ESTATE PLANNING

THE PRUDENTIAL INSURANCE COMPANY OF AMERICA

Who Should Own My Life Insurance?

A Deceptively Complex Question

Do you know that you don’t have to own your life
insurance policy? In fact, your family may be
better off financially if somebody else owns your
life insurance policy.

If your net worth is substantial (see chart below),
you might want to consider allowing your life
insurance policy to be owned by either a third
party or a trust to provide liquidity for estate taxes
and costs.

APPLICABLE ESTATE EXCLUSION AMOUNTS

Year Gift Tax Estate Tax  Highest Estate
Amount Amount and Gift Tax
Rates
2007 $1,000,000 $2,000,000 45%
2008 $1,000,000 $2,000,000 45%
2009 $1,000,000 $3,500,000 45%
2010 $1,000,000 Repealed Gift tax only,
equal to top
individual
income tax
rate
2011 $1,000,000 $1,000,000 55%

The current federal laws tax people for the transfer
of assets, either during their life or at death. The tax
is imposed on estates with assets worth more than
the applicable exclusion amount. As you can see, the
estate tax applicable exclusion amount increases
over the next several years. However, estate and gift
taxes ranging from 39% to 55% for transfer of assets
above the applicable exclusion amount, you may
incur tax liability that could be partially avoided by
proper ownership of your life insurance policies.

When you die, the death benefit from your life
insurance policy passes on to your beneficiary
(ies) generally income tax free [IRC 101(a)];
however, it is not estate tax free. Although
legislation has been passed to repeal estate
taxes, the repeal is not effective until 2010, and
then a sunset provision in the tax law reinstates
the tax in 2011. If you own the policy at that
time, the death benefit can be included in your
estate. And, with estate tax rates as high as
55%, the results can be devastating.
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Look at These Examples

Imagine you and your spouse have a $4,000,000
estate, including $3,000,000 of property and
investments and $1,000,000 from the death
benefit of a life insurance policy. Also assume
that you both die after 2011 and your estate tax
exceeds the applicable exclusion amounts. At a
53% marginal tax rate, your estate could owe
$530,000 (1,000,000 x 53%) in taxes on the life
insurance, as detailed in the following chart.

With Insurance
Included in Estate

Marginal Estate Tax Rate 53%
Value of Life Insurance $1,000,000
Policy Death Benefit

Total Estate Taxes Due $530,000

on Life Insurance

Now imagine that all other assumptions remain
the same; however, someone else owns the
policy. The $1,000,000 death benefit would still
pass on to your beneficiary(ies), but it would no
longer be included in your estate. Your estate
would owe no estate tax on the life insurance,
resulting in a savings of $530,000.
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With even larger estates, the results can be more Implications of ownership by another
dramatic. In the following chart, look at the individual
difference in the estate tax owed when insurance You can simply transfer ownership of your
is removed from the estate by the use of a policies to a family member, or you can have that
different ownership arrangement. family member apply for and own a policy on your
With Without life. But, consider the implications if your family
Insurance Insurance member
Included in Included in
Estate Estate m  Encounters financial difficulties—He or she
Marginal Estate 55% 55% could borrow from the cash value of the
Tax Rate policy without your consent and you wouldn’t
be able to do anything about it.
Value of Life $1,000,000 $1,000,000 m Declares bankruptcy—The policy may be
Insurance Policy subject to creditors’ claims.
Death Benefit m Divorces—The policy may be considered
Amount of Insur- $1,000,000 $0 marital or community property and may be
ance Subject to divided between the owner and his or her
Estate Tax estranged spouse.
m Dies before you do—Who will own the policy
Total Estate Taxes ~ $550,000 $0 then?
Due

Also consider that there may be other
implications, such as:

What Does Ownership of a Life

Insurance Policy Mean? m Loss of control—He or she may exercise any

right of ownership including borrowing
against the policy if he or she wishes.’

m Limits on minor child—Make sure you
examine laws in your state. Some states
prohibit children under a certain age from
owning life insurance policies.

m  Conflicts with multiple children—If the policy
is owned by two or more children, conflicts
may arise when decisions must be made
regarding the disbursement of benefits.
Premium payments can also be problematic.
Each owner should pay his or her portion of
the premium or, alternatively, consider an
agency agreement that clearly defines the
duties and responsibilities of each child to
ensure that no gifts are made in connection
with premium payments. Further
complications arise if one owner/child dies
before the insured and his or her heirs are
. . the other owners. Finally, if one child owns

Which Option Should You Choose? the policy for the benefit of multiple children,

the owner/child will be deemed to have made

a gift to the other children, thereby causing

gift tax consequences.

