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A001S 

The Need for Estate Planning 
 
At a person’s demise there are certain typical problems which, if not planned for, create a burden on 
those who are left behind. 

Proper estate planning can eliminate or reduce these problems. 

Financial Burdens 
• Estate settlement costs are too high: These costs consist primarily of probate fees and death taxes. 

• Probate fees: These are generally paid to the executor of the estate and the attorney who 
assists with the probate. 

• Death taxes: Estates that exceed certain amounts may be subject to both state and federal 
death taxes. 

• Estate assets are improperly arranged: 

• Liquidity: There are not enough liquid (cash type) assets to pay estate settlement costs. 
• Cash flow: There is not enough income to care for loved ones left behind, e.g., spouse and 

minor children. 

Transfer of Assets 
• Estate assets may be subject to probate delays and expense. 
• Assets transferred to minors may be in cumbersome guardianship accounts until they attain age 18 

(or 21 in some states) and are then distributed outright to the children. A court supervised 
guardianship may be required. 

• Additional death taxes may be paid because there was no pre-death planning. 
• Without planning, estate assets may not pass to the intended heirs. 

Care of Minors 
• Guardians: Parents can nominate a guardian for their minor children in a will. 
• Asset management: If the wrong persons are chosen to manage the assets left for the minors, the 

assets may be lost or unnecessarily reduced. 
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Advantages of a Will 
 
Avoids Distribution Under the Law of Intestacy 
The state intestacy law will pass property to certain relatives of the decedent.  These laws have been 
drafted to be fair in the average situation, but most persons would like to choose who will receive their 
estate when they die. 

Permits the Nomination of a Guardian for Minor Children 
Without a nomination in a will, the court will appoint a guardian of the person for minor children.  Relatives 
are not always the best choice for a guardian and consideration must be given to the financial situation of 
the potential guardian, as well as his or her health, age, willingness and ability to care for your children. 

Waiver of the Probate Bond 
In the absence of a will, the court will require a fiduciary bond to be posted by the administrator (executor) 
of the estate to guarantee the replacement of any funds embezzled or diverted by him.  Since this 
additional cost must be borne by the estate, the estate owner may want to waive the bond requirement in 
the will.  Great care should be used in selecting an executor. 

Choosing the Executor 
The duties of the executor of an estate can be very time consuming and frustrating, especially to a 
spouse who has just lost his or her loved one.  In the will, a qualified individual and/or a corporate trust 
company can be chosen to handle these responsibilities. 

Making Specific Bequests to Individuals 
An individual may bequeath specific items of jewelry, heirlooms and furniture, or make cash bequests, 
and be certain that they will pass to the proper persons.  Without a will, written or oral instructions may not 
be followed. 

Sale of Assets During the Administration of Probate 
Additional expense to the estate can generally be avoided by permitting the sale of assets without the 
executor having to publish a notice of sale in the newspaper.  A sale of assets may be necessary in order 
to pay death taxes and expenses of probate. 

Authorizing the Continuation of a Business 
Unless the will authorizes the continuation of a business, the executor must operate it at his or her own 
risk.  Many executors may elect not to administer the estate unless this risk is borne by the estate. 
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Advantages of a Will 
 
Deferring Distributions to Minors 
When parents die leaving minor children, each child’s share of the estate must be held in a guardianship 
account until he or she attains the age of 18 (or 21), at which time the entire remaining share is 
distributed outright.  Trust provisions can be placed in the will to defer these distributions until a more 
mature age. 

