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PREFACE

This is not your father’s law and tax book (Part I). The purpose of this text is to communicate to
fundraisers and financial advisors the basic concepts of planned giving in a friendly, straightforward, and
visually attractive format, while providing explanatory text that might be helpful where the visual elements are
insufficient. The intended use is for the reader to flip through the images in the sections of interest until
reaching an image that seems new or confusing, at which point the surrounding explanatory text may be
helpful. The citations in the text are relatively sparse and for those desiring more technical texts with superior
citations 1 recommend Thomas J. Ray, Jr.’s, Charitable Gift Planning, Catherine W. Wilkinson & Jean M.
Baxley’s, Charitable Giving Answer Book, Bruce R. Hopkins’ The Law of Fundraising, and Bryan Clontz’s Charitable
Gifts of Noncash Assets (2nd Edition).

This is not your father’s law and tax book (Part II). This book is intentionally published in a print-on-
demand format. This means that changes can be incorporated into the current version of the book within a
matter of days. It also means that I would be most appreciative of any information related to errors, trivial or
otherwise, because these are easily corrected. Please e-mail me at russell. james@ttu.edu if you happen to find
such. (Special thanks to Jill Gary Hughes, Leo O’Connor, Jr., Peter Hayward, Robert Constantine, and Ray
Tyler for their past guidance in this way.) Note, however, that some errors of omission are intentional as this
is not intended to be an exhaustive treatment of every possible transaction type and option, but rather is
intended to be a basic primer on charitable gift planning.

The slides used in this text are from the courses that 1 have taught for many years as part of the on-
campus and online Graduate Certificate in Charitable Financial Planning and Master of Science in Personal
Financial Planning both in the Department of Personal Financial Planning at Texas Tech University, as well
as in my course in Charitable Gift Planning at the Texas Tech University School of Law. Information on the
online Graduate Certificate in Charitable Financial Planning is available at www.EncourageGenerosity.com.
Additionally, the PowerPoint or pdf version of many of the slides contained herein and audio of some related
lectures are also available, for free, at the website.

And now, on to the disclaimers: This notice is made in order to comply with applicable Treasury Department and
other regulations (including but not limited to Circular 230):  This book is not intended to provide personal legal, tax or
financial advice. Consequently, I urge you to seek the advice of your own legal, tax, or financial professionals in connection with
gift and planning matters. This text is not intended to be used and cannot be used for the purpose of avoiding tax-related
penalties.

This document is for information and illustrative purposes only and does not purport to show actual transaction results
applicable to your specific situation. 1t is not, and should not be regarded as, investment, legal, or tax advice or as a
recommendation regarding any particular transaction or course of action. Opinions expressed herein are current opinions as of the
date appearing in this material only and are subject to change withont notice. Reasonable people may disagree abont the opinions

© 2006-2024, CPC Holdings, LLC. All rights reserved.
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expressed herein. All transactions and investments entail risks. There is no guarantee that investment or tax planning strategies
will achieve the desired results under all market conditions.

This book contains text and images representing charities including The Salvation Army (as an example of a public charity)
and The Bill & Melinda Gates Foundation (as an example of a private foundation). These are used for illustrative purposes
only and should in no way imply any support, endorsement, or affiliation of these organizations with this text or ifs anthor. The
trademarks of these organigations are owned by their respective organizations. Images in this text were purchased from
www.istockphoto.com  and  www.stockfresh.com. The  image of Bill and Melinda  Gates is  from
http:] | commons.wikimedia.org/ wiki/ File:Bill_og_Melinda_Gates_2009-06-03_(bilde_01).JPG and was taken by Kjetil
Ree in 2009. The image of Bill Gates alone is from btip:/ | commons.wikimedia.org/ wiki/ File:Bill_Gates_in_Poland.jpg

© 2006-2024, CPC Holdings, LLC. All rights reserved. 2
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Using Life 9
Insurance in
Charitable

Planning

*6

/

Common Uses

1.Wealth
replacement

2. Gifting existing
policies

3.Creating new
policies for the
charity

Planning with life insurance creates many
potentially positive opportunities for donors,
advisors, and charities. Yet, there can be bad
outcomes from using life insurance as well.
Some tax rules create negative consequences in
certain cases. Some charities have had bad
experiences and bad results working with life
insurance professionals who promised more
than they delivered. These potential pitfalls are
no reason to ignore the benefits of life
insurance, but rather should be a motivation to
become more acquainted with the details of
using life insurance in charitable planning in
order to produce the best outcomes.

Many  sophisticated  charitable  planning
techniques such as Charitable Gift Annuities,
Charitable Remainder Trusts, Charitable Lead
Trusts, gifts of remainder interests in homes or
farms, or bequest gifts in wills or trusts, all
directly impact estate planning, typically
reducing the heirs’ inheritance. It is not
surprising then that another common estate-
planning tool, life insurance, can frequently be
useful as a means to replace some or all of the
heirs” inheritance lost due to charitable
planning. Further, existing life insurance
policies may have accumulated substantial value
over time, making them a potential candidate as
a charitable gift. Finally, some donors may
desire to fund a large posthumous gift for

charity by creating and making premium payments on a new charity-owned life insurance policy. Thus,

© 2006-2024, CPC Holdings, LLC. All rights reserved.

293



RUSSELL JAMES

charitable planning commonly employs life insurance in three different ways: wealth replacement, gifting
existing policies, and creating new policies for charity. These three uses for life insurance involve dramatically
different tax and planning issues. Consequently, each type of application will be reviewed separately.

Part |

Using life
insurance as
wealth
replacement
in charitable
planning

D

w

Potentially the most powerful use of life
insurance in charitable planning is as a “wealth
replacement” for heirs or other non-charitable
beneficiaries. Life insurance generates a pool of
money (wealth) at the death of the insured. For
younger families, this wealth can be especially
important as a way to replace the income (or
services) lost by the unexpected death of a
family member. In charitable planning, life
insurance does not replace income, but instead
replaces wealth.  Charitable planning often
involves the transfer of substantial assets
(wealth) to charity either during life or at death.
Life insurance provides a mechanism to replace
all or part of the wealth gifted to charity. This
alternate source of wealth benefits the heirs or

beneficiaries who might otherwise have inherited the assets donated to charity. Importantly, life insurance
can replace wealth in a tax-advantaged way after charitable planning has removed the wealth in a tax-
advantaged way, resulting in the possibility of multiple layers of tax benefits.

Charitable planning E.. . \
devices such as i ] )
Charitable Gift /

Annuities, Gifts of \( ‘.
Remainder Interests in el i
Homes and Farms, and :
Charitable Remainder

Trusts produce -
amazing tax

advantages, reducing

income taxes, capital -
gain taxes, and estate
taxes &

not the only goal in a donot’s plan.

© 2006-2024, CPC Holdings, LLC. All rights reserved. 204

The most powerful layer of tax benefits in these
multi-layered charitable plans comes from the
charitable instruments themselves. As reviewed
in other chapters, charitable planning devices
such as Charitable Gift Annuities, Charitable
Remainder Trusts, or gifts of remainder
interests in homes and farms can generate
wonderful tax benefits in income, capital gain,
estate, and generation skipping taxes. Despite
these enormous benefits, advanced
charitable planning techniques all have one
thing in common,; ultimately, they transfer assets
to charity.  Clearly, this means that such
techniques should be limited to those who truly
have charitable desires. Yet even among the
charitable, these philanthropic desires are often

tax
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But, they also reduce heirs’ inheritance

i

e Charity Donor

Life insurance can diminish this concern

¢

Tax Free Life
Insurance

creative planning.
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Donors must often balance their charitable
desires in estate planning against the desire to
benefit family members or other non-charitable
beneficiaries. The donot’s desires to benefit his
or her family may set the limit for any potential
charitable estate gifts (or other charitable
planning techniques that diminish the remaining
estate such as Charitable Gift Annuities). Life
insurance can help balance these competing
desires in a way that can increase both the gift
to charity and the inheritance for other
beneficiaries.

Not only can life insurance provide an
alternative or supplemental inheritance to
substitute for part or all of the wealth
transferred to charity, but also, with certain
types of planning, it can provide an inheritance
that is not subject to estate taxes. For estates
subject to the 40% estate tax rate, the ability to
receive  tax-free  inherited  dollars  is
understandably attractive. Thus, the heirs may
do well to trade a smaller amount of tax-free
insurance in exchange for giving up a larger
inheritance when the larger inheritance would
have been taxable. Combining this with the tax
advantages of charitable planning can create a
win-win scenario where the donor is able to
provide more for both charity and heirs through
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Estate tax law made simple
¢ k.
1. Anything you own is Q:\;ﬁ

taxable at death unless it ;
goes to a spouse or charity ﬂ

[

.

2. If your life insurance is
owned by another person
or an Irrevocable Life
Insurance Trust (ILIT) it is
not taxable at your death
(unless policy given in prior
3 years)

How is it possible for life insurance proceeds to
avoid estate taxation? In simple terms, the
estate tax applies to everything owned by the
decedent at death except assets transferred to a
spouse ot a charity. Thus, proceeds from life
insurance owned by the decedent will be subject
to estate taxation. However, if the decedent
does not own the life insurance, then it is not
normally subject to estate taxes at the
decedent’s death. This is true whether the life
insurance is owned by another person, such as
another family member, or by an artificially
created legal entity, such as an irrevocable trust.
The exception to this rule is that if the decedent
first owned the life insurance policy and then
transferred it to another person (or legal entity),

the policy will still be included in the decedent’s estate for three years after the transfer. However, if the other
person (or legal entity) originally purchased the policy then this waiting period does not apply.

Because the

parent does Insurance Inc.

not own the
policy, it is
not taxed in
his estate
Estati§ Tax
Free|Beath
Bepefit
Pre jum
nts
FE%'#Z‘A??
IVloney to Pay Is
Premiums
il \
Parent Child

How would this work if another family
member, such as a child of the insured,
purchased the policy? The parent gives money
to the child in order to allow the child to
purchase a life insurance policy on the parent’s
life. Because the parent has not transferred the
life insurance policy to the child but has instead
simply given funds to allow the child to
purchase the policy, the parent has never owned
the life insurance policy. Since the parent has
never owned the policy, it will not be included
in the parent’s estate. (If the parent had owned
the policy and then given it to the child, the
policy would still be in the parent’s estate for
three years after the date of transfer.) Upon the
parent’s death, the life insurance policy then

pays its death benefit to the child. The child receives these life insurance proceeds free from estate taxation,
because the life insurance policy was never in the parent’s estate.

© 2006-2024, CPC Holdings, LLC. All rights reserved. 296
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Because the

parent does Insurance Inc.

not own the
policy, it is
not taxed in
his estate
Estate
Tax Free
Death
Pregaium Benefit
Payments
EER A ()

Life 3
Money to Pay e

Premiums ,:;,:_.z
Irrevocable Life
-y Insurance Trust
Parent (ILIT) Child

The same concept applies if the policy is owned,
not by a child, but by a separate tax-paying legal
entity not controlled by the parent, such as an
irrevocable trust.  Trusts designed for this
purpose are referred to as ILITs (Irrevocable
Life Insurance Trusts). The ILIT is, for tax
purposes, a separate person. Thus, when the
parent dies, the life insurance policy and its
death benefit are not included in the parent’s
estate because another “person,” the ILIT,
owns the policy. The ILIT then receives the
policy proceeds and distributes them to the
child (or to whomever the ILIT document
names as beneficiary).

