
Your life insurance policy can play a key role in 

meeting your estate liquidity needs. Two key factors in 

accomplishing this include ownership and beneficiary 

selections for the policy. There are a lot of different 

arrangements to consider, and each has its own 

set of consequences. Together with your financial 

professional, you can give thoughtful consideration to 

the best arrangement, and plan to review the ownership 

and beneficiary selection in light of family and financial 

changes. In this article, we’ll explore some commonly 

used policy ownership and beneficiary selections.
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If the policy is owned by and payable to an 

individual beneficiary such as a spouse, the 

proceeds could be made available to satisfy 

the insured’s estate liquidity needs. However, 

adverse federal estate tax consequences may 

result where the beneficiary is under a legally 

binding obligation to use the proceeds to pay 

taxes, debts, or other expenses of the estate.

If the proceeds are paid to the surviving 

spouse, they will generally escape estate 

taxation at the insured’s death. (If the surviving 

spouse is a U.S. citizen, then he or she can 

utilize the unlimited marital deduction which 

allows them to defer all estate taxes at the 

first spouse’s death.) However, to the extent 

they are not spent or otherwise disposed of 

during the surviving spouse’s lifetime, they will 

be subject to the transfer tax upon the death 

of the second spouse. Thus, to some extent 

the transfer costs are merely deferred to the 

second death. In fact, since the proceeds 

will not be includible in the insured’s estate, 

maximum use of the marital deduction may 

actually result in an increased estate tax at the 

surviving spouse’s death. This is due to the 

fact that the full marital share received from 

the decedent’s estate will be included in the 

spouse’s subsequent estate, together with the 

full value of the insurance proceeds (to the 

extent not previously exhausted).

Whenever an individual other than the insured 

is the owner-beneficiary of an insurance policy, 

there is always the possibility that they will 

predecease the insured. The individual could 

outlive the insured long enough to collect 

the proceeds but not long enough to apply 

them as intended, i.e., to satisfy the liquidity 

needs of the insured’s estate. As a result, 

in individual owner-beneficiary situations, 

serious consideration should be given to the 
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The benefit of this selection is that it would 

certainly make the proceeds available to 

meet estate liquidity needs if payable in 

a lump sum. However, the funds would 

also be subject to estate taxes and other 

charges. This would thereby increase the 

individual’s liquidity needs. In most states, 

proceeds payable to the estate become part 

of the general estate, subject to both federal 

and state death taxes. In contrast, if the 

proceeds are payable to a named beneficiary 

(other than the estate), many states exempt 

proceeds from state death taxes.

Similarly, proceeds which may otherwise be 

exempt from claims of the decedent’s creditors 

may become subject to those troublesome 

claims when paid to the estate. Insurance 

proceeds are a convenient asset to attach, and 

proceeds otherwise earmarked for the payment 

of estate settlement costs may be tied up. Not 

only may taxes be increased, but also probate 

and administration expenses would increase by 

the payment of the proceeds to the decedent’s 

estate. These increased settlement costs can 

only result in further shrinkage of the insured’s 

estate available for distribution to heirs.

Owner: Individual Other Than Insured
Beneficiary: Individual

Owner: Insured
Beneficiary: Payable to the Estate
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Owner: Trust
Beneficiary: Trust

Either a revocable or an irrevocable trust may 

be the owner-beneficiary of an insurance 

contract. In the case of a revocable trust, the 

grantor often retains ownership and merely 

names the trust as beneficiary. Both are 

considered to be separate and distinct from 

the individual’s probate estate and therefore, 

will have many of the advantages of third 

party ownership as described previously (i.e., 

avoidance of probate and administration charges, 

preservation of any state law exemptions from 

both death taxes [if trust owned] and claims by 

creditors of the decedent).

If a revocable trust created by the insured is 

named as owner-beneficiary of the policy, or 

simply beneficiary as is more often the case, 

there will be no federal estate tax advantage 

upon the insured’s death. However, while the 

proceeds will be includible in the insured’s 

estate, the insured’s unified credit may shelter 

up to $5,450,000 (2016) of proceeds from 

federal estate tax. In addition, proceeds 

payable to a properly drafted trust may be 

excluded from the estate of the surviving 

spouse as well, while permitting the surviving 

spouse to receive income from the trust 

and even payments of principal for certain 

purposes. This type of arrangement permits 

both estate tax savings and planning flexibility 

to be achieved.

Use of the irrevocable trust as the owner-

beneficiary of the insurance contract will give 

rise to all of the non-tax advantages of a trust 

and provide a convenient means of removing 

the policy proceeds from both the estates of 

the insured and the surviving spouse. Further, 

while the insured does give up control over 

the policy subsequent to its transfer, there 

is flexibility in drafting the trust provisions to 

achieve the grantor-insured’s desires.

Liquidity can be provided to the insured’s estate 

by granting authority in the trust document 

to the trustee to purchase assets from, make 

loans to, or otherwise make life insurance 

proceeds available to the decedent’s executor. 

This will allow the trustee to buy assets from 

the estate in an amount equal to whatever 
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designation of a contingent owner-beneficiary. 

Alternatively, the individual’s Will should be 

examined to determine disposition of the 

policy if the contract itself does not control by 

the beneficiary designation. Often, the policy 

might pass right back to the insured under the 

Will or by intestate succession (state law) –  

the very thing trying to be avoided.

Nonetheless, there are advantages to naming 

an individual third party as owner-beneficiary 

of a policy on the insured’s life. (This assumes 

that the third-party owner has an insurable 

interest with the insured.) These would include:

1.  The removal of the proceeds from the 

insured’s gross estate for purposes of both 

federal and state death taxes;

2.  The preservation of any state law exemption 

of the proceeds from claims of the insured’s 

creditors; and

3.  The avoidance of probate and administration 

charges.
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funds are needed to meet the cash needs of the 

estate. More importantly, it helps to ensure that 

valuable assets such as business interests will be 

retained by family members. (Please note that 

allowing the trustee to use the death benefit 

to pay estate taxes in an irrevocable trust must 

be discretionary and not mandatory. If made 

mandatory, the proceeds may be included in 

the insured/grantor’s estate).

There are additional advantages available 

when an intervivos irrevocable trust is named 

beneficiary of a personally owned policy. These 

advantages would include:

•  Generation-skipping potential to the 

extent permitted by law, meaning that 

an entire generation could benefit from 

the property without the imposition of a 

transfer tax (i.e., where the generation-

skipping exemption is applied);

•  The ability to provide maximum flexibility 

by allocating the beneficial enjoyment of 

the proceeds between the spouse and the 

children in a fashion not possible if outright 

ownership were given to either; and

•  Utilization of a professional trustee’s 

management services to maximize the 

income-producing capability of the trust 

fund while maintaining a high degree of 

investment security.

While different personal circumstances may 

be controlling in any given situation, the use 

of a personal trust as owner, beneficiary, or 

both would seem to have some attractive 

advantages. The important thing to remember 

is that selection of an owner and beneficiary is 

a matter which should be carefully considered. 

Talk with your personal tax and legal advisors 

to address your individual situation.
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