life 

insurance policies.   
2. After lengthy consultation with grantor and grantor’s attorney, Wachovia 

replaced the policies with new guaranteed universal life policies that provided 
the same death benefit for significantly lower premiums.   

3. Court notes that the attorney was an expert in insurance matters and wrote a 
detailed memo outlining the advantages and disadvantages of the new GUL 
policies (including the give-up of the cash value). 

4. Wachovia was also the insurance broker on the deal and earned a substantial 
commission on the transaction (commensurate with industry standards). 

5. Trust beneficiaries sued Wachovia alleging self-dealing (based on the large 
commission) 

6. Trustee was NOT held liable because of an express conflict-of-interest waiver 
in the trust document and the court concluded as well that the transaction was 
neither imprudent nor undertaken in bad faith. 
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C. Paradee v. Paradee et al, No. CA No. 4988-VCL (Chancery Court October 5, 2010) 
1. Court rules in favor of a trust beneficiary who sued for breach of trust because 

a second-to-die policy collapsed due to a loan against the policy that the 
trustee made without security. 

2. Trustee was the long-time company and family insurance agent 
3. Trust invested in a single premium second-to-die policy on the joint lives of 

Husband and Second Wife for the benefit of grandson 
4. Three years after creating the trust, grantors ask the trustee to revoke the trust 

and receive the cash value – the trustee refuses 
5. Instead, grantors asked if the trust could lend the cash value to the grantors 

a. Trustee sought legal advice and was advised that the loan had to be 
commercially reasonable and had to be secured – in addition, the loan 
payments needed to be sufficient to cover the debt-service on the policy 
loan plus any amount required to keep the policy premiums current 

b. Trustee did not follow this advice and borrowed the funds from the policy 
at 8.75% and then loaned the funds, UNSECURED, at 8% 

6. Husband died, triggering an automatic repayment clause in the loan, but the 
trustee made no attempt to collect. 

7. The following year, grandson turned 30 and had a right to become trustee – 
but he was not informed by the trustee of this right or even the existence of the 
trust. 

8. A few years later the trustee dies but Second Wife appoints herself as 
successor trustee and again failed to notify grandson of his right to be the 
trustee 

9. Two years later the policy lapses with a loan balance of $185,000 
10. A few years later, grandson finally finds out about the trust, becomes trustee, 

and demands repayment of the loan, which had ballooned to over $340,000 
D. Rafert v. Meyer, 859 N.W.2d 332, 290 Neb. 219 (Neb. Feb. 27, 2015) 

1. Grantor hires an attorney to draft an ILIT and serve as the trustee. 
2. Trust stated explicitly that the trustee had no duty to pay the premiums, no 

duty to notify the beneficiaries of nonpayment of the premiums and had no 
liability for any nonpayment. 

3. The trust purchased three policies on the grantor’s life, for a total death benefit 
of $8.5m.  On each application, the trustee gave the insurer a false address in 
South Dakota. 

4. The initial premiums were paid in 2009, but a year later they lapsed for 
nonpayment. 

5. Neither the grantor, the beneficiaries nor the trustee received any notice of the 
lapse until 2012 because the several notices were mailed to the false address. 

6. The Nebraska Supreme Court held that the trustee had breached his fiduciary 
duties under the Nebraska UTC and common law to act in good faith and in 
the best interests of the beneficiaries. 

7. The court added that among the trustee’s duties is the responsibility to inform 
the beneficiaries fully of all material facts so that the beneficiaries can protect 
their own interests where necessary, and the duties of undivided loyalty and 
good faith, such that all acts of the trustee must be in the best interests of the 
beneficiaries. 
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V. Best practices for administering an “unfunded” ILIT 
A. Know the terms of the trust you are administering 
B. Keep good records of your Crummey notices – while it is rare to be audited, it has 

happened and you will be grateful you have the copies! 
C. Have the donor(s) make their gifts directly to the ILIT 

1. Set up a separate account for the ILIT 
2. Hold the cash gift in trust for the Crummey notice period (see the trust for the 

number of days) – this means you need to give your clients enough advance 
notice to make the payment to the trust (usually BEFORE you get the annual 
premium notice from the insurance carrier) 

3. Pay the premiums in a timely fashion from the trust account 
D. Have the policy reviewed periodically  

1. The review should be by someone who understands the terms of the policy 
(sometimes that will be someone other than the agent who wrote the policy) 

2. Depending on the type of policy and the current status of the policy, the 
ongoing review might be sufficient if it is every other year or every three 
years; but it also might mean every 6 months! 