An ILIT allows for distribution to multiple
beneficiaries and ensures that money given for

premium payments will be used for premium payments. By using an ILIT, the parent can establish rules for
precisely where and how the money will be distributed. Because the child does not own the ILIT, the child’s
creditors, lawsuits, or divorce often cannot reach the ILIT assets. Although the parent cannot continue to
directly control the ILIT after its creation, the parent can establish all rules that the ILIT trustee must follow
in purchasing, paying for, and distributing the proceeds from the life insurance policy. This high level of
control, without risk from potentially interfering family conflicts, is often attractive to those planning their

estates.

Charitable
Remainder
Trust (CRT)

Insurance Inc.

111

; Estate
Tax uction + Tax Free
Ongaing Income Death
Premium Benefit
Payments
T IC
ire 5
Money to Pay i
Premiums "?:_;_'5."—':
Irrevocable Life
(il Insurance Trust
Parent (ILIT) Child

The ILIT is not, by itself, a charitable planning
technique. Instead, the ILIT often serves as an
attractive addition to charitable planning. The
immediate tax deductions and lifetime income
typically generated by Charitable Gift Annuities
and Charitable Remainder Trusts provide a
natural source of funding for this type of life
insurance planning. At the same time, these
gifts also reduce the remaining estate for heirs,
increasing the potential interest in using life
insurance as a means of replacing this donated
wealth. Other charitable planning techniques,
such as gifting a remainder interest in a home or
farmland while retaining the life estate, do not
generate ongoing income, but do generate an
immediate tax deduction. In this case, the

donor may consider using the money saved from the reduced tax liability to purchase life insurance.

© 2006-2024, CPC Holdings, LLC. All rights reserved.
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We give the taxable inheritance to charity,
and create income to purchase the non-
taxable inheritance to give to children

Can it pay to be
charitable?

Priscilla wants to sell a
$1,000,000 non-income
producing zero-basis asset
then spend the interest
income of 5% while
leaving principal for heirs.
Her tax rates are:
823.8%)

capital gains
income (37%
estate (40%)

Although the Charitable Remainder Trust,
Charitable Gift Annuity, or gift of a remainder
interest in a home or farmland reduces donor
assets, the heirs may prefer to receive proceeds
from an ILIT owned life insurance policy. The
estate tax may have cut the value of other assets
by up to 40%. The ILIT-owned life insurance
policy generates a tax-free death benefit. In this
way, the donor gives the taxable inheritance to
charity and replaces it with a non-taxable
inheritance funded by the increased income and
tax benefits generated through the planned
charitable gift.

Combining charitable planning with life
insurance planning can generate a range of tax
benefits. The value of these benefits depends
upon the tax circumstances of the donor. To
see the potential power of these strategies,
consider the case of a donor with a highly
appreciated asset who is at the top federal tax
rates for capital gains, income, and estate taxes.
The donor has a $1,000,000 non-income
producing zero-basis asset that she would like
to sell, reinvest, and spend the interest income
of 5% per year. (Low basis assets are a
common financial planning challenge, especially
with family businesses that started without a
large initial cash investment.) She would like to
leave the principal for heirs, but also has

charitable interests. How can charitable planning make a charitable gift more affordable?

Sale
$1,000,000 asset
-5238,000 capital gains tax

41,000,000 asset
S0 capital gains tax

$1,000,000 in 5% unitrust
pays $50,000 annually + a
charitable tax deduction of
$300,000 worth $111,000

+ ILIT

Client pays $111,000 initially
and $11,900 annually for a
$457,000 ILIT-owned policy

Client uses $38,100/year

Client uses $38,100/year
(5762,000 X 5% return)

Charity receives $1,000,000
remainder

Heirs receive $457,000
(tax free from ILIT)

Heirs receive $457,000
(S762,000-5304,800 est. tax)

© 2006-2024, CPC Holdings, LLC. All rights reserved. 208

The traditional approach to the client’s goals
would be to sell the non-income producing
asset, invest it, spend the interest earned, and
leave the principal to the donot’s heirs. This
results in no charitable gift and substantial
taxation. First, the sale of the appreciated asset
generates a $238,000 federal capital gain tax
(including ACA tax). Instead of having
$1,000,000 to invest, only $762,000 remains
after the taxes are paid. FEarning 5% per year
on this remaining amount generates $38,100
each year for the client to spend. The heirs
inherit the entire principal, but due to a 40%
estate tax on the principal, the heirs receive only

$457,000 of the $762,000 principal.
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As an alternative, the client could transfer the $1,000,000 asset to a Charitable Remainder Unitrust
paying her 5% of the trust assets for the remainder of her life. In this case, the Charitable Remainder Trust
sells the $1,000,000 asset. As a non-profit entity, the trust pays no capital gains tax. This leaves the entire
$1,000,000 available to generate income for the client. The payments from the trust, earning 5% annually,
will be $50,000 per year as compared with $38,100 in the non-charitable approach. In addition to the higher
payments, the transfer to the Charitable Remainder Trust generates a tax deduction. The exact amount of the
deduction will depend upon the prevailing interest rates and age of the donor, but suppose the deduction is
30% of the transfer, i.e., $300,000. This $300,000 deduction can lower the donot’s federal income taxes by
$111,000.

Although the donor receives a large income tax deduction and greater income than with the first
plan, the donor has partially disinherited her children who now have no claim on the asset. This is great for
the charity, which will receive the $1,000,000 at the donot’s death, but not as attractive for the heirs. To
address this problem, the donor could purchase insurance using the value of the tax deduction and all or part
of the increase in income. Although the amount of life insurance this will purchase depends upon prevailing
interest rates and the donor’s age and health, it is possible that an $111,000 initial premium plus an annual
premium of $11,900 would purchase a $457,000 life insurance policy. (Note that as interest rates rise, the
charitable deduction may decrease, but the cost of the insurance also decreases.) Because an ILIT owns the
life insurance policy, the heirs receive the $457,000 tax-free. This is identical to the after-tax benefit received
from the $1,000,000 asset, which, after paying for capital gains taxes and estate taxes, left only $457,000 for
the heirs. In other words, in the charitable planning scenario, the charity receives a $1,000,000 gift without
any net cost to the donor or the donor’s heirs. Of course, this is an extreme scenario in that the donor has a
highly appreciated zero-basis asset and faces the highest federal tax rates. However, the charitable scenario
actually becomes even more attractive if the donor lives in a state that charges taxes on capital gains in
addition to the federal taxes on capital gain. Nevertheless, this example shows the potential power of
combining charitable planning with life insurance planning as a way to benefit all parties.

John, age 55, at 37% federal and 5% state income tax Life insurance can also be used in less complex
rates, owns $100,000 of farmland which he would like [ERS€IsETeulels IR, CREF:Is WO Z1s1s) CENIvs TP
VR (@GN CO I TR G YR CEW R (NG EIGIaAdNEE  potential donor owns $100,000 of farmland that
he also wants to benefit his heirs he would like to use for the rest of his life. At
his death, he would like to leave the property to
his favorite charity, but he is concerned about
reducing his heirs’ inheritance too much. How
might charitable planning help in this situation?

© 2006-2024, CPC Holdings, LLC. All rights reserved.
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Pairing life insurance with income-producing
charitable planning vehicles like Charitable
Remainder Trusts or Charitable Gift Annuities
is a common combination because these gifts
generate income that can be used to pay
premiums. However, life insurance can also be
combined with other charitable planning
techniques  that  produce  valuable tax
deductions. For example, gifts of remainder
interests in homes or farmland generate
charitable income tax deductions but require no
cash. The value of these deductions can be
used to purchase insurance to help offset the
heirs’ loss of the inheritance of the home or
farmland. If estate taxes are a concern, the

.| donor is able to use the value of the tax
deduction from the IRS to purchase a tax-free inheritance (using an ILIT) for heirs in partial replacement of
the taxable inheritance donated to a charity.

Donor can use
tax deduction to
buy tax free life
insurance (ILIT)
for children’s
inheritance

Giving the remainder interest to charity creates a By giving the remainder interest in his farmland
deduction of $61,635worth $25,887. Suppose this to charity, the donor generates an immediate
X)\({Iﬁl)lzglél?r;gohaattes,EutadifFf’ear!Sr;ggar\?e?)lflsgt\t/ingfﬁeace?n%:d?u?oon,aecﬂnglty;costs il’lCOI’I’lC tax dCdUCtiOfl. If the dOflOI' was age 55
and the §7520 rate was 2.0%, this gift would
John keeps lifetime use of farm create an immediate deduction of $61,635.
Charity gets 100% of farm at death Assuming the donor could use this deduction at
Heirs get 550,000+ (estate t?\x, free) the top federal tax rate and a 5% state tax rate
Y (no additional deductions due to having
reached the $10,000 cap), it would lower his tax
bill by $25,886.70. Depending on the donor’s
health, this amount might purchase a $50,000
single premium life insurance policy. Other
donors would be in different situations, but
many would be roughly similar. If the §7520
rate was higher, the deduction would be lower,
but the cost of life insurance would also be
lower. If the donor were older, the deduction would be greater, but so would the cost of life insurance. With
charitable planning, the donor is able to make the gift to charity, but also provide a substantial inheritance to
his heirs. Here, the tax benefits from charitable planning fund the entire replacement inheritance. Of course,
if the estate was subject to estate taxes and the donor purchased the life insurance through an ILIT, the heirs
are that much better off. The same transaction could be structured without life insurance. A donor could
transfer the value of the tax deduction as a gift to an irrevocable trust for the benefit of the heirs (still using
“Crummey” powers if necessary for estate tax planning). Through investment of these funds, $50,000 or
more would be available for heirs 7f the donor lived to his life expectancy. The primary advantage of life
insurance is that it removes the risk of an unexpectedly early death, guaranteeing the larger amount. Along
with this, however, it also removes the potential benefit of an unexpectedly long life where the asset could
have grown in value for several more years.

© 2006-2024, CPC Holdings, LLC. All rights reserved. 300
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Wealth replacement through ILIT life
insurance creates estate tax free
inheritance for family members and
allows for charitable giving

There are no estate taxes in this

arrangement because at death 100%
of remainder goes to charity

] iti "\ Anything Left
® T op) Aok
] D) s I
Donor Charity
Payments
Dutying Life

There are no estate taxes in this

arrangement because 100% goes to
spouse and charity

Anything Left
Initial aftg} De§th of

7 Transfer o ,_:'_i.l,?onor and Spquse
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Donor “.Donor Lm Charity
P t
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Death for

Spouse’s Life?

Donor’s spouse
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Ultimately, charitable planning can generate
income and tax benefits that would not
otherwise be available. The ILIT provides a
mechanism to convert these additional income
and tax benefits into estate tax-free wealth for
heirs. The use of the benefits in this way can
help to balance a donor’s competing desires for
charitable and family estate transfers.

No gift or estate taxes result from the typical
Charitable Remainder Trust arrangement. The
donor receives an income for life and then at
death any amount remaining in the trust goes to
charity. Although the assets in the trust are
included in the donor’s estate, they generate no
taxation because these assets go to charity.
However, there are other Charitable Remainder
Trust arrangements that can have different tax
consequences.

