LIFE INSURANCE AND ESTATE
PLANNING
BY C IVES WALDO, JR.

LIFE INSURANCE PROTECTION owned in the United States is
approaching the two hundred billion dollar mark, according to the Institute of Life Insurance. Such statistics emphasize the importance of life
insurance as a device for transmitting property from the dead to the living.
The peculiar virtue of life insurance is that it ripens into full value
at death, an event which normally falls as a blight upon asset values and
family income. Life insurance proceeds may provide a cash fund for payment of debts, expenses, and post-mortem taxes. Through the use of
appropriate options or an insurance trust, they may be used to supply
income required by the dependents of the insured.
A life insurance policy is a complex "bundle of rights" generally
containing both indemnity and investment features. The typical policy
provides for a number of settlement options at death and, during life,
for cash and loan values, dividend rights, and paid-up and extended term
insurance options. Advice of a skilled insurance underwriter is often
helpful in utilizing the various techniques available in taking advantage
of options and other clauses in policies.
The ever-increasing burden of federal taxes has made the avoidance
of unnecessary taxation the principal task of the estate planner. A consideration of the tax consequences of any insurance plan is essential if
its primary objectives are to be achieved. Taxation of life insurance is an
abstruse and difficult subject fraught with pitfalls for the unwary. The
greater portion of this article will be devoted to the impact of federal
estate, gift,and income taxes and the Illinois inheritance tax upon insurance policies and their proceeds.FEDERAL ESTATE TAX
Taxation of Insurance Prior to 1942 Act
The portions of the Revenue Act of 1916 initiating the federal
estate tax contained no specific reference to life insurance. The 1918
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Act,2 however, taxed amounts receivable under policies "taken out by the
decedent" on his own life and payable to his executor or to any other
beneficiary. A $40,000 exemption was allowed in the case of payments
to beneficiaries other than the executor. These provisions were re-enacted
in subsequent acts and remained unchanged until the 1942 Act became
effective. The deceptively simple words "taken out by the decedent" gave
rise to a flood of litigation. The Treasury Department, taking its cue
from various court decisions, changed its regulations with bewildering
frequency,$ vacillating between payment of premiums and control of
incidents of ownership, either alone or in combination, as the true test
of taxability. 4
Finally, in Treasury Decision 5032 ' dated January 10, 1941, it
was provided that insurance was "taken out" by a decedent to the extent
that he had paid the premiums thereon, directly or indirectly, whether he
had incidents of ownership or not. However, premiums paid on or prior
to January 10, 1941, were not included unless the decedent possessed incidents of ownership after that date or at his death if he died prior thereto.
Thus the proceeds of insurance in excess of the exemption payable to
beneficiaries other than the insured's estate were included in the insured's
estate for tax purposes in the ratio that premiums paid by the insured
(with the limitation noted) bore to the entire cost of the insurance. Decision 5032 still applies in the case of decedents dying prior to October 21,
1942, the effective date of the 1942 Revenue Act. 6
The 1942 Act
Section 404 of the Revenue Act of 1942 amended Section 811 (g)
of the Internal Revenue Code to provide, in general, that the value of
the gross estate of a decedent dying after October 21, 1942, shall include
for estate tax purposes the proceeds of insurance on such decedent's life
to the extent that premiums on such policies were paid by the decedent
or if the decedent retained any incidents of ownership at death. The
proceeds are subject to tax if either criterion applies, whether the other
applies or not.
The question whether insurance policies taken out prior to the
2 Section 402 (f).
1918 Act are subject to federal estate tax is still not free from doubt. See PAUL, FEDERAL
ESTATE AND GIFT TAXATION § 10.06 (1942) : PAUL, op. cit. § 10.06 (1946 Supp.);
MONTGOMERY, FEDERAL TAXES-ESTATES, TRUSTS AND GIFTS 559, 560 (1947-48).
2 See PAUL, op. cit. supra note 2, § 10.13.
' The constitutionality of the incidents of ownership test was established in Chase
Bailey v.
National Bank v. United States, 278 U.S. 327, 49 Sup. Ct. 126 (1929).
United States, 27 F. Supp. 617 (Ct. Cl. 1939), held that life insurance proceeds could
constitutionally be taxed in the insured's estate where he had paid all of the premiums,
although he had irrevocably transferred all incidents of ownership.
5 1941-1 CUM. BULL. 427.
6
U.S. Treas. Reg. 105, § 81.27(b) (1942).
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Insurance on a decedent's life payable to or for the benefit of 7 a
decedent's estate continues to be taxable. The $40,000 exemption for
insurance proceeds was abolished.
Incidents of Ownership
Under Section 811 (g) (2) (B), insurance on the life of the decedent
is includible in his gross estate if he possesses any incident of ownership
therein at his death, without regard to whether he paid any of the premiums. Incidents of ownership include the right of the insured to change
the beneficiary, to surrender or cancel the policy, to assign it, to revoke
an assignment, to pledge the policy for a loan, and similar rights. 8
Section 811 (g) (2) provides that, for purposes of subsection (B)
thereof, the term "incident of ownership" does not include a reversionary
interest. Thus the mere fact that the policy may revert to the decedent or
his heirs on given contingencies will not result in taxability under this
section. As pointed out below, however, retention of a possibility of
reverter may result in imposition of estate tax under Section 811 (c) .9
It is important to note that the tax is imposed if the decedent possesses incidents of ownership "alone or in conjunction with any other
person." Thus retention of incidents of ownership will cause insurance
to be taxed to a decedent's estate even though he can exercise them only
with the consent of the beneficiary or some other person. The courts had
held to the contrary prior to the amendment. 10 In this respect Section
811 (g) has been conformed with Section 811 (d) which contains a similar provision in connection with revocable trusts.
Payment of Premiums or Other Considerationby Decedent
Clause (A) of Section 811 (g) (2) requires inclusion in the estate of
a decedent dying after October 21, 1942, of insurance in which decedent
had no incidents of ownership in the proportion that the premiums or
other consideration paid for the policy by the decedent bears to the total
premiums paid. Section 404 (c) of the 1942 Act, following Treasury
Decision 5032, provides that premiums paid on or prior to January 10,
1942, shall not be included unless the decedent possessed incidents of
ownersip-which include for this purpose a reversionary interest- - - 1 after
that date.
7

1d. § 81.26.
'Id.§ 81.27 (a).
' Under § 811 (c) apportionment can be made on account of premiums paid by the
assignee. See notes 27 and 36 infra. This would not be the case under § 811 (g) (2) (B).
See PAUL, FEDERAL ESTATE AND GIFT TAXATION § 10.37, 371 (1946 Supp.).

