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for 

Wealth Accumulation, Retirement Planning, and Asset Protection 
 

(LOANS TO GRANTOR; CHILDREN AS BENEFICIARIES) 
(FUNDING:  LIFE INSURANCE POLICY OR SPLIT DOLLAR INTEREST) 

 
[See the Estate Planning Summary of the American Taxpayer Relief Act of 
2012 (TRA 2012) and Federal Estate and Gift Tax Rates and Credits 
documents in the Special Files section of DOD for a summary of estate 
planning changes contained in TRA 2012, which became effective on 
1/1//2013. TRA 2012 permanently reunifies the gift, estate, and GST tax 
exclusion amounts at an inflation-adjusted $5,000,000 ($5.12M in 2012 and 
$5.25M in 2013) with a maximum tax rate of 40%.  It also enables a surviving 
spouse to use any exclusion amounts that were not used by his or her deceased 
spouse.] 

 
HIGHLIGHTS OF THE PLAN 

 
 

The Ultimate Irrevocable Life Insurance Trust (UILIT) is an irrevocable life insurance trust that is 
designed to provide the Grantor/Insured the benefits of tax favored wealth accumulation, 
retirement planning, and asset protection. 
 
In order to remove assets, including life insurance proceeds, from the Grantor's estate for estate 
and generation-skipping tax purposes, the Grantor has to irrevocably give the assets (or policy) to 
a third party, such as an irrevocable trust.  When life insurance is the sole or primary asset in such 
a trust the trust is called an irrevocable life insurance trust. 
 
The main reason that many people are reluctant to establish an irrevocable trust, including an 
irrevocable life insurance trust, is the loss of control over trust assets.  The Ultimate Irrevocable 
Life Insurance Trust or UILIT enables the Grantor/Insured to access trust assets through a series of 
demand loans that are secured by property pledged by the Grantor/Insured, with interest payable at 
a fair market rate at least equal to the amount charged as interest by the insurance company on 
policy loans.  The loan interest in these arrangements is usually accrued rather than paid in cash. 
 
During the lifetime of the Grantor/Insured, the trustee of the UILIT is generally the spouse of the 
insured, unless a joint-and-survivor (2nd-to-die) policy is owned by the trust, in which case a child 
or other family member is the trustee.  A corporate trustee is generally used after the death of the 
insured or insureds and may be used during the lifetime of the insured as long as the spouse or 
other family member trustee has the discretionary authority to make loans or otherwise make 
distributions of income and/or principal from the trust. 
 
One version of the trust gives the Grantor/Insured the right to borrow from the trust, provided that 
he/she executes a demand note secured by other property owned by the Grantor/Insured and pays 



interest (usually accrued) at a fair market rate at least equal to any interest charged by the insurance 
company on loans the trustee takes from policies owned by the trust.  A more conservative 
version of the UILIT would not permit the Grantor/Insured to make such loans, but the power 
would be given to the Grantor/Insured's spouse.  An even more conservative UILIT would permit 
such loans only in the discretion of the trustee.  In any event, the Grantor/Insured or spouse's right 
to borrow from the trust should be subject to the trustee's power to prohibit any loan that would 
cause the underlying life insurance policy to lapse or not extend to maturity. 
 
One of the major benefits of the UILIT is that when the cumulative loan and accrued interest is 
paid back to the Trust from the Grantor/Insured's estate, the loan and accrued interest payment is 
deductible from the insured's estate as a bona fide debt.  For example, if the cumulative loan, 
including interest, is $1,000,000, the estate will be entitled to deduct the full $1,000,000.  The 
effect of this deductible loan and accrued interest payment is to transfer a substantial portion of the 
decedent's estate to the Trust transfer tax free. 
 
The family member trustee is given the power to "sprinkle" income and principal among the 
beneficiaries.  Where the spouse is a trustee and an income beneficiary of the trust, the spouse's 
right to make distributions to trust beneficiaries must be limited to an ascertainable standard (i.e., 
health, education, maintenance, and support) when making distributions to himself or herself.  In 
any event, the trust should not permit the Grantor or the spouse from relieving himself or herself 
from any support obligation imposed by law. 
 
The trustee is also given the power to use trust assets to buy houses or businesses for use by 
beneficiaries, purchase insurance on the lives or health of beneficiaries, pay for educational 
expenses, and, after the Grantor/Insured's death, make demand loans to other beneficiaries. 
 
