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As you move through the Trust Owned Life Insurance (TOLI) Handbook, it will become clear that managing life insurance is 
complicated and takes a team effort. Long gone are the days when a life insurance trust could be managed with an Excel sheet and 
a Word document by those without specialized training. This is now a recipe for disaster, as we at ITM TwentyFirst have witnessed 
on more than one occasion. The management of this asset takes a joint effort by dedicated experts following a rigorous process.  

• A trustee must understand all of his or her responsibilities as well as the regulations and case law that direct them (Chapter 2).
• The work of trust administration specialists must be grounded in the prudent processes of irrevocable life insurance trust (ILIT) 

administration (Chapter 3).
• All who help manage the asset must have a thorough understanding of the asset (Chapters 4 through 10).
• There must be an understanding of the effects of the economy and market on life insurance policies, such as the reasons for 

and results of the recent rash of cost of insurance (COI) increases (Chapter 11).
• While this is typically not discussed during the life insurance sales process, a trustee needs to understand the nuances of policy 

selection (Chapter 12).
• The sale of life insurance into the secondary market will become a bigger issue for trustees moving forward (Chapter 14).
• The weak link in ILIT management has always been policy remediation (Chapter 16). What will a trustee do when a grantor 

says he or she will no longer fund a policy or when policy performance falters? At any point in time, 20 percent of the policies 
in a trust may need remediation. A trustee still has a responsibility to the beneficiary to maximize the asset in the trust. 
Understanding policy taxation (Chapter 13) and using a life expectancy (LE) report (see the story at end of Chapter 15) will 
help a trustee prudently manage a policy.

In short, the management of life insurance is not easy, but with help, it can be done prudently. This handbook will help guide a 
trustee, fiduciary or regulator manage this asset more efficiently and prudently. It will also highlight an issue in the marketplace—
management fees that do not take into consideration everything necessary to manage life insurance correctly. There is a cost to 
managing this asset prudently, though some TOLI trustees continue to undercharge for their services. For those who also skimp on 
the management of the asset, there can be a much greater cost—litigation.

If there is ever anything we can do to help, please reach out to us.

Michael Brohawn, CFP®, CLU®

July 2018

All rights reserved. No part of this book may be reproduced, stored, or transmitted by any means—whether auditory, graphic, 
mechanical, or electronic—without written permission of both publisher and author, except in the case of brief excerpts used 

in critical articles and reviews. Unauthorized reproduction of any part of this work is illegal and is punishable by law.

Because of the dynamic nature of the Internet, any web addresses or links contained in this 
book may have changed since publication and may no longer be valid.
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I N T R O D U C T I O N

The man and woman shaking hands in the conference room had met many times 
before, usually at a business function–a local Rotary event, a business-to-business mixer. 
Occasionally, they would bump into each other at a social event, and though they were 
not friends there was a feeling of mutual respect between them. He was a local attorney, 
well-thought-of in the legal community, and she was the head of personal trusts at the 
largest bank in town, and for many of the business leaders in the area, a trusted advisor. 
It was an email that brought them together formally–a request from the attorney to 
discuss a life insurance trust held at the bank, and created by his client, a local dentist.
When Anne received the email, she pulled the trust file and all seemed in good order. 
The policy, a 30-year level term policy taken out 15 years earlier, had premium due three 
months prior, but she saw that it was paid–in full and on time.
After settling in, Anne and the attorney got down to business.
Anne: “John, what can I do for you today?”
John: “Well, Anne, as you know, my client, Jeff, has held a life insurance trust with your 
bank for 15 years. I have always heard you were very thorough when dealing with all 
your clients, so it is somewhat awkward for me to be discussing this issue with you of 
all people. Anyway, a few months back, Jeff’s health took a turn for the worse. While 
his condition is not life threatening, it may affect his practice and it has caused him to 
re-evaluate his estate plan. He came to me to start the re-evaluation process, and while 
reviewing all the options concerning his life insurance policy we reached out to a local 
life insurance advisor, as his original agent has been retired for a few years. The advisor 
said that although Jeff’s intention when he created the trust was to eventually purchase 
a permanent policy to replace his term policy, due to the state of his health, the cost of 
purchasing that new policy would be very high. You see, when Jeff bought his term policy 
he was considered an excellent risk, but that is no longer the case. What was interesting 
is that the advisor also told us that his term policy had a clause that would have allowed 
Jeff to convert that policy to a permanent policy at the original preferred rating without 
any type of underwriting. Were you aware of that Anne?”
Anne: “Actually, John, I pulled Jeff’s file, but I didn’t see the policy contract in there, so 
I didn’t get a chance to read it. This is surprising news to me.”
John: “Well, Anne, Jeff was not aware of this either, and in fact, if he had been aware he 
would have taken advantage of the feature since his health began to fail last year, and 
according to the contract, he could have converted the policy at that time. Unfortunately, 
he no longer has that option as it expired just a few months ago.”
Anne: “Oh, I see.”
John: “So the problem, Anne, and the reason I am here, is that the only permanent policy 
Jeff can get is over $5,000 more per year than the policy he could have gotten had you 
made him aware of his options. Anne, we want the bank to pay the difference in premium.”
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Managing trust owned life insurance is not an easy undertaking. Scenes like these play out across 
the country, increasingly in the last few years. Policies have evolved with more moving parts and 
features to understand, and a greater opportunity for something to go wrong. During the last two 
decades, interest rates have steadily dropped, and because most permanent life insurance cash value is 
invested in fixed investments, performance in those policies has lagged. And in the last few years the 
cost of insurance inside some permanent life products has increased dramatically, an unprecedented 
event. Policy management has become more than just a simple annual review. Goals for the trust 
often change over time, necessitating adjustments in the trust asset. Personalities around the trust 
(grantors, beneficiaries, advisors) must be managed, and trust administration procedures must be 
followed or the trust tax advantages can be compromised. In addition, a TOLI trustee is not always 
compensated sufficiently for the work performed, often the trust is taken in as an accommodation. 
As can be seen in our vignette of a real-life scenario, even thorough professionals make mistakes with 
life insurance that can be potentially costly.