"0 Pennsylvania Co. v. Commissioner, 79 F.2d 295 (C.C.A. 3d 1935), cert. denied,
296 U.S. 651, 56 Sup. Ct. 310 (1935).
' See Estate of Herman D. Brous, 10 TC 597 (1948).
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If the decedent has transferred the policy for a consideration in
"money or money's worth," 12 the premiums or other sums paid by the
decedent for the policy prior to the transfer are reduced in the ratio that
the amount received by decedent bears to the value 13 of the policy at the
time of transfer. Premiums paid by the decedent after the transfer are
not reduced.
Taxing insurance proceeds on the basis of premium payments where
no incidents of ownership are retained has been supported on the theory
that the fund is economically attributable to the decedent and ripens into
possession and enjoyment at his death. 1' This criterion has been widely
criticized and efforts have been made to remove it from the law. 15
In view of the importance of premium payments and of the consideration paid for transfers of insurance policies in determining the extent
of estate tax liability, owners of policies will be well-advised to maintain complete records.
Indirect Payment of Premiums
Section 811 (g) (2) refers to insurance purchased with premiums or
other consideration "paid directly or indirectly by the decedent." The
committee reports 16 state that this clause is to be liberally construed to
prevent avoidance of tax by premium payments made indirectly through
decedent's wife, an alter ego corporation, or a funded insurance trust.
If a husband gives his wife money pursuant to an express understanding that she is to pay premiums on insurance on his life, it is clear
that he has indirectly paid the premium. A husband giving a sum of
money to his wife who shortly thereafter expended a like sum in payment of a premium on such a policy might be held to have paid the
premium indirectly, even though no express understanding could be
proved.1T However, the mere fact that premiums are paid from property
received as a gift from the insured will not of itself cause the premiums
to be attributed to the insured.18
INT, REv. CODE § 812(b) provides, in part, that relinquishment of certain
marital rights is not consideration in money or money's worth.
"sU.S. Treas. Reg. 105, § 81.27(a) (1942) mentions "replacement cost." For
discussion of valuation of policies, see the portion of this article relating to gift taxes.

" See Bailey v. United States, supra note 4.
' Section 203 of H. R. 6712, 80th Cong., 2d Sess., the Revenue Revision Act of
1948, would have abolished the premium test. The Bill passed the House on June
19, 1948. Congress adjourned prior to Senate action.
16H. R. REP. No. 2333, 77th Cong., 2d Sess. 162 (1942) : SEN. REP. No. 1631,
77th Cong., 2d Sess. 235 (1942). See also U.S. Treas. Reg. 105, § 81.27(a) (1942).
"'Cf.Schoellkopf v. McGowan, 43 F. Supp. 568 (W.D. N.Y. 1942).
'Estate of John E. Cain, Sr., 43 B.T.A. 1133 (1941); Acq., 1941-1 CUM.
BULL. 2.
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Use of the corporate device as a means for indirect premium payments might involve either a payment of premiums by a corporation as
compensation to the insured 11 or payment by a corporation which is
substantially owned by the insured and thus his alter ego.20
In Helvering v. Reybine s2 the decedent had created an irrevocable
funded insurance trust, giving the trustees discretionary power to pay
premiums. The payment of premiums by the trustees was held not to
constitute an indirect payment by the decedent. This case was decided
under the prior law and can no longer be relied upon.
Section 811 (c) -- Gifts in Contemplation of Death
Section 811 (g) is not exclusive of other sections of the Code in
its application to life insurance. For example, the proceeds of insurance
transferred in contemplation of death or with a reversionary interest retained may be taxed under Section 811 (c) .22
Under the 1942 Act, insurance proceeds payable to beneficiaries
other than the estate are not taxable if no premiums were paid by the
decedent after January 10, 1941, and he possessed no incidents of ownership after that date. In a number of such cases, however, where substantial
premiums had been paid by the decedent and the policies had been assigned
during life to the decedent's wife or an irrevocable trust, the Commissioner asserted liability on the ground that the transfers had been in contemplation of death. 2 The Commissioner argued with considerable success that the inherently testamentary nature of insurance was an important,
if not controlling, consideration in determining whether a transfer of
such property was in contemplation of death.2 4 The result was that many
policies theretofore considered impregnable to attack were subjected to
estate tax. Later cases, however, indicate that while the testamentary
19Estate of Judson C. Welliver, 8 TC 165 (1947).

SIn Wilson v. Crooks, 52 F.2d 692 (D.C. W.D. Mo. 1931), premiums paid by a
corporation in which the insured held 12,516 out of 25,000 shares were held not attributable to the insured.
83 F.2d 215 (C.C.A. 2d 1936). Cf. First Nat.-Bank of Birmingham, 36 B.T.A.
651 (1937) (trust assets, the income from which was used to pay premiums, held not
taxable under § 811 [c]) ; Acq., 1937-2 CUM. BULL. 24.
S.ee H.R. REP. No. 2333, 77th Cong., 2d Sess. 163 (1942); SEN. REP. No.
1631, 77th Cong., 2d Sess. 236 (1942).
' See cases cited in footnotes 24 and 25.
"Vanderlip v. Commissioner, 155 F.2d 152 (C.C.A. 2d 1946), cert. denied,
329 U.S. 728, 67 Sup. Ct. 83 (1946); Thomas v. Graham, 158 F.2d 561 (C.C.A.
5th 1946): Estate of Arthur D. Cronin, 7 TC 1403, 1410 (1946), rev'd but approved
on this point, 164 F.2d 561 (C.C.A. .6th 1947) ; Estate of Paul Garrett, 8 TC 492
(1947). See Cohn, Gifts of Life Insurance in Contemplation of Death, 26 TAXES 156
(1948): Guterman, Transfers of Life Insurance and the Federal Estate Tax, 48 COL. L.
REV. 37 (1948). The latter article proposes that § 811 (c) be amended to make it clear
that insurance should be treated on the same basis as other types of property for this
purpose. For a similar proposal, see 71 A.B.A. REP. 132, 133 (1946).
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nature of insurance will be considered as one element of a contemplation
of death case, it will not be controlling or be given undue importance.2 5
Where insurance is assigned in contemplation of death or with a
reversionary interest retained, the proceeds should be included in the
decedent's estate under Section 811 (c) only in the ratio that the premiums
paid by him bear to the total premiums paid, since the portion of the proceeds purchased with premiums paid by another cannot fairly be said
to have been transferred by the decedent.28 It was so held in Liebmann v.
Hassett.2 7 In cases wherein the premiums were paid out of income from
assets transferred by the decedent to the trust to which the policies were
transferred in contemplation of death, no apportionment has been
28
allowed.
In cases where transfers of insurance occurred prior to January 10,
1941, the Commissioner may resort to contemplation of death as a means
for taxing insurance not otherwise includible in the gross estate. Such
transfers should be carefully reviewed with this in mind. Unfortunately,
irrevocability will usually hamper any efforts to correct the situation.
In some cases a surrender of the policy for its cash value might be found
advantageous.29 Where the transfer was made after January 10, 1942,
the question is moot at present since the same result could be reached
under the premium-payment criterion contained in Decision 5032 and
the 1942 Act. However, if the Code is amended to eliminate the premium
test,80 contemplation of death will again become important.
Section 811 (c) -Reversionary