Peace of Mind 
Although this advantage cannot be measured in dollars and cents, when the estate is in order an 
emotional load is lifted from the person who is concerned for his or her family’s well being. 
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Various Estate Planning Arrangements 
A Summary of Benefits 

Benefits No Will Basic Will Trust Will 

Basic 
Living 
Trust 

Bypass 
with 
Living 
Trust 

Bypass, 
QTIP,1 & 
Living 
Trust 

1. Allows you to select:       
a. Beneficiaries of estate, No Yes Yes Yes Yes Yes 
b. Executor of will, No Yes Yes Yes2 Yes2 Yes2 
c. Guardians for children, and No Yes Yes Yes2 Yes2 Yes2 
d. Trustees of trust. No No Yes Yes Yes Yes 

2. Avoids probate costs.3 No No No Yes Yes Yes 
3. Provides asset management for 

children over age 18. No No Yes Yes Yes Yes 
4. Protects estate owner from a 

conservatorship. No No No Yes Yes Yes 
5. Designed to save death taxes for 

couples. No No Maybe4 No Yes Yes 
6. Allows the first spouse to die to 

determine the ultimate beneficiaries 
of the estate in excess of 
$5,120,0005, while still deferring the 
death taxes. 

No No Yes No No Yes 

 

Brief Description of Arrangement 
• No will: Your estate passes to heirs picked by the legislature. 
• Basic will: Generally passes everything to your spouse, if living, otherwise to your children when 

they reach age 18. 
• Trust will: May contain bypass and QTIP trusts or may pass everything to your spouse, if living, 

otherwise for children. 
• Basic living trust: Designed to avoid probate and provide asset management.  Used for smaller 

estates and single persons. 
• Bypass with living trust:  Designed to set aside assets for specific heirs while giving the surviving 

spouse income and flexibility.  Appreciation on assets inside the trust can avoid estate tax. 
• Bypass and QTIP with living trust: Same as the bypass with living trust, plus it gives the first 

spouse to die more control over who will eventually receive his or her assets after the surviving 
spouse dies.  Also called a QTIP trust. 

 
1 QTIP stands for qualified terminable interest property trust. 
2 Each living trust is generally accompanied by a “pour over” type of will which picks up assets not put into the trust during lifetime 
and transfers them after death.  Executors/guardians are named in a will. 

3 If all of the assets are in the living trust, probate is not necessary.  However, there will usually be some expense for legal advice or 
the transfer of assets not in the trust.  Without a trust, probate costs may exceed 5% of the total estate. 

4 Some trust wills contain bypass trusts designed to save death taxes, while others merely manage assets. 
5 The applicable exclusion amount is the dollar value of assets protected from federal estate tax by an individual's applicable credit 
amount. For 2012, this applicable exclusion amount is $5,120,000. 
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Types of Wills and Trusts 
 

There are many varieties of wills and trusts to fit the needs of each individual.  Only a qualified attorney 
should draft these documents. 
A few of the more common documents are listed below. 
• Basic will: A basic or simple will generally gives everything outright to a surviving spouse, children or 

other heirs. 
• Will with contingent trust: Frequently, married couples with minor children will pass everything to 

their spouse, if living, and if not, to a trust for their minor children until they become more mature. 
• Pour-over will: The so-called “pour-over” will is generally used in conjunction with a living trust.  It 

picks up any assets that were not transferred to the trust during the person’s lifetime and pours them 
into the trust upon death.  The assets may be subject to probate administration, however. 

• Tax-saving will: A will may be used to create a testamentary bypass trust.  This trust provides 
lifetime benefits to the surviving spouse, without having those trust assets included in the survivor’s 
estate at his or her subsequent death. 

• Living trust without tax planning: Generally, the surviving spouse has full control of the principal 
and income of this type of trust.  Its main purpose is to avoid probate.  If required, the trust can also 
be used to manage the assets for beneficiaries who are not yet ready to inherit the assets outright, 
because they lack experience in financial and investment matters. 

• Bypass trust:  This type of trust allows the first spouse to die of a married couple to set aside up to 
$5,120,0001 in assets for specific heirs while providing income and flexibility to the surviving spouse. 
The appreciation on assets in the trust can avoid estate tax. 