If you are the owner of a policy, you have the
right to:

m  Borrow against the policy or withdraw cash
value'

m  Change the beneficiary

m  Revoke, cancel, or assign the policy

If you have any of these rights, you may be
considered to have ownership in the policy. And if
you are also the insured, having ownership
means that the death benefit will be included in
your estate. To avoid this scenario, you basically
have two options:

m  Ownership of the policy by another individual
m  Ownership of the policy by a trust

Like any financial decision, choosing the proper
ownership arrangement for your life insurance
policy is a matter of choosing what best fits your
situation after weighing the advantages and
disadvantages. The following summary will help
you decide which option is right for you.

1Policy loans and withdrawals reduce cash values and death benefits, may affect any policy guarantees
against lapse, and may have tax consequences.
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m  Gift tax concerns—If the third party owner
names someone else as the beneficiary, at
the death of the insured, he or she may incur
gift tax liability to the extent the death benefit
proceeds exceed the gift tax annual
exclusion. If the third party owner decides at
a later date to transfer the policy to a trust, he
or she may incur gift tax liability if the value of
the policy exceeds the annual gift tax
exclusion established by the federal
government. In addition, transfers to a trust of
which he or she is a beneficiary may cause
all or part of the death proceeds to be
included in his or her estate.

There may be a better way to remove the value
of your life insurance policy from your estate and
still retain control over how the proceeds of the
policy are distributed and perhaps even used. It's
called an irrevocable life insurance trust (ILIT),
and here’s how it works:

The ABCs of ILITs

Before we discuss ILITs specifically, it pays to
review the concept of trusts in general.

Trusts are legal entities that people establish to
hold assets for the benefit of others. As legal
entities, trusts are separate and distinct from the
people who create them, the people who benefit
from them, and the people or corporations that
hold legal title to the assets placed in the trusts.
People set up trusts for a myriad of reasons: to
ensure that assets are managed effectively and
distributed according to the trust creator’s wishes;
to provide for family members who may lack the
maturity, judgment or financial expertise to
manage substantial assets on their own; and to
help reduce estate taxes. People who create
trusts are called grantors, and those who benefit
from them are called beneficiaries. People or
corporations that hold legal title to the assets in
the trust and are responsible for managing and
distributing them in accordance with the grantor’s
wishes are called trustees.

An ILIT is a type of trust created for the purpose
of owning and serving as beneficiary of a life
insurance policy. By placing the policy in the
trust, you remove it from your taxable estate.
When death benefit proceeds are paid, they are

paid to the trust. The result is a death benefit that
is passed through the trust to your trust
beneficiaries according to your instructions and
Is not reduced by estate and income taxes.

In today’s environment of estate tax uncertainty,
flexibility can be built into the trust to direct
distribution of the life insurance funds in the event
that estate taxes are, in fact, repealed long term.

How do ILITs work?

Any trust is a complex document and requires the
services of a knowledgeable attorney. In addition,
you will have to select a trustee who may be a
friend, family member, or even a corporation. In
fact, for many people, a corporate trustee is an
ideal solution to the challenge of finding someone
who can fulfill the responsibilities of a trustee with
complete professionalism and impartiality.

Once you've chosen a trustee, there is the
question of whether to buy a new policy or simply
transfer an existing one. If you transfer an
existing policy on your life to your ILIT, you must
survive the transfer by at least three years;
otherwise, the death benefit will remain part of
your taxable estate. If you decide to buy a new
policy, it is important that the trustee apply for
the policy on behalf of the trust and that the
trustee be the owner and beneficiary of the

policy.
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Premium payments from individual gifts
There are several tax issues of which you should
be aware:

m To provide your trust with the necessary
funds to pay premiums, you may make gift
tax-free transfers up to the annual exclusion
amount ($12,000 in 2007 and 2008, indexed
in future years) to each trust beneficiary who
has a limited withdrawal right called a
Crummey right. Since each person has the
right to make tax-free annual exclusion
transfers, a married couple can currently
transfer $24,000 per beneficiary.

m  For your gift to be gift tax free, you must
make certain that your trust beneficiaries
have a right to withdraw the gift, also known
as a “Crummey Power.” This means that,
when you give money to the trust, your
trustee must provide your beneficiaries with
written notice of their right to withdraw the gift
made on their behalf. Your beneficiaries are
given a number of days (generally 30—60
days) to exercise their right to withdraw the
money for their own use. After the stated
period of time, the trustee may use your gift
to pay the premium on the life insurance

policy.