Interests

Reversionary interests in life insurance policies most commonly arise
when an insured appoints an irrevocable beneficiary or assigns the policy,
in trust or otherwise, on such terms that the policy may revert to him
or become payable to his estate on the death of the beneficiary or assignee
'Estate of Wilbur B. Ruthrauff, 9 TC 418, 427 (1947): Acq., 1948-1 CUM.
BULL. 3; Flick's Estate v. Commissioner, 166 F.2d 733, 740 (C.C.A. 5th 1948).
'See PAUL, FEDERAL ESTATE AND GIFT TAXATION § 10.24 n. 9 (1942);
Guterman, op. cit. supra note 24, at 50 et seq.
148 F.2d 247 (C.C.A. 1st 1945). Bailey v. United States, 31 F. Supp. 778
(Ct. Cl. 1940), held to the contrary in a reverter case arising under § 811 (g) prior to
the 1942 amendment. However, the Board granted apportionment in Estate of John E.
Cain, Sr., 43 B.T.A. 1133, 1141 (1941). See also the Cronin case, supra note 24, at
1411 n.3, and the Ruthrauff opinion, supra note 25, at 427.
' Estate of Frank A. Vanderlip, 3 TC 358 (1944), aff'd on appeal, see supra note
24. See also Thomas v. Graham and Estate of Paul Garrett, supra note 24: First Trust U
Deposit Co. v. Shaughnessy, 134 F.2d 940 (C.C.A. 2d 1943), cert. denied, 320 U.S.
744, 64 Sup. Ct. 46 (1943).
' Such a step would emphasize the transferee's present right to deal with the property
and would mitigate to some extent the fact that the property originally tranferred is
considered essentially testamentary in character.
' See note 15 supra.
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or in the event of some other contingency. After the Hallock case,8' such
reversionary interests were held to constitute incidents of ownership rendering the insurance taxable under Section 811 (g) as worded prior to
82
the 1942 amendment.
Under the 1942 Act, a possibility of reverter is not an "incident
of ownership" for purposes of Section 811 (g) (2) (B), and tax cannot
be imposed thereunder merely because a reversionary interest has been
retained. However, possession of a reversionary interest after January
10, 1941, may cause insurance not otherwise taxable to be included in the
gross estate, in whole or in part, under Section 811 (g) (2) (A) because
of premiums paid by the decedent prior to that date.
Retention of a reversionary interest in insurance may cause the
proceeds to be taxed under Section 811 (c) on the ground that the transfers were intended to take effect in possession or enjoyment at or after
death.8 8 In Goldstone v. United States,8 ' the Supreme Court held the
proceeds of single-premium life insurance and annuity contracts taxable
under Section 811 (c) because the proceeds became payable to decedent's
estate if he survived his wife and daughters. The interests of the beneficiaries were held to take effect in possession or enjoyment at the decedent's
death despite the fact that under each contract, the wife was given the
unrestricted right to change the beneficiary, surrender the policy for its
cash value, and otherwise deal with it as her absolute property. The
Treasury Department's present regulations take a less extreme position
than that suggested by this decision.8 5
Apportionment on the basis of premium payments is applicable in
reverter cases as in contemplation of death cases. To the extent that the
proceeds are attributable to premiums paid by another, the decedent's
interest is not, accurately speaking, a reversion at all but is more like a
contingent remainder in a fund created by another."
' Helvering v. Hallock, 309 U.S. 106, 60 Sup. Ct. 444 (1940).
2E.g.,
Bodell v. Commissioner, 138 F.2d 553 (C.C.A. 1st 1943), cert. denied,
321 U.S. 778, 64 Sup. Ct. 619 (1944) ; Schultz v. United States, 140 F.2d 945
(C.C.A. 8th 1944); Schongalla v. Hickey, 149 F.2d 687 (C.C.A. 2d 1945), cert.
denied, 326 U.S. 736, 66 Sup. Ct. 46 (1945) ; Bailey v. United States, supra note 27;
Estate of Charles H. Thieriot, 7 TC 1119 (1946) ; Estate of Wilbur B. Ruthrauff,
supra note 25. See U.S. Treas. Reg. 105, § 81.27(b) (1942).
'The committee reports indicate this to be the intent of Congress. See note 22
supra. See also U.S. Treas. Reg. 105, § 81.27(a) (1942); Thomas v. Graham, supra
note 24 § 811(c) applied) ; Schultz v. United States. supra note 32. (both § 811 [c]
.nd [g] held applicable).
" 325 U.S. 687, 65 Sup. Ct. 1323 (1945) ; accord, Estate of Charles H. Thieriot,
supra note 32. But see Julius B. Weil Estate, 5 TCM 960 (1946).
8U.S. Treas. Reg. 105, § 81.17, Ex. (8) (1942). A transferee of an insurance
policy with unrestricted control of incidents of ownership has an interest not conditioned
on surviving the insured. Note, however, that insurance proceeds payable on death cannot
be obtained until death occurs.
'Cf. Commissioner v. Rosser, 64 F.2d 631 (C.C.A. 3d 1933) (Contingent
remainder extinguished by decedent's death is not taxable).
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The portion of the proceeds subject to tax is the same under Sections
811 (g) (2) (A) and 811 (c) since apportionment applies in either case.
Release or transfer of the reverter prior to death will avoid tax under
811 (c), but Section 811 (g) (2) (A) would continue to apply. In
fact, as to transfers made after January 10, 1941, the result under Section 811 (g) (2) (A) will be the same whether a reverter is retained or
not. Reversionary interests should be avoided, however, since if the
premium test is abolished, they might cause insurance not otherwise taxable to be taxed under Section 811 (c).s7
Applicability of Other Paragraphsof Section 811
The applicability of Section 811 (g) to life insurance is not exclusive.
As we have seen, Section 811 (c) applies in reverter and contemplation of
death cases. The question whether insurance owned by a decedent on
his own life is taxable under Section 811 (a) s8 (on the ground that
he had an "interest" therein) or under Section 811 (d) (because his
beneficiary nomination was a revocable transfer) is moot under the
present law, since such situations are within the broad embrace of Section 811 (g). It seems to be generally conceded, however, that insurance
policies owned by a decedent on the life of another are includible in his
estate under Section 811 (a) .81