Note:  It may be possible to structure the ULIT so that the Grantor/Insured can access trust assets 
through use of a limited power of appointment held by another person.  Access could be 
accomplished if the ULIT has a provision naming a limited power holder who, during the lifetime 
of the Grantor(s), has the right to move trust assets to a successor trust.  If the limited power 
holder so chooses, the successor trust could have provisions which provide support for the 
Grantor/Insured, or it could even be a revocable life insurance trust ("RLIT") which could provide 
the Grantor/Insured with access to the trust's assets.  If the limited power holder selects either 
approach under the limited power, any subsequent policy death benefits would be included in the 
estate of the Grantor/Insured; however, this is hardly an issue if the Grantor/Insured is in need of 
the money later in life.  There is not direct authority for the transfer of trust assets in this fashion, 
and the suitability of this strategy for a particular client must be determined by client's counsel on 
a case-by-case basis; however, even very conservative clients may wish to include the enabling 
language in their trust in case the feature becomes desirable at a later date. 
 
Due to issues of potential control and coercion by the Grantor/Insured, a limited power holder 
should not be an employee of the Insured/Grantor or an employee of any entity controlled by the 
Grantor/Insured.  Counsel may wish to add successor limited power holders in the event a single 
limited power holder is deceased or otherwise unable to act. Counsel may also wish to provide for 
multiple limited power holders in which any one of them can trigger the transaction or, 
alternatively, in which two (or more) of them must concur in the transaction.  Alternatively, 



counsel may wish to include multiple limited power holders in which any one may exercise the 
limited power granted. 
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[See the Estate Planning Summary of the American Taxpayer Relief Act of 
2012 (TRA 2012) and Federal Estate and Gift Tax Rates and Credits 
documents in the Special Files section of DOD for a summary of estate 
planning changes contained in TRA 2012, which became effective on 
1/1//2013. TRA 2012 permanently reunifies the gift, estate, and GST tax 
exclusion amounts at an inflation-adjusted $5,000,000 ($5.12M in 2012 and 
$5.25M in 2013) with a maximum tax rate of 40%.  It also enables a surviving 
spouse to use any exclusion amounts that were not used by his or her deceased 
spouse.] 
 

TECHNICAL PREFACE 
 
 

The Ultimate Irrevocable Life Insurance Trust (ULIT) is similar to a traditional irrevocable life 
insurance trust (ILIT), only it offers the Grantor/Insured or the Grantor/Insured' s spouse access to 
trust assets through secured loans from the trustee.  One of the keys to drafting a ULIT is giving 
the Grantor/Insured the power to borrow trust assets without giving him/her a power that would 
cause the trust' s assets to be included in the Grantor/Insured's estate.  In this preface we will 
examine the trust from an income, gift, estate, and generation-skipping tax perspective. 
 
OVERVIEW OF ULIT FEATURES: 
 
The main reason that many people are reluctant to establish an irrevocable trust, including an 
irrevocable life insurance trust, is the loss of control over trust assets.  The Ultimate Irrevocable 
Life Insurance Trust or ULIT enables the Grantor/Insured to access trust assets through a series of 
demand loans that are secured by property pledged by the Grantor/Insured, with interest payable at 
a fair market rate at least equal to the amount charged as interest by the insurance company on 
policy loans.  The loan interest in these arrangements is usually accrued rather than paid in cash.  
(These provisions are located in Article III.C. of the specimen Trust Agreement.) 
 
During the lifetime of the Grantor/Insured, the trustee of the ULIT is generally the spouse of the 
insured, unless a joint-and-survivor (second-to-die) policy is owned by the trust, in which case a 
child or other family member is the trustee.  A corporate trustee is generally used after the death 
of the insured or insureds and may be used during the lifetime of the insured as long as the spouse 
or other family member trustee has the discretionary authority to make loans or otherwise make 
distributions of income and/or principal from the trust. 
 
The trustee is also given the power to use trust assets to buy houses or businesses for use by 



beneficiaries, purchase insurance on the lives or health of beneficiaries, pay for educational 
expenses, and, after the Grantor/Insured' s death, make demand loans to other beneficiaries.  
(These provisions are located in Articles I.C. of the specimen document.) 
 
Note:  It may be possible to structure the ULIT so that the Grantor/Insured can access trust assets 
through use of a limited power of appointment held by another person.  Access could be 
accomplished if the ULIT has a provision naming a limited power holder who, during the lifetime 
of the Grantor(s), has the right to move trust assets to a successor trust.  If the limited power 
holder so chooses, the successor trust could have provisions which provide support for the 
Grantor/Insured, or it could even be a revocable life insurance trust (“RLIT”) which could provide 
the Grantor/Insured with access to the trust's assets.  If the limited power holder selects either 
approach under the limited power, any subsequent policy death benefits would be included in the 
estate of the Grantor/Insured; however, this is hardly an issue if the Grantor/Insured is in need of 
the money later in life.  There is not direct authority for the transfer of trust assets in this fashion, 
and the suitability of this strategy for a particular client must be determined by client's counsel on 
a case-by-case basis; however, even very conservative clients may wish to include the enabling 
language in their trust in case the feature becomes desirable at a later date. 
 