A donor may also establish a Charitable
Remainder Trust that makes payments not only
for the donot’s life, but also for the life of the
donor’s spouse. This is a common arrangement
for Charitable Remainder Trusts. It generates
no estate taxation because all interests go to the
charity and the spouse, both of which are non-
taxable recipients due to the unlimited marital
and charitable estate tax deductions.
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There ARE estate taxes in this
arrangement because at death kids

inherit an income interest

Anythin Left
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Paalments =

Donor “.ponor LWf\

Paymentsi o o
after Donor’s
Death for Kid’s l\ T

Charity

Lives

Donor kids

Instead of giving kids income

inheritance from the CRT, donor may
purchase life insurance for kids
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Removing the kids’ payments allows
donor’s lifetime payments to increase

without changing deduction
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In contrast to the previous examples, if the
donor chooses to make his children (or any
other non-spouse) beneficiaties of the trust this
arrangement will generate estate taxation. At
the donot’s death, the estate must pay taxes on
the present value of the children’s annuity or
unitrust interest. As before, the Charitable
Remainder Trust assets are included in the
donoft’s estate. However, in this case not all of
those assets are going towards marital or
charitable gifts. The children inherit this benefit
and, consequently, it is subject to estate
taxation.

Because of the estate tax results from simply
naming the children as secondary beneficiaries
of the Charitable Remainder Trust, it may make
sense to consider using an ILIT to accomplish
the same purposes. In this case, the Charitable
Remainder Trust provides no payments to the
children.  Instead, the ILIT purchases life
insurance on the donot’s life and then receives
the death benefit at the donot’s death. The
ILIT then purchases annuities for the children
that pay income to them for their lives. The net
result for the children is the same — receipt of
lifetime income. However, in the ILIT
arrangement the value of the income interest is
not subject to estate taxation.

By removing the children as secondary
beneficiaries of the Charitable Remainder Trust,
the payments to the donor can substantially
increase without altering either the tax
deduction or the ultimate charitable gift. The
amount of this increase in payments can pay
premiums on ILIT-owned life insurance
throughout the donor’s life.  The primary
motivation for this substitution is to reduce
estate taxes. However, if the donot’s estate is
not subject to estate taxation, then this
substitution may be undesirable because the
increased income during the donor’s life will
likely be subject to taxation (depending upon
the tax characteristics of the underlying assets in
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the Charitable Remainder Trust). Donors should weigh the trade-off between income taxation and estate
taxation in each case to find the most advantageous approach.

Structure of the

Donor cannot be
ILIT trustee,
otherwise in
donor’s estate

Insurance Inc.

LI

Premium
Payments Estate Tax
Free Death ¢
e Benefit =
- q Parents :
" Money to Pay s "&
Premiums 7 :
Irrevocable Life [L
(il Insurance Trust _
Parent (ILIT) Child
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The previous examples presented a simplified
process for using an ILIT. However, it can be
helpful to understand a bit more about the
different steps in creating and operating an ILIT
and their potential consequences.

Although the donor can create the rules of the
ILIT, even determining the exact wording of
the trust document, the donor may not continue
to directly control the assets in the ILIT once it
is created.  Thus, unlike, for example, a
Charitable Remainder Trust, the donor may not
continue to act as trustee of the ILIT. Doing so
gives enough ongoing control to the donor that
the ILIT will be included in the donot’s estate,
which would eliminate the estate tax benefits.
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The amount a donor may transfer to another
person without gift tax consequences is limited.
Hach year, a donor can make present interest
gifts to other people up to this limit (e.g.,
$17,000 per donee in 2023) without any gift tax
consequences. The amount applies to each
donee and each donor. For example, a married
couple with two married children each with two
children of their own would have eight natural
donees. Because both spouses have their own
separate annual exclusions, this would allow the
transfer of $272,000 (8x2x$17,000) each year
without gift tax consequences.

Unfortunately, direct gifts to an ILIT do not
qualify for the annual present interest gift
exclusion. Thus, direct transfers to the ILIT
will have gift tax consequences. Specifically, any
direct transfers will reduce the donot’s available
estate and gift tax exemption. This would
eliminate the benefit for the donor who
ultimately gifted more dollars to pay premiums
than the death benefit paid by the insurance
policy. Every dollar of direct gifting to the ILIT
will reduce the estate tax credit because gifts to
the ILIT are not “present interest” gifts. Direct
gifts to an ILIT do not qualify as “present
interest” gifts because the beneficiaries of the
ILIT do not receive any funds until sometime in
the future. One extra step is required to avoid

Instead of making transfers directly to the ILIT,
the donor makes transfers to the ILIT but with
the provision that some beneficiaries of the
ILIT (such as the donor’s children) have, and
are notified in writing of, a 30 day right to take
the transfer as an immediate cash gift to them.
Because the beneficiaries have a right to take
the gift immediately as a cash gift, the gift from
the donor becomes a “present interest” gift.
This “present interest” gift then qualifies for the
gift tax annual exclusion. For example, in 2023,
each donee could receive a right to claim up to
$17,000 of the transfer from each donor as
immediate cash. This $17,000 transfer would
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generate no gift or estate tax consequences for the donor. The appellate court case that authorized this type
of temporary power as a way to claim the present interest gift tax exclusion involved a taxpayer by the name
of Crummey. Hence, these are known as “Crummey” powers. These “Crummey” power holders must also
be potential beneficiaries of the ILIT. The tax courts have permitted contingent beneficiary power holders,
such as grandchildren who will receive a share only if their parent predeceases them before the distribution.

Of course, we explain
to the beneﬁuary itis
best not to take the
cash and destroy the ‘
planning - L
| don’t feel like
using my
“Crummey”
‘;7“ power to take
the cash
immediately

2 parents to 2
children, spouses, Insurance Inc.
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2 X8X$17,000 =
$272,000 per year

using “Crummey”
powers
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The assumption in this planning is that the
recipient of the Crummey powers will choose
not to take advantage of their right to an
immediate cash withdrawal and will instead
allow the money to go to the ILIT. Otherwise,
the tax advantages of the planning process
would be defeated. This is one reason why such
rights are typically given in a family situation
where the donor has sufficient informal
influence over the recipient to prevent the cash
withdrawals. Any overt or formal attempts to
influence the powerholder’s decision may nullify
the tax effects of the Crummey power.

Although the present interest annual gift tax
exclusion is relatively small (e.g., $17,000 in
2023), it can be used for every donor and every
donee. When combined together for a large
number of donees, these add up to substantial
annual transfers. For example, if a married
couple were making transfers with “Crummey”
powers given to their two children, the
children’s two spouses, and four grandchildren,
this would allow for the use of eight separate
annual present interest gift tax exclusions for
each donor spouse (e.g., $17,000 X 8 X 2, or
$272,000).
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$272,000 per
year can pay
for a lot of
estate tax free
life insurance

When the
beneficiary chooses
not to take the
cash, he makes a
gift to the other
trust beneficiaries

N 30 day
Irrevocable Life right to
Insurance Trust take gi
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When this much money is used for annual
premium payments, it can purchase a significant
amount of life insurance — especially for
younger and healthier donors. The annual
present interest gift tax exclusion is also
indexed for inflation (although changes occur
only in $1,000 increments), allowing for
potential funding increases over time.

The use of “Crummey” powers solves one
problem by converting the transfers into
“present interest” gifts for the donors. At the
same time, it creates a new problem. The new
problem is that when the holder of the
“Crummey” power chooses 70z to use his or her
rights, he, in effect, makes a gift to the
beneficiaries of the ILIT. If the power holder
were the only beneficiary of the ILIT, then this
would not be a problem. No gift would have
occurred because the ILIT would benefit no
one other than the “Crummey” power holder.
But, the typical ILIT has more than one
beneficiary. This means that failing to exercise
the right to immediately withdraw the money
results in a gift benefitting others. Once again,

the same problem arises here, because the gift to the other ILIT beneficiaries is not a present interest gift.
(As before, these beneficiaries must wait until the death of the insured to receive benefits from the expired
withdrawal rights.) Because the choice not to use these powers is not a present interest gift, the annual
present interest gift tax exclusion will not apply, causing the gift to reduce the “Crummey” power holder’s gift

and estate tax exemption.
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But, beneficiary can
release greater of
$5,000 or 5% of
trust amount tax
free

Insurance Trust
(ILIT)

One solution:
beneficiary retains
right to demand
cash, except for
$5,000/5% annual
release (a.k.a.
“hanging power”

Irrevocable Life
Insurance Trust
(ILIT)

However, the beneficiary may release this type
of power up to the greater of 5% of trust assets
or $5,000 each year without gift or estate tax
consequences. This does not normally allow
for the release of the full annual present interest
gift tax exclusion ($5,000 is less than $17,000).
One approach is to allow the beneficiaries’ gift
and estate tax exemption to absorb the
difference, thus dispersing and postponing the
tax effects to the next generation. There is also
another alternative.

The “Crummey” powers may allow each
beneficiary to keep the right to demand his or
her share of the cash transferred to the ILIT
indefinitely, with this right expiring only at the
rate of the greater of $5,000 or 5% of the value
of the ILIT per year. This type of provision is
called a “hanging power” because the recipient
hangs on to the right to demand the cash for a
long time. With this drafting, the beneficiary
never gives up more than the gift-tax-free
amount of his or her right to receive cash (i.e.,
$5,000 or 5% of trust assets), preventing the
beneficiary from making a taxable non-present-
interest gift to the ILIT.

The use of hanging powers prevents the
beneficiary from using up her own gift and

estate tax exclusion amount but can create problems of its own. The ability of the “5 and 5” powers to
eliminate the accumulation of such hanging powers is limited. In fact, each beneficiary can use only one “5
and 5” exemption each year, regardless of how many ILITs or other trusts for which they have such powers.
Over time, these hanging powers can continue to accumulate, meaning that the beneficiary has an increasingly
large right to receive immediate cash. Creditors could take this right, and the beneficiary’s estate will include
any unexpired rights for estate tax purposes. Eventually, the “5 and 5” powers can begin to reduce the total
hanging powers if, for example, “Crummey” gifts cease to be made. This could occur if the life insurance
policy becomes fully funded at some future point. Additionally, after the death of the insured, the ILIT will
hold the entire death benefit. At this point, 5% of the trust assets may be worth far more than $5,000.
Because the greater of these two amounts can be lapsed, this would allow for a rapid reduction in the total
hanging powers for as long as the ILIT holds such substantial assets prior to distribution.
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Not free from A generation skipping transfer tax can apply
generation skipping Insurance Inc. when the donor makes a gift (or estate transfer)
transfer tax unless i to a “skip person,” such as a grandchild. A skip
separate ILIT for person is anyone two ofr more generations
each gra ndchild below the donor. However, if the skip person’s

(included in each

grandchild’s estate) parent (who is also the donor’s descendent) has

died, the skip person is treated as being one
generation older.  Transfers to such skip
Estate Tax persons are subject to a generation skipping

Frggr%eﬁatth transfer tax of 40% zn addition to the estate tax of

" Policy on’ .
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Money to Pay = s - / generation must pay estate taxes on 1ts transfer
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Premium
Payments

to the next generation. Giving wealth to a
grandchild or great-grandchild “skips” out on
taxation that would have been collected at the
death of the previous generation. There is an
exemption for generation skipping transfers, which is the same size as the estate tax exemption amount. For
those transferring more than this exemption amount the potential application of both the 40% estate or gift
tax and the 40% generation skipping transfer tax is disturbing. (Because the 40% generation skipping transfer
tax is applied to the amount left affer payment of estate tax, the net result is a combined tax rate of 64%.)