The need for a life insurance trust for estate planning has dropped over the years as the federal estate 
tax exemption, the portion of an estate exempted from estate taxes, has increased. The Tax Cuts and 
Jobs Act passed in December of 2017 raised the federal estate tax exemption from $5.49 million to 
$11.18 million per person. The estate tax now affects only 1 in 1,000 estates (1).

The level of federal estate taxation has been fluid and today’s estate tax situation may not be the same 
tomorrow. In the last election, President Trump grabbed 290 electoral college votes, but 70 were in 
states where the margin of victory was less than 1.5%, in some states the margin was just .04%. If 
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she had won, Hillary Clinton was proposing to lower the federal estate tax exemption to $3.5 million 
with a 65% tax rate, much higher than today’s 40% rate. According to the new law, after 2025, the 
exemption will revert to $5 million. So, though the need for life insurance trusts for federal estate 
tax payments may have lessened for now, the use of a life insurance trust still has a place in today’s 
estate plans.

Moving forward, TOLI trustees will have to work harder for their fees. Clients will need to be 
reassured that the trust they have still makes sense. And if it doesn’t, or the asset should be altered, 
it is the trustee’s job to ensure that the asset in the trust is maximized for the beneficiaries. This 
means understanding how to analyze all options for a policy, which will be covered in greater depth 
in a later chapter.

This book was designed as a practical reference guide for those who work with life insurance in a 
fiduciary capacity. It will assume that you are aware of life insurance, but not an expert. It is not all 
inclusive, but will provide an overview of the responsibilities of a TOLI trustee and act as a guide 
on how best to live up to them.

Throughout the handbook we will refer to guidance from publications such as the OCC’s Unique 
and Hard-to-Value Assets Handbook, and uniform acts like the Uniform Prudent Investor Act (UPIA). 
In addition, we will refer to legal cases that help outline and frame the responsibilities of a TOLI 
trustee. While reading the handbook, it is important to consider that we live in an evolving world 
and the fiduciary responsibilities of a TOLI trustee can and will change with time.

This handbook grew out of the practical application of publications, regulations, and case law. It 
also grew out of trial and error from real-life experiences, and will include many examples that are 
based on actual situations encountered by ITM TwentyFirst team members. At ITM TwentyFirst, 
we are proud to be the preeminent TOLI administration and policy review service provider to TOLI 
trustees in the United States. We are so committed to the TOLI market that in 2018 we opened an 
affiliated company, Life Insurance Trust Company, the only trust company in the US focused on life 
insurance trusts. In addition to the TOLI services we provide, we also provide life insurance policy 
management services to institutional investors nationwide, and we are one of largest providers of life 
expectancy (LE) reports, a life insurance policy management tool that every TOLI trustee should be 
aware of. The combination of services gives us a rare insight into life insurance policy management, 
which will become evident as you read this handbook.

We envision the TOLI Handbook as a live document and assume that some of it will change and 
adapt to the marketplace and the product. However, we believe that it represents the best single source 
of information available for managing TOLI trusts and life insurance.

If you should have any questions, please feel free to reach out to us.
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C H A P T E R  1

The Irrevocable Life Insurance Trust (ILIT)

Malcom Forbes was an eccentric businessman who helped build a well-respected 
magazine that still bears his family name. Though he is probably more celebrated 
for his ballooning exploits (he was the first person to fly coast to coast in the United 
States in a hot air balloon), love of Harley Davidson motorcycles (he was inducted 
into the Motorcycle Hall of Fame), and lavish parties (he spent $2.5 million on his 70th 
birthday party in Morocco, flying in nearly 1,000 of the world’s rich and mighty on 
three chartered planes), Forbes was also wise, and before he died he amassed just 
under $70 million of life insurance in a life insurance trust. The entrepreneur, whose 
private Boeing 727 was nicknamed Capitalist Tool, used one of the most efficient 
financial tools to pass his business interests intact, and today, his son, Steve, still 
serves as editor-in-chief of Forbes magazine.

Warren Burger, the longest tenured Chief Justice of the 20th century, was central to 
important legal decisions like the Miranda decision and the 1973 Roe v. Wade ruling. 
Despite exhibiting a sharp legal mind, it was discovered after his passing that he 
left behind a one page personally typed Last Will and Testament, 176 words that 
subjected his less than $2 million estate to a $450,000 federal estate tax. Chief 
Justice Burger, who put himself through law school by selling life insurance, would 
have done his family a service by utilizing a basic Irrevocable Life Insurance Trust 
(ILIT) to pass on his wealth free of all taxes.

The Irrevocable Life Insurance Trust (ILIT)

The ILIT is one of the most common estate planning techniques in use today. When set up and 
administered correctly it removes the death benefit of a life insurance policy from the estate of the 
grantor. By removing the asset from the estate, the benefit passes to the beneficiaries of the trust free 
of federal estate taxes. Life insurance is generally void of income taxes, so by placing the policy in an 
ILIT, the full benefit is passed completely tax free.
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To take advantage of the tax efficient nature of an ILIT, the grantor must completely relinquish 
control over the ILIT and all title to the trust property contributed to the trust, typically cash gifts 
to pay the premiums.

Once the ILIT is established, the grantor generally cannot:

• Receive any income from the trust

• Direct the investment of the trust

• Change the beneficiary designations or the interest of the individual beneficiaries

• Act as trustee of the trust

• Maintain a reversionary interest in the trust that exceeds 5 percent of the trust’s value

While a grantor cannot change the beneficiaries, or alter the share of assets each beneficiary will 
receive, the trust can include special provisions that provide flexibility. An example of a special 
provision would be giving discretionary power to the trustee to distribute income from the trust to 
each beneficiary differently. Therefore, it is important that the trust document is well-thought-out 
before an irrevocable life insurance trust is created.