Of course, beneficiaries seldom exercise their
Crummey powers because it would interfere with
the estate plan that was established on their
behalf. Be very careful here. There can be no
documented or preconceived record of a
discussion with the trust beneficiaries that
potential annual gifts cannot or should not be
taken. You should also realize that you do not
need to give your beneficiaries Crummey
withdrawal powers. As an alternative, you can
make taxable transfers to the trust. The gift tax
applicable exclusion will exempt the first
$1,000,000 of lifetime transfers from gift taxation.

Required steps to establish an ILIT

1. The grantor establishes the trust and names
the trustee and beneficiaries.

2. The trust applies for life insurance policy on
the life of grantor.

3. The grantor makes gifts to the trust for
payment of the life insurance premiums.

4. The trustee sends written notice to the
beneficiaries, informing them of their right to
withdraw funds during a specified period of
time.

5. The beneficiaries choose to exercise or not
exercise their right.

6. The trustee pays the insurance company the
policy premiums using the available gifts after
a specified period of time.

Upon the insured’s death

1. The insurance company pays the policy
death benefit to the trust.

2. The trust lends cash to, or buys assets from,
the grantor’s estate to provide liquidity to the
estate for paying estate tax, if necessary.

3. The trustee distributes (or continues to
manage) the policy death benefit according to
the grantor’s wishes.

What happens after the death of the insured?
After the death of the insured, the insurance
company pays the death benefit to the trust and
the trustee distributes the money according to
your wishes spelled out in the trust document.
Because a trust is such a flexible instrument, you
may wish to build in control over how distributions
are made. If you have young children, for
example, you might want the trustee to

distribute only sufficient funds to support them
until they reach the age of majority. At that age,
you may want the trustee to distribute the
remainder in a lump sum or over many years. Or,
you may decide to have the trustee distribute the
remainder to another individual. The possibilities
are virtually limitless.

So what are the limitations?

There are a few. The “I” in ILIT stands for
irrevocable. An irrevocable trust is one that can’t
be revoked or, for that matter, amended or
terminated. In return, you receive the
considerable benefit of being able to remove
property from your estate to an entity that may
provide you and your loved ones with current or
future tax advantages. It should be noted that
just because the trust is irrevocable, it does not
mean it is inflexible. It is possible to include trust
provisions that allow the trust to respond to
changes in your situation. For example, it may be
possible to add or eliminate trust beneficiaries.
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If you transfer a life insurance policy to an ILIT,
you are no longer the owner of it. Therefore, you
have no control over the policy and can no longer
enjoy such rights of ownership as:

m  Access to cash value in the policy through
loans and withdrawals®

m The ability to change your beneficiary

m The opportunity to surrender the policy

In addition, you should not serve as trustee of the
ILIT. Rather, you should select a reliable trustee
who will perform such critical functions as
applying for the life insurance policy, paying the
premiums, distributing the proceeds to
beneficiaries according to the provisions of the
trust, and perhaps lending cash to or purchasing
assets from the estate to help pay estate taxes
when they are due. Depending on the type of life
insurance policy and the terms of the trust, it may
be possible to have your spouse be the trustee.

The establishment of an ILIT will result in
expenses associated with drafting the trust,
annual record keeping and, in some cases,
annual trust tax returns.

For most affluent people with sizable estates, the

advantages of an ILIT far outweigh the
drawbacks of irrevocability.

ILITS IN A NUTSHELL

Advantages
m Preservation of your estate for your
beneficiaries

m  Control, as grantor, over when distributions
will be made and who will receive them

m Liquidity to help pay estate taxes, if needed,
after your death through loans to the estate
or purchasing assets from the estate

m Management of life insurance proceeds for
your beneficiaries

m  Protection of the policy from creditors

m No trust tax return required if life insurance
is the only asset held by the trust

Disadvantages

m Irrevocable

Loss of control over the policy

Expenses associated with drafting the trust
Possible annual trust tax return

Records must be kept

The Next Step

Irrevocable Life Insurance Trusts are only one—
albeit a very important—component of an overall
estate plan. To develop a plan that will not only
preserve your estate from unnecessary taxation
but embody your wishes for how assets will be
distributed, you should seek professional
guidance. Your licensed financial professional will
be happy to work with your attorney and tax
advisor to help you create a plan that’s
appropriate for you and can provide the
appropriate life insurance and financial products.