Due to issues of potential control and coercion by the Grantor/Insured, a limited power holder 
should not be an employee of the Insured/Grantor or an employee of any entity controlled by the 
Grantor/Insured.   Counsel may wish to add successor limited power holders in the event a single 
limited power holder is deceased or otherwise unable to act. Counsel may also wish to provide for 
multiple limited power holders in which any one of them can trigger the transaction or, 
alternatively, in which two (or more) of them must concur in the transaction.  Alternatively, 
counsel may wish to include multiple limited power holders in which any one may exercise the 
limited power granted. 
 
Suggested language regarding the appointment of limited power holders is located in the last 
sub-section of Article V of the specimen Trust Agreement.   
 
Note: There is no specific tax authority for delegating these powers to a Limited Power Holder in 
an irrevocable trust so, if the technique appears useful to a client, be certain that legal and tax 
advisers agree that its inclusion does not contaminate the estate tax free nature of the irrevocable 
trust from the inception of the trust. 
 
TAX CONSIDERATIONS: 
 

Estate Taxes 
 
The major tax reason for making an irrevocable insurance trust the owner and beneficiary of a life 
insurance policy is to remove policy proceeds from the Grantor's estate for estate tax purposes and, 
if married, to remove the policy proceeds from the Grantor's spouse's estate. 
 
In order to remove policy proceeds from the Grantor's estate, the trust must be  irrevocable.  That 
means the Grantor cannot amend or revoke the trust and must give up all ownership interests in 
any insurance policy which is to be owned by the trustee of the trust. 
 



To keep the proceeds out of the Grantor's spouse's estate, assuming the spouse is not also a Grantor 
of the trust, the spouse's rights in the trust must be limited to a life income interest, a power to 
invade trust principal within the 5 and 5 limits (i.e., the greater of $5,000 or 5% of the trust 
principal in any year), a special or limited power of appointment, and being a co-trustee, as long as 
the co-trustee other than the spouse is given the exclusive power to invade trust principal for the 
spouse's maintenance and support (or to provide for anyone the spouse has a legal obligation to 
support). 
 
If the trust owns a second-to-die policy on Grantor and spouse, the spouse's rights in the trust need 
to be restricted to avoid any powers that would cause the proceeds to be included in the spouse's 
estate for estate tax purposes. 
 
One version of the ULIT gives the Grantor/Insured the right to borrow from the trust, provided that 
he/she executes a demand note secured by other property owned by the Grantor/Insured and pays 
interest (usually accrued) at a fair market rate at least equal to any interest charged by the insurance 
company on loans the trustee takes from policies owned by the trust. The Grantor insured's power 
to borrow using secured demand notes at fair market interest rates is similar to the right to 
substitute property of equal value approved by the courts in Estate of Anders Jordahl v. 
Commissioner, 65 T.C. 92 (1975),  acq., action on decision, 1977-129 (April 15, 1977).  (These 
provisions are located in Article III.C. of the specimen document.) 
 
A more conservative version of the ULIT would not permit the Grantor/Insured to make such 
loans, but the power would be given to the Grantor/Insured's spouse.  An even more conservative 
ULIT would permit such loans only in the discretion of the trustee.  In any event, the 
Grantor/Insured or spouse's right to borrow from the trust should be subject to the trustee's power 
to prohibit any loan that would cause the underlying life insurance policy to lapse or not extend to 
maturity.  (These provisions are located in Article III.C. of the specimen document.) 
 
One of the major benefits of the ULIT is that when the cumulative loan and accrued interest is paid 
back to the Trust from the Grantor/Insured's estate, the loan and accrued interest payment is 
deductible from the insured's estate as a bona fide debt.  For example, if the cumulative loan, 
including interest, is $1,000,000, the estate will be entitled to deduct the full $1,000,000.  The 
effect of this deductible loan and accrued interest payment is to transfer a substantial portion of the 
decedent's estate to the Trust transfer tax free. 
 