Setting up an ILIT is not an onerous process, however there are certain steps that must be followed. 
Typically, the first step is to reach out to a life insurance advisor to determine the availability of life 
insurance. The advisor should work with the grantor, along with any other financial advisors, to 
determine the amount of life insurance required and the type of coverage. Once it is determined that 
life insurance can be obtained, an attorney should be hired to draft the trust document to hold the 
policy being purchased. During the drafting process it is possible for the underwriting process to 
occur concurrently. However, the trust document should be in place before the life insurance purchase 
can be finalized. Although most insurance carriers will allow for a “dummy” application that can be 
signed later by the trustee to start the underwriting process if a trust is not yet established, it is best 
for the trustee to apply for the policy as the policy owner. The trust should be in place to officially 
apply for the policy as owner and to establish a checking account to pay the policy premiums. Some 
carriers will not accept a starter check, so it is important that the bank account in the name of the 
trust be established and checks obtained quickly.

Once the trust is established and a policy ready for purchase, the grantor can make a gift to the trust 
to cover the cost of the first premium. The trustee will accept delivery of the policy and pay the first 
premium with a check in the name of the trust. At delivery of the policy there will be additional 
paperwork (delivery requirements) that will require trustee signatures. If there are amendments to 
the policy, the carrier will supply them to the trustee for signature.
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The Crummey Provision

Gifts made to the trust by the grantor to pay the premiums on a policy may be considered taxable 
as the beneficiary’s ability to access and use the gift will be deferred for some time. To make the gift 
one of present interest, the trust document includes a Crummey power or provision which grants 
the beneficiary the right to current access of trust assets. The name of the provision comes from the 
grantor who first sought to qualify the gifts he was making to his ILIT for the annual gift exclusion.

Everyone has the right to make limited gifts to as many individuals as they wish annually if the gift 
is viewed as a present interest gift. This is called the annual gift exclusion. The annual exclusion 
amount today (2018) is $15,000, and rises with inflation.

If a married couple wishes to make annual exclusion gifts jointly, they can make an annual gift of up to 
two times the annual exclusion gift amount to each beneficiary without any tax consequences through 
a gifting method known as gift-splitting. In many situations, insurance trusts have two grantors, 
an individual and their spouse. In that case, if the trust has three beneficiaries, a premium of up to 
$90,000 can be paid by gift-splitting without paying any gift taxes, as shown in the diagram below.

Most trustees follow a specific process to ensure the annual exclusion amount is considered a present 
interest gift under the Crummey provision. The process is as follows:

• Once a gift is made to the trust, the trustee notifies all trust beneficiaries. If the beneficiary 
is a minor, then the guardian is notified. The beneficiaries are alerted that they have a right 
to withdraw their portion of the gift made to the trust. The right to access the gift is for a 
limited period—usually 30 days, though occasionally as many as 60 days or as few as 15 days.

• As soon as they are notified, the beneficiaries (or guardians) indicate if they wish to make 
a withdrawal from the trust. If they do not, they allow their right, or power, to make a 
withdrawal from the trust to lapse.
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• After all the withdrawal powers have lapsed, the trustee can use the grantor’s gift to pay 
premiums on the life insurance in the trust.

Note: What happens if the premium on the policy must be paid, but the trustee did not get 
the gift in time to satisfy the Crummey provision? This is a facts and circumstances situation 
for the trustee, who would have to weigh the effect of a late premium payment on a policy. If 
the policy were a flexible premium product the effect would be minimal and waiting to pay the 
premium would not be an issue. However, if the policy would be negatively affected by a late 
premium payment, the trustee, as steward of the policy, would have to decide whether to send 
the premium in before all notification letters are returned or wait and hope that the policy will 
not suffer from the late payment. We will discuss policy characteristics that will help with this 
decision in later chapters.

The process and procedures behind the compliant administration of an ILIT is reviewed in Chapter 
3, Developing a TOLI Administration System.
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C H A P T E R  2

The Responsibilities of a TOLI 
Trustee and Some Guidance

The trustee of an ILIT must follow the directions outlined by the trust document 
and make trust decisions solely in the best interest of the trust beneficiaries. The 
trustee is a fiduciary with a duty to put the interests of the beneficiary above all 
other interests, as well as:

• Prudently invest trust assets

• Follow the specific terms laid out in the trust agreement

• Refrain from using the trust property for the benefit of the trustee

• Act impartially and administer assets in the best interests of the beneficiaries

• Avoid conflicts of interest

In this chapter we will cover the duties of a TOLI trustee by reviewing regulations, guides, and a 
handful of court cases.

The Uniform Prudent Investor Act (UPIA)

Endorsed by the American Bar Association, American Bankers Association, and approved in 44 states 
as well as the District of Columbia, the UPIA revamps and updates rules that govern the actions 
of trustees. The trust document can override the UPIA, but if not overridden, the UPIA must be 
followed. While every aspect of this Act may not be applicable to TOLI, there is enough guidance 
to make the document the framework for prudent TOLI trust management.

• In Section 1, called the Prudent Investor Rule, a trustee is reminded that they owe “a duty to 
the beneficiaries of the trust to comply with the prudent investor rule set forth” in the UPIA.



the toLI handbook 

12

• In Section 2, Standard of Care; Portfolio Strategy; Risk and Return Objectives, the trustee is 
reminded to “invest and manage trust assets as a prudent investor would, by considering the 
purposes, terms, distribution requirements, and other circumstances of the trust. In satisfying 
this standard, the trustee shall exercise reasonable care, skill, and caution.”

• In Section 4, Duties at Inception of Trusteeship, a trustee is required “within a reasonable 
time after accepting a trusteeship or receiving trust assets . . . [to] review the trust assets and 
make and implement decisions concerning the retention and disposition of assets, to bring 
the trust portfolio into compliance with the purposes, terms, distribution requirements, and 
other circumstances of the trust, and with the requirements of this [Act].”

• Section 5 refers to loyalty to the real client of a TOLI trust, the beneficiary, and requires 
trustees to “invest and manage the trust assets solely in the interest of the beneficiaries.”

• Section 7 focuses on Investment Costs and requires the trustee to “only incur costs that are 
appropriate and reasonable in relation to the assets, the purposes of the trust, and the skills 
of the trustee.”

• Section 8 of the UPIA is an important concept regarding prudent decision making as it deals 
with Compliance, which is “determined considering the facts and circumstances existing at 
the time of a trustee’s decision or action and not by hindsight.”

