
 

 

  PREMIUM FINANCING 

 

FUNDING LIFE INSURANCE WITH LOANS FROM A THIRD-PARTY LENDER  

Many affluent individuals understand the benefits that life insurance can provide and have the 

assets to afford it. However, having the assets needed to pay the premium and wanting to 

dedicate those assets to premium payments aren’t always the same thing. There are instances 

in which using those assets could result in an income tax liability, those assets might be ear-

marked for other purposes or there might be a short-term liquidity shortfall. In those 

circumstances, individuals are inclined to look to another source for the funds needed to pay 

the premiums, frequently turning to premium financing options. 

WHAT IS PREMIUM FINANCING?  

Premium financing is a strategy that can help a person obtain a needed life insurance death 

benefit. Typically, premium financing is a fair market loan arrangement between a commercial 

lender and an irrevocable life insurance trust (ILIT), where the lender loans the premiums for 

a life insurance policy to the ILIT.1 Since the premium finance transaction is an arm’s length 

loan with a debt obligation, the ILIT has the obligation to pay the lender loan interest. If the 

ILIT doesn’t have the assets needed to pay that loan interest, the ILIT’s grantor may gift the 

ILIT the loan interest due. This gift of loan interest results in a smaller gift-tax consequence to 

the grantor since there’s no obligation to give the entire policy premium to the ILIT. As a 

result, individuals are able to acquire the death benefit needed with little or no gift tax impact. 

With regard to the specific loan terms, the policy usually serves as the primary collateral for 

the loan. During the early years of a policy, cash surrender values are generally less than 

premiums paid. As a result, the borrower is typically required to provide additional collateral. 

Loan interest is generally paid annually. Loan principal may be repaid from the life insurance 

proceeds or from other sources during the insured’s lifetime. Potentially, a return of premium 

rider can be used to repay the premium loan without diminishing the death benefit needed. 



 

 

HOW IS PREMIUM FINANCING USED?  

Estate Planning: Premium financing can be used in tandem with estate planning in order to 

obtain a large amount of life insurance for purposes of estate tax liquidity. If the policy is held 

outside of the estate, typically in a trust, premium financing can provide gift tax leveraging 

because the insured/grantor won’t have to gift the full premiums. When the loan interest is 

paid annually, the insured/grantor has the option to use their gift tax annual exclusions and 

lifetime gift tax exemption to reduce the taxes due on the annual loan interest gifts. Business 

Planning: Businesses can use premium financing in a variety of different ways. The business 

might borrow the funds to obtain life insurance for key-person coverage, finance a 

nonqualified deferred compensation plan, set up a death benefit only plan or obtain coverage 

for a buy/sell arrangement.2 

HOW DOES IT WORK? 

 

1. The grantor/insured creates an ILIT, the beneficiaries of which are typically family members.  

2. ILIT borrows funds to pay the premiums due and collaterally assigns the policy to the lender. Loan 

interest is usually paid annually.  

3. The grantor pledges additional assets as collateral. 

4. ILIT uses the loan proceeds to purchase a life insurance policy on the grantor/insured’s life, retains 

ownership rights and designates the ILIT as the beneficiary of the policy.  

5. At the insured’s death, the loan is repaid from the death proceeds. Alternatively, the loan may be 

repaid during the grantor/insured’s lifetime, in a lump sum or installments, from sources outside of the 

grantor’s estate. Funds to repay the loan may include an ILIT side fund to which the grantor has 



 

 

contributed annual gifts that have been invested, or an existing trust or partnership that may have 

significant assets available.  

6. At the end of the trust term, the ILIT assets, including death proceeds in excess of the amount 

required to repay the loan, are distributed to the ILIT beneficiaries free of estate tax and income tax. 

WHAT CONSIDERATIONS ARE INVOLVED IN PREMIUM FINANCING?  

Need for an Exit Strategy for Premium Leveraging Arrangements: Certain risks are inherent in 

premium leveraging arrangements, such as interest rate uncertainty, loan renewal risk, 

increasing collateral, requirements as the loan balance grows and decreasing net death 

benefits due to the collateral assignee’s increasing interest in the policy. A well-planned exit 

strategy provides an effective way to terminate a premium leveraging arrangement by 

providing the funds necessary to repay the debt and maintain the desired level of insurance 

protection. However, in wealth transfer situations, creating an efficient exit strategy can be 

difficult due to the potential gift tax consequences.  

Popular exit strategies to consider are grantor-retained annuity trusts (GRATs), installment 

sales to an intentionally defective irrevocable trust (IDIT) and charitable lead trusts (CLTs). 

Generally, these techniques all provide for a future transfer of wealth at a reduced gift tax cost 

in an effort to provide the necessary funds to retire the debt associated with the premium 

leveraging arrangement at the appropriate time. By doing so, the premium leveraging 

arrangement may acquire the desired level of insurance protection, while at the same time 

managing and/or mitigating the risks associated with the arrangement. 

 

1 Trusts should be drafted by an attorney familiar with such matters in order to take into account income and estate tax laws (including generation-skipping tax). 

Failure to do so could result in adverse tax treatment of trust proceeds. 2 For federal income tax purposes, life insurance death benefits generally pay income tax 

free to beneficiaries pursuant to IRC Sec. 101(a)(1). In certain situations, however, life insurance death benefits may be partially or wholly taxable. Situations 

include, but are not limited to: the transfer of a life insurance policy for valuable consideration unless the transfer qualifies for an exception under IRC Sec. 

101(a)(2) (i.e. the “transfer-for-value rule”); arrangements that lack an insurable interest based on state law; and an employer-owned policy unless the policy 

qualifies for an exception under IRC Sec. 101(j). Guarantees are subject to the claims paying ability of the issuing insurance company. Discussion covers fixed 

insurance only. Securities offered through Kestra Investment Services, LLC (Kestra IS), member FINRA/SIPC. Investment Advisory Services offered through Kestra 

Advisory Services, LLC (Kestra AS). Kestra IS and Kestra AS are not affiliated with PartnersFinancial.198743 07/16 (LIF-18908-16)  
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