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Although we do not sell life
insurance, we recognize that life insur-
ance is more important now than ever
before in coping with the effects of
current economic conditions upon
many high net worth families.

We’ve all been reminded of a
few things by the economic conditions
of the past couple of years. These
include:

o The importance of liquidity
®  The unreliability of asset values
L] The unreliability of credit

o The vulnerability of high net
worth families without proper
planning.

Two of the most significant
benefits of life insurance are Estate
Liquidity and Wealth Stabilization. A
recent example comes to mind. A
sixty-five year old man has a $10
million estate that was worth $15
million two years ago. The bulk of his
assets consist of interests in a wide
variety of real estate: Raw land,
coastal lots, and income-producing
commercial properties. The deprecia-
tion in the value of these assets caused
him to re-think many of his assump-
tions, especially the expectation that
continuing appreciation in property
values and the constant availability of
credit would solve whatever estate
planning needs he might have when he
got older. Recent events reminded him
that his illiquid assets could become

much worse problems for his wife and
daughter upon his death than they
already were for him. He was moti-
vated to ask for advice.

Estate Liquidity

Our first thought is to create
estate liquidity using a life insurance
policy to be purchased by an Irrevoca-
ble Life Insurance Trust (ILIT). In
this case, estate liquidity needs to
provide for a projected estate tax liabil-
ity as well as the legacy the client
always assumed he would leave to his
daughter and grandchildren. We call
in an insurance professional to help
with this. One obstacle that we en-
counter is that the premium cost is
expected to exceed the client’s avail-
able annual exclusion. The client also
is reluctant to commit to the premium
payments, given the lessons he has
learned recently about the illiquidity of
most of his assets.

Premium Payment Strategies

We next consider ways to design
the ILIT so that it can be combined
with other strategies to help overcome
the premium payment obstacles. Three
strategies include:

L] Private loan

®  Premium financing
®  Private split dollar
Private Loan

This strategy is one way to over-
come the gift tax annual exclusion
obstacle. It is not complicated. The
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ILIT’s trustee enters a loan agreement
with our client, the proposed insured
and grantor of the ILIT. The ILIT
borrows the premium amounts from
the grantor and agrees to repay the
amount borrowed at a market rate of
interest over a specified term of years.
Although current low interest rates
make this potentially attractive, our
client remains reluctant to part with his
liquidity now in order to increase it
after his death.

Premium Financing

We next consider a strategy that
could overcome both the annual exclu-
sion obstacle and the client’s reluc-
tance to part with cash. The ILIT’s
trustee could borrow the premium
amounts from a third-party lender (yes,
there are a few of these left) and then
enter a collateral assignment agree-
ment giving the lender an interest in
the policy. The proposed insured, our
client, need not contribute large
amounts to the ILIT and could limit
annual gifts to the interest on the
ILIT’s loan. This arrangement re-
quires the commitment of our client’s
entire insurable interest to the premium
financing arrangement, but we are not
overly concerned about this because
his insurable interest has been going to
waste and likely will continue to do so
unless we design a solution to over-
come his objections. As attractive as
premium financing appears, however,
we soon find that currently available
lenders are interested in candidates
who are at least 70 years of age, and
preferably at least 80.
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Private Split Dollar

We next consider using private, non-equity
collateral assignment split dollar. This strategy
helps to minimize the amount of the annual gifts
to the ILIT, as well as the client’s commitment of
cash, but it requires a more complex array of
legal designs than either the private loan or pre-
mium financing strategies. Private split dollar
involves a sharing of the premium costs between
the client/insured and an intentionally grantor
defective ILIT. The proposed insured enters into
an agreement with the ILIT trustee in which the
trustee agrees to pay the portion of the premium
that is the reportable economic benefit (cost of
death benefit) and the insured agrees to pay the
balance of the premium. The agreement also
provides that following the death of the insured,
the insured’s estate will be repaid the greater of
the cash value of the policy or the portion of the
premiums paid by the insured during his life.

We still need to overcome the client’s
objection to the cash cost of the coverage. We
begin by using survivorship coverage for the
client and his wife.

This reduces the cost initially but creates
two new problems: (1) Although the ILIT’s
portion of the premium initially will be very low,
it will increase significantly in future years,
especially after the death of the first spouse; and
(2) although the total premium cost is reduced
with the survivorship coverage, the client still
would like to find a better way to pay for it.

We recommend addressing these new
problems with a re-structuring of many of the
client’s assets, something that has been needed
for many years. We recommend creating new
entities to hold the client’s real estate interests,
both the income-producing and non-income-
producing properties; capturing the discounts in
value created by current market conditions; and
capturing even more deeply discounted values.
The mechanisms for doing this include traditional
estate-freezing designs, in this case using an
installment sale of the discounted interests (non-
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controlling interests in the new entities) to the
intentionally grantor defective ILIT in exchange
for an interest-only installment note back to the
client. We choose the installment note rather
than a GRAT because the grandchildren are
intended beneficiaries of the ILIT.

Conclusion

The client accepted this combination of
solutions and explained it back to us in this way:

L] I pay no more Income Tax than I would
have been paying. I do pay income tax on
the interest payments from the installment
note, but the cash really passes through the
trust from the income-producing properties
to the non-controlling interests held by the
trust.

. I do not need to exceed the Gift Tax annual
exclusions because the amount of cash that
my wife and I contribute to the trust is
unrelated to the premium costs of the life
insurance, since the trust’s share of the
premium is so small in the early years.

L] I solve our Estate Tax problems because
the freezing of the discounted property
values reduces the amount of the taxes, and
the life insurance provides the cash for
payment of the taxes without an untimely
fire-sale of any of the properties.

. There is an Exit Strategy in case the trust’s

share of the premiums becomes too great
following the first of our deaths because the
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property interests transferred to the trust
hopefully will have appreciated substan-
tially in market value by then and will
provide the trust with flexibility to exit
from the split dollar arrangement at that
time.

®  Even though I have to cough up substantial
cash for my share of the life insurance
premiums, I can see that the whole arrange-
ment now is worth the price.

|

At Armor Trust Attorneys,
we are committed to serving
clients who have wealth pres-
ervation needs. We are a
boutique estate planning and
wealth preservation firm.
Unlike large law firms, our
clients always speak directly
with attorneys, and we focus
on their needs, so that they
can sleep better knowing
that their unique needs are
being met.
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