• Section 9 of the Act refers to the Delegation of Investment and Management Function and 
allows trustees to “delegate investment and management functions” if they do not have the 
necessary skills to manage this asset.

The Unique and Hard-to-Value Assets Handbook

Published by the Office of the Comptroller of the Currency (OCC) in August of 2012, the OCC 
Unique and Hard-to-Value Assets Handbook provides direction for life insurance trustees. The 
document is designed to provide “bank examiners with expanded examination procedures,” but is 
also a true guide for a TOLI trustee.

The handbook points out that while there are risks in managing any type of asset, “the inclusion of 
unique assets further increases a bank’s risk . . . [since they] often require special expertise to manage, 
are sometimes subject to special ownership rules, and are frequently hard to value.”

While some states passed legislation in the last few years to limit the liability of a life insurance 
trustee that perhaps rescinded “requirements under state law to perform due diligence on insurance 
companies as a directed bank fiduciary,” the handbook points out that trustees must still “follow 
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12 CFR 9.6(c) and 12 CFR 150.220 and to conduct annual investment reviews of all assets of each 
fiduciary account for which the bank has investment discretion.”

Those requirements, taken directly from the handbook, are:

• “Initial post-acceptance review–12 CFR 9.6(b) and 12 CFR 150.210: Upon acceptance of a 
fiduciary account for which a bank has investment discretion, the bank shall conduct a prompt 
review (approximately 60 days after substantial funding of the account) to evaluate all assets 
of the account to ensure they are appropriate.”

• “Annual review–12 CFR 9.6(c) and 12 CFR 150.220: At least once during every calendar 
year, a bank shall conduct a review of all assets of each fiduciary account for which the bank 
has investment discretion to evaluate whether the assets are appropriate, individually and 
collectively, for the account.”

Later, we will review prudent processes for reviewing new and replacement life insurance policies, as 
well as the characteristics of a good annual review. The Unique and Hard-to-Value Assets Handbook 
provides some guidance to both processes.

• For an initial review the trustee should evaluate “the needs of the grantor and beneficiaries and 
established investment objectives. This review is designed to ensure that all assets for which 
the bank has investment discretion meet the objectives of the account or that action plans 
have been established for disposition of the asset. It is also an opportunity to ensure that all 
assets have been properly received and titled by the bank.”

• “On an annual basis, each unique asset for which the bank has investment discretion must 
be reviewed to determine whether the asset remains an appropriate holding for the account’s 
portfolio . . . If bank staff does not have the expertise to provide this information, the bank 
must retain vendors with appropriate expertise to perform this analysis.”

Section 9 of the UPIA points out the use of outside vendors can be a prudent alternative for the trustee 
that lacks the requisite in-house skills. The Unique and Hard-to-Value Assets Handbook explains that 
“a bank fiduciary must understand each life insurance policy that the trust accepts or purchases, 
if not, the bank fiduciary must employ an advisor who is qualified, independent, objective, and 
not affiliated with an insurance company to prudently manage these assets.” To be qualified, the 
advisor should be seasoned, well-versed in life insurance products, and preferably have at least one 
designation such as Certified Life Underwriter (CLU), Certified Chartered Consultant (ChFC) or 
Certified Financial Planner (CFP). It is also important that the objectivity of the provider not be 
questioned. While a commissioned life insurance agent can provide great insight on the selection 
and purchase of life insurance and is a needed and vital component of that process, a truly objective 
fee-based viewpoint should be obtained for policy management and even policy selection decisions, 
if the expertise cannot be found internally.
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Even if the asset management is outsourced, the fiduciary “should still have sufficient understanding 
of the underlying risks and characteristics presented by those assets to properly supervise outside 
managers of those assets,” and when contracting with an outside vendor, “should only delegate duties 
pursuant to a written management agreement prepared by legal counsel . . . [that will] specify each 
party’s responsibilities.”

The risks around a policy can include the financial risk of the carrier itself. Per the Unique and 
Hard-to-Value Assets Handbook, a trustee should “periodically review the financial condition” of the 
carrier. Current ratings can be deceiving. As late as 2005 AIG held a high financial rating, but by 
September of 2008, the Federal Reserve had to take a majority position in the company to save it from 
bankruptcy. An understanding of the business model of the carrier is important. In the case of AIG, 
its life insurance business was sound, but it took part in risky bets on insuring credit default swaps 
thought to be essentially risk free, that turned out to be anything but. Some carriers purchase blocks 
of business from other carriers and operate a runoff model, turning a closed block of policies into an 
investment. They are not in the business of selling new policies, but simply attempt to maximize the 
profits on an existing block. While this does not necessarily mean that performance in the underlying 
policies will suffer, it stands to reason that the chances increase.

Besides evaluating carrier financial health, the trustee should “determine whether the policy is 
performing as illustrated or whether replacement should be considered.” While this quote is taken 
directly from the Unique and Hard-to-Value Assets Handbook, just because a policy may not be 
performing up to expectations, a replacement should not always be the first inclination. We will 
discuss this in greater detail in a later section, but it is important to point out that as trustee you 
must understand policy performance. If the policy is not performing as expected, what is driving 
cash value growth? Depending on the type of policy, cash value growth is propelled by dividends 
(whole life), a credited interest rate (universal life), separate accounts (variable life) or an index 
account (equity indexed universal life.) If the cash value has lagged, why has it? Will those cash 
value drivers improve because of market changes? What about internal costs, another major factor 
in policy performance? Do you know the costs inside the policy? Have costs gone up or are they the 
same as shown in the original sales illustration? It is only after you have a thorough understanding 
of the existing policy that a replacement policy should be considered. Once it is determined that a 
replacement will be considered, you must understand and document all the factors that determine 
whether the replacement makes sense. You must also gauge the health of the insured. A replacement 
may not even be viable because of poor health; or the costs in a new policy might be dramatically 
higher if the health of the insured has diminished. You must develop and follow a consistent process 
for determining a suitable replacement.