Crummey powers allow gifts to an ILIT up to the annual exclusion limit ($17,000 per donor per donee
in 2023) with no gift or estate taxes. However, a Crummey power does not automatically exclude these gifts
from generation skipping transfer taxes. If the ILIT benefits skip persons (e.g., grandchildren with living
parents), it is a generation skipping trust, and transfers to it will reduce the donor’s generation skipping
transfer tax credit. The only exception is that if an ILIT is established solely for the benefit of a single skip
person (e.g., a single grandchild) and the ILIT assets will be included in the skip person’s estate, then gifts up
to the annual exclusion limit will also be excluded from generation skipping transfer tax consideration.
(Including the ILIT in the skip person’s estate is accomplished by giving him or her a general power of
appointment to decide who will get the funds if he or she dies before receiving all ILIT assets.) In this way,
such transfers to a single-beneficiary ILIT can avoid generation skipping transfer tax. However, benefitting
multiple skip persons in this way would require the creation of multiple ILITs, each with a single skip-person
beneficiary.

e
Irrevocable Life
Libd Insurance Trust
Parent (ILIT) Grandchildren
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Charitable giving with a life insurance policy can
be simple. The owner of a life insurance policy
can just name a charity as the beneficiary of the
policy. At the death of the insured, the charity
will receive a check for the death benefit.
Although this transfer generates no estate
taxation, it also — like other revocable gifts

Part Il

Giving
existing life

: - ’\ taking effect at death — generates no charitable
Insura nce ‘%\, income tax deduction. In order to generate a
p0| ICles tO Vi charitable income tax deduction, the donor

o must make a completed gift during life. Giving
a policy to charity may constitute a substantial
charitable gift, especially where the life
i insurance policy combines a death benefit (i.e.,
simple term insurance) with investment
features. These policies can become valuable

charity
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assets over time. Such policies may be particularly attractive candidates for donation when the original
purpose for the life insurance no longer applies. Despite this attractiveness, the rules for tax deductions, the
policies themselves, and the proper post-gift management of the policies by the charity can be complicated.

Life insurance can address needs in a variety of
circumstances. As circumstances change, the
original need for life insurance may disappear.
This lack of need for an existing policy is a
common motivation for a donor’s decision to
donate the policy to charity. A donor may have
purchased life insurance to replace his or her
income in the event of death as a way to protect
his or her minor children. Once the children
are grown and independent, the original need
for the policy no longer exists. An insurance
policy may have been purchased for a business
buy-sell agreement. For example, two partners
| in a business partnership may agree that at the
/ | death of one of them, the other will purchase

the deceased partner’s ownership for an agreed
price. Each partner purchases life insurance on the life of the other so that, in the event of one partner’s
death, the surviving partner will have the cash to purchase the deceased partner’s interest. This provides cash
for the heirs and prevents the difficulties inherent in sharing forced ownership in an operating business with a
group of heirs unfamiliar with the business. However, if the business relationship changes — perhaps due to
the business closing or being sold — the need for life insurance also changes. These are just two examples of
the variety of ways in which a policy owner may find that he or she has too much life insurance for current
needs. If, in combination with this lack of need for death benefits, the owner also wishes to forego the cash
value of the policy in order to benefit charity, a gift of the life insurance policy may make sense.

* Bought too much insurance
for actual or current needs

* Bought for children who are
no longer dependent

* Bought for an outdated
business buy-sell
agreement

* Doesn’t need
the cash value

309



RUSSELL JAMES

Giving a life insurance policy means
giving all rights to the charity

* Noincidents
of ownership

* No ability to
borrow or
change
beneficiaries

* No indirect
benefit to

donor —

When a donor gives a life insurance policy to
charity it is important that the donor give up all
rights to and benefits from the policy. This
means, for example, that the donor may not
keep any rights to change beneficiaries,
surrender, assign, or cancel the policy, pledge
the policy for a loan, make withdrawals or loans
from the cash surrender value, or hold any
other reversionary interests. Attempting to
retain any rights will result in no completed gift.
This also extends to prohibit keeping indirect
benefits for the donor, the donor’s family, or
anyone else designated by the donor. Not only
does keeping some rights mean there is no
charitable income tax deduction, but it also
means that the life insurance policy will still be

included in the donor’s estate, and thus subject to estate taxation. Further, any additional premiums paid by

the donor would not generate deductible gifts.

How do we
calculate fair
market value or
donor’s basis?

Typical policy gift valued
at lower of these

© 2006-2024, CPC Holdings, LLC. All rights reserved.

310

If the donor were to cash in a life insurance
policy, any income generated would be treated
as ordinary income, rather than as a capital gain.
The donation of an ordinary income property
item is valued at the /Jower of fair market value or
the donor’s basis. (In contrast, some long-term
capital gain property items can be valued at fair
market value, even when such value is higher
than basis.) However, determining fair market
value and even basis in a life insurance policy
can be challenging.
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What is the basis in a life insurance policy gifted
to charity? This is currently an unsettled
question. Basis clearly includes all premiums

Uncertainty in Basis Valuation

For payménts from For sales to others

insurance company Basis = paid for the policy. Also, any refunds or loans
Basis = _ + premiums paid taken from the policy will reduce the basis. The
ifé]gumnysms paid o {g;‘r“r;ds uncertainty surrounds the issue of whether or
—loans —“Cost of insurance” not the basis should be reduced by the “cost of

(term portion of policy)

insurance.” The IRS argument for considering

“cost of insurance” is that the policy owner has

Unﬁma‘jé\oggg tl:cril:;lijtraatrullgegifts invested premiums, but in return has received
| reduction fail in court review? | | — the advantage of coverage in the event of death.

~ Willitapply to gifts? | s | 'Thus, because the owner has already received
this “peace of mind” benefit, his or her basis
should be reduced by the value of this benefit.
This value received is what it would have cost

the owner to purchase just the death benefit

itself (i.e., the term policy) from the company.

At present, it is clear that the basis is #of reduced for this “cost of insurance” (a.k.a. “mortality charges”)
when money is received from the insurance company, e.g., through withdrawals, distributions, or
surrendering the policy for cash value. (This is specified by statute in Internal Revenue Code §72.) The IRS
has taken the, somewhat controversial, position that basis /s reduced by this “cost of insurance” when a policy
owner se/ls the policy to someone else (Rev. Rul. 2009-13 & 2009-14). There are no IRS examples specifically
for calculating basis for a charitable deduction from a gift of a life insurance policy. However, charitable gifts
to third parties, just like sales to third parties, are not covered by Internal Revenue Code §72, which addresses
only payments coming back from the insurance company. It seems unlikely that calculating basis as reduced
by the “cost of insurance” would apply to sales of policies, but not gifts of policies. (Such inconsistency
would certainly lead to an interesting calculation in the case of a bargain sale to charity.) The most likely IRS
position — absent any actual information at this point — appears to be that the basis rule for sales would also
be the basis rule for gifts.

There is some question whether or not the courts will support this IRS position. Why? There is no
statute directing this approach and this approach is not used in other contexts. For example, if a taxpayer
buys a car for $25,000 and sells it a year later for $25,000 she does not report a gain of $5,000 because it
would have cost her $5,000 to rent a similar car for a year and she was able to enjoy the benefits of the car
while she owned it. The decision regarding whether or not to reduce the basis in a gift by the “cost of
insurance” depends upon how aggressive the taxpayer wishes to be in this area of uncertainty.
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For a taxpayer who wishes to reduce basis by
the “cost of insurance,” determining this
number may be a challenge. Universal life
policies typically report the “cost of insurance”
component to policyholders, making this
number easily accessible. For term insurance,
the “cost of insurance” is simply the premium.
However, for traditional whole life policies, the
“cost of insurance” may not be reported or
casily determined. Death benefit coverage
expenses can vary depending upon the age and
health of the insured, interest rates, and the

. quality and rating of the company issuing the
Egr terrpllns urance”, policy. Consequently, determining what portion
i fhsé grerr.ﬁi"tlj rna’]nce of a whole life policy represents “cost of

insurance” can be complex.

For universal life
olicies, “Cost of
nsurance” is

reported to the

policyholder.

For traditional
whole life policies,
“Cost of Insurance”
may not be
reported or easily
determined.

Typical fair market
value

Premiums due policy:
= cash surrender value,
[ITR or PERC valuation]

Determining the fair market value of a gifted
policy can also be a complicated procedure. Of
course, all property gifts of $5,000 or more
require a qualified appraisal. Consequently, the
donor will not be the one to determine this
valuation.

For a newly issued policy, the
valuation can be determined by the premium
paid for the policy. For a paid-up policy (i.e.,
one in which no further premiums need be paid
to keep the life insurance in force), the cost of a
replacement policy for an insured of that age
can be used as a basis for estimating fair market
value. Note that very few policies are truly paid
up, meaning that no future payments will be
due under any circumstances. This is different
than a policy that projects no future payments
will be due depending upon the investment returns of a policy. Most policies are neither newly issued nor
paid-up. For these policies where premium payments are still required, valuation can be quite complex. The
approved valuation methods often approximate the cash surrender value of the policy. A donor can use the
greater of valuation allowed by the ITR or PERC methods. The ITR method is based on the “Interpolated
Terminal Reserve” plus any unearned premiums and a pro rata share of estimated dividends to be paid for the
year. There are, in fact, multiple possible methods to calculate the “Interpolated Terminal Reserve,” but the
life insurance company will typically provide their estimation of this number to the policyholder. However,
this number — and, hence, this valuation approach — is not available for universal life or variable life policies.
An alternative valuation is the PERC method. PERC comes from Premiums plus Earnings from the policy
(such as interest, dividends, and withdrawals) minus Reasonable Charges (such as mortality charges). The
PERC number is often roughly equal to the cash value for universal life policies. This PERC number is then
multiplied by an “Average Surrender Factor,” approximating the charge incurred in surrendering the policy
for its cash value.

Newly issued policy: use
first premium paid for
fair market value

Paid-up policy:
replacement policy for
insured of that age
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These traditional valuation approaches do not
apply in cases where they are not an appropriate
estimation of the value of a life insurance policy.
This occurs when the insured has a terminal
illness. IRS gift tax regulations specifically
Because of the “life prohibit using standard valuation approaches
settlement” market when the insured has a terminal illness. In such

. e ? | cases, the “life settlement” market may provide

policies may have

a more appropriate, and much higher, valuation.
value far beyond This market purchases life insurance policies on
traditional

the lives of terminally ill individuals. These
calculations policies are more valuable because the risk of
death, and thus the likelihood of receiving the
death benefit in the near future, is dramatically
higher than for a typical insured.  These
valuations, however, can be costly to obtain
given the requirement to evaluate the health of a terminally ill individual.

