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Using Life Insurance to Discount Estate Taxes

A Strategic Tool for High-Net-Worth Families and Business Owners

The Core Problem: Liquidity and the “Estate Tax Discount” Paradox

For affluent families and owners of closely held businesses, the federal estate tax is a liquidity event disguised
as a transfer event. The estate tax is calculated on gross fair market value — not on what heirs actually
receive. That means illiquid estates can face forced sales, valuation disputes, or unfavorable borrowing terms
simply to raise cash for taxes.

Most estate owners accept this as unavoidable — a 40% tax on the value they’ve built. But the question
sophisticated planners ask is not “How do I pay the tax?” — it’s “At what effective rate can I fund it?”

That’s where life insurance becomes a uniquely powerful discounting mechanism.

Life Insurance as a Tax-Rate Arbitrage Tool

Properly structured life insurance provides liquidity at death, free of income and estate tax (if held in an
irrevocable life insurance trust, or ILIT). This allows the estate tax to be funded at a fraction of its face value,
converting an uncertain, full-price liability into a discounted, predictable obligation.

Example:
o Estate tax due: $20,000,000
e Annual premium for survivorship policy: $500,000 for 10 years ($5 million total)

e Resulting death benefit: $20,000,000, tax-free

In effect, the estate pays $0.25 on the dollar to secure full liquidity — a 75% discount to the tax liability,
when measured against the required liquidity at death.

This is not simply a hedge. It’s financial arbitrage against mortality, taxation, and illiquidity — using
actuarial pricing to purchase a discounted dollar.



Discounting the Estate Tax Through Structure

To fully realize the discount, ownership and funding structure matter. The policy must be insulated from
estate inclusion and creditor reach while providing immediate access to liquidity when needed.

Typical Structure:

1.

2.

3.

Irrevocable Life Insurance Trust (ILIT) — owns the policy, keeping proceeds outside the taxable
estate.

Gifts or loans to the ILIT — fund premiums using the annual exclusion, lifetime exemption, or split-
dollar techniques.

Liquidity at death — the trust receives proceeds tax-free, then purchases assets or loans funds to the
estate or business to pay taxes.

This creates a transfer of cash at a discount, without triggering income or estate inclusion.

Why Sophisticated Families Use It

1.

3.

Leverage: Each dollar of premium buys multiple dollars of liquidity.

Predictability: The tax is certain; insurance converts it to a fixed-cost funding plan.

Valuation Advantage: In family entities or trusts, insurance can complement discounting strategies
under §2704 by adding non-correlated liquidity.

Capital Preservation: Avoids forced liquidation of core assets (business interests, real estate, private
equity holdings).

Intergenerational Efficiency: Converts taxable assets into tax-free assets within dynastic trust
structures.

Integrating Insurance With Estate Tax Minimization

Life insurance amplifies the results of other estate tax strategies — it doesn’t replace them. In combination

with:

Grantor Retained Annuity Trusts (GRATS)

Family Limited Partnerships (FLPs)

Installment Sales to Defective Grantor Trusts (IDGTSs)
Charitable Lead or Remainder Trusts (CLTs/CRTSs)

— life insurance provides the liquidity that makes these structures sustainable. Taxes, notes, or equalization
payments can be satisfied privately, preserving the integrity of family assets.



Key Takeaway

Life insurance doesn’t just pay estate taxes — it discounts them.

By transferring the tax-funding obligation into an actuarially priced, tax-free asset, the family’s effective cost
of liquidity drops dramatically. In a world where most liquidity is taxed, borrowed, or sold at a discount, life

insurance remains one of the few tools that creates liquidity at a discount — legally, efficiently, and
predictably.

Summary: The Estate Tax Discount in Practice

Strategy Objective Result
Fund ILIT with annual gifts or Move premium dollars out of Exempt proceeds from estate tax
loans estate
Purchase second-to-die policy Provide tax-free liquidity L.e verage mortality credits for
discount
Use proceeds to buy or loan to Create immediate liquidity Avoid forced sale or borrowing

estate

Often 60—-80% reduction in net tax

Compare to post-tax liquidity cost Benchmark effective discount cost

Conclusion

The estate tax is inevitable for many, but paying it in full is not. For business owners, families with illiquid
estates, and those seeking to preserve dynastic capital, life insurance offers one of the only tools that truly
converts a taxable liability into a discounted, tax-free solution.

Through intelligent structuring, the effective “cost” of the estate tax can be reduced from 40% to as little as
10-15% — allowing families to pass wealth, not problems, to the next generation.