Process is a big focus of the Unique and Hard-to-Value Assets Handbook. Trustees are told they must 
“have well-developed risk management practices to evaluate and administer accounts with insurance 
policy holdings.” That risk management process should be written down, and all who manage the 
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asset should be aware of it and follow it. The process should be reviewed periodically and focus on 
maximizing beneficiary value and mitigating your liability, which often goes hand in hand.

Per the Unique and Hard-to-Value Assets Handbook, for life insurance, the risk management system 
should review and address:

• Sufficiency of Premiums: Is the current premium “sufficient to maintain the policy to 
maturity or to the insured’s life expectancy?”

• Suitability: Replacement should be considered if there are “concerns with the condition of the 
insurance provider or if that provider does not meet the needs of the grantor or beneficiaries.”

• Carrier Selection: The trustee must “evaluate the carrier’s financial condition.”

• Appropriateness of Investment Strategy: The trustee must “evaluate the appropriateness of 
investments of any segregated account to support the cash values.”

Taking on the responsibility of a life insurance policy, per the handbook, “can increase the bank’s 
risks,” especially since these “assets often require special expertise to manage.” The risk can be 
operational since “inadequate or failed internal processes or systems” can lead to lower “current 
or anticipated earnings or capital.” A “violation of . . . laws, rules, and regulations” can lead to a 
compliance risk. This can be averted if the trustee adheres to “sound fiduciary principles.” The trustee 
assumes “strategic risk” when taking on life insurance policies “without having the expertise and 
systems to properly manage” the asset. Since the management of life insurance falls outside more 
traditional investment strategies, “management must ensure that personnel are qualified to manage 
these assets.” That lack of expertise can “subject the bank to significant losses, potential litigation, 
and reputation risk.”

While case law dealing with TOLI is limited, there are some cases that provide guidance.

The Cochran Case–KeyBank

The most well-known case is Stuart Cochran Irrevocable Trust v. KeyBank, NA, a case decided in 
March of 2009. According to information gathered from the lawsuit, KeyBank was successor trustee 
to a trust that contained three life insurance policies and one annuity with a collective net death 
benefit of $4,753,539. KeyBank became successor trustee after the former trustee relinquished control 
over the trust at least partly because of the grantor’s “insistence in having third parties,” including 
himself and his insurance agent, “involved in the trustee’s decision-making process.” At about the 
time KeyBank took over, the agent for the grantor recommended that the trust exchange the existing 
policies for two variable life policies tied to the equity market, overall totaling $8 million in death 
benefit. That exchange was approved by KeyBank in the first quarter of 1999. Following the 9/11 
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attack in 2001, the equity market dropped, with an “adverse effect on the value of the mutual fund 
investments contained in the VUL policies.” In both 2001 and 2002, the separate accounts in the 
policies had negative returns. In 2003, KeyBank retained an outside consultant to audit the VUL 
policies. At the time, the insured was 52. For both policies, assuming an 8% return, the outside 
firm said the policies would run until the insured was approximately 70. If the returns were 0%, 
they calculated the policies would run to approximately ages 58-60. It was noted that the grantor’s 
“financial fortune had also taken a negative turn by this point in time,” and he no longer had the 
ability to “supplement the trust with additional resources,” so the policy reviews were run assuming 
no additional policy funding.

The agent for the grantor suggested the purchase of a John Hancock Guaranteed Universal Life 
policy, with a death benefit of $2,787,624. With the cash value in the existing policy and no other 
contributions, the policy would be contractually guaranteed to run to age 100. The new policy 
would dramatically reduce the market risk of the trust. The outside advisor listed the advantages and 
disadvantages of the transaction and recommended KeyBank “move forward with the proposed John 
Hancock coverage if the client is comfortable with the reduction in death benefit.” KeyBank did move 
forward placing the policy in force in June of 2003, although a final underwriting downgrade on the 
insured lowered the death benefit to $2,536,000. In January 2004, the insured died unexpectedly, at 
the age of 53. The beneficiaries filed suit claiming, among other things, that “KeyBank had breached 
its fiduciary duties as [t]rustee.”

The court found in favor of the bank noting that “the ultimate question” was whether the trustees 
actions were “consistent with the Settlor’s intent as expressed in the Trust document,” whether they 
met their “fiduciary duties to the [b]eneficiaries,” and if “based on the circumstances facing the Trust 
in 2003,” whether it was “prudent” for the exchange “from insurance policies with significant risk and 
likelihood of ultimate lapse into an insurance policy with a smaller but guaranteed death benefit.” 
The court concluded that the trustee decisions were “consistent with the standard established by the 
prudent investor rule.”

While the court agreed that “in hindsight” the decisions made by the trustee resulted in a “significant 
reduction in the death benefit paid to the beneficiaries,” they felt that “at the time of its decision [it 
was] prudent [for the trustees to] protect the Trust from the vagaries of the stock market and from 
predicted lapse of the existing policies.”

The court did state that “it would have been preferable for the [t]rustee to provide regular accountings 
to the [b]eneficiaries,” but offered that the “receipt of timely financial reports by the [b]eneficiaries 
would not have changed the negative financial condition of the Trust.”

The court answered important specific arguments:

• The beneficiaries claimed that that KeyBank “imprudently and improperly” delegated certain 
decision-making functions to the insurance agent and to the grantor by moving ahead with 
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the policy replacement that the agent initiated. The court disagreed. The fact that the agent 
provided a policy replacement option did not “constitute a delegation of KeyBank’s decision-
making duties,” since KeyBank looked to an “outside, independent entity with no policy to 
sell or any other financial stake in the outcome” to review the policy replacement and provide 
recommendations. The court found that the bank did not delegate “any investment or other 
duties” to the writing agent.

• The beneficiaries argued that KeyBank disregarded the outside vendor’s advice concerning the 
replacement of the variable policies, but the court found, after reviewing the reports from the 
vendor, that the advisor felt both options were “palatable.” Each option had “their own sets 
of pros and cons. The existing VUL policies may have lapsed before Stuart Cochran reached 
the age of 60 and would likely have required additional premiums to finance—money that 
he no longer provides. The John Hancock policy, on the other hand, offered a significantly 
reduced death benefit, but was guaranteed to remain in force until he reached the age of 100 
and would require no additional financing.” The court stated that, “KeyBank merely chose 
between two relatively acceptable options—a decision it was entitled to make as trustee. We 
do not find that it acted imprudently on this basis.”