Valuing a donated policy based upon its higher

Life settlement value in the life settlement market creates a

value above cash

surrender value is
probably deductible
as long-term capital
gain

$150,000 life
settlement
value

$50,000 cash
surrender
value

more complex calculation for the charitable
income tax deduction. As mentioned
previously, the typical tax treatment for a
donated life insurance policy is to deduct the
lesser of basis or fair market value. This is
because if the donor were to cash in a life

$20,000 basis

insurance policy, any income generated would
be treated as ordinary income rather than
capital gain.  Ordinary income property is
deducted at the lower of basis or fair market
value. This picture becomes more complex
when selling a policy in the life settlement
market. In that case, the value received up to
the cash surrender value would generate
ordinary income, but the value above cash surrender value would generate capital gain income. (This capital
gain treatment is the most likely result although this is not settled law.) This means the life insurance policy is
in part ordinary income property and in part long-term capital gain property. The gift of the ordinary income
portion of the life insurance policy (i.e., the amount up to the policy’s cash surrender value) is valued at the
lower of basis or fair market value. However, the gift of any long-term capital gain portion of the life
insurance policy (i.e., the amount above the policy’s cash surrender value) is valued at the greater of basis or
fair market value. This leads to different treatment depending on the relative value of the basis, the cash
surrender value, and the life settlement value. Consider the example of a policy with a $150,000 value in the
life settlement market, a $50,000 cash surrender value, and a $20,000 basis. Gifting this policy would generate
a $20,000 deduction for the ordinary income part (i.e., the part represented by the cash surrender value of the
policy), and a $100,000 deduction for the long-term capital gain part (i.e., the part represented by the value
over and above the cash surrender value). This, of course, assumes that the donor has not made a special
election to value all long-term capital gain gifts during the year at the lower of basis or fair market value. If
the life settlement value were not greater than the basis, then the gift would be valued at the lower of its fair
market value or basis as with a typical policy. For example, if the basis was $200,000, the cash surrender

g Deduction
Life settlement would likely be

value up to cash $20,000 +
surrender value is 5106 000

ordinary income and
deductible only at
basis
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value was $50,000, and the life settlement value was $150,000, then the deduction would be $150,000 (the
lower of basis or fair market value). If the life settlement was lower than the cash value, then the life
settlement value would be irrelevant, and the policy would be valued as normal.

As with all charitable property gifts of $5,000 or
more, documenting a life insurance policy gift

S of this size will require a qualified appraisal. In
: Note from charity before taxes addition, the donor must complete IRS Form
: filed or due 8283, have reliable records of the gift, date,
place, fair market value, and cost basis, and also
receive a note from the charity indicating the
rovidad [ sichandafol date of the gift With a descr‘i‘ption of the
these gifts” [or describe property and the magic Phrase, No goods or
and value items provided] services were provided in exchange for these
gifts.”

1) Date, location,and
description of property
2) “No goods or services were

¢ Summary of ;
qualified appraisal
attached to 4
tax return

The required appraisal for documenting the
charitable gift of a life insurance policy cannot
come from the insurance agent or the insurance
company. They are parties to the transaction
and are therefore disqualified. Consequently,
gifting a substantial life insurance policy will
require the employment of a qualified outside
appraiser. Without such appraisal, the IRS will
allow no deduction.

Neither the
insurance agent
who sold the policy
nor the insurance
company may
prepare the
appraisal because
they are parties to
the transaction
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Donating a policy with
outstanding loans is
bad planning!

* Under charitable
split-dollar rules the
eduction (for gift or
future premiums)
will be entirely lost -

* Donor is taxed on ordinar
income in the amount of loan
less the applicable basis, which
is loan amount X (policy
basis/policy FMV)

($50,000 basis/$100,000 fair matket value)].

The typical result for donating property with an
outstanding loan is that the donor is treated as
both receiving income in the amount of the
loan and making a charitable gift of the net
equity in the property. The first part of this
typical result still holds in the case of a gift of
life insurance. The donor is treated as having
received ordinary income in the amount of the
loan, reduced by the applicable basis. The
applicable basis is the amount of the loan
multiplied by the ratio of the policy’s basis to
the policy’s fair market value. For example, if a
donor gifts a policy with a $100,000 fair market
value, a $50,000 basis, and $10,000 of existing
loans, the transaction will generate $5,000 of
ordinary income for the donor [$10,000 loan x

However, because of special rules put in place to eliminate charitable split dollar transactions, the
presence of a loan eliminates the tax deduction. Thus, as the result of gifting a policy with outstanding loans
the donor receives no charitable income tax deduction, but still reports ordinary income.

The bottom line is that gifting policies subject to loans is unwise. It would be better for the donor to

pay off the loan first. Then, the donor can gift the policy without loss of the charitable deduction due to the
charitable split interest rules. If this is not possible, then the donor may be better off to sell or cash in the
policy, pay taxes on the gain, and then make an offsetting deductible charitable gift with the proceeds. At a
minimum, it is likely that there will be more tax advantageous assets for the donor to consider gifting instead
of a life insurance policy with outstanding loans.

Upon receiving the policy, the charity may do
anything with it that any other policy owner
could do. This includes surrendering the policy
for its cash value, holding the policy until the
death of the donor (if the policy is not paid up
this will require the payment of premiums either
by the charity or, if available, by the original
donor), or selling the policy in the life

After getting a policy the charity may

* Ask donor to continue to pay premiums
* Surrender for cash value

* Pay premiums from
charity’s funds

* Sell in the life settlement market. Selling the policy in the life

settlement settlement market is rare because such markets

market * \ require extraordinarily high rates of returns for

' investors. Thus, if the charity is not in a

‘ ] desperate  financial position, it is more

‘ { appropriate for the charity to hold the policy

A J { and collect the death benefit.  Charities

S AL sometimes have an inappropriate tendency to

automatically cash out any life insurance policies received, rather than considering the possibility of

continuing to hold the policy until the death of the donor. In many cases, the cash surrender value is well

below the actuarial value of the policy. By automatically taking the cash surrender value of policies, charities

may often be making poor financial choices as compared with continuing to hold the policy, even if holding

the policy may require payment of additional premiums. Rather than immediately taking the cash surrender

value, it would be more appropriate for charities to work with a life insurance professional to consider the
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relative financial value of continuing to hold the policy.

Annuity
contracts may
be poor gifts

* Donor will immediately
recognize all gain in
contract as ordinary
income

* Ifissued pre-1/23/87

and not matured,

deduction limited to
cost basis

* Gifting at death is not a

problem

3
e
o4

o

2 4

-

./)>

A donor may gift an annuity contract to a
charity, but such gifts are usually not tax
advantageous. Gifting an annuity contract will
cause all gain in the contract to be immediately
taxed to the donor as ordinary income. In
contrast, continuing to hold the annuity would
allow the annuity owner to recognize that
income many years, rather than
immediately.  The donor may offset this
immediate recognition of gain by the charitable
deduction for the value of the annuity contract
(except for annuity contracts issued before
April 23, 1987 that have not yet matured where
the deduction is limited to the donot’s basis in
the contract). However, an alternative source
for a charitable gift will often be more tax

over

appropriate. For example, gifts of long-term capital gain will generate no recognition of taxable gain. Even
gifts from cash may be better if they prevent the immediate recognition of gain resulting from giving an
annuity contract. Gifting an annuity at death does not create these same income tax problems, although this
requires an annuity that still has value after the death of the donor.

Part Il

Creating new
policies for
the charity

A third use of life insurance in charitable
planning is to create a new policy specifically
intended to benefit the charity at the death of
the donor. In this way, the donor may provide
a large posthumous charitable gift, perhaps
funding a significant charitable project.
Without the use of life insurance, a donor could
fund such a posthumous gift by simply saving
up money in a donor advised fund and leaving it
at death to the charity. However, this plan
would fail if the donor did not live long enough
to allow him or her to build up enough savings
to fund the gift. The use of life insurance
eliminates this risk. Through life insurance, the
donor can guarantee that the project will be
funded, even if he or she does not live long

enough to fund the project through the normal means of savings or regular donations.
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Option 1: Donor
makes gifts to be used
as premium payments

t%reatlfon 0{
ransfer o
Death
New POlIC\F Benefl t
Charlty
2024
{Gifts to be used for premiums|
Gifts are :r ? ? +
ﬂeductil‘ble if | (o (s (o l\}.
onor keeps | ¢ 4 4 Ll <0
no rights 51 W w )& 1&
the policy Q! L:L @2 \;&2
2025 2026 2027 2028 ..

Insurance Inc.

Death

A donor could achieve the transfer of a large
charitable gift at death by simply purchasing
and owning a life insurance policy and naming
the charity as the beneficiary of the policy.
However, this approach would generate no
charitable income tax deduction. No deduction
is allowed in part because the donor could, at
any time, change the name of the beneficiary to
someone else. In order to generate a tax
deduction, the donor must first donate the
policy to the charity. Once the charity owns the
policy, then the donor could continue to fund
the premium payments by making gifts to the
charity for that purpose. Although the donor
does not retain a legal right to force the charity
to use the gifts for premium payments, this is

rarely needed as the threat of stopping future giving is usually sufficient to cause the charity to follow the
donor’s preferences. In order for the transfer of the policy (and any subsequent payments of gifts to be used
for premium payments) to generate a charitable gift, the donor must give up all rights to the policy as well as

any direct or indirect benefits from the policy.

Option 2: Donor pays
premiums on charity-
owned policy

Creation or i
Transfer of
% New Policy '
2024
{ Premium Payments
Gifts are ¢ 1‘ T T
ﬂeductli(ble if : ,
onor keeps
no rights |rrj| & Q
the policy Qz ;g @ @
6 2027 2028

Insurance Inc.

Death
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In an alternative arrangement, the donor may
gift the policy to the charity (or the charity may
create the policy) and then the donor can make
premium payments directly to the insurance
company. These direct premium payments are
deductible gifts, assuming that the charity owns
all rights to the policy. Some charities and
insurance agents may prefer this arrangement as
it could allow the insurance company to send
premium notices directly to the donor, rather
than burdening the fundraising staff with
continued requests. There are, however, some
differences in the treatment of premium
payments made directly to the life insurance
company and those made to charity.
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* Standard gift receipt
* Can give appreciated property _ ——s=Stse._

* 60% income limitation for cash Insurance Inc.
Creation or [ r I
Transfer of

New Pohcy B'i?}"gﬁt
to
Charity
b
2024

[Gifts to be used for premiums|
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Death

* Gift receipting depends on charity
* Must give cash
* 30% income limitation for cash
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Charlty
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Gifts made directly to the charity for the
purpose of funding premium payments are
treated as any other gifts made to charity. The
charity will issue receipts for the gifts just as
with any other gift. Assuming that the donor is
making cash gifts to a public charity, these are
deductible up to 60% of the donor’s adjusted
gross income, just as with any other cash gift.
The donor could give cash, but could also give
appreciated property, which the charity could
then sell in order to generate the cash needed to
make premium payments. Giving appreciated
property may provide the added benefit to the
donor of avoiding long-term capital gain
taxation.