• QTIP trust: A type of trust known as a QTIP trust allows the first spouse to die to specify who will 
receive his or her assets after the surviving spouse dies.  Use of a QTIP also permits the deferral of 
death taxes on the assets until the death of the surviving spouse. 
QTIP means “qualified terminable interest property.”  The income earned on assets in a QTIP trust 
must be given to the surviving spouse for his or her lifetime.  After the death of the surviving spouse, 
however, the assets then pass to beneficiaries chosen by the first spouse to die, frequently children of 
a prior marriage. 
Even if there are no children of a prior marriage, some estate owners use this type of trust to prevent 
a subsequent spouse of the survivor from diverting or wasting estate assets.  A QTIP trust can only 
hold certain qualifying property.  For this reason, it is often used in tandem with a bypass trust. 

• Qualified domestic trust: Transfers at death to a noncitizen spouse will not qualify for the marital 
deduction unless the assets pass to a qualified domestic trust (QDOT).  The QDOT rules require a 
U.S. Trustee (unless waived by the IRS) and other measures that help ensure collection of a death 
tax at the surviving noncitizen spouse’s later demise. 

Note: Additional trusts may be used for current income tax savings or to remove life insurance from the taxable estate, but the 
above-described documents should generally be considered for a person’s estate plan. 

 

1 The applicable exclusion amount is the dollar value of assets protected from federal estate tax by an individual’s applicable credit 
amount.  For 2012, the applicable exclusion amount is $5,120,000. 
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Funding Your Revocable Living Trust 
 

Many people have established living trusts in an effort to avoid probate administration, reduce death 
taxes, or provide management of assets for minor children. 
A great number of these trusts are completely unfunded.  In other words, title to the person’s assets has 
never been transferred into the name of the trust.  In order to avoid probate, the assets must be in the 
trust (the trust must be the legal owner of the assets) at the time the estate owner dies.  Individuals who 
have established living trusts should periodically check the title of their assets to verify that they are held 
in the trust name. 
• Savings and loan and bank accounts can be easily changed into the trust name by the institution. 
• Real estate is generally transferred into the trust name by having an attorney prepare a new deed. 
• Promissory notes and deeds of trust can be assigned to the trust. 
• Personal effects, furniture, furnishings, clothing, jewelry and items that have no certificate of 

ownership can be transferred with a deed of gift or assignment of personal property. 
• A stockbroker can assist you in transferring your securities. 
• Certificates of limited partnership should be examined for instructions and requirements for making 

the transfer. 
• Closely held corporation stock must be changed into the trustee’s name.  If there is a buy-sell 

agreement, it must be reviewed for any prohibition against this type of transfer.  Also, if the 
corporation is either an S corporation or a professional corporation, special rules must be followed. 

• General partnership interests can be put into the trust if the partnership agreement permits such 
transfers. 

• Sole proprietorships require a bill of sale or an assignment of interest, which includes the goodwill of 
the business. 

• Life insurance proceeds made payable to the living trust will be managed for the benefit of your heirs 
along with the other assets in the trust until such time as they are to be distributed. 

• Qualified plan benefits and IRAs should be paid to the surviving spouse, if living; otherwise they may 
be paid to the living trust.  Retirement benefits paid to a living trust will be subject to faster payout 
requirements unless the trust is also qualified as a designated beneficiary trust. 

 
Note: Check with an attorney concerning all transfers to your trust.  The transfer of various assets after death with an affidavit 
may be permitted. 
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Advance Health Care Directives 
End-of-Life Decision Making  
Modern medicine can now keep a person alive in situations that, in years past, would have resulted in the 
individual’s death.  Frequently, a patient in such a condition is unable to communicate his or her wishes 
with regard to the type of medical care to be provided.  In the absence of any other guidance, the 
attending physician will typically use all available means to keep the individual alive, even when death is 
certain, with no hope of recovery. 

However, many individuals feel that once death is inevitable, life should not be artificially prolonged 
through the use of such technology.  The decision to start or withdraw such life-sustaining support, 
although always difficult, can be made easier with advance planning. 