A decedent possessing at date of death a power of appointment
coming within the purview of Section 811 (f) with respect to insurance
proceeds held by the insurer will be taxed on those proceeds, whether the
power was exercised or not.
Marital Deduction
In an effort to equalize the impact of estate taxes on residents of
common law and community property states, the Revenue Act of 1948 40
added Section 812 (e) to the Code, making available to estates of decedents
dying after December 31, 1947, a marital deduction equal to the value
of any interest in property which "passes or has passed from the decedent
to his surviving spouse" to the extent that such interest was included in
the decedent's gross estate." Proceeds of life insurance on the life of a
husband 42 payable to his wife are defined as "passing" to her. 43 The
See note 15 supra.
See PAUL, FEDERAL ESTATE AND GIFT TAXATION § 10.12 (1946 Supp.)

'See Estate of Louisa Morris Carroll, 29 B.T.A. 11 (1933).
Helen Schwartz, 6 TCM 139 (1947).
'0 Pub. L. No. 471, 80th Cong., 2d Sess. (April 2, 1948).

But see Estate of

" INT. REV. CODE § 812(e) (1) (A).

" For convenience in this article the insured is generally referred to as the husband.
Tax considerations are, of course, similar when the wife is the insured and the husband the
beneficiary.
" INT. REV. CODE § 812(e) (3) (G).
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marital deduction may not exceed fifty per cent of the decedent's "adjusted
gross estate." "
Proceeds of life insurance on a husband's life which are part of his
gross estate qualify for the exemption if they are payable to his wife in
a lump sum. In a case where the proceeds are payable to the wife as a
life annuity or in installments, the deduction is applicable if there is no
refund of the undistributed proceeds at her death or if such refund is
to her estate." s Similarly, the proceeds would qualify if left with the
insurer under an option requiring the interest to be paid to her during
her life and the proceeds to be paid to her estate at her death. If, however, upon the death of the wife the payments are to continue to some
other person or the undistributed fund is to be paid to such other person,
no deduction is allowable.' In such case the wife has an interest in
property which another person may possess or enjoy when her interest
ends. Such an interest is disqualified for the deduction by the so-called
terminable interest rule.' 7
Several exceptions are made to the terminable interest rule permitting certain types of transfers widely used in common law states to qualify
for the marital deduction. Under subparagraph (F) of Section 812 (e) (I),
a testamentary trust to pay the entire income to decedent's wife for life
with remainder over to others on her death will qualify for the marital
deduction, provided that the wife is given unrestricted power to appoint
the principal to herself during her life or to her estate at death. Insurance
payable to such a trust is includible in the deduction.'
Similarly, subparagraph (G)4 9 provides that the proceeds of life
insurance, endowment, and annuity contracts passing to the spouse as a
terminable interest with remainder over to another may, nevertheless,
50
qualify if the following conditions are fulfilled:
1. The surviving spouse must be entitled to all amounts payable under such contract during her life.
2. The proceeds must be held by the insurer subject to an
agreement either to pay the proceeds in installments or to
"Id. § 812 (e)(1) (H). The "adjusted gross estate" is computed by deducting
from the gross estate the deductions allowed by § 812(b) (funeral and administration
expenses, claims against the estate, etc.)
"SEN. REP. No. 1013, pt. 2, 80th Cong., 2d Sess. 12 (1948).
S"Id. at 13.
'7 INT. REV. CODE § 812(e) (1) (B) (i)and (ii).
, Telegraphic ruling of Commissioner, July 24, 1948, CCH FED. EST. AND GIFT
TAX REP.
6024 (1946-).
"As amended by Pub. L. No. 869, 80th Cong., 2d Sess. (July 1, 1948).
'See § 81.47 of amendments to U.S. Treas. Reg. 105 (1942) to conform them
to the 1948 Act, proposed November 6, 1948, by the Commissioner of Internal Revenue
pursuant to the Administrative Procedure Act. 13 FED. REG. 6564 (1948).
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pay interest thereon, annually or more frequently, commencing not later than thirteen months after the decedent's
death.
3. The surviving spouse must have the power, exercisable in
favor of herself or of her estate, to appoint all amounts held
by the insurer under such contract.
4. Such power in the surviving spouse must be exercisable by
such spouse alone and whether exercisable by will or during
life, must be exercisable in all events.
5. The amounts payable under such contract must not be subject to a power in any other person to appoint any part
thereof to any person other than the surviving spouse.
Thus proceeds of insurance on a decedent's life, payable to his surviving wife as an annuity or in installments or held for her at interest,
may qualify, despite a gift over of the undistributed portion at her death,
if the wife is given power to draw down the undistributed fund or commuted value of the contract during her life or to appoint the same to her
estate at death. If either of these powers is given to the wife, the deduction will not be affected because she has the right, in addition, to appoint
to others. Undistributed proceeds subject to such a power in the wife
at her death are taxable as part of the estate at her death under Section
811 (f), whether the power is exercised or not. This is the price exacted
for qualifications under subparagraph (G).
In many cases the insured will desire to give his wife a power to
appoint at death only, thus minimizing the possibility that she will
defeat the rights of the contingent beneficiaries. However, insurers almost
universally refuse to permit a beneficiary to exercise a power of appointment by will. Many will not contract that a beneficiary may appoint
proceeds to such beneficiary's estate by notice to the company, although
there has been some tendency recently to relax this rule. Insurers will
usually permit a right of withdrawal or commutation to be given to the
beneficiary during her life. This would satisfy subparagraph (G) but
might be less satisfactory otherwise for reasons above stated.
Requirements of space prevent a discussion of numerous technical
problems which may arise in qualifying insurance for the marital deduction. 51 A few of these problems are specifically, covered in the Regula5' See address by Eugene M. Thore delivered September 7, 1948, before the Insurance
Section of the American Bar Association entitled, The Revenue Act of 1948 and Its
Application to Life Insurance and Annuity Contracts; Overbeck, Use of Insurance Options
under the 1948 Revenue Act, 29 CHI. BAR REC. 287 (1948); Lawthers. The New
Marital Deduction and Insurance and Annuity Contracts, 26 TAXES 1019 (1948);
Polisher, Using the Marital Deduction With Life Insurance, Endowments, and Annuity
Contracts, 27 TAXES 89 (1949).
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tions proposed by the Commissioner to implement the Act.52 For instance, the "thirteen months" rule is not violated merely because proof
of death must be made prior to such payment, "except in cases involving
unreasonable delay in the submission of such proof." " A requirement
that the wife must be alive when proof of claim is made disqualifies the
proceeds since she does not receive them in all events. 54 If a wife disclaims
all interest in the proceeds, they do not qualify. On the other hand, a
wife to whom proceeds are payable outright may elect an option not
within subparagraph (G) without destroying the deduction.5
Since property which passes from a husband to a surviving wife as
part of his marital deduction will, if owned by the wife at her death, be
taxable in her estate, consideration of the estates of both spouses is necessary. In cases where the wife's expectancy is substantially longer than
the husband's, the principal saving may be realized from the value of
the use of the money during the period she survives him. Property which
will be consumed by the wife prior to her death may escape tax in both
estates. Thus if the husband's insurance qualifies for marital deduction
and is payable to the wife in installments over her probable expectancythe installments being expended by her for her living--estate tax will
probably not be paid in either estate on the proceeds. However, if the
wife accumulates the payments and dies in possession of them, they are
subject to taxation in her estate.
Insurance will prove to be a most flexible and useful estate planning
tool under the 1948 Act. Considerable savings in estate taxes is possible
through proper planning. Options and settlement clauses in existing policies should be carefully reviewed to be sure that these advantages are
availed of.
Estate Tax Liability of Life Insurance Beneficiaries
Under Section 826 (c) of the Code, the executor is entitled to recover
from recipients of the proceeds of insurance on the life of the decedent
their proportionate share of the estate tax. The decedent is permitted,
however, by the provisions of his will to waive this right of his executor. If it is intended that insurance not be required to contribute, a specific provision to that effect should be incorporated in the will.