When the donor makes premium payments
directly to the life insurance company, the
results may differ slightly. Some charities will
issue receipts for premium payments made
directly to a charity owned life insurance policy,
but some may not. Insurance companies will
not accept appreciated property for premium
payments, so the donor must use cash transfers.
Finally, deductions for such transfers to life
insurance companies may be limited to 30% of
the donor’s adjusted gross income, even where
the policy owner is a public charity. This is
based upon the idea that the cash is not being
provide “to” the charity (which results in a 60%
income limitation), but instead is being
provided “for the use of” the charity (which

results in a 30% income limitation). Some cases suggest the possibility of applying a higher limitation to these

transactions as well, but that issue is not currently settled.
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Potential advantages and problems | Encouraging donors to create and pay
for charities and donors premiums on charity owned life insurance

policies comes with both potential advantages
and potential problems for the charity. Thus, it
does not make sense for charities to either
universally accept or universally reject this
approach. Instead, it is useful to consider the
specifics of each scenatio and the relevant needs
> of the donor and charity.

One potentially attractive feature of using life
insurance is that donors of relatively modest
means can fund large posthumous projects. For
example, a healthy 40-year-old donor might be
able to purchase a $1,000,000 life insurance
policy for premium payments of only $1,500 per
year for the first 30 years of coverage (with
premiums rising thereafter). Or, the donor
could pay $20,000 for only 20 years, with no
additional payments due after that point. Thus,
. a donor who would never anticipate the abilit
income can fund a to make a $1,000,000 gift to thf charity coulc}ll
large pOS.thU mous fund that gift by using life insurance.

project It is important to note, however, that
unless the donor dies eatlier than expected, the
use of life insurance does nof generate a larger
gift than would have been possible by simply gifting the premium payment amounts to the charity and
allowing them to grow until the death of the donor. The use of life insurance provides protection only
against the early death of a donor who had otherwise intended to save or give enough to fund a large project.
Further, the apparent ability of life insurance to generate a “big” gift may also rely on the natural
misperception of future values. For a typical 40-year-old donor, a $1,000,000 gift is a big gift. But that donor
is likely to live for approximately 40 more years. If future inflation is similar to the past, then the future
$1,000,000 gift received in 40 years will have the same purchasing power as a $190,000 gift today. Waiting 40
years to receive $190,000 of purchasing power in today’s dollars does not feel quite as impressive as the large
$1,000,000 figure. Additionally, recent evidence suggests that donors with planned posthumous gifts to
charity live longer than others do. (See James, R. N., 111 (2013) American Charitable Bequest Demographics.) This
means that the charity will have to wait even longer than normal to receive a death benefit from donors.

Potential
advantages

Donor with small
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Some charities like the idea that subsequent
gifts occur without ongoing fundraising efforts
from the charity. For example, where the
donor is making premium payments directly to
the insurance company, the bill may come
directly from the insurance company, and the
donor may pay this as a matter of course along
with other bills.

Potential
advantages

Donor receives a
bill from the life
insurance
company instead
of ongoing
donation requests
from charity

Because the use of life insurance typically
involves the employment of insurance agents,
these transactions create a natural sales force
interested in proposing these planned giving
transactions to clients. The proposition of
having an agent advocating for the charity
without the costs associated with hiring a
traditional fundraiser may be attractive to
charities. Having such a “free” sales force may
be especially interesting to charities with limited
resources to hire and train their own
fundraising staff. In an ideal situation, both the
charity and agent can benefit from these
potentially symbiotic relationships.

Potential
advantages

Insurance agents
may help to “sell”
the idea instead of
requiring charity
fundraiser time

H There are, of course, potential downsides to the

POtentlaI inability of charities to control or manage those

'ﬁ~ prOblems who ate proposing charitable transactions. The
charity that gives access to its donor base may

\;’ . Insurance agents may risk negative reactions from donors, depending

upon the characteristics of the selling agent.
The agent may focus primarily on making an
immediate sale, whereas the charity may be
hoping to foster a long-term relationship.
Further, the agent may have little downside risk
of offending those who are not interested in
purchasing the product, whereas the charity may
suffer long-term financial effects from damaged
relationships with supporting donors.

“oversell” risking long-
term donor relationships
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Potential
problems

Depending on policy
structure, donor may
give for years, and

charity receives nothing
due to later policy lapse

Another potential problem is the risk that
donors will cease providing premiums for the
insurance policies. Depending on the type of
insurance, keeping the death benefit may require
paying premiums for 10, 20, or 30 years or for
the rest of the donor’s life. It is difficult enough
to maintain donor giving from one year to the
next — the likelihood that a donor will be
consistently committed over many decades, or a
lifetime, is even smaller. For policies that do
not reach “paid up” status, there is also a risk of
lapsing in advancing age. Often health or
cognitive problems arise prior to death, and
these may increase the risk of financial mistakes,
such as failing to pay policy premiums. Further,
such conditions also increase the likelihood that

other family members may take over financial management. These other family members may be less likely
to have any commitment to the charity. Taken together, these factors reduce the likelihood that the premium
payments will continue indefinitely and, thus, that the charity will ultimately receive any benefit.

Some policies
may benefit
insurance
companies and
agents
more
than
charity

Potential problems
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Another risk in using life insurance is that the
structure of the policy may, ultimately, provide
more benefit to the insurance companies and
insurance agents than to the charity. This is
especially true where the risk for later lapse of
the policy is high and such lapse would result in
the charity receiving no death benefit. Thus,
the donor may be regularly committing funds
strictly for charitable purposes, but ultimately
providing little or no benefit for charity. This
does not mean that such gifting arrangements
are inherently disadvantageous to charity, only
that careful examination is appropriate.
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P Ot e nt i a I p ro b I ems: An z_tdditional potential problem relat@s to the

requirement of insurable interest. Taking out a

Insu rable inte re st life insurance policy requires that the policy
(i.e., you can’t take out a life insurance policy on a stranger) | Owner have an insurable interest in the insured
person. In other words, you cannot take out a
Has now mostly been fixed by legislation | life insurance policy on someone just because
you think the person will die soon. Allowing
such speculation could even create financial

incentives for murder. Thus, taking out a life
%ﬁ% insurance policy on another person normally
requires some family or business relationship

providing a reason for hedging against the
SD L—M/r! 0 N 6 personal or financial loss that would occur in
the event of the death of the insured. If a
charity takes out a life insurance policy on a
major donor, with the goal of protecting against
the loss of income that might occur in the event of the death of the donor, then the charity likely has a valid
insurable interest. However, if the person had never been a donor, or perhaps had made only a few $20 gifts
and the charity then takes out a $10,000,000 policy on the life of the donor — there may be serious questions
about the presence of an insurable interest. Fortunately, almost all states have settled this matter by
legislation. In these states, charity is granted an explicit insurable interest in any person (or in some cases any
donor) who consents to becoming an insured life. To give you a feel for the specific requirements in your
state, below are excerpts from different state statutes related to this topic. (Please check for any changes or
other issues with local counsel before engaging in a transaction.)
ALABAMA CODE §27-14-3

Any provision of this section and chapter to the contrary notwithstanding, a charitable organization that meets the requirements of Section 501(c)(3) of the Internal Revenne Code of 1986, as amended,
may own or purchase life insurance on an individual who consents to the ownership of purchase of that insurance.

ALASKA STAT. §21.42.020

Notwithstanding the other provisions of this section, a charitable organization may obtain, by procurement, assignment, or otherwise, life or health insurance on an insured who consents to the issnance of
the insurance.

ARIZONA REV. STAT. ANN. §20-1104

A charitable organization as provided in section 43-1201, paragraph 4, which has a policy ownership interest has an insurable interest in the life of each proposed insured who joins with the charitable
organization in applying for a life insurance policy naming the charitable organization as owner and irrevocable beneficiary.

ARKANSAS CODE ANN. §23-79-103

Notwithstanding any other law or regulation to the contrary, any religious, jonal, charitable, or institution, organigation, corporation, association, or frust, including, but not limited to,
Charitable Remainder Trusts, may be named beneficiary or owner, or both, of the policy or contract by any applicant for insurance upon bis or her own life in any policy of life insurance issued by any life
insurance company anthorized to do business in this state or in the state of domicile of the applicant for insurance.

CALIFORNIA INS. CODE §10110.1(f)

a charitable organization that meets the requirements of Section 214 or 23701d of the Revenne and Taxation Code may effectuate life or disability insurance on an insured who consents to the issuance of
that insurance

COLORADO REV STAT. §10-7-115

1 ding any other provision of law, any organization that meets the requirements of section 170 (c) of the federal "Internal Revenue Code of 1986", as amended, may own or purchase life

insurance on an insured who gives written consent to the ownership or purchase of that insurance.

CONNECTICUT GEN. STAT. §{38a-450

Any life insurance company doing business within the state may issue policies of insurance predicated npon the life or lives of any person or persons, payable at maturity to any educational, ecclesiastical,
benevolent, charitable or eleemosynary corporation which can legally take and receive testamentary legacies, irrespective of a financial interest on the part of such corporation in the life of the person or
persons insured.

DELEWARE CODE ANN. tit. 18, §2705

Life insurance contracts may be entered into in which the person paying the consideration for the insurance has no insurable interest in the life of the individual insured, where charitable, benevolent,

7,

ducational or religions institutions, or their agencies, are designated irrevocably as the beneficiaries thereof

D.C. CODE ANN §31 -4716
A charitable, b ; or religions institution that is described in §501(c)(3) or §170(b)(1)(A) of the Internal Revenne Code or a trust for the benefit of the institution that
is qualified as a Charitable Remaii Trml under §664 or a Pooled Income Fund nnder §642(c)(5) of the Internal Revenne Code may acquire an insurable interest in the life of an individual if: (1)

The institution or trust is designated irrevocably as the beneficiary of the insurance proceeds or designated as the owner of the life insurance policy, or bothy (2) The application for the insurance contract is
procured and signed by the individual whose life is to be insured; and (3) Notwithstanding paragraph (1) of this subsection, the insured pays the preminms for the insurance policy for at least 3 years
Sfollowing the issnance of the policy.

FLORIDA STAT. §627.404(2)b(7)

A charitable organization meeting the requirements of s. 501(c)(3) of the United States Internal Revenne Code, as amended, has an insurable interest in the life of any person who consents in writing to
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the organization’s ownership or purchase of that insurance.

GEORGIA CODE ANN. §33-24-3(j)

A charitable institution as defined under Sections 501(c)(3), 501(c)(6), 501(c)(8), and 501(c)(9) of the Internal Revenne Code of 1986 shall have an insurable interest in the life of any donor.

HAWAII REV. STAT. §431:10-202(4)

A charitable organization as defined in section 467B-1 has an insurable interest in the life of each proposed insured who joins with said organization in applying for a life insurance policy naming said
organization as owner and irrevocable beneficiary.

IDAHO CODE ANN. §41-1805

Contracts of life insurance may be made and entered into in which the person paying the consideration for such insurance has no insurable interest in the life of the person insured, where charitable,
benevolent, educational, or religions institutions are designated irrevocably as the beneficiaries thereof.