The family member trustee is given the power to “sprinkle” income and principal among the 
beneficiaries to purchase houses and businesses and to make distributions under an ascertainable 
standard of health, education, maintenance, and support.  Where the spouse is not a Grantor but is 
a trustee and an income beneficiary of the trust, the spouse's right to make distributions to trust 
beneficiaries must be limited to an ascertainable standard (i.e., health, education, maintenance, and 
support) when making distributions to himself or herself.  In any event, the trust should not permit 
the Grantor or the spouse from relieving himself or herself from any support obligation imposed by 
law. (These provisions are located in Articles I.C. and V.A. of the specimen document.) 
 

Gift Taxes 
 
Gift taxes present a second major tax consideration in creating an irrevocable life insurance trust.  



The trust may be constructed so as to allow the Grantor to obtain the maximum gift tax annual 
exclusion per donee for transfers of policies or cash to the trust. [Beginning in 1999, the $10,000 
gift tax annual exclusion increases for inflation in increments of $1,000.  See the file entitled 
Federal Estate and Gift Tax Rates in the Special Files section of DOD for the current exemption 
amounts.]  In order for the Grantor's transfers to qualify for the exclusion, the trust beneficiaries 
must have a present interest in the trust.  Failure to qualify transfers for the gift tax annual 
exclusion would cause the Grantor to have to use some or all of his or her unified estate and gift tax 
exemption and file a gift tax return each year. 
 
Crummey withdrawal provisions are used in order to qualify contributions to the trust for the gift 
tax annual exclusion.  It is important to note that Crummey withdrawal provisions give trust 
beneficiaries a present interest in annual contributions to the trust, generally up to the gift tax 
annual exclusion amount. 
 
The Grantor or the trustee must make each beneficiary aware of his or her withdrawal right on at 
least an annual basis.  This can be done by any means, so long as the notice to a beneficiary can be 
substantiated.  Notice can be delivered either to the beneficiary or to the natural or legal guardian 
of a minor beneficiary (generally other than the Grantor).  A beneficiary has limited periods of 
time after any transfer to request a withdrawal in writing. 
 
If the beneficiary does not exercise his/her right to withdraw within the allotted time, the right will 
lapse.  To avoid certain income, estate, and generation skipping tax problems, it is best not to let 
withdrawal rights in excess of the greater of $5,000 or 5% of the trust corpus lapse.  This can be 
done either through limiting the beneficiary's withdrawal right to the greater of $5,000 or 5% of the 
trust corpus or through the use of “hanging powers” of appointment.  The term “hanging powers” 
simply means that any rights of withdrawal on contributions made in excess of the “5 and 5” limits 
do not lapse.  They continue and accumulate (i.e. hang) until the trust corpus is large enough 
(which it will generally be after the insured' s death) to permit the beneficiary to let his rights lapse 
within the bounds of the “5 and 5” limits, that is, when 5% of the trust corpus will shelter the 
amounts subject to the “hanging power.”  There are several methods of drafting Crummey 
withdrawal powers, and Grantor's counsel should be consulted in all cases regarding withdrawal 
provisions. 
 
There is always a risk that a beneficiary will exercise his or her right to withdraw an amount 
transferred to the trust.  Such a risk is unavoidable if the Grantor desires to obtain the gift tax 
annual exclusion for transfers to the trust.  Of course, Crummey powers need not be used, but 
failure to grant such withdrawal rights or to comply with the technical requirements for making 
those rights available to the beneficiary will mean the loss of the gift tax annual exclusion for gifts 
to the trust. 
 

Generation-Skipping Transfer Taxes 
 
Where the Grantor desires that the trust will benefit generations of family members beyond his or 
her children, the generation-skipping tax may come into play.  The tax may also apply if a child 
fails to live long enough to receive all of his or her share of the trust, or if the Trustee can make 
discretionary distributions to grandchildren or more remote descendants.  The 
generation-skipping transfer tax (GSTT) imposes a tax calculated at the highest estate tax rate then 



in effect upon any distribution to a grandchild or more remote descendant. 
 
There are, however, certain exemptions from the GSTT, the most important of which is the 
$1,000,000 (per transfer) exemption. [Beginning in 1999, the $1,000,000 GSTT exemption is 
increased for inflation in increments of $10,000.  See the file entitled Federal Estate and Gift Tax 
Rates in the Special Files section of DOD for the current exemption amounts.]  The exemption is 
used to compute an “inclusion ratio” that determines the extent to which any distribution or taxable 
transfer from the trust is subject to tax.  The “inclusion ratio” is determined at the creation of the 
trust, when the property is transferred to the Trustee.  If all transfers to the trust are within the 
GSTT exemption, the “inclusion ratio” will be zero.  A trust with a zero “inclusion ratio” will 
never be subject to GSTT or other transfer (estate and gift) taxes, as long as the trust is in existence.  
The only exception would be an exempt trust that later receives non-exempt additions to the trust. 
 