• During the process of replacement, the trustee essentially reviewed only one policy type from 
one carrier and the beneficiaries faulted the bank for “failing to investigate alternatives aside 
from retaining the existing VUL policies or exchanging them for the John Hancock policy.” 
While the court agreed that the trustee “could have done more,” and the bank’s process “was 
certainly less than perfect,” they also believe it was “adequate.”

• The beneficiaries argued that KeyBank breached its duties by “failing to provide sufficient 
information regarding its plan to carry out the 2003 Exchange.” The court disagreed pointing 
out that the trust document “gave the trustee the power to surrender or convert the policies 
without the consent or approval of anyone.” According to the court, the trustee had no 
“requirement [to] notify the [b]eneficiaries of the impending exchange . . . [since] neither their 
consent nor approval were required to carry out the transaction.”

• The beneficiaries claimed that the bank “breached its duty of loyalty to them” through contact 
with the grantor concerning the policies and policy replacement, which they believed was 
evidence that the bank was “loyal” to the grantor, not the beneficiaries. The court did not 
agree, since a trustee would have to, “as a practical matter,” have discussions with the grantor/
insured if changes were to be made to the policy since the changes would require a physical 
exam. The underwriting process “cannot be effectuated without communication between a 
trustee and settler,” the court said, noting that “nothing in the law prohibits contact between 
a trustee and settlor, nor should it.”
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Key Lessons from the KeyBank Case

Though the outcome of this case favored the bank, it was at some cost. The goal is not to win the 
case, but to avoid the need to defend the case. Here are some lessons a TOLI trustee can learn from 
this case:

• KeyBank was acting as successor trustee, with the former trustee noting it no longer wanted 
to act as trustee because of the grantor and others “insistence” on being “involved in the 
trustee’s decision-making process.” Though the court outlined those areas where involvement 
was warranted, grantor involvement and outside influence can and does create conflicts that 
should be avoided.

• While the court decided that the replacement of the variable policies with a guaranteed 
universal policy with a lower death benefit was “prudent,” the rapid replacement of the 
policies–a replacement of the existing policies in 1999, followed by another replacement 
in 2003, two replacements within 4 years could suggest a “flavor of the month” selection 
process. The replacement of a policy comes with costs–commissions and expenses–and in 
this instance, the second replacement resulted in a loss of over $100,000 in surrender charges.

• In the process of replacement, the bank looked to an “independent outside insurance 
consultant” who had no “financial stake in the outcome.” The court pointed out that the 
bank could “delegate” these “investment and management functions” and though the life 
insurance agent “proposed” the replacement, by relying on the non-biased outside vendor for 
advice, the bank circumvented the beneficiaries claim that they were “improperly delegating 
certain decision-making functions” to the grantor and life insurance agent.

• The court pointed out, rightly, that in the process of policy purchase, contact with the 
grantor, who is also typically the insured, will occur, but simply “rubber stamping” the 
grantor request or advisor recommendation is still not advocated. The addition of a non-biased 
outside specialist to review and provide trust documentation is advised if internal resources 
are unavailable.

• While the banks process of policy replacement was deemed “adequate,” a more rigorous review 
of policy options based on trust circumstances is probably warranted in most situations. Most 
pundits believe that the court set a low bar and a more comprehensive written review process 
for replacements is preferable.

• While the courts stated that the bank had no “requirement” to “notify the [b]eneficiaries of 
the impending exchange,” if everyone had been made completely aware of all options and 
outcomes, the probability of winding up in court would have been decreased.
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The documentation by the bank showed a prudent process, and though you could differ with the 
rigorousness of the process, you could easily track it and see that the outcome was based on the best 
facts and circumstances available at the time, an important point to consider.

French, et al. v. Wachovia Bank N.A.

The French v. Wachovia case grew out of another replacement case, one which resulted in a large 
commission for the trustee’s insurance affiliate. According to court documents, the primary claim 
against the bank was for “self-dealing,” as the beneficiaries “were taken aback” by the more than 
$500,000 in commissions earned in the transaction. The revenue generated, though large, was 
considered industry-standard. The beneficiaries’ claim the bank had breached its “duty of loyalty” 
was rejected with the court “relying on an express conflict-of-interest waiver in the trust document.”

The grantor, a successful entrepreneur, approached Wachovia after he grew disillusioned with his 
former trustee. His trust held two whole life policies that were “underperforming assets.” After 
meeting with insurance advisors at Wachovia on several occasions, a proposal was developed to 
exchange the two whole life policies for John Hancock Guaranteed Universal Life policies that would 
provide “the same death benefit but at a much lower premium.” A memo was provided that outlined 
the pros and cons of the transaction. For example, the new policies “ensured that the contracts would 
pay the promised death benefit as long as the premiums were paid,” but the trust would lose some 
premium flexibility, as well as the higher cash value of the whole life policies, since the new policies 
would not generate much cash value.

After signing the application for the new policies, the grantor was provided with a waiver that 
disclosed Wachovia would receive compensation for the transaction and included a broad release 
of claims arising out of Wachovia’s purchase of the insurance on behalf of the trust. The grantor 
inquired about the possibility of rebating the commission, and after being informed that that was 
not allowed under law, refused to sign the conflicts waiver. After consultation with legal counsel, 
Wachovia withdrew its request for signature and proceeded with the policy replacement.

A few months later, the grantor and beneficiaries complained to Wachovia about the “process 
surrounding the insurance exchange” and retained a law firm, attempting to reverse the transaction, 
which could not be un-done. The children, as beneficiaries, moved ahead and sued Wachovia.

