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THE LIFE INSURANCE TRUST (ILIT) 
 
A common misconception is that life insurance proceeds are not subject to estate taxation.  While 
life insurance proceeds are not subject to income taxes, life insurance proceeds are subject to 
estate taxes.  While the federal estate tax exemption has risen dramatically over the years, reaching 
$5,490,000 in 2017, clients in Massachusetts still face estate taxes on any assets that exceed 
$1,000,000. 
 
Because clients routinely have $1,000,000 or $2,000,000 term policies, we are seeing more and 
more potential exposure to the Massachusetts estate tax.  Given this, we often suggest the use of 
an Irrevocable Life Insurance Trust, often referred to as an ILIT.  An ILIT is an estate planning 
device that allows individuals to “tax-proof” major life insurance policies.  As an initial matter, we 
will discuss why Life Insurance Trusts (ILITs) are used, and then talk about what function the 
Crummey Letters play.   
 
Life Insurance Trusts are often used to “insulate” policies from estate taxation or to “pay” estate 
taxes.  In the current environment, many clients will not be exposed to a federal estate tax.  With 
nearly $11 million of exclusion between married couples, few estates are currently exposed to a 
federal tax.  Massachusetts, however only allows citizens to pass $1 million without taxation.  Here 
is where we see ILITs used to insulate policies from taxation. 
 
For example, if a client owns a $2,000,000 term life insurance policy and has $900,000 in other 
assets, the client’s estate would be exposed to approximately $173,000 in Massachusetts estate 
taxes.  By planning properly, we can “insulate” the $2,000,000 term policy by having it owned 
within an ILIT.  If the ILIT owns the policy, then the policy is not controlled by the client.  If the 
client doesn’t own the policy at death, then the proceeds are not included in client’s estate.  The 
proceeds can still be distributed to the family, but the family does not have to pay the $173,000 in 
estate taxes. 
 
In prior years when the Federal Estate Tax exclusions were much lower, we saw many more ILITs 
drafted to “pay” estate taxes.  For example in in 2008, each US citizen had a $2,000,000 federal 
estate tax exclusion.  If a person had a $2,000,000 business and $900,000 in other assets, at passing 
they would have been exposed to a federal estate tax of $414,000, as the rate was 46% in 2008. 
 
One solution to this problem would have been to purchase a $414,000 life insurance policy in an 
ILIT to “pay” the tax.  In actuality, upon that person’s passing, that person’s estate or would have 
paid the $414,000 estate tax.  The ILIT, however, would receive the proceeds of the life insurance, 
and then, in essence, “replenish” the funds that the decedent’s estate paid to the Department of 
Revenue and to the Internal Revenue Service.   
If an ILIT is created, it is extremely important that the ILIT own and control the life insurance 
policy.  If the decedent (also referred to as the Trustmaker) exercises any “incidents” of ownership 
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or control over the life insurance policy within three years of death, then the proceeds of the ILIT 
are part of the taxable estate, and the ILIT does not work.  As such, the proper steps need to be 
followed to the letter.  Accordingly, we urge clients to use professional Trustees during the initial 
phase of the ILIT. 
 
The annual gift or “Crummey” letter also plays an important role in the Trust.  The letters and the 
procedure provide evidence that the “rules” are being followed.  The Crummey Letters allow the 
Trustmaker to “pay” the premiums while preserving the Trustmaker’s annual gift exemption 
($14,000 in 2017).  Under the proper set-up, the Trustmaker, makes a gift to the Trust, and in turn 
the Trustee then sends a letter to the beneficiaries notifying them of the gift.  The letter also 
outlines the beneficiaries’ ability to withdraw the gift.  When the Crummey Beneficiary refuses to 
take the money, the Trustee then pays the premium. 
 
The letter is necessary to show that the annual gift to the Trust was actually available to the 
Crummey Beneficiary.  If the Beneficiary had no right to withdraw the money, the IRS considers 
this an “incomplete” gift, and won’t allow the exemption.  If the exemption is not allowed, the 
Trustmaker has used a portion of their estate tax exclusion.   
 
Under the current system each US citizen is allowed to gift $14,000 a year to any number of 
individuals without using any part of their estate tax exclusion.  If a client’s assets, including life 
insurance owned by the client, exceeds the federal estate tax exemption, then the tax for every 
dollar over the exempt amount is taxed at 40 percent.  If the Crummey process is not used over 10 
years, then the Trustmaker would have his estate tax exclusion diminished by $140,000 and would 
expose those funds to a 40 percent tax.    
 
In closing, we again recommend the use of a professional trustee for the ILIT.  If a family 
member is chosen and mistakes are made, the life insurance proceeds may become part of the 
taxable estate.  This could have dramatic results for beneficiaries.  If an ILIT is created in order to 
pay $1 million worth of estate taxes, failure to abide by the specific requirements of the trust, 
could make the proceeds part of the estate. Instead of having the $1 million to pay taxes, the $1 
million is added to the estate.   
 
Beneficiaries may be very unwilling to sue family members who make such a mistake as Trustee.  
Professionals such as CPAs and attorneys, on the other hand, have processes and procedures to 
ensure against such errors.  These professionals also have malpractice insurance if mistakes are 
somehow made.  All in all the use of a professional trustee is highly recommended. 
 
 
Pursuant to U.S. Treasury Department Regulations, we are required to advise you that, unless otherwise expressly 
indicated, any federal tax advice contained in this communication, is not intended or written to be used, and  may 
not be used, for the purpose of (i) avoiding tax-related penalties under the Internal Revenue Code or (ii) promoting, 
marketing or recommending to another party any tax-related matters addressed herein. 
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