The existence of a generation-skipping irrevocable life insurance trust is limited by the rule against 
perpetuities in most states.  This rule generally states that the trust may exist only as long as 21 
years after the death of the last survivor of family members alive when the trust was created.  
Some states have statutorily determined that this period is 90 years.  In addition to Alaska and 
Delaware (discussed below), four states (Idaho, South Dakota, Illinois and Wisconsin) have 
repealed the rule against perpetuities and, thus, offer the opportunity of longer-lived trusts.    
 
Alaska and Delaware also permit trusts to exceed the rule against perpetuities period, thus being 
ideal sites for “dynasty” or other generation-skipping trusts.  Alaska and Delaware have also 
adopted asset protection rules that keep assets in “Alaska trusts” and “Delaware trusts” from the 
reach of the grantor's creditors, even though the grantor is also a discretionary beneficiary under 
the trust.  To establish an Alaska or Delaware trust, more is required than specifying that Alaska 
or Delaware law will apply to the trust.  Special state requirements for Alaska and Delaware trusts 
must be met, such as requiring a local (Alaska or Delaware) trustee, depositing some or all assets 
locally, and administering the trust and filing the tax returns locally. 
 

Income Taxes 
 
An irrevocable life insurance trust is usually intended to be used to create a trust which is unfunded 
except for the life insurance policy, or split dollar interest in a policy, either of which is to be 
owned by and payable to the trust. Some trustees will also keep a minimum balance bank account 
in which to deposit contributions by the Grantor and to make policy premium payments.  The 
specimen trust form contemplates that the trust will not have taxable income during the Grantor's 
lifetime. Generally, no income taxes are due on an irrevocable life insurance trust while the 
insurance policy is in force. Once the death proceeds are paid into the trust, income tax will be due 
on income or gain realized by the trust. 
 
Even if it is contemplated that the trust may not have taxable income during the Grantor's lifetime, 
the Grantor may still desire to establish a grantor trust for income tax purposes. The specimen trust 
contains a provision that permits the Grantor to substitute assets of equal value for other assets of 
the trust. Under IRC Section 675(4)(c), such a power to substitute assets would cause the Grantor 
to be taxed on trust income, thus creating a “defective” trust for income tax purposes. However, 
such a power would not cause the assets to be includible in the Grantor's estate for transfer tax 
purposes. The purpose of such a provision is to use the Grantor's money to pay taxes for the trust 



without having to pay a transfer tax on the funds used for that purpose. This technique has the 
effect of transferring additional funds to the trust without paying a transfer tax on the transfer. If 
desired, the trust may be drafted without this provision and still be valid for all other purposes. 
 
Perhaps, the most common provision used to create a grantor trust is for the grantor or nonadverse 
party to possess a nonfiduciary power to substitute trust assets with other assets of equal value. 
Care must be taken to ensure that the power holder is a nonadverse party, the power is 
nonfiduciary, and the substituted property is truly of equal value. Whether or not a power is 
“nonfiduciary” is a question of fact that depends upon the terms of the trust and the circumstances 
surrounding its creation and administration. [Reg. §1.675-1(a)(4)(3)] Also, the holder of a 
Crummey withdrawal power would not be treated as owner of a portion of a trust subject to the 
power under Code §678(a) as long as the grantor is otherwise treated as owner of the trust under 
the exception provided in Code §678(b). [See PLRs 200730011, 200729005 through 200729016, 
200606006, 200603040, 9321050, 9309023, 9141027 and many others.] 
 
See the summary entitled “Grantor Trusts” in the Special Files section of DOD for a more 
complete discussion of grantor trusts. 
 
Interest on the ULIT demand note may be paid annually, but is typically accumulated with the 
principal to be paid out of the estate of the Grantor after the Grantor/Insured's death.  Because the 
ULIT is set up to be a Grantor trust under Code §§673-677, the payment of interest to the trust 
should not create interest income for the trust.  (See Rev. Rul. 85-13, 1985 C.B. 184.)  (These 
provisions are located in article III.C of the specimen document.) 
 
 



Important Note: This material is for educational purposes only. In all cases, the approval of a 
client's legal and tax advisers must be secured regarding the implementation or modification of 
any planning technique as well as the applicability and consequences of new cases, rulings, or 
legislation upon existing or impending plans. 
 