The beneficiaries claimed that the insurance replacement “violated the prudent-investor rule” and 
if not, the bank at least “made the insurance swap in bad faith.” The court noted that the trustee 
“is under a duty of undivided loyalty to the beneficiaries of the trust,” and that “one aspect of the 
duty of loyalty is the strict prohibition against self-dealing.” However, the court pointed out that the 
“trust instrument may waive the general rule and authorize the trustee to engage in transactions that 
involve self-dealing,” and pointed to an “express conflicts waiver” in the trust document that allows 
the trustee to operate “without regard to conflicts of interest.”
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The beneficiaries also argued that the replacement was “such a bad investment that it amounted to 
a violation of the bank’s duty of prudence,” but the court disagreed. The exchange of the whole life 
policies for the new policies “maintained the same death benefit and saved $620,000 in premium 
costs.” Although the new policies lacked the cash values of the whole life policies, “the trust did not 
need life insurance cash value as a tool; the trust was well diversified in other assets.” The courts 
found in favor of the bank and awarded the bank over $700,000 in attorney’s fees.

Key Lessons from the Wachovia Case

This case is important as it provides needed guidance in those situations where a bank or trust 
company may have an affiliated entity that is receiving compensation from a transaction occurring 
within the trust.

• Understanding the trust document when bringing a trust in is key to successful TOLI 
management. In this case, the trust document language allowed self-dealing, and overrode 
the prudent investor rules because of its specific language.

• While the trust language benefited the trustee, the fiduciary must still show it acted in good 
faith. The bank could show a rigorous review that included numerous meetings with both 
the grantor/insured and the beneficiaries. That comprehensive review process was headed 
up by experienced life insurance professionals who provided all parties with documentation 
outlining the advantages and disadvantages of the existing and replacement policies. The 
policy replacement provided the trust with a “less expensive” policy, but also less cash value, 
which was pointed out.

• When deciding on a policy replacement, the policy characteristics and performance must be 
considered, but so should other factors that could affect the decision-making process. Does 
the trust document call for any type of distributions that might make a cash-rich policy more 
attractive? Are there other assets in the trust to draw upon? Often there are no other assets, but 
in this case, there were significant assets, therefore the decision to purchase a more efficient 
death benefit at the expense of cash value was deemed prudent under the specific facts and 
circumstances.

• The documentation kept by the bank on its policy review procedure was instrumental 
in offsetting the possible negative effect of the large commissions paid in the case. The 
policy purchased was substantial and the commission paid was not out of line with industry 
standards, but to an outside observer such significant revenue may have been considered 
unwarranted had the bank been unable to outline the lengths to which it went to provide 
thoughtful analysis to the grantor and beneficiaries. The analysis and memos that outlined 
the pros and cons of the transaction, along with the numerous meetings with the grantor, 
beneficiaries, and advisors, showed that the bank had satisfied its duty to show good faith 
and make a prudent decision, as well as earn a large, but warranted, fee.
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A few other cases warrant mention and can provide guidance for the TOLI trustee:

Hatleberg v. Norwest Bank, Wisconsin

Hatleberg v. Norwest Bank, Wisconsin was a case from 2004-05 centered on issues around a poorly 
written trust document and the trustee’s responsibilities to alert the grantor, once they were made 
aware. The representative of the bank suggested to a client that an irrevocable life insurance trust 
be formed. The grantor utilized her neighbor, a local attorney, who, “by his own admission . . . was 
not an expert in estate planning,” to draft the document. The trust document, which was essentially 
copied from a form book, “was defective because it did not contain Crummey provisions.” This error 
was not initially noticed until the bank performed an annual review. While both the bank and the 
attorney who created the document evaluated the situation they did not alert the grantor. In fact, the 
issue was not mentioned until the grantor passed away, at which point a representative of the bank 
wrote to the probate attorney and expressed concern over the “lack of Crummey provisions” in the 
trust document.

The court found that the trustee “had no duty to review the trust to ensure its effectiveness as an 
instrument to avoid estate taxes,” since “the trust instrument did not assign this responsibility to the 
trustee and the trustee did not draft the trust.” However, the court agreed that the trustee “breached 
a duty” to the grantor by continuing to direct her to contribute to the “trust to save estate taxes after it 
realized the trust was defective.” The court found that both the trustee and attorney were financially 
liable for the additional estate tax costs.

Key Lessons from the Hatleberg v. Norwest Bank, Wisconsin

While it is reassuring that a trustee may not be held liable for a poorly drafted document that hinders 
the goals of the trust, it is clear that once alerted to an issue regarding the document, a trustee bears 
a responsibility to alert the grantor and beneficiaries, and can be held liable for potential damage. 
The case also points out the need for the proper administration of the Crummey provision when 
present, since a challenge to the use of an annual exclusion could subject the ILIT to estate taxes, as 
in this case.

Paradee v. Paradee

Paradee v. Paradee was a 2010 case filed in Delaware, in which the trustee and a non-fiduciary 
family member were found liable to the beneficiary because of trust transactions. According to court 
documents, William Charles Paradee (Charles Sr.) set up a life insurance trust in 1989 for the benefit 
of his grandson (Trey), the son of his estranged son (Charles Jr.). The policy which was a single pay 
survivorship policy, that insured Charles Sr. and his second wife Eleanor. Charles Jr. worked in the 
family business, but due to familial disagreements, the business was divided, and a portion of it was 
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run by Charles Jr. as a separate entity. Charles Jr. believed his father’s second wife “turned his father 
against him, and he felt slighted by the small portion of the company he received.” His father believed 
that he was betrayed by his son, and that his son “received far more than he deserved.”

The initial trustee of the ILIT was the agent who sold the policy, who over the years had “generated 
significant business” from the family firm.

Three years after creating the trust, the Paradees instructed the agent/trustee to revoke the trust. Trey, 
who sued in the case, believed that his step grandmother, Eleanor, was the “driving force” behind the 
request. His grandfather had suffered from heart issues, and began to slip mentally, at which point 
Eleanor had taken over their financial affairs. Eleanor said the family business needed the cash from 
the policy to pay unexpected back taxes, though there were other significant assets to draw upon.