The term “advance health care directives” is commonly used to describe two key documents (sometimes 
combined into one) designed to address these end-of-life decisions: 

• Living Will 
• Durable Power of Attorney for Health Care 

Individual state law governs the use of these documents, and such legislation can vary widely.  
Individuals who live in more than one state may need to execute a living will and a durable power of 
attorney for health care for each state. 

Living Will 
A living will, also known as a “directive to physicians,” is a written statement of the individual’s health care 
wishes should he or she become seriously ill and unable to communicate.  The document is designed to 
provide guidance to someone else appointed to make health care decisions for the individual, or to the 
attending physician if there is no health care agent.  A living will might include: 

• Directions as to pain medication. 
• Directions as to when to provide, withhold, or withdraw artificial nutrition and hydration, and all other 

forms of health care, including cardiopulmonary resuscitation. 
• A discussion of any religious beliefs that might impact medical treatment. 
• Instructions for funeral and burial services. 

Because it is impossible to foresee the future, the living will should be written in the broadest possible 
manner, to cover a wide range of situations. 
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Advance Health Care Directives 
End-of-Life Decision Making 
Durable Power of Attorney for Health Care 
In a durable power of attorney for health care, sometimes known as a “health care proxy,” an individual 
(the principal) appoints another person (the agent) to make health care decisions if the principal is 
incapable of doing so.1  A durable power of attorney may employ a “springing” power, which means that 
the power “springs” into life when the principal becomes incapacitated.2  Additional powers granted to the 
agent could include: 

• Access to medical records. 
• Authority to transfer the principal to another facility or to another state. 
• Ability to authorize a “Do Not Resuscitate” (DNR) order. 
• Postmortem powers to dispose of the remains, to authorize an autopsy, or to donate all or part of the 

principal’s body for transplant, education, or research purposes. 

Other Points 
• Talk about the issues: the individual should spend time talking with family, friends, clergy, and 

physician about his or her wishes in end-of-life decisions. 
• Make the documents available: if a living will and/or a durable power of attorney exist, be sure that 

those involved know where to locate the documents. 
• Revocation: an individual can generally revoke a living will or durable power of attorney at any time. 

Additional Resources 
Non-profit organizations such as the following provide support and education on end-of-life issues: 

• National Hospice and Palliative Care Organization: (800) 658-8898, on the internet at: 
www.nhpco.org 

Seek Professional Guidance 
The counsel and guidance of legal, religious, and medical professionals is essential to the successful 
preparation of advance health care directives. 

 

1 Many states have provision in their laws for the appointment of a surrogate such as a spouse, domestic partner, or other close 
family member to make health care decisions for the principal, in situations where no durable power of attorney for health care 
exists.  

2 Under the Health Insurance Portability and Accountability Act (HIPAA), a physician is prohibited from discussing a patient’s medical 
condition without the patient’s consent.  Thus, if an individual becomes incapacitated, the person named as agent under a durable 
power of attorney for health care may not have access to the principal’s health-care information.  Without this information, the 
agent would be unable to legally establish that the principal had become incapacitated, and would not be able to trigger any 
“springing” power.  A HIPPA authorization can be used to give the agent access to the principal’s health-care information. 
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Durable Power of Attorney 
 
A power of attorney is a written document which one person (the principal) uses to empower another 
person (the agent or attorney-in-fact) to act on his or her behalf. 

Powers Which May Be Included 
Non-Tax Powers  Tax-Related Powers 

• To buy, sell or lease assets 
• To sue on the principal’s 

behalf 
• To collect from creditors 
• To change provisions in a 

living trust 
• To operate the principal’s 

business 

 

• The power to make gifts to the spouse (to equalize the 
estates) and to children, grandchildren, etc. (to utilize the 
annual gift tax exclusions) 

• The power to make disclaimers 
• The power to create living trusts to benefit the principal, 

spouse and heirs 
• The power to complete transfers to a living trust if the 

principal becomes incompetent 
• The power to join the competent spouse in signing 

income and gift tax returns 
• The power to exercise special powers of appointment 

 