Who Will Own Your Life Insurance
Policy?

For many people, the advantages of third party
ownership clearly outweigh the disadvantages.
But the issue of its appropriateness should be
discussed in depth with your licensed financial
professional, your tax advisor, and a qualified
estate planning attorney.

Just as you’ve planned carefully to accumulate
your current estate, you must plan to help assure
that your assets go to the individuals you select
without being eroded by costs that might have
been avoided.

Who will own your life insurance policy?
Hopefully, this deceptively complex question and
the information provided here will help you get
started developing a plan that will help preserve
the financial well being of your loved ones for
years to come.

2 Under appropriate circumstances, riskier and more complex strategies may be employed to give the

insured limited access to cash value.
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This material is designed to provide general information in regard to the subject matter covered.
It contains references to concepts that have legal, accounting and tax implications. It is not
intended as legal, accounting or tax advice. Consult your own attorney and/or tax advisor for
advice regarding your particular situation.

Insurance products are issued by The Prudential Insurance Company of America, Newark, NJ
and its affiliates. All are Prudential Financial companies. Each is solely responsible for its own
financial condition and contractual obligations. Like most insurance policies, our policies contain
exclusions, limitations, reductions of benefits and terms for keeping them in force. Your licensed
financial professional will provide you with costs and complete details.

Prudential, Prudential Financial, the Rock logo, and the Rock Prudential logo are registered service marks of The Prudential
Insurance Company of America and its affiliates.

© 2007 The Prudential Insurance Company of America
751 Broad Street, Newark, NJ 07102-3777
ALL RIGHTS RESERVED

IFS-A047895 Ed. 11/07 Exp. 12/09 @ Prudential
-




<<

  /ASCII85EncodePages false

  /AllowTransparency false

  /AutoPositionEPSFiles true

  /AutoRotatePages /None

  /Binding /Left

  /CalGrayProfile (Dot Gain 20%)

  /CalRGBProfile (sRGB IEC61966-2.1)

  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)

  /sRGBProfile (sRGB IEC61966-2.1)

  /CannotEmbedFontPolicy /Error

  /CompatibilityLevel 1.4

  /CompressObjects /Tags

  /CompressPages true

  /ConvertImagesToIndexed true

  /PassThroughJPEGImages true

  /CreateJobTicket false

  /DefaultRenderingIntent /Default

  /DetectBlends true

  /DetectCurves 0.0000

  /ColorConversionStrategy /CMYK

  /DoThumbnails false

  /EmbedAllFonts true

  /EmbedOpenType false

  /ParseICCProfilesInComments true

  /EmbedJobOptions true

  /DSCReportingLevel 0

  /EmitDSCWarnings false

  /EndPage -1

  /ImageMemory 1048576

  /LockDistillerParams false

  /MaxSubsetPct 100

  /Optimize true

  /OPM 1

  /ParseDSCComments true

  /ParseDSCCommentsForDocInfo true

  /PreserveCopyPage true

  /PreserveDICMYKValues true

  /PreserveEPSInfo true

  /PreserveFlatness true

  /PreserveHalftoneInfo false

  /PreserveOPIComments true

  /PreserveOverprintSettings true

  /StartPage 1

  /SubsetFonts true

  /TransferFunctionInfo /Apply

  /UCRandBGInfo /Preserve

  /UsePrologue false

  /ColorSettingsFile ()

  /AlwaysEmbed [ true

  ]

  /NeverEmbed [ true

  ]

  /AntiAliasColorImages false

  /CropColorImages true

  /ColorImageMinResolution 300

  /ColorImageMinResolutionPolicy /OK

  /DownsampleColorImages true

  /ColorImageDownsampleType /Bicubic

  /ColorImageResolution 300

  /ColorImageDepth -1

  /ColorImageMinDownsampleDepth 1

  /ColorImageDownsampleThreshold 1.50000

  /EncodeColorImages true

  /ColorImageFilter /DCTEncode

  /AutoFilterColorImages true

  /ColorImageAutoFilterStrategy /JPEG

  /ColorACSImageDict <<

    /QFactor 0.15

    /HSamples [1 1 1 1] /VSamples [1 1 1 1]

  >>

  /ColorImageDict <<

    /QFactor 0.15

    /HSamples [1 1 1 1] /VSamples [1 1 1 1]