ILLINOIS INHERITANCE TAX
The Illinois inheritance tax is a tax upon certain specified transfers,

including the transfer of property "by will or by the intestate laws of
'"
See
3

note 50 supra.

Ibid.
Ibid. Policies should be checked for this not uncommon requirement.
ld. § 81.47.
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this State." 56 The proceeds of insurance on the life of a decedent payable to beneficiaries, including a trustee, other than his estate are not
taxable. 57 Insurance proceeds are subject to taxation when payable to
the estate or for the benefit of the estate.,
Illinois inheritance tax paid is a credit allowable against federal
estate tax to the extent of eighty per cent of the basic federal tax.5 9 This
fact reduces the importance of the Illinois tax as a factor in estate planning. While the Illinois tax will not be completely absorbed in most
cases, in estate of a million dollars or more and in certain other situations,
it will sometimes be found that the Illinois tax is completely absorbed by
the estate tax credit. In such a case, insurance proceeds could be made
payable directly to the estate without increasing the over-all Illinois and
federal death taxes. This may be desirable if the proceeds are intended to
defray death taxes.
One result of the 1948 Act has been to increase the importance of
the Illinois tax. When the estate tax is reduced by use of the marital
deduction, there is a reduction in the eighty per cent inheritance tax credit
without any corresponding reduction of the inheritance tax. Furthermore, federal estate tax is a deduction allowable in computing the net
estate subject to Illinois inheritance tax.60 A reduced estate tax thus
increases the amount of the estate subject to inheritance tax. Insurance
payable to the wife of an insured, therefore, becomes doubly advantageous
in that it may qualify for the marital deduction and also avoid the incidence of Illinois inheritance tax in the husband's estate.
Powers of appointment are not subject to Illinois tax unless exercised. 1 Thus if insurance proceeds are payable to a surviving wife in
installments, or otherwise, with a gift over of the remainder on her death,
and the wife is given a power of appointment in order to qualify the
proceeds under Section 812 (e) (1) (G) of the Code, that power unless
actually exercised by the wife will not subject the proceeds remaining
at her death to Illinois inheritance tax. It is apparent that a carefully
drafted settlement clause can not only secure the benefits of the marital
deduction but can completely avoid the incidence of Illinois inheritance
tax on insurance in the estates of both husband and wife.
5'ILL. REV. STAT., c. 120, § 375 (1)
(1947). Exercised powers of appointment
and joint interests passing to the survivor are also taxed. Id. § 375 (4) and (5).
m See A NEW AND PRACTICAL MANUAL OF ILLINOIS INHERITANCE TAX LAW
AND PROCEDURE 19, Attorney General (1944).

1Id. at 23.
DINT. REV. CODE § 813 (b).
"People v. McCormick, 327 Ill. 547, 158 N.E. 861 (1927).
... RP V.STAT., c. 120, § 375(4) (1947).
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GIFT TAX
Gifts of Life Insurance
An assignment of a life insurance policy without consideration constitutes a gift for purposes of federal gift tax.62 Payment of premiums on
a policy owned by another is also a taxable gift. 8 Retention of a reversionary interest in a policy will not prevent an assignment from being subject
to gift tax. 4 However, the value of the reversion if subject to actuarial
computation should be deductible from the value of the gift. 5 An irrevocable beneficiary appointment constitutes a gift even though the insured
reserves the right to full ownership in the event that the beneficiary predeceases him and the right to exercise incidents of ownership with the
beneficiary's consent.8 6 Such nominations are not generally desirable
7
since the entire proceeds are also subjected to estate tax.
In the Adele F. Goodman 8s case, a wife placed policies on her husband's life in trust for her children, reserving the right to revoke at any
time prior to her husband's death. It was held that the termination by the
husband's death of the wife's right to revoke constituted a gift by her to
the children in the full amount of the proceeds.