Additional Considerations 
Some powers, such as the power to execute and revoke a will, can not be given to another individual.  In 
addition, powers of attorney are usually notarized and those affecting real property may need to be 
recorded. 
A power can be a “general” power, giving the agent all powers held by the principal; a “limited” power 
restricts the agent to performing only those actions specifically listed. 
The document can be written to empower the agent now, or to become effective only upon the 
occurrence of a specific event, such as the principal’s incapacity (sometimes referred to as a “springing” 
power).  A durable power of attorney may save the often-considerable costs of a conservatorship.  A 
conservatorship, however, has the benefit of court supervision. 
Note: Significant powers may be granted under a power of attorney.  Before using a preprinted form, legal advice should be 
obtained. 
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The Importance of Beneficiary Designations 
 
Some types of assets allow the owner of the asset to name a “beneficiary.”  If the original owner later 
dies, ownership of the asset passes automatically to the named beneficiary.  Because beneficiary 
designations are easy to use, they can be a key estate planning tool.  However, significant negative tax 
financial, and even personal problems can arise if the “wrong” individual or entity is named as the 
beneficiary. 

Common Named Beneficiaries 
A number of individuals, entities, or organizations are commonly named as a designated beneficiary:  
• Spouse: A married individual’s spouse is perhaps the most common beneficiary designation.  Assets 

passing to a surviving spouse generally escape federal estate tax because of the unlimited marital 
deduction.1 

• Children: Children, as adults or minors, 2 are often named as beneficiaries.  Step-children or other 
children adopted informally generally need to be specifically identified. 

• Other family members: Brothers and sisters, aunts and uncles, and nieces and nephews are 
frequently encountered beneficiaries.  

• Estate: In some situations, the asset owner will name his or her estate as the beneficiary. 
• Trust: As a part of a more complex estate plan, a trust may be named as a beneficiary.  The trust 

must exist at the time of death for the beneficiary designation to be valid. 
• Charity: A charity may be a designated beneficiary, which can reduce the owner’s taxable estate. 
• Corporation or partnership: Buy-sell agreements, key man insurance, stock redemption, split-dollar 

arrangements, and salary continuation plans are all valid business reasons why a corporation or 
partnership may be named as a beneficiary. 

General Considerations in Making Beneficiary Designations 
There are a number of general issues to consider when using beneficiary designations: 
• Keep beneficiary designations current: Divorce, the birth of a child, the death of a beneficiary, or 

any number of other life changes can result in the need to update a beneficiary designation.  Lack of 
planning can result in an ex-spouse receiving retirement benefits intended to provide for others or for 
assets to inadvertently be paid to the estate when a named beneficiary has predeceased the owner. 

• Your estate or executor as the beneficiary: In these situations, the transferred assets must 
generally go through a costly and time-consuming court-supervised process known as “probate.”  
During probate the proceeds can be subject to the claims of creditors. In some situations there may 
be valid estate planning reasons for naming the estate as a beneficiary. 

• A minor as beneficiary: In most states, a minor generally cannot legally enter into contracts or own 
property.  If a minor is named as the beneficiary of an asset, the end result is frequently an expensive 
court-appointed guardianship with court supervision of the use of these funds.  Once reaching his or 
her majority, the individual then takes control of the assets.  

 

1 The discussion here concerns federal income and estate tax law.  State or local law may vary.  
2 In many states, 18 is the “age of majority” when an individual is considered, for legal purposes, to be an “adult.”  In some states the 
age of majority is 21. 
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The Importance of Beneficiary Designations 
 
• Per Capita vs. Per Stirpes: A beneficiary designation form will generally use one of these two terms 

to specify how an asset will be distributed if a named beneficiary predeceases the asset owner.  In a 
“Per Capita” distribution, a deceased beneficiary’s heirs will not receive any part of the asset.  In a 
“Per Stirpes” distribution, a deceased beneficiary’s heirs inherit his or her share, in equal portions.  