  >>

  /JPEG2000ColorACSImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 30

  >>

  /JPEG2000ColorImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 30

  >>

  /AntiAliasGrayImages false

  /CropGrayImages true

  /GrayImageMinResolution 300

  /GrayImageMinResolutionPolicy /OK

  /DownsampleGrayImages true

  /GrayImageDownsampleType /Bicubic

  /GrayImageResolution 300

  /GrayImageDepth -1

  /GrayImageMinDownsampleDepth 2

  /GrayImageDownsampleThreshold 1.50000

  /EncodeGrayImages true

  /GrayImageFilter /DCTEncode

  /AutoFilterGrayImages true

  /GrayImageAutoFilterStrategy /JPEG

  /GrayACSImageDict <<

    /QFactor 0.15

    /HSamples [1 1 1 1] /VSamples [1 1 1 1]

  >>

  /GrayImageDict <<

    /QFactor 0.15

    /HSamples [1 1 1 1] /VSamples [1 1 1 1]

  >>

  /JPEG2000GrayACSImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 30

  >>

  /JPEG2000GrayImageDict <<

    /TileWidth 256

    /TileHeight 256

    /Quality 30

  >>

  /AntiAliasMonoImages false

  /CropMonoImages true

  /MonoImageMinResolution 1200

  /MonoImageMinResolutionPolicy /OK

  /DownsampleMonoImages true

  /MonoImageDownsampleType /Bicubic

  /MonoImageResolution 1200

  /MonoImageDepth -1

  /MonoImageDownsampleThreshold 1.50000

  /EncodeMonoImages true

  /MonoImageFilter /CCITTFaxEncode

  /MonoImageDict <<

    /K -1

  >>

  /AllowPSXObjects false

  /CheckCompliance [

    /None

  ]

  /PDFX1aCheck false

  /PDFX3Check false

  /PDFXCompliantPDFOnly false

  /PDFXNoTrimBoxError true

  /PDFXTrimBoxToMediaBoxOffset [

    0.00000

    0.00000

    0.00000

    0.00000

  ]

  /PDFXSetBleedBoxToMediaBox true

  /PDFXBleedBoxToTrimBoxOffset [

    0.00000

    0.00000

    0.00000

    0.00000

  ]

  /PDFXOutputIntentProfile ()

  /PDFXOutputConditionIdentifier ()

  /PDFXOutputCondition ()

  /PDFXRegistryName ()

  /PDFXTrapped /False



  /CreateJDFFile false

  /Description <<

    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>

    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>

    /DAN <>

    /DEU <>

    /ESP <>

    /FRA <>

    /ITA <>

    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>

    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>

    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)

    /NOR <>

    /PTB <>

    /SUO <>

    /SVE <>

    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)

  >>

  /Namespace [

    (Adobe)

    (Common)

    (1.0)

  ]

  /OtherNamespaces [

    <<

      /AsReaderSpreads false

      /CropImagesToFrames true

      /ErrorControl /WarnAndContinue

      /FlattenerIgnoreSpreadOverrides false

      /IncludeGuidesGrids false

      /IncludeNonPrinting false

      /IncludeSlug false

      /Namespace [

        (Adobe)

        (InDesign)

        (4.0)

      ]

      /OmitPlacedBitmaps false

      /OmitPlacedEPS false

      /OmitPlacedPDF false

      /SimulateOverprint /Legacy

    >>

    <<

      /AddBleedMarks false

      /AddColorBars false

      /AddCropMarks false

      /AddPageInfo false

      /AddRegMarks false

      /ConvertColors /ConvertToCMYK

      /DestinationProfileName ()

      /DestinationProfileSelector /DocumentCMYK

      /Downsample16BitImages true

      /FlattenerPreset <<

        /PresetSelector /MediumResolution

      >>

      /FormElements false

      /GenerateStructure false

      /IncludeBookmarks false

      /IncludeHyperlinks false

      /IncludeInteractive false

      /IncludeLayers false

      /IncludeProfiles false

      /MultimediaHandling /UseObjectSettings

      /Namespace [

        (Adobe)

        (CreativeSuite)

        (2.0)

      ]

      /PDFXOutputIntentProfileSelector /DocumentCMYK

      /PreserveEditing true

      /UntaggedCMYKHandling /LeaveUntagged

      /UntaggedRGBHandling /UseDocumentProfile

      /UseDocumentBleed false

    >>

  ]

>> setdistillerparams

<<

  /HWResolution [2400 2400]

  /PageSize [612.000 792.000]

>> setpagedevice