Valuation
The value of an insurance policy for gift tax purposes is not its cash
surrender value but its replacement value at the date of gift.88 This rule
applies not only to single premium 70 and paid-up 7"policies, but also to
policies on which premiums still remain to be paid.7 2 The Regulations 73
a U.S. Treas. Reg. 108,

§

86.2(a) (8)

(1943).

1

' Ibid. But see Grace R. Seligmann, 9 TC 191 (1947) (wife who was primary
beneficiary under irrevocable trust created by husband of policies on his life held not to have
made gift to contingent beneficiaries by paying premiums).
£ Ibid. Charles L. Flaccus, 2 TCM 1180 (1943).
'See Smith v. Shaughnessy, 318 U.S. 176, 63 Sup. Ct. 545 (1943). Cf. Robinette v. Helvering, 318 U.S. 184, 63 Sup. Ct. 540 (1943).
The beneficiary has a substantial adverse interest. See INT. REV. CODE § 1000
(e): PAUL, FEDERAL ESTATE AND GIFT TAXATION § 16.11, 700, 701 (1946 Supp.).
a' INT. REV. CODE § 8 11 (g) (2) (B). Credit for gift tax paid would be allowed.

INT. REV. CODE

§§ 813(a) and 936(b).

' 4 TC 191 (1944), aff'd, 156 F.2d 218 (C.C.A. 2d 1946).
"U.S. Treas. Reg. 108, § 86.19 (1943). Guggenheim v. Rasquin, 312 U.S. 254.
61 Sup. Ct. 507 (1941)
(Surrender of a policy is only one of several valuable rights of
the owner, including the right to bold it until maturity).
70 Guggenheim v. Rasquin, supra note 69: United States v. Ryerson, 312 U.S. 260,
61 Sup. Ct. 479 (1941).
'Houston v. Commissioner, 124 F.2d 518 (C.C.A. 3d 1941).
"Margaret R. Phipps, 43 B.T.A. 790 (1941) ; Estate of James H. Lockhart, 46
B.T.A. 8 426 (1942).
" U.S. Treas. Reg. 108, § 86.19 (1943).
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provide, however, that where replacement value is not readily ascertainable because the policy has been in force for some time and premiums still
remain to be paid, an approximation of the value may be obtained by
"adding to the interpolated terminal reserve at the date of the gift the
proportionate part of the premium last paid before the date of the gift."
The terminal reserve is the reserve which the insurer enters on its books
against the contract.7 4 It exceeds the cash surrender value by the amount
of charge made for terminating the policy. The word "interpolated"
merely indicates that the reserve is adjusted to the actual date of the gift.
Future Interests
Donors of "future interests" are not entitled in connection therewith
to the $3,000 annual exclusion otherwise available."5 An outright gift of
an insurance policy is not that of a "future interest" merely because the proceeds are not payable until death or are payable in installments or to contingent beneficiaries.7 6 On the other hand, if the right to exercise the incidents
of ownership is suspended or made contingent, either by the instrument
of transfer 7 or by the terms of a trust to which the transfer is made,"
the gift is of a "future interest," and the exclusion is not available. Payments of premiums on such policies are also gifts of "future interests." 79
Marital Deduction
Under Section 1004(a) (3)
(added by Section 372 of the 1948
Act), an outright gift of an insurance policy from one spouse to another
is entitled to a marital deduction with the result that one-half the gift
is exempt from gift tax. 'Terminable interests" subject to remainder
over or reversion to the assignor are not entitled to the exemption. 0 It is
important to note that there is no provision similar to Section 8 12 (e) (1)
(G) exempting insurance settlements subject to a power of appointment
in the donee-spouse.
'See Commissioner v. Ediwards, 135 F.2d 574 (C.C.A. 7th 1943) (approving
this criterion of value) ; VANCE, INSURANCE 54, 56 (2d ed. 1930) ; Note, 45 MICH.
L. REV. 522 (1947).
-INT. REV. CODE § 1003 (b) (3).
"U.S. Treas. Reg. 108, § 86.11 (1943).
"Joe J. Perkins, 1 TC 982 (1943) ; Non-acq., 1943 CUM. BULL. 38.
"Frances P. Bolton, 1 TC 717 (1943) ; Pauline Wilkins Tidemann, I TC 968
(1943) (exclusion allowed, however, with respect to dividends currently distributable).
Acq. 1943 CUM. BULL. 23.
'Roberts v. Commissioner, 143 F.2d 657 (C.C.A. 5th 1944), cert. denied, 324
U.S. 841, 65 Sup. Ct. 585 (1945).
- INT. REV.CODE § 1004 (a) (3) (B).
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INCOME TAX
Proceeds Payable at Death
Life insurance proceeds paid by reason of the death of the insured
are exempt from federal income tax, 8 except in the hands of a transferee
for value. It is immaterial whether such proceeds are received in a lump
sum or under an installment or annuity option. It is also immaterial
whether the option is exercised by the insured or after his death by the
beneficiary. 8 2 If the funds are left with the company at interest, however, such interest is subject to tax. 3 Also taxable are excess interest and
dividends payable in connection with installment or annuity options.8"
Insurance proceeds received under installment or annuity options
include an earned increment over and above the lump sum amount payable at the death of the insured. This increment is received free of tax,
thus effecting a savings not available if the proceeds are taken down in a
lump sum and otherwise invested.
It is important to note, however, that an assignee-other than the
insured--of an insurance policy for a valuable consideration is subject
to income tax on the proceeds received on the death of the insured to the
extent that they exceed the consideration paid by him plus premiums
paid after the assignment.8 5 Transfer of a policy for a consideration may
avoid gift and estate taxes, only to subject the proceeds to the greater
burden of an income tax in the hands of the transferor.
When a policy is transferred by gift, the proceeds have the same
status in the hands of the donee as in the hands of the donor.88