• Spousal rights: In some states, a surviving spouse may have the right to claim a portion of a 
decedent’s estate, including part of assets that can be transferred by a beneficiary designation.  In 
Community Property1 states, a surviving spouse may have rights that need to be considered. 

• Common disaster: What provision has been made for a situation in which both the asset owner and 
a designated beneficiary (think of spouses who travel together) die in a common disaster?  This 
contingency is frequently addressed in an individual’s will. 

• Impact on the beneficiary: Consider how receiving an asset will impact the beneficiary’s life: 
• Is the beneficiary capable of using the inheritance as the donor might wish, or will it be wasted?  

Is the beneficiary capable of managing the inheritance? 
• Are there income tax considerations?  Assets such as deferred annuities, or retirement plans 

such as IRAs or 401(k) plans, have varying distribution requirements, depending on who inherits 
the assets.  Will one beneficiary pay less income tax than another? 

• Does the intended beneficiary need the money? 
• Are there other ways, such as via a will or trust, to transfer assets to the intended beneficiary that 

might ultimately benefit the beneficiary more than an outright gift? 
• Conflict with other estate planning documents: In some cases, an individual will leave 

contradictory instructions with regard to how his or her assets should be distributed.  For example, a 
will may indicate that an individual’s retirement plan assets are to pass to a child, while the 
beneficiary designation form for the retirement plan shows that the ex-wife is to receive the funds.  As 
a general rule, the instructions contained in the beneficiary designation form will trump those 
contained in a will or trust.  

Seek Professional Guidance 
While beneficiary designations are easy to use, they should be considered to be only one part of an 
overall, coordinated estate plan.  The guidance of experienced, trained estate, income tax, and other 
financial professionals is strongly recommended.   

 

1 The Community Property states are Arizona, California, Idaho, Louisiana, Nevada, New Mexico, Texas, Washington, and 
Wisconsin. In Alaska, spouses may opt-in to a community property arrangement.  
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How An Irrevocable Life Insurance Trust Works 
 
Any increase in the taxable estate due to additional life insurance proceeds will be taxed at one’s 
marginal estate tax bracket, unless the policies are owned outside the estate.  Brackets range from 18% 
to 35% on taxable estates in excess of the applicable exclusion amount of $5,120,000.1 

Example 
Assumptions: 

Your taxable estate at date of death: $3,000,000 
Recommended new insurance amounts: $1,000,000 
Potential taxable estate with new insurance: $4,000,000 

 

 If New Insurance Is  
Included in One’s Estate 

 If New Insurance Is  
Outside One’s Estate2 

 

 Portion of increased 
estate to the IRS 

$350,000 
Portion to heirs 

$650,000 

Projected Marginal 
Tax Bracket 35%3 

All of new life insurance 
goes to one’s 
beneficiaries 
$1,000,000 

 

 
Federal estate tax on $4,000,000 = $1,400,000 
Federal estate tax on $3,000,000 =   1,050,000 
Difference    =    $350,000 
 
Additional amount to heirs  =    $350,000 

 
Note: Taxes indicated above assume full applicable credit amount is available. 

 
1 Under the 2010 Tax Relief Act, these are the values in effect in 2012. 
2 Typically, to keep insurance proceeds out of the estate, either adult beneficiaries or an irrevocable life insurance trust should own 
the policy. 

3 This is the current marginal tax bracket on a $3,000,000 taxable estate (assuming death in 2012). 
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Irrevocable Life Insurance Trust 
for a Married Couple 
 
Since estate taxes are imposed upon all of the assets in the estate, 
many people prefer to pay the taxes by rearranging some of these 
assets instead of relying on their current income. 
One method of achieving this goal is the irrevocable life insurance 
trust (ILIT).  To prevent inclusion in the estate, an irrevocable trust 
cannot be revoked or amended by the grantor. 
• Funded irrevocable insurance trusts: This trust has income-

producing assets transferred into it which will pay the premiums on the insurance policy from the 
income earned.  Irrevocable life insurance trusts are typically not funded with a single, lump-sum 
payment because the gift taxes on the assets transferred are the same as the federal estate taxes on 
assets remaining in the estate.  Also, if the trust is a “grantor trust” for income tax purposes, the 
income earned on the assets would still be included on the income tax return of the insured grantor.  
See IRC Sec. 677(a)(3). 