3. Keep records of your reviews 
4. Communicate with the insureds and the beneficiaries 
5. Set up a system to track these reviews 
6. Treat the trust like you would any other trust with other investible assets – 

THE LIFE INSURANCE POLICY IS AN ASSET!! 
7. Trustee has a primary responsibility to protect the interests of the beneficiaries 

– don’t lean on an exculpatory clause to ignore the responsibility to properly 
manage the trust assets 

8. Don’t be afraid to acknowledge that you don’t know what you don’t know – 
look to outside experts for the necessary analysis 

9. Document the pros and cons of any replacement transactions 
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VI. Key Definitions 
A. Term Insurance:   

Term insurance is coverage for a specified time period. Once the coverage period 
has expired, the insured must requalify to maintain coverage. Due to inevitable 
changes in health, requalification becomes impossible for everyone at some point in 
time. Therefore, term is best when the insured’s needs are temporary or finite. Term 
products provide a stated insurance benefit upon death of the insured if death occurs 
within the coverage period. Generally, term insurance policies have no cash value 
reserve. 

B. Whole Life Insurance: 
Whole life insurance provides coverage for the life of the insured regardless of 
when death occurs. Since whole life insurance guarantees a death benefit whenever 
the client dies, insurance regulators require carriers to establish a cash value 
reserve. This is intended to ensure that the company has set aside adequate funds to 
pay the claim when it is due. This is the oldest type of permanent life insurance. 
Because of their guarantees and cash values, whole life policies generally have the 
highest premium requirements of all types of insurance. In later years these high 
premiums may be offset by policy dividends, although neither the dividend nor the 
dividend rate is guaranteed. Whole life policies are also the least flexible permanent 
products. The premium must be paid every year. In order to increase the flexibility, 
most insurance companies offer a variety of riders and dividend options to their 
whole life products. 

C. Universal Life Insurance: 
Universal life insurance is a flexible premium permanent life insurance offering that 
combines term life insurance with a savings element -- cash value. As with whole 
life policies, the cash value primarily supports the death benefit. Unlike whole life 
policies, universal life policies may lapse even if premiums have been paid. This is 
because universal life policies only remain inforce as long as there is cash value.  If 
the paid premiums are not sufficient to maintain cash value, the policy may lapse.  
Another difference between universal life and whole life is premium flexibility. 
Universal life policy owners may increase, decrease, stop, start or skip premiums. 
In addition, the policyholder has the ability to withdraw part of the cash value. 

D. Guaranteed Universal Life: 
Guaranteed universal life policies offer a no-lapse premium.  These policies are 
similar to ordinary universal life policies with the added benefit that the policy may 
not lapse, even if there is no cash value. In order to maintain guaranteed coverage, a 
minimum, or no-lapse premium must be paid. In many cases, these policies are 
subject to heavy loads on the cash values. As a result, these policies frequently have 
little or no cash value. They typically offer the lowest guaranteed premiums for all 
permanent insurance products. 

E. Adjustable Life Insurance: 
An Adjustable Life insurance policy is a type of whole life policy that offers some 
of the flexibility of universal life as well as some of the guarantees of whole life. 
Adjustable life policies are similar to whole life policies with regard to guaranteed 
cash values, mortality and expenses. They are similar to universal life in that the 
premium, face amount and cash value can change. 

F. Variable Life Policies: 
Variable life policies enable policyholders to direct policy values into separate 
accounts held by life insurance companies. These separate accounts may invest in 
stocks, commodities, real estate trusts, fixed income securities and other 
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investments. Using variable life, a policyholder can diversify policy values and 
obtain higher potential long-term returns. 
The returns of variable life policies are not guaranteed. Market volatility can cause 
policy values to increase or decrease sharply over short time periods. For this 
reason, most variable life companies offer recommendations for asset allocation as 
well as suitability analysis. Variable life policyholders need to regularly monitor 
their policy's performance and its asset allocation. 

G. Hybrid Variable: 
In order to reduce the downside risk of variable life policy values, some companies 
have developed products that combine the low cost long-term guarantees of 
guaranteed universal life with variable life. These policies generally have somewhat 
higher guaranteed premiums than guaranteed universal life. These products also 
have considerably higher cash values than guaranteed universal life. 
As with other variable life policies, policyholders should regularly monitor the 
policy's performance and asset allocation. The guarantees in hybrid products are 
backed by the financial strength of the life insurance company. 
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