
 
 
 

 

IRREVOCABLE INSURANCE TRUSTS 

Introduction 
Life insurance proceeds, when received by the beneficiaries, are normally free from income taxation.  
The proceeds are subject to estate tax, however, if the proceeds are payable to the insured’s estate, or 
if the insured either owned the policy or had a right to name the beneficiary.  An irrevocable trust 
designed to hold the coverage may avoid estate taxation. 

The Federal Gift and Estate Taxes 
The federal gift tax and estate tax provisions are part of a “unified” transfer tax system. For property 
in excess of that sheltered by the unified credit, federal transfer tax rates are now 45%, and the state 
estate tax may raise the total percentage to 50% or more. 

The unified credit is substantial:  For estate tax purposes, $2 million of property is sheltered from tax 
and the sheltered amount is set to increase in 2009.  For gift tax purposes, the unified credit shelters 
$1 million in property and there are no scheduled increases under present law.  For many individuals 
the unified credit is not adequate to shelter their assets from transfer tax.  It is these individuals who 
may wish to consider planning strategies to move assets out of their taxable estates. 

Operation of the Irrevocable Insurance Trust 
The nature of an insurance policy makes it an ideal asset for transfer planning strategies. The first 
advantage is that the full value of an insurance policy is not realized until after the death of an 
insured, thus its transfer has less impact on the donor insured’s lifestyle.  A second reason is the 
gradual funding of the policy each year in the form of premium payments.   

The gift tax rules allow a person to make gifts of up to $12,000 per donee (gift recipient) annually 
without either incurring gift tax or utilizing any of the donor’s unified credit. That exclusion doubles 
if a person is married and the spouse consents to join in the gift.   

To qualify for the $12,000 exclusion, however, the gift must be of a present interest.  Outright gifts 
meet this test easily.  For a gift to a trust to qualify as a present interest, the trust beneficiary must 
receive carefully crafted withdrawal rights that create no adverse tax consequence if the beneficiary 
declines to exercise the withdrawal rights.   

If an irrevocable insurance trust is established that gives the necessary withdrawal rights to the 
beneficiaries and meets all of the other requirements that keep the trust assets out of the donor 
insured’s estate, a good result will be obtained.  Gifts to the trust each year to cover the premiums 
will qualify for the present interest exclusion.  The end result will be insurance proceeds payable at 
death to a trust that reflects the dispositive wishes of the insured and which are not part of the 
insured’s taxable estate.  Our attorneys are available to further discuss these concepts with you.   