Proceeds Payable During Life
Proceeds of life insurance payable during the life of the insured as
cash surrender value or as a matured endowment are subject to income
tax to the extent that such proceeds exceed the sum of all premiums and
other consideration paid for the policy by the recipient. 87 Dividends
withdrawn are not taxable income but a return of premium and should
In Id. § 22 (b) (1). Proceeds payable to a spouse under a divorce settlement are
taxable under id. § 22 (k). See id. § 22 (b) (2) (A).
'Commissioner v. Pierce, 146 F.2d 388 (C.C.A. 2d 1944).
INT. REV. CODE § 22(b) (1).
Commissioner v. Winslow, 113 F.2d 418 (C.C.A. 1st 1940) ; Commissioner v.
Pierce, supra note 82.
INT. REV. CODE § 22 (b) (2) (A).
"lbid. Alcy Siyver Hacker, 36 B.T.A. 659 (1937).
'" Ibid.
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be deducted in computing cost.8 Losses are not allowable unless the
policy was purchased as an investment for profit.89
If the proceeds are left with the company under the interest option
with right of withdrawal, the entire principal amount is constructively
received at once and subject to tax. 0 In order to avoid constructive receipt
when an annuity or installment option is selected, caution suggests exercising the election prior to maturity. 91 Under life annuity or under term
certain or longer life options, the payments are taxed as an "annuity" so
that an amount equal to three percent of the cost of the policy is included
in income annually. 9 2 The balance of each payment is excluded from
income until the aggregate of such exclusions equals cost. Thereafter,
each payment is taxable in full. If the proceeds are payable in stated
installments for a term certain, there is no tax until the sum of the installments equals cost. 93 The entire amount received thereafter is taxable. If
the fund is to be paid out in installments of fixed amount until exhausted
with interest on the balance from time to time remaining credited to each
payment, the amount of such interest would be taxable in each year.
A lump sum, payment is taxable in a single year, thus incurring a
higher tax rate than if the payments were spread over a number of years.
The term installment option postpones the tax to the latest years of the
term. The annuity option and the option to take installments until the
fund is exhausted spread the taxable portion of the payments over more
years and thus would ordinarily achieve the best tax result.
Sums received from -the insurer on surrender of an insurance or
endowment policy in excess of cost are not capital gain since there is
no sale or exchange.9 4 There seems to be no case squarely holding that
a sale of an insurance policy results in a capital gain '5although such a
8I.T. 3413, 1940-2 CuM. BULL. 58.
'Loss allowed on this ground, Atkinson v. Early, 5 CCH 1948 FED. TAX REP.
§ 9355 (D.C. E.D. Va., July 13, 1948). Contra: London Shoe Co. v. Commissioner,
80 F.2d 230 _(C.C.A. 2d 1935) (difference between premiums and cash value held cost
of insurance, not loss), cert. denied, 298 U.S. 663, 56 Sup. Ct. 747 (1936).
"Blum v. Higgins, 150 F.2d 471 (C.C.A. 2d 1945).
"But see G.C.M. 22519, 1941-1 CUM. BULL. 330 (no constructive receipt
although election was after maturity).
'2 INT. REV. CODE § 22(b) (2) (A). Hess v. United States, 74 F. Supp. 135
(D.C. Minn. 1947).
"George H. Thornley' 2 TC 220 (1943), appeal to C.C.A. 3d nolle prossed on
this point March 3, 1944; Non-acq., 1944 CUM. BULL. 49. Treasury Decision 5684
issued January 12, 1949, amended U.S Treas. Reg. 11l, § 29.22(b) (2)-1 and 2,
effective as of February 13, 1949, to conform to the Thornley decision. The amendment
applies to taxable years ending on or after December 31, 1948. 14 FED. REG. 180
(1949).
"Bodine v. Commissioner, 103 F.2d 982, 987 (C.C.A. 3d 1939), cert. denied,
308 U.S. 576, 60 Sup. Ct. 92 (1939).
'Jules J. Reingold, B.T.A. Memo (CCH Dec. 11, 868 [B] [1941]), held that
a sale of a policy after thedeath of the insured resulted in a capital gain. Cf. Commissioner
v. Caulkins, 144 F.2d 482 (C.C.A. 6th 1944).

Spring]I

LIFE INSURANCE

position could be supported on the ground that an insurance policy is a
capital asset. 96 If a capital gain results, the owner of an endowment policy
by selling his policy shortly before maturity can achieve a capital gain
result, thus limiting the effective rate of tax to twenty-five percent.97
Trust Income Used to Pay Premiums
Under Section 1.67 (a) (3) of the Code,98 the grantor of a trust is
taxable with respect to trust income which is, or in the discretion of a
person not having a substantial adverse interest may be, used to pay
premiums on insurance on the grantor's life, except policies payable to
charity. A number of interesting and technical problems have been litigated under this section. 99 Its most important effect from the estate
planner's point of view is to render the income of an irrevocable funded
insurance trust taxable to the grantor to the extent of premiums on poncies on his life included in the trust.
The income of an insurance trust may, of course, be taxable to the
grantor under other sections of the Code. 00

