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TOPIC: LIFE INSURANCE TRUSTS
If you have utilized a basic estate plan and available gifting strategies in order to
reduce your taxable assets, and you still have substantial assets above your needs that
will be subject to estate taxes, then you might consider establishing a life insurance
trust. This is a trust that purchases an insurance policy on your life (you are called the
"insured"), which pays a death benefit upon your death. If the life insurance trust is
properly structured, then the life insurance benefit can be received by your heirs free
of both federal income and estate taxes. It is this tax-free character of the life
insurance proceeds which makes a life insurance trust attractive.
First, the death benefit is received tax-free by your heirs because life insurance
proceeds are free from federal income taxes. The more difficult problem is to make
sure the life insurance proceeds also are not subject to estate taxes. This is done by
making sure the life insurance proceeds are not included in your estate.
This is accomplished by establishing an insurance trust, with an independent trustee,
that will purchase and own the insurance policy. You must have no control over the
trust, and the trust must hold all incidents of ownership in the policy. Your heirs are
the beneficiaries of the trust.
However, in order for the trust to purchase the insurance policy, it must have
sufficient assets to pay the policy's annual premium. This means you must annually
gift to the insurance trust an amount sufficient to cover the cost of the annual
premium.
This raises an additional problem. If you gift to the trust an annual amount to be used
to pay the annual insurance premium the gift will be considered a gift of a future
interest rather than a present interest. This means the gift cannot qualify for the
annual gift tax exclusion ($14,000 in 2015) and will either reduce your estate tax
exemption or be subject to gift tax. This can be avoided if the annual gift to the
insurance trust is subject to what is called a "crummy power." This simply means that
each time you gift the annual premium to the insurance trust, the beneficiaries of the
trust (your heirs) must be notified and be given the power to receive the annual gift
directly rather than having it used to pay the insurance premium. If the notice and
crummy power are properly structured, then the annual gift will be considered a gift
of a present interest which qualifies for the annual gift tax exclusion.

Of course, if the beneficiaries demand to receive the annual premium gift in cash,
rather than having it used to pay the insurance premium, then the goal of the
insurance trust will be thwarted. The structure depends upon all parties sharing the
goals and purposes of the trust.
If all parties cooperate, then upon your death your heirs will receive the death benefit
from the policy free from both income and estate taxes. This death benefit can
replace much if not all of the value of the estate that may have been lost to estate
taxes.
The life insurance trust is not a perfect solution for reducing the effect of estate taxes.
First, it involves administrative complexity and cost. The trust must be carefully
structured to meet all requirements, and this will often require the services of an
attorney. The crummy powers notice and withdrawal requirements must be strictly
complied with or any annual gift of the insurance premium will not qualify for the
annual gift tax exclusion.
More important, however, is that insurance costs money. Instead of paying the
annual cost of an insurance policy, you might simply gift an equal amount to your
heirs each year. Your heirs could then invest the money. Although earnings and gains
on such investments would be taxable to your heirs, over the years these investments
could grow to an amount as great or greater than the death benefit from the
insurance policy.
This means that before establishing an insurance trust, you should carefully analyze
alternative strategies. You should have a clear understanding of the investment and
life expectancy assumptions under which the life insurance trust is more favorable as
compared with annual gifting to heirs. Only then can you make an informed decision
as to which alternative works best to fulfill your goals.
We at Bingham, Osborn & Scarborough, LLC (BOS), are ready to work with clients,
their attorneys and tax professionals on the merits and specifics of these and other
investment and financial planning options. For additional information on this or
related topics, or to learn more about the investment management and financial
planning services offered by BOS, please visit our website at www.bosinvest.com.
Disclosure:
This white paper is for informational purposes only and is not intended to be used as a general guide to investing or
financial planning, or as a source of any specific recommendations, and makes no implied or express recommendations
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concerning the manner in which any individual's account should or would be handled, as appropriate investment
strategies depend upon the individual's specific objectives. It is the responsibility of any person or persons in possession of
this material to inform himself or herself of and to seek appropriate advice regarding any investment or financial
planning decisions, legal requirements, and taxation regulations which might be relevant to the topic of this white paper
or the subscription, purchase, holding, exchange, redemption or disposal of any investments.
The portfolio risk management process includes an effort to monitor and manage risk, but does not imply low risk.
Past performance is not indicative of future results, which may vary. The value of investments and the income derived
from investments can go down as well as up. Future returns are not guaranteed and inherent in any investment is the
potential for loss.
This white paper does not constitute a solicitation in any jurisdiction in which such a solicitation is unlawful or to any
person to whom it is unlawful. Moreover, this white paper neither constitutes an offer to enter into an investment
agreement with the recipient nor an invitation to respond by making an offer to enter into an investment agreement.
Opinions expressed are current opinions as of the date appearing in this material only and are subject to change. No
part of this material may, without the prior written consent of Bingham, Osborn & Scarborough, LLC, be (i) copied,
photocopied or duplicated in any form, by any means, or (ii) distributed to any person that is not an employee, officer,
director, or authorized agent of the recipient.
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