215 ILLINOIS COMP. STAT. §5/245.2

Members of not-for-profit organizations that are exempt from taxation as described in paragraph (3), (4), (5), (9), or (10) of subsection (c) of Section 501 of the Internal Revenune Code or either past or
present individual or family donors to a not-for-profit organization may obtain life insurance policies naming the not-for-profit organization as the irrevocable sole beneficiary of the policy.  The not-for-
profit organization, as the sole beneficiary of the policy, may continue to pay the preminms to the issuing insurance company where the donor discontinues the preminm payments and continuance of the
policy is a prudent investment.

INDIANA CODE §§27-8-18-4

A charitable entity that purchases or is transferred ownership of a life insurance policy under subsection (a) has an insurable interest in the life of the individual who consents to the charitable entity's
purchase or ownership of the policy.

IOWA CODE §511.39

A charitable organization described in section 501(c)(3) of the Internal Revenue Code, as defined in section 422.3, has an insurable interest in the life of a person who, when purchasing a life insurance
policy, makes a donation to the charitable organization or makes the charitable organization the beneficiary of all or a part of the proceeds of the policy or joins with a charitable organization in applying
Sor an insurance policy which when issued will insure that person's life and name the organization as owner or beneficiary of all or any portion of the benefits of the life insurance policy.

KANSAS STAT. ANN. §40-450(b)

A charitable, Jent, educational and religions institution qualified under section 501(c) of the internal revenue code shall be deemed to have an insurable interest in the life of an individual insured
who has executed a written consent to the assignment of the insurance contract to such institution if such institutional assignee is named as the irrevocable beneficiary thereof.

KENTUCKY REV. STAT. ANN. §304.14-050

(1)Life insurance contracts may be entered into in which the person paying the consideration for the insurance has no insurable interest in the life of the individnal insured, where charitable, benevolent,
edncational, or religions institutions, or their agencies, are designated irrevocably as the beneficiaries thereof.

(2) In making such contracts the person paying the preminm shall make and sign the application therefor as owner, and shall desi a charitable, b ducational or religions institution, or an
agency thereof, irrevocably as the beneficiary or beneficiaries of such contract. The application shall be signed also by the individual whose life is to be insured

LOUSIANA REV. STAT. ANN. §22.902

Notwithstanding any other law or regulation to the contrary, any religions, Z eleemosynary, charitable, or institution or undertaking may be named beneficiary in or owner of any
policy of life insurance issued by any life insurance company upon the life of any individual. The beneficiaries or owners named shall have an insurable interest for the full face of the policy and shall be
entitled to collect same.

MAINE REV. STAT. ANN. tit. 24-A, §2405

1. Life insurance contracts may be entered into in which the person, trust or trustee paying the consideration for the insurance has no insurable interest in the life of the individual insured, where charitable,
benevolent, educational or religions institutions, or their agencies, are designated irrevocably as the beneficiaries thereof.

2. In making such contracts, the person paying the preminm shall make and sign the application therefor as owner or as settlor of a trust, and shall desi a charitable, ducational or
religions institution, or any agency thereof, irrevocably as the beneficiary or beneficiaries of such contract. The application must be signed also by the individual whose I ife is to be insured.

MARYLAND CODE ANN., INS. §12-201(c)

(1) This subsection applies only to a charitable, b ducational, gover l, or religions institution that is described in §170(b)(1)(A) or §501(c)(3) of the Internal Revenue Code, or a trust for
the benefit of that institution that is qualified as a Pooled Income Fund under §642(c)(5) or a Charitable Remainder Trust under §664 of the Internal Revenune Code.
(2) An institution or trust described in paragraph (1) of this subsection may procure or canse to be procured an insurance policy on the life of an individual if: (i) the institution or trust is designated

irrevocably as the beneficiary of the insurance policy; and (ii) the application for the insurance policy is signed by the individual whose life is to be insured or the individual's legal gnardian.

MASSACHUSETTS GEN. LAWS ch. 175, §123A(2)
A charitable institution as defined under section 501 (¢)(3), (c)(6), ()(8), and (c)(9) of the Internal Revenne Code shall be deemed to have an insurable interest, without limitation, in the life of any
donor.

MICHIGAN COMP. LAWS §500.2212

Notwithstanding any other section of this act, an organization described in and qualified nnder section 501 (c)(3) of the internal revenne code of 1986, 26 U.S.C. 501, has an insurable interest in the life
of an individnal who gives written consent to the ownership or purchase of a policy on his or her life.

MINNESOTA STAT. §60A.0783(2)f

An organization in section 170(c) of the United States Internal Revenne Code of 1986, as amended through December 31, 2008, has an insurable interest in the life of any person who consents in
writing to the organization's ownership or purchase of that insurance.

MISSISSIPPI CODE ANN §83-5- 251

7 )

Any religions, stitution or its agency may be named beneficiary in any policy of life insurance issued by any insurance company upon the life of any
individunal. A religions, educational, e/eemog;/mg‘y, charitable or benevolent institution or its agency designated as a beneficiary has an insurable interest for the full face of the policy and is entitled to collect
the full face of the policy.

MISSOURI REV. STAT. §377 080

jonal, eleemosynary, charitable or

A charitable, b lent, educational or religions institution ffied pursuant to m:tzoﬂ 501(c)(3) of the federal Internal Revenne Code, as ammded shall be deemed to have an insnrable interest in the
life of an insured individnal if; in the absence of any fmud or coercion: (1) The i has designated the institution as a beneficiary; (2) The individual has made a g/ft or an assignment of an interest
in life insurance on the life of such insured individual; or (3) The life insurance is owned by such charitable, b ed or religions institution and such i jon has obtained the consent of

the person whose life is being insured, as required by section 376.531.

MONTANA CODE ANN. §33-15-201(5)

A charitable institution has an insurable interest in an individual if: (a) the individual anthorizes the charitable institution to purchase insurance naming the charitable institution as an irrevocable
beneficiary; and (b) the insurance is purchased with contributions made by the individual.

NEBRASKA REV. STAT. §44-704(4)

Nothing in Chapter 44 shall prohibit an organization or entity described in section 501(c)(3) of the Internal Revenne Code or to whom a charitable contribution could be made under section 170(c) of the
code or a trust all of whose beneficiaries are organizations or entities described in section 501(c)(3) of the code or to whom a charitable contribution could be made under section 170(c) of the code from
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procuring, effectuating, or causing to be procured or effectnated the ownership of any life insurance policy or annuity contract upon the life of an individual if such individual gives written consent to the
issuance of such policy or contract when such organization, entity, or trust is the owner of such policy or contract. Nothing in Chapter 44 shall require such organization, entity, or trust to have an
insurable interest as defined in section 44-103 in the life of such individual in order for a policy or contract to be procured or effectuated pursnant to this subsection.

NEVADA REV. STAT. §687B.050

1. Life insurance contracts may be entered into in w/)z[}} the person paying the mmzdmztmﬂ for the insurance has no insurable interest in the life of the individual insured, where charitable, benevolent,
educational or religions institutions or their agencies are designated irrevocably as the beneficiaries thereof.

2. In making such contracts the person paying the premium shall make and sign the application therefor as owner, and shall designate irrevocably a charitable, benevolent, educational or religions
institution or an agency thereof as the beneficiary or beneficiaries of such contract. The application shall be signed also by the individual whose life is to be insured.

NEW HAMPSHIRE REV. STAT. ANN. §408:2-a

L. A life insurance policy may be issued with the person paying the premimm Sor such insurance having no insurable interest in the life of the insured, jding a charitable, ducati or
religious institution or any other organization which lifies for a charitable deduction nnder the Internal Revenne Code is designated irrevocably as the owner and lﬂeﬂg%mr)r of the policy. 1 I A Vi je
insurance policy may be issued with the person paying the preminms desi in the applic as owner and insuring the preminm payer's own life and designating a charitable, b

or religions institution or any other organization which qualifies for a charitable deduction under the Internal Revenue Code as the irrevocable beneficiary of the policy. 1II. Nothing in this section .f}]d/l
affect the right of any person to effectuate life insurance on such person's own life, or by a person or any business entity on another life if there exists any reasonable expectation of pecuniary benefit or
advantage, direct or indirect, in the continued life of the other person. 117, No life insurance policy may be issued under this section unless the insured has consented in writing to the issnance of such
policy.

NEW JERSEY STAT. ANN. §17B:24-1.1(5)

A nonprofit or charitable entity qualified pursnant to section 501 (¢) (3) of the Internal Revenue Code of 1986 (26 U.S.C. 5.501(c)(3)), or a government entity has an insurable interest in the life or
physical or mental ability of its directors, officers, employees, supporters or their designees or others to whom it may look for counsel, gnidance, fundraising or assistance in the execution of its legally
established purpose, who either: (a) join with the entity in signing the application for insurance, which application names the entity as the owner and irrevocable beneficiary of the policy; or (b) after having
been listed as owner, subsequently transfer ownership of the insurance to the entity and name the entity as the irrevocable beneficiary of the policy.

NEW MEXICO STAT. ANN. §59A-18-5

A. Life insurance contracts may be entered into in which the person paying the consideration for the insurance has no insurable interest in the life of the individual insured, where charitable, benevolent,
ducational or religious institutions or their agencies are designated irrevocably as the beneficiaries thereof.

B. In making such contracts the person paying the premium shall make and sign the application therefor as owner, and shall designate irrevocably a charitable, Je ducational or religions
institution or an agency thereof as the beneficiary or beneficiaries of such contract. The application shall be signed also by the individual whose life is to be insured.

NEW YORK INS. LAW §3205

(3) Notwithstanding the provisions of paragraphs one and two of this subsection, a Type B charitable, educational or religions corporation formed pursuant to paragraph (b) of section two hundred one of
the not-for-profit corporation law, or its agent, may procure or canse to be procured, directly or by assignment or otherwise, a contract of life insurance upon the person of another and may designate itself or
canse to have itself designated as the beneficiary of such contract.

NORTH CAROLINA GEN. STAT. §{58-58-86

If an organization described in section 501(c)(3) of the Internal Revenne Code purchases or receives by assignment, before, on, or after the effective date of this section, life insurance on an insured who
consents to the purchase or assignment, the organization is deemed to have an insurable interest in the insured person's life.

NORTH DAKOTA CENT. CODE §26.1-29-09.1(3d

In the case of religions, educational, eleemosynary, charitable, or izations, a lawful interest in the life of the individnal insured if that individual has executed a written consent to the
insurance contract.

OHIO REV. CODE ANN §3911.09

Any religions, charitable, scientific, literary, educational, or other institution or entity that is described in section 170, 501(c)(3), 2055, or 2522 of the "Internal Revenne Code of 1986," 100 Stat.
2085, 26 U.S.C.A. 170, 501, 2055, 2522, as amended, may be the owner of, or may be designated beneficiary in, any policy of life insurance issued npon the life or lives of one or more individuals.
Any such institution or entity has an insurable interest in the life of each insured and is entitled to enforce all rights and collect all benefits to which it is entitled pursuant to the policy.

OKLA.HOMA STAT. tit. 36, §3604

Life insurance contracts may be entered into in which the person paying the consideration for the insurance has no insurable interest in the life of the individual insured, where charitable, benevolent,

ducational or religions institutions, or their agencies, are designated as the bemﬁfz’mie; thereof. In no event shall an z'miz'ﬂidm/ be named as a beneficiary. In making these contracts, the person paying the
preminm shall make and sign the application therefor as owner and shall desi a charitable, le lucational, or religions institution, or an agency thereof, as the beneficiary or beneficiaries of the

contract. The application or any subseq change of beneficiary designati i shall be signed by the individual whose life is to be insured. These contracts shall be valid and binding among the parties,

notwithstanding the absence otherwise of an insurable interest in the life of the individual insured.

