
LEVERAGING INCOME AND TRANSFER TAX-FREE GROWTH COMBINING 
ILIT TRUSTS AND UNIVERSAL LIFE INSURANCE 

 There are few remaining Congressionally sanctioned tax shelters. One of them 

is the receipt of income tax free life insurance death benefits. (Internal Revenue Code 

§101.) Another involves parents making "annual exclusion" gifts to their children 

which are neither taxable for gift tax purposes nor do they utilize any of a taxpayers 

lifetime unified gift and estate tax credit. (Internal Revenue Code §2503(b).)  

 Gifts made during 2014 are limited to $14,000 per donor to any child or other 

donee, so jointly parents can transfer tax free $28,000 to each child. The combination 

of these two techniques provides a leveraging of tax benefits. 

 Establishing and funding an irrevocable life insurance trust (commonly known 

as an ILIT) with permanent life insurance provides the straight forward route to enjoy 

these tax benefits. While whole life policies remain an attractive form of permanent 

life insurance with which to fund your ILIT alternatively permanent insurance built on 

a universal life chassis provides greater design flexibility and generally more control 

over the financial performance of the income tax free growth of the trust corpus. 

 More specifically, indexed universal life insurance (IUL) offers potential for 

achieving cash value growth which is correlated with stock market indices, often the 

S&P 500 while eliminating decreases in value with stock market downturns by 

incorporating a reset. The policy grows when the market is moving up (subject to caps 



on annual growth rates) but does not decline in value during market corrections. In 

other words the policy captures market upside while being protected from downward 

moves in the market – a feature not available with variable life insurance policies. 

 Returning to the mechanics of gifting, parents working with their estate 

planning attorney and life insurance professional, design an IUL policy typically 

focused upon providing the largest death benefit which can pass income tax and estate 

tax free to their children for the lowest insurance premium payments. 

 Typically planning starts with planned annual premiums equal to the annual 

exclusion available, $28,000 in the above example. The trustee of the ILIT purchases 

individual or survivorship insurance one or both parents naming the trust as 

beneficiary. Annual compliance with the notice requirements under Crummy v. 

Commissioner (citation omitted) - a simple but important step - will ensure the annual 

gifts will satisfy the present interest requirements and thus be free of gift tax. 

 For those wanting to build greater policy values than those curtailed by the 

$14,000 per child/beneficiary limit, taxable gifts can be made in addition to annual 

exclusion gifts. In such case there will be no out-of-pocket gift tax due until each 

donor's lifetime unified credit (currently $ 5.34m) has been fully utilized. 

Alternatively, split-dollar techniques can be used to leverage cash value growth and 

maximize the death benefit. 



 The below table is provided only to illustrate the mechanics of potential growth 

of cash value and death benefit and, importantly, may or may not represent 

product/results currently available in the insurance marketplace. 

 The sales illustration should always be reviewed in connection with a 

contemplated policy. The table represents a survivorship universal life policy which, 

for simplicity sake, utilizes a fixed crediting rate. Husband in the illustration is 56 

years old and his wife is 51 at the time the trust is funded and policy procured. 

Maximum annual exclusion gifts fund the annual $28,000 premium payments by the 

trustee for fifteen years. This policy provides a $1,200,000 death benefit guaranteed 

for 44 years at which time the insureds would be 99 and 94, respectively. 

See Table Next Page. 
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 Suitability of an ILIT and the policy used to fund the trust must first be 

assessed by advising professionals before incorporating the above strategy. Because 

the above strategy yields both income tax and estate tax savings, those exposed to 

both of these tax bases will enjoy the greatest benefit. That said, even those with 

estates which fall below the value threshold for taxable estates can benefit from 

income tax free access by the trustee to cash value as well as the non-taxable death 

benefit. Moreover, by their nature, ILITS provide an excellent asset protection both to 

the trust settlor parents but also the children as trust beneficiaries if the trust 

incorporates the proper protective provisions. 

The above information is provided for general information purposes only, and does not 
constitute legal advice. Successful implementation of the above-described techniques 
requires careful consideration of facts particular and unique to each situation and, 
therefore, should only be considered after a detailed consultation with an attorney. The 
above information is not intended to create an attorney-client relationship between the 
Law Offices of Daniel D. Kopman/Kopman Law and the reader. Such relationship would 
only arise, if at all, upon negotiation and execution of a written fee agreement.  

  

 