• Unfunded irrevocable insurance trusts: Although this trust is not totally unfunded, it usually just 
owns an insurance policy and the grantor makes annual gifts to the trust with which the trustee can 
pay the premiums. 

Additional Considerations 
• Trust is irrevocable: This means that the grantor cannot get anything out once it is put into the trust.  

Some suggest that a special power of appointment in the hands of the insured’s child would permit 
that child to appoint the trust assets back out to the insured or others.  In an uncertain estate planning 
environment, this flexibility may be very desirable.  The trustee would need to be authorized to 
reappoint trust assets without liability to the trust beneficiaries. 

• Annual gift tax exclusion may be lost: Contributions to the trust are generally “future” interests 
instead of “present” interests. Future interests typically do not qualify for the $13,000 (in 2012) annual 
gift tax exclusion.  This concern can be overcome by granting to the beneficiaries a limited power to 
withdraw certain sums from the trust for a short time after the grantor makes the contribution.  This is 
sometimes referred to as a Crummey provision after the case which decided the validity of this 
technique (Crummey vs. U.S., 397 F.2d 82 (CA-9, 1968)).  The rules set forth in this case and 
subsequent rulings must be carefully followed.  Crummey power holders should be actual trust 
beneficiaries; however, the tax court allowed annual gift tax exclusions for contingent beneficiaries 
(e.g., children, grandchildren, etc.) who were given withdrawal rights (Est. of Maria Cristofani vs. 
Comm., 97 T.C. 74 (1991)).1 

 

1 The IRS has continued to attack the conclusion reached in the Cristofani case, using a substance-over-form argument.  Individuals 
planning an irrevocable trust similar to that involved in Cristofani are advised to consult an attorney on the steps needed to avoid 
having the IRS conclude that gifts to an irrevocable trust are not gifts of a present interest. 
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Irrevocable Life Insurance Trust 
for a Married Couple 
 

• Non-exercise of withdrawal powers: The failure of a beneficiary to withdraw the amounts permitted 
under the Crummey provision will cause a lapse of that power.  Lapsed amounts in excess of the 
specified limit1 are generally considered to be taxable gifts from the beneficiary.  However, if the 
beneficiary is given a limited power to appoint the amount in excess of these limits (e.g., in his or her 
will), the power is deemed not to lapse and therefore no gift tax is due. 
 
Another strategy used to deal with this problem is referred to as a “hanging” power.  It limits the 
amount which lapses each year to the larger of $5,000 or 5% of trust assets.  Any amount in excess 
of this limit “hangs” or carries over to later years.  The IRS has, in one situation stated its opposition 
to this method.  See TAM 8901004. 

• Three-year rule: If an existing life policy is gifted by the insured to an irrevocable life insurance trust 
and the insured dies within three years of the transfer, the policy proceeds will be included in the 
insured’s estate.  IRC Sec. 2035.  On the other hand, if the trustee uses cash in the trust to purchase 
a new policy on the insured’s life and the insured dies within the three-year period, the proceeds will 
generally be excluded from his or her estate.  Care should be taken to make certain that the insured 
has no incidents of ownership in the policy or control over the trustee. 

• Second-to-die policies: Second-to-die or survivor life policies do not pay the proceeds until both 
spouses are deceased, which is when the death taxes generally become due. 
Premiums on a single second-to-die policy are generally lower than the combined premiums on two 
individual policies, allowing a couple to obtain a larger face amount of insurance.  If the surviving 
spouse will need policy proceeds to live on, however, this type of policy should generally not be used. 

 

1 The limit is the greater of $5,000 or 5% of the value of the assets subject to the power. 
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