OREGON REV. STAT. §743.030

I er insurance policies may be effected although the person paying the consideration has no insurable interest in the life of the person insured if a charitabl,
A 71
Z by as the beneficiary.
(2) In making such policies the person paying the preminm shall make and sign the application therefor as owner. The application also must be signed by the person whose life is to be insured. Such a
policy shall be valid and binding between and among all of the parties thereto.

PENNSYLVANIA 40 P.S. §512
A charitable organization that meets the requirements of section 501(c)(3) of the Internal Revenne Code of 1986 (Public Law 99-514, 26 U.S.C. §501 (c)(3)), as amended,
may own or purchase life insurance on an insured who consents to the ownership or purchase of that insurance

Rhode Island - None
SOUTH CAROLINA CODE ANN. §38-63-100

Notwithstanding any other provision of law, a bona fide charity or nonprofit [orpamlzaﬂ whl[/ﬁ is in jance with the "Solicitation of Charitable Funds Act”" (Chapter 55 of Title 33) has an insurable
interest in the life of an insured nnder a policy in which the charity or ¢ is bly named as a beneficiary provided that the application for insurance is signed by the insured.

SOUTH DAKOTA CODIFIED LAWS §§58-10-4

Insurable interest in personal insurance defined. Insurable interest with reference to personal insurance includes only interests as follows:...4) A charitable organization that meets the requirements of
section 501(c)3 of the Internal Revenne Code of 1986, as amended to Jannary 1, 1992, and owns or purchases life insurance on an insured who consents to the ownership or purchase of the insurance has
an insurable interest in the life of the insured;

TENNESSEE CODE ANN. 56-7-314;

If an organization described in either §170(c) or §501(c)(3) of the Internal Revenune Code of 1986, codified in 26 U.S.C. §§170(c) and 501(c)(3), respectively, purchases or receives by assignment,
before or after April 23, 1992, life insurance on an insured who consents in writing to the purchase or assignment, the organization is deemed to have or to have had an insurable interest in the insured
person's life on the date of purchase or assignment.

TEXAS INS. CODE ANN. §1103.005

A religions, educational, eleemosynary, charitable, or benevolent institution or nndertaking may be designated as a beneficiary in a policy that insures the life of an individual.

b p

or religions institution is
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UTAH CODE ANN. §31A-21-104(7)

This section does not prevent an organization described under Section 501(c)(3), (), or (), Internal Re//mue Code, as amended, and the regulations made nnder this section, and which is regulated nunder
Title 13, Chapter 22, Charitable Solicitations Act, from soliciting and procuring, by assit or de jon as beneficiary, a gift or assig of an interest in life insurance on the life of the donor or
assignor or from enforcing payment of proceeds from that interest.

Vermont - None
VIRGINA CODE ANN. §38.2-301(4)

In the case of an organization described in §501 (¢) of the Internal Revenue Code, the lawful and substantia jc interest required in subdivision 2 of this subsection shall be deemed to exist where (i)

the insured or proposed insured has either assigned all or part of his ownership rights in a policy or contract to such an organization or has executed a written consent to the issuance of a policy or contract
1o such organization and (ii) such organization is named in the policy or contract as owner or as beneficiary.

WASHINGTON REV. CODE ANN. §48.18.030

(d) Subject to rules adopted under subsection (4) ﬂf his section, npon Joint @I)p/zmlmﬂ with a nonprofit organization for, or transfer to a nonprofit organization of, an insurance policy on the life of a
permn naming l},w orgamzm‘mn as owner zmd beneficiary, a anization's interest in the life of a person if:
e e was es hed exclusively for religious, charitable, scientific, literary, or educational purposes, or to promote amateur athletic competition, to conduct testing for public
Th iprofit on lusively /g haritable, tific, literary, ducational # # tenr athleti tition, to conduct festing bli

mj@gz, or to prevent cruelty to children or mzmm/x and

(ii) The nonprofit organization: (A) Has existed for a minimunm of five years; or (B) Has been issued a certificate of exemption to conduct a Charitable Gift Annuity business under RCW 48.38.010,
or is anthorized to conduct a Charitable Gift Annuity business under RCW 28B.10.485; or (C) Has been organized, and at all times has been operated, exclusively for benefit of; to perform the
Sfunctions of, or to carry out the purposes of one or more nonprofit organizations described in (d)(ii)(A) or (B) of this subsection and is operated, supervised, or controlled by or in connection with one or
more of those nonprofit organizations; and

(iii) For a joint application, the person is not an employee, officer, or director of the organization who receives significant compensation from the organization and who became affiliated with the
organization in that capacity less than one year before the joint application.

(4) The commissioner may adopt rules governing joint applications for, and transfers of, life insurance under subsection (3)(d) of this section. The rules may include: (a) Standards for full and fair
disclosnre that set forth the manner, content, and required disclosure for the sale of life insurance issued under subsection (3)(d) of this section; and (b) For joint applications, a grace period of thirty days
during which the insured person may direct the nonprofit organization to return the policy and the insurer to refund any preminm paid to the party that, directly or indirectly, paid the preminmy; and (c)
Standards for granting an exemption from the five-year existence requirement of subsection (3)(d)(ii)(A) of this section to a private foundation that files with the insurance commissioner documents,
stipulations, and information as the insurance commissioner may require to carry out the purpose of subsection (3)(d) of this section.

WEST VIRGINA CODE §33-6-2(c)4
(c) "Insurable interest” with reference to personal insurance includes only interests as follows:...(4) A charitable institution as defined nnder Sections 501(c)(3), 501(c)(6), 501(c)(8) and 501(c)(9) of the
Internal Revenne Code of 1986, as amended.

WISCONSIN ADMIN. CODE INS. §2.45

A charitable organization may be the applicant, owner or beneficiary of a life insurance policy issued on the life of any individual. A charitable organization is deemed to have an insurable interest in the
individual.

WYOMING STAT. ANN. §26-15-103

(a) Contracts of life insurance may be made and entered into in which the person paying the consideration for the insurance has no insurable interest in the life of the person insured, if charitable,
benevolent, educational or religions institutions are designated irrevocably as a beneficiary but not necessarily the primary beneficiary thereof.

(b) In making a contract as specified in subsection (a) of this section, the person paying the preminm shall make and sign the application therefor as owner and shall desi a charitable, |
edncational or religions institution irrevocably as the beneficiary or one (1) of the beneficiaries of the policy. The application also shall be signed by the person whose life is to be insured.

/

P ote ntia I p ro b Ie ms Even wheg it works, encour.agir.lg donors to

make premium payments on life insurance will
The charity may prefer funds today typically benefit the charity only after many
years. During the intervening time, donors are
making cash gifts year after year, but the charity
has no resulting gift income to spend.
Depending upon the needs and desires of the
charity, this may be a highly undesirable result
even if, wultimately, the charity receives
substantial gifts.
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Potential
problems

The donor never sees
the impact of the gift

simply investing the premium payment amounts.)

Potential problems

Donors cannibalize giving to pay premiums

Regular giving
to charity

Premium
Payments

also be losing something greater in the process.
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Another potential downside for the donor is
that because the gift occurs only after the
donor’s death, the donor will never actually get
to see the impact of his or her gift during life.
Ultimately, the charity may be able to build a
building, create a scholarship, or achieve any
number of important charitable tasks, but the
donor will never witness this. In contrast, if the
donor were to take the premium payments and
simply give them to the charity as a traditional
donation, the impact would occur immediately.
This is an important downside given that life
insurance does not make the total gift bigger
unless the donor dies earlier than expected. (If
the donor lives to his or her life expectancy, a
life insurance policy will not return more than

Some charities may take the approach that
“something is better than nothing,” meaning
that any money raised by life insurance agents
through the sale of charity owned life insurance
is simply a bonus. This approach, however,
ignores the possibility that the donor may be
directing funds to premium payments that
otherwise might have gone to the charity as
simple donations. If the premium payments
result in cannibalizing the donations that the
donor would otherwise have made, then it is
important for the charity to carefully weigh the
value of using life insurance policies as a means
to raise funds.  Although these premium
payments may indeed generate something for
the charity, it is possible that the charity will



LIFE INSURANCE IN CHARITABLE PLANNING

A charity can prevent
problems by refusing to
accept policy gifts that
don’t meet its guidelines.

Assume cannibalization of
gift income and require
* Short-term (e.g., 10
year) to projected
paid up status to age
100
* Top companies
* Reasonable interest
rate projections

How can a charity influence a donot’s decision
to use life insurance to benefit the charity?
Ultimately, the charity can refuse to accept the
donation of a life insurance policy. If the
charity does not accept ownership of the policy,
then the donor cannot deduct premium
payments as gifts to the charity. Given the
potential for premium payments to cannibalize
regular giving, it may be wise for a charity to
establish guidelines for the types of newly
created insurance policies that it will accept.
(Of course, transfers of long-term life insurance
policies that have built up substantial cash
surrender value are a different matter as
discussed in the previous section.)  These
requirements can include accepting only policies

that will reach paid-up status in a relatively short time. Paid-up status is the point at which no additional
premium payments are necessary in order to keep the death benefit in force for the remainder of the insured’s
life (or up to, e.g., age 100). This paid-up status may depend upon the projected returns of underlying assets
and the stability of the issuing company. Thus, these companies should be highly rated, and the return
projections should be reasonable to make sure that once a policy reaches paid up status the charity will,
ultimately, receive the death benefit. Reaching paid-up status in a relatively short time (e.g., 10 years) is
important for two reasons. First, it reduces the likelihood that the policy will lapse due to non-payment of
premiums by the donor, resulting in no gift to the charity. Second, it provides a planned break in the
premium obligation to allow for shifting the donor into an alternative campaign or gifting approach at that

time.

Otherwise, just say “No!”

It isn’t “free” if the donors will
be paying premiums instead of
giving to your organization
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It may be counter-intuitive and even
uncomfortable for a nonprofit organization to
refuse a gift, especially one desired by the donor
and the donor’s insurance agent. But the
potential for the charity to receive nothing
despite the donot’s many contributions may
suggest this unusual approach in cases where
the policy does not meet the charity’s guidelines.
If the donot’s regular gifting will be less because
of the premium payments he or she is making
on the charity owned life insurance policy, the
charity should consider making a special effort
to understand the value of the proposed
insurance policy prior to accepting the gift.
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Using Life
Insurance in
Charitable
Planning
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Financial advisors and fundraisers can often
help donors accomplish their charitable goals
using life insurance in a variety of different
ways. Life insurance can serve as tax-free
wealth replacement for charitable estate gifts
transferred to charity. Older life insurance
policies may have built up significant value over
time, making them potentially attractive as
charitable gifts. New life insurance policies
owned by a charity, with proper planning, can
also be a beneficial strategy. Although the rules
can be complex and the techniques may be
appropriate only for certain circumstances,
when life insurance is needed, it is important for
advisors and fundraisers to be ready to suggest
these potentially attractive solutions.