INSURANCE POLICY OWNED BY THIRD PARTY
Since passage of the Revenue Act of 1942, it has become popular
for wives to take out insurance on the lives of their husbands. If the wife
pays all premiums and has all incidents of ownership, the proceeds are
not taxable in the husband's estate. In some cases policies have been
assigned to the wife as a gift and she pays subsequent premiums, but this
device is not as desirable since the value of the policy--over exemption
and exclusion-is subject to gift tax, and the portion of the proceeds
attributable to premiums paid by the husband prior to transfer remains
subject to estate tax in his estate. In some instances it has been found
advisable for the husband to surrender'a policy held by him for its cash
value or for paid-up or extended term insurance, permitting the wife
thereafter to apply for a new policy. This should be done with caution
with older policies paying favorable interest rates on proceeds left with
the company.
"See INT. REV. CODE § 117 (a).
Cf. W. P. Hobby, 2 TC 980 (1943) (sale of stock prior to redemption) : Acq.
1944 CUM. BULL. 13. But see Helvering v. Horst, 311 U.S. 112, 61 Sup. Ct. 144
(1940); Duran v. Commissioner, 123 F.2d 324 (C.C.A. 10th 1941); Palm Beach
Trust Co., 9 TC 1060 (1947).
'Constitutionality
upheld: Burnet v. Wells, 289 U.S. 670, 53 Sup. Ct. 761
(1933). See proposed amendment, § 141, H. R. 6712, supra note 15.
See generally KENNEDY, FEDERAL INCOME TAXATION OF ESTATES AND TRUSTS
§ 6.19 (1948); MONTGOMERY, FEDERAL TAXES, ESTATES, TRUSTS, AND GIFTS 344
t seq. (1947-48).
" E.g., White v. Higgins, 116 F.2d 312 (C.C.A. 1st 1940) (§ 22[a]) ; Phipps
v. Helvering, 124 F.2d 288 (App. D.C. 1941) (§ 167 [a] [1]).
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It seems likely that these practices will be less prevalent in husbandwife situations where the marital deduction is to be availed of. Although
the proceeds of a policy owned by the wife are thus freed of tax in the
estate of the husband, they may be taxed in full in the estate of the wife.
A better result might be obtained if the husband retained the policies
and limited the proceeds in such a way that part was taxable in his estate
and the balance in his wife's. In many cases the emphasis might more
properly be on having the wife take out insurance on her own life in
order to defray the increased tax on her estate.
The tax savings to be effected by having a child apply for and pay
premiums on insurance on the life of a parent are, of course, not affected
by the marital deduction.
If the purpose of the insurance is to provide cash for payment of
debts and taxes, a disadvantage of such an arrangement is that the owner,
whether child or wife, may not choose so to utilize the proceeds. This
may be avoided by having the owner transfer the policy to a trust, giving
the trustee powers to purchase assets from and make loans to the estate.
The fact is sometimes overlooked that the owner of the policy may
predecease the insured. In such event the then value of the policy is
included in the owner's gross estate for estate tax purposes. Provision
should be made in the owner's will for payment of premiums on the
policy and giving the executor and testamentary trustee adequate powers
to act with respect to it.
INSURANCE OPTIONS AND TRUSTS
If the proceeds of a policy will be required to pay debts and taxes,
it may be desirable to have them payable to the estate in a lump sum.
If they are merely to provide cash for such purposes in order to preserve
other less liquid assets, they may be made payable to a trust giving the
trustee power to loan money to and purchase assets from the estate. Such
a trust will protect the proceeds from Illinois inheritance tax.
Where the proceeds are intended to provide income, it will be
desirable to elect one of the options available in the policy or to create an
insurance trust.
Life insurance policies generally contain the following options which
may be elected either by the insured or after his death by the beneficiary:
1. To leave the proceeds with the company until a later date
at a prescribed rate of interest.
2. To have the proceeds paid in specified installments for a
fixed period.
3. To receive an annuity for the life of the beneficiary.
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4. To receive installments as in 2, or for the life of the beneficiary if he survives the period fixed.
5. To have the proceeds paid out in installments of fixed
amount until the fund is exhausted, interest on the balance
from time to time remaining being included in each
installment.
Most companies permit a beneficiary the right to draw down the
uriexhausted fund or commuted value of the contract on payment dates
and will include provisions for contingent beneficiaries on the death of the
primary beneficiary. Insurance companies, however, will not assume the
responsibility of invading principal in event of emergency or of increasing
or withholding income distributions in accordance with family needs. This
flexibility is obtainable by means of an insurance trust which may arm the
trustee with discretion necessary to meet changing conditions.
It may be noted than an annuity or installment option is an agreement to pay certain sums in any event. The guaranteed return may be
a real advantage under older policies paying 3 or 3 / %. More recent
rates of 2 or 2 2 % are not as attractive. Under a trust the beneficiaries
have the advantages and disadvantages of a fluctuating market and investment return. The earned increment in annuity or installment option payments is not subject to income tax, a saving not available to trusts. Trustees
charge for their services; the insurer makes no additional charge
in connection with options. It is necessary to have a guardian appointed
to receive option payments for minors, whereas this may be avoided by
appropriate provisions in a trust. The law in Illinois seems to be that
creditors cannot reach a debtor's interest in a revocable insurance trust 101
or in the cash value of insurance policies 102 unless they were set up in
fraud of creditors.
Perhaps the ideal solution would be to create a trust empowering
the trustee to exercise the options in the policy. Unfortunately, however,
many insurance companies will not permit corporate trustees to exercise
options, and some will not permit any trustee to do so.103 It is advisable,
however, in all insurance trusts to give the trustee full power to elect
options and otherwise deal with the policies after their maturity.
The irrevocable funded insurance trust was formerly widely used
as a tax avoidance device, the intent being to insulate the grantor from
income tax on the trust income and to prevent the insurance proceeds
from being subject to estate tax. Income of such trusts is taxed
to the grantor under Section 167(a) (3). Contemplation of death and
"ISee Gurnett v. Mutual Life Ins. Co., 356 Ill. 612, 191 N.E. 250 (1934).
"mFidelity Coal Co. v. Diamond, 322 II. App. 229, 54 N.E. 2d 240 (1944).
"'See Fenniman, Insurance Options for Trustees, 82 TRUSTS AND ESTATES 577
(1946).
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the indirect payment of premium provision in the 1942 Act make such
a trust a dubious device for avoidance of estate taxes. In absence of income
or estate tax savings, it would generally seem preferable to use a revocable
trust. This is a more flexible device and also does not constitute a transfer
subject to gift tax.
CONCLUSION
Prior to giving advice with respect to life insurance in a client's
estate, it is essential that a lawyer obtain and carefully examine each policy
involved. The various provisions of the policy as Well as each assignment,
beneficiary nomination, and other action taken with respect to it should be
scrutinized.
An insurance plan cannot be prepared in a vacuum. Complete
information as to the other property, income, and needs of the insured,
his wife, and dependents will be required if adequate advice is to be
rendered and if the insurance is to take its place as a useful component
in an integrated estate plan.
No type of property is as flexible and as adaptable to the problems
of death as life insurance. However, the intricate and technical nature
of the taxes applicable to insurance makes skilled tax advice necessary so
that unnecessary and unexpected tax burdens will not impair an otherwise valid insurance plan. In rendering such advice, a lawyer can perform
an important service for the insured and his dependents.

