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 In It’s a Wonderful Life, the cruel 
and miserly Mr. Potter points out to 
George Bailey that George is “worth 
more dead than alive.”  While the mov-
ie went on to show that this was not 
true, given the lives George touched 
in a positive way, Potter was techni-
cally correct when looking strictly at 
finances; and, the same holds true for 
many people, like George Bailey, who 
own life insurance.  For many people, 
the largest asset at their deaths is the 
death benefit from a life insurance 
policy.  Despite this fact, however, 
there is much misinformation among 
policy holders, life insurance profes-
sionals and even attorneys about how 
life insurance fits into estate planning.  
In this article, we attempt to clear up 
some of these misconceptions. 

First, life insurance is not governed 
by an insured’s will or trust, unless 
the insured has named her estate or 
trust as the beneficiary.  Life insurance 
is a contract between an individual 
(the insured) and the life insurance 
company.  In the event of the death of 
the insured, the company will pay the 
death benefit to whomever the insured 
has designated as the beneficiary.  
Therefore, if an insured has named his 
wife as the beneficiary of his estate at 
death, but he continues to name his 
mother as the beneficiary under a life 
insurance policy (including one he 

might have purchased prior to getting 
married), at his death his wife will be 
surprised to find out that the life insur-
ance proceeds will pass to her mother-
in-law, not to her.  Whether or not 
this was the intention of the insured 
after writing the will is irrelevant – the 
company’s contractual obligation is 
to pay out the policy to whomever is 
listed as the beneficiary at the time of 
death.  Thus, when an estate plan is be-
ing prepared, it is vital that the person 
disclose to the attorney all life insur-
ance policies and who is the beneficiary 
under those policies.  If the insured 
wants the death benefit to be distrib-
uted to beneficiaries as outlined in a 
will or trust, then the estate (in the case 
of a will) or a trust needs to be named 
as the beneficiary at death.
 
Second, the death benefit of life insur-
ance is not subject to income tax in 
most cases, but life insurance held by 
an individual is added to that person’s 
estate for estate tax purposes.  This 
fact alone puts many people in an 
estate tax situation, even if these folks 
do not see themselves as millionaires.  
For example, a man could have $1.5 
million of life insurance on his life (to 
replace any income that might be lost 
to his family if he should die) and have 
$1 million of other assets (such as a 
retirement account, equity in a home, 
other investment accounts or business 
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The U.S. Supreme Court is charged 
with overseeing decisions made by all 
federal courts and has final author-
ity on all decisions in those courts.  
Whether or not to hear an appeal from 
the lower federal court is the Supreme 
Court’s decision alone.  There are 
numerous reasons why the Supreme 
Court would 
hear an ap-
peal.  One 
reason is the 
lower Appel-
late Circuits 
have come 
out with legal 
decisions 
that directly 
contradict 
one another.  
Such was 
the case with 
respect to the 
deductibility 
of investment 
advisory 
expenses on a 
trust income 
tax return.
In Knight v. Commissioner (of the 
IRS) (also known as Rudkin), the 
Supreme Court was faced with a ques-
tion of whether investment advisory 
fees charged to a trust were subject to 
the general 2% floor for miscellaneous 
deductions.  In general, individuals can 
take certain deductions for miscella-
neous expenses, including investment 
advisory fees.  Those expenses are 
deductible to the extent they exceed 
2% of the individual’s adjusted gross 
income for the year.  Also in general, 
trusts are subject to the same rules 
about deductions as individuals; 
however, there is an exception for those 
expenses that a trust incurs that are 
considered necessary and unique to a 

trust.  If this is the case, these expenses 
are fully deductible and not subject to 
the 2% floor limitation.  

The Court, in a unanimous decision, 
found that investment advisory fees 
were subject to the 2% floor.  The 
Court keyed on the idea that, while 

it is true that 
a trustee may 
feel compelled 
to hire an 
investment 
manager to 
insure that the 
trust assets are 
being prop-
erly invested, 
taking such 
prudent action 
is not unique 
to trusts, as 
many individu-
als do the same 
with their own 
investments.  
A trustee 
who fails to 

properly man-
age trust assets could be liable to the 
beneficiaries, but the Court focused on 
the fact that investment advisory fees 
are charged to individuals and trusts 
alike, whereas trustee fees, for example, 
are unique to trusts alone.  As you can 
imagine, there is much dissent from 
the financial industry on this decision, 
but, unless Congress rewrites the law, 
the decision is the final word on this 
matter.

If you do incur investment advisory 
fees in a trust, make sure that your tax 
advisor is properly reporting these on 
the trust income tax return for this 
year and all years going forward.

interest).  If this individual dies, he 
has an estate of $2.5 million for estate 
tax purposes.  If he does not engage in 
proper planning, the potential estate 
tax could be as high as $250,000.  

