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Painful income tax consequences can accompany
the lapsing or cancellation of a life insurance
policy whose cash value has previously been
substantially depleted through policy loans.
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each “unvested” contingent remainder
beneficiary who has a Crummey with-
drawal right.

3. Provide Beneficiaries with
Sufficient Time to Exercise Their
Crummey Withdrawal Rights and Give
the Trustee Broad Powers to Satisfy
Any Crummey Withdrawal Right
According to the IRS, a beneficiary must
have a reasonable amount of time to
exercise the Crummey withdrawal right
before it lapses, with 30 to 60 days
being typical. Make sure that any Crum-
mey withdrawal right may be satisfied
not only against the contribution but
also against other trust property, includ-
ing any insurance policy or fractional
interests in the insurance policy. This
will provide substance to a Crummey
withdrawal right, especially as concerns
any split-dollar or group term policies
held by the trust.

4. Noninsured Spouse as Trustee

A noninsured spouse who is a benefi-
ciary of an ILIT (when the other spouse
is the sole insured under the ILIT) can
serve as trustee of the ILIT during the
insured spouse’s lifetime, provided (i)
the noninsured spouse holds no pow-
ers as trustee that constitute a general
power of appointment, (ii) the non-
insured spouse is prohibited from
making distributions that would have
the effect of discharging that individ-
ual’s legal obligations, including the
obligation of support, and (iii) the non-
insured spouse does not make any gifts
to the ILIT (other than merely consent-
ing to gift splitting under L.R.C. § 2513).
After the death of the insured spouse,
the noninsured spouse can serve as
trustee of the ILIT, even if that indi-
vidual is a beneficiary, provided the
noninsured spouse holds no powers as
trustee that constitute a general power
of appointment.

5. Effect of Gift Tax Annual Exclusion
upon GSTT Taxability

It is important to realize that a lifetime
gift that creates an interest in a skip per-
son (other than in the case of an LR.C.

§ 2642(c) trust) is potentially subject to
GSTT even though the gift qualifies as
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excludable from gift taxation. In other
words, not all gifts that are excludable
from gift taxation (by reason of the
$17,000 (as indexed) gift tax annual
exclusion) are excludable from the oper-
ation of the GSTT. Thus, it is necessary
to allocate an appropriate amount of
the GSTT exemption to gift tax annual
exclusion transfers (other than in the
case of LR.C § 2642(c) trusts) in order
to exempt future generation-skipping
transfers.

6. Avoid the Creation of Reciprocal
ILITs
In determining whether the recipro-
cal trust doctrine applies, the following
factors should be considered and ana-
lyzed: (i) the similarity of the trusts’
terms, (ii) the similarity of the trusts’
corpus, (iii) the trustees, (iv) the benefi-
ciaries, (v) the proximity of the trusts’
execution date, and (vi) the grantors’
intent concerning a pre-arranged plan.
To avoid the reciprocal trust doctrine,
consider the following drafting sugges-
tions: (i) Give one spouse (but not the
other) a broad inter-vivos limited power
of appointment; (ii) give each spouse a
different form of entitlement under each
other’s trust—one spouse may be entitled
to mandatory distributions of income
and distributions of principal for health,
education, support, and maintenance,
but the other spouse may be entitled
to receive distributions of income and
principal in the sole discretion of an inde-
pendent trustee; (iii) vary the terms of the
trust—one trust may be a GSTT-exempt
dynasty trust and the other trust may be
for a specified length of years; and (iv)
execute the trusts on different dates—the
farther apart the better.

7. Vest Ownership of the Life
Insurance Exclusively in the ILIT
Trustee

The ILIT should provide that the
grantor relinquishes all incidents of
ownership over transferred policies
and that any life insurance policy pur-
chased by the ILIT on the grantor’s
life is owned exclusively by the trustee
(i.e, the insured must not possess any
“incidents of ownership” in the life
insurance policy). LR.C. § 2042.
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8. Avoidance of the Three-Year Rule
Problem When a New Policy Is
Involved

Under L.R.C. § 2035(d)—the so-called
three-year rule—if an insured per-

son transfers an insurance policy to

an irrevocable life insurance trust,
even though the insured may no lon-
ger retain any incidents of ownership,
but then dies within the three-year
period following the transfer, the entire
policy proceeds will be includable in
the insured’s gross estate, effectively
defeating the major objective of the
irrevocable trust plan. For the most
part, the three-year rule problem can
be eliminated by establishing the trust
with a new policy (i.e., one never owned
by the insured). This, of course, is not a
viable alternative when an existing pol-
icy is involved.

In general, the trust should be estab-
lished first, with a transfer of cash from
the grantor to be used to pay the initial
premium. The trustee would then sub-
mit the formal application, with the trust
as the original applicant and owner. The
grantor-insured would participate only
to the extent of executing required health
questionnaires and submitting to any
required physical examination. The criti-
cal factor in assuring the inapplicability
of LR.C. § 2035(d) is that the grantor-
insured not have possessed, at any time,
anything that might be deemed an inci-
dent of ownership with respect to the
policy.

In Technical Advice Memorandum
(TAM) 9323002 (Apr. 20, 1998), the IRS
held that reapplication by a third-party
owner (such as an ILIT trustee) after the
decedent initially applied for the insur-
ance (with no money submitted with the
“initial” application) within three years
of death did not present a three-year rule
problem. Central to the technical advice
is the notion that an application for
insurance (as long as money is not sub-
mitted with the application) is only an
offer to contract. There being no contract
between the parties, the decedent never
held any incidents of ownership. B
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