For this reason, many estate planning 
attorneys advocate putting life insur-
ance in a certain type of trust called an 
irrevocable life insurance trust (ILIT).  
An ILIT is a trust that, if drafted and 
administered properly, is not consid-
ered part of a deceased person’s estate 
for estate tax purposes.  The rules 
regarding ILITs are very complicated 
(too complicated for this article), but 
one thing is clear - an ILIT is not a re-
vocable living trust.  Naming your trust 
as a beneficiary of life insurance is not 
the same as creating an ILIT to hold 
life insurance on your life.  Further-
more, if you create an ILIT, it is better, 
provided the person is insurable, for 
the trust itself to purchase a policy on 
the person’s life.  Existing policies that 
are transferred into ILITs are subject to 
a three-year rule, in which the insured 
must survive for at least three years 
following the transfer into the ILIT 
for the death benefit of that transferred 
life insurance to be excluded from the 
estate for estate tax purposes.  

The most important thing to re-
member is that when you engage in 
estate planning, you must disclose the 
existence of all life insurance, including 
insurance under an employer’s benefit 
plan, and know who the beneficiaries 
are.  If the beneficiaries of the life insur-
ance are not the same beneficiaries as 
under a person’s estate plan, there may 
be a problem.  When properly handled, 
life insurance can protect a deceased 
person’s loved ones from financial ruin 
on the account of that person’s death.  
Improperly handled, life insurance can 
become its own problem.

SUPREME COURT DECIDES TAX CASE



We live in a litigious society.  Everyday 
the news is filled with reports about 
lawsuits - individuals suing the state, 
the state suing the individuals, and 
worse yet, family members suing each 
other.  Individuals, and their attorneys, 
have looked for ways to reduce the 
threat of litigation.  Possible solutions 
have been attorney’s fees clauses (so 
called “loser pays” rules), mandatory 
arbitration clauses and, in the case of 
estate plans, in terrorem clauses.  An in 
terrorem clause is a provision placed 
in a will or trust that states that if an 
heir contests a will or trust after the 
person creating the document has died, 
that heir has forfeited the inheritance 
granted under the document.  It is used 
often in the context of children who 
have been otherwise disinherited.  A 
person can leave a specific amount to 
a child on the condition that the child 
will not contest the will or trust.  The 
theory is that the child will not risk los-
ing the stated amount and will quietly 
take the gift and go away.  But do these 
clauses really work?

A study of the case law in Illinois and 
other states shows that often courts 
will ignore in terrorem clauses, particu-
larly if the court believes that there is in 
fact a valid claim on the part of an heir 
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that there might have been grounds 
for the will or trust to be overturned.  
Another problem is such heirs receiv-
ing bequests subject to an in terrorem 
clause can be nuisances even if they do 
not litigate.  For example, all benefi-
ciaries to a trust (which is otherwise a 
private document) have a right to see 
the trust.  Therefore, by giving a person 
a small gift subject to in terrorem 
clause, that person would still have the 
right to see the trust document (and 
know who will get the lion’s share).  It 
is not clear whether that person would 
have a right to see the entire document, 
but courts will generally allow people 
to see trusts in their entirety if the per-
son is a beneficiary.  Furthermore, it is 
often the case that when people make 
these gifts, they never leave enough 
money.  Would a child disinherited 
from a $1 million estate be dissuaded 
from taking his chances in court over 
the possible loss of a $1,000 gift?  How 
much must a person leave to such an 
heir to buy that person’s cooperation 
during estate administration?  

In the end,  in terrorem clauses may not 
achieve what they set out to do, keep 
family harmony and avoid litigation.  
Instead, they might have the opposite 
effect.
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This publication is not legal or tax advice. 
Readers should seek professional as-
sistance in structuring and implementing 
estate and financial plans when making 
substantial or structured charitable gifts.

Glenview Community Church
1000 Elm Street
Glenview, IL  60025-2897
Phone: (847) 724-2210
Fax:  (847) 724-2213
E-mail: gccucc@gccucc.org

Planned Giving Committee
Per Hanson, Chairman (847) 466-5529
Jason Ornduff, Editor (847) 657-7842
Lloyd Bettis (847) 729-1242
Beryl Bills (847) 724-1694
Scott Brady (847) 657-9335
Don Clark (847) 236-0900
John Demler (847) 998-9373
John Estey (847) 724-5173
Dick Gottfred (847) 729-1152
Bob Hinchsliff (847)724-4836
Mark Lefens (847) 729-9332
Ray Scott (847) 729-2409
Robert Warskow (847) 729-4640
Tania McCarthy, Publications