After receiving the request to surrender the policy, the trustee/agent reached out to the family attorney 
that drafted the trust document, who consulted with Eleanor and told her the Paradee family could 
not access the policy’s cash value by revoking the trust. Eleanor asked whether the trust could loan 
the money, and after the attorney discussed the idea with the trustee/agent, a loan was made, but 
only after an outside attorney cautioned the loan could be made only if terms were “comparable to 
those which a commercial bank would offer,” with security “equal to 125% of the loan.” A loan was 
obtained on the policy at an interest rate that was higher than the rate charged to the trust. Interest 
was paid on the loan, but Eleanor again asked for the policy to be surrendered. The request was 
denied and soon after, Charles Sr. passed away. Per the court documents, “the Trust had the right to 
recover the principal and interest due,” but the trustee/agent “made no effort to collect.”

Shortly after his grandfather died, Trey turned thirty which meant that he was “entitled to serve as 
trustee.” Although this was specified in the trust document, no one informed Trey of his right.

In the ensuing years, Trey and Eleanor grew apart, the original trustee/agent passed away, and Eleanor 
appointed herself trustee of the trust. Interest was not paid on the policy loan and the policy lapsed. 
Shortly thereafter, Eleanor resigned and appointed a family handyman as trustee. Eventually, because 
of the new trustee’s insistence, Trey was finally informed of his rights by the drafting attorney. After 
becoming trustee, he demanded the loan be repaid to the trust, and it was paid back.

The court declared that the original trustee who sold the policy breached his fiduciary duty and was 
“aided and abetted” by Eleanor. The trustee was “under a duty to [the] trust beneficiary to administer 
trust property solely in the interests of the beneficiary,” but when deciding whether to allow a loan 
from the trust, he did not evaluate “what was in the best interests of the Trust, he evaluated whether 
he could please his long-time clients.”

Eleanor was also found liable as the “conduct of one who knowingly joins with a fiduciary . . . in 
breaching a fiduciary obligation, is equally culpable.” She was held liable for over $1 million, with 
additional awards shared by Eleanor and the trustee.
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Key Lessons from Paradee v. Paradee:

While this case involved a non-corporate trustee, the findings of the court rings true for corporate 
trustees. Often the grantor of a life insurance trust has other, more profitable business dealings with 
the trustee, but the value of that business cannot sway the trustee from following required duties to 
“administer trust property solely in the interests of the beneficiary.” The grantor requests must not 
damage the assets of the trust, or the trustee could be held liable. Family squabbles, second marriages, 
failing physical and/or mental health of the grantor are all red flags that signal a trust requires special 
diligence. The failure of a life insurance trust often comes, not because of the poor performance 
of a policy, but because of the poor performance of those surrounding the trust. Advisors and even 
family members can sometimes get caught up in litigation, but the trustee will always be the central 
figure in any lawsuit.

Rafert v. Meyer

Rafert v. Meyer was a breach of trust case that found its way to the Nebraska Supreme Court in 
2015, in which the trustee’s action, or lack thereof, was not held defensible because of exculpatory 
language in the trust document.

Jlee Rafert had her attorney draft an ILIT in 2009 that contained three policies totaling $8.5 million 
in death benefit. The attorney named himself trustee. According to court documents, Article II of 
the trust instrument provided “that the trustee had no duty to pay the insurance premiums, had 
no duty to notify the beneficiaries of nonpayment of such premiums, and had no liability for any 
nonpayment.”

The drafting attorney, as trustee, signed applications for all policies in the trust. It is not known 
why, but on each application, he provided a false address in South Dakota as his address as trustee. 
Approximately $250 thousand in premiums were paid to start the policies, but subsequent premium 
and lapse notices were sent to the false address. Another $250 thousand in premiums was paid to 
the agent of record, but was not forwarded to the carrier. Per court documents, the beneficiaries 
“did not know what happened to the premiums.” All three policies lapsed and a suit was filed by the 
beneficiaries alleging the trustee “breached his fiduciary duties as trustee” and as a direct result of 
the breach, “the policies lapsed, resulting in the loss of the initial premiums,” as well as the monies 
paid directly to “a corporation owned by the agent.”

The trustee cited the exculpatory language found in Article II as his defense, but the Nebraska Supreme 
Court disagreed. Citing “common law rules,” the court stated, “as a general rule, the authority of 
a trustee is governed not only by the trust instrument but also by statutes and common-law rules 
pertaining to trusts and trustees.” They found the trustee’s defense “untenable,” since it “challenges 
the most basic understanding of a trustee’s duty to act for the benefit of the beneficiaries under 
the trust,” the most fundamental duty being the protection of the trust property. The exculpatory 
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language could not be relied upon to “abrogate” the trustee’s duty to “act in good faith and in 
accordance with the terms and purposes of the trust and the interests of the beneficiaries.”

Key Lessons from Rafert v. Meyer:

While we have seen, in some cases, that trust language can alter or even waive some trustee 
responsibilities, the fundamental duties of a trustee must be followed and exculpatory trust language 
will not necessarily provide protection. This case also points out some basic administrative guidelines. 
Review every life insurance application to verify all information is correct, especially if you are signing 
an application you have not personally filled out. Never provide a check for premium payment that 
is not made out to the carrier, and send all checks directly to the carrier.

Nacchio v. David Weinstein and the AYCO Company

Nacchio v. David Weinstein and the AYCO Company is not a TOLI case, but one that every TOLI 
trustee should review as the defendants in the case were deemed to be fiduciaries and the settlement 
awarded to the plaintiffs was large.

Joseph Nacchio was CEO of Qwest Communications. Davis Weinstein was a longtime advisor who 
worked at AYCO, a subsidiary of Goldman Sachs. AYCO had developed an executive compensation 
plan that utilized life insurance as part of an “estate enhancement program (EEP).” According to 
the lawsuit, Weinstein encouraged Nacchio to take part in the program and he agreed and allowed 
Weinstein “to implement all aspects of the EEP program.”

According to Mr. Nacchio, based on Mr. Weinstein’s suggestion he purchased two survivorship 
variable life policies with approximately $95 million of death benefit with a single payment of $4.5 
million in 2000. At the time of purchase, it was projected the policies would run until age 100 
assuming investment returns of 10.68% and 10.8% on the policies, respectively. In 2010, the policies 
were evaluated and it was found that they were underperforming. Participation in the EEP program 
was discontinued at a cost of over $2 million in termination and legal fees and taxes. Mr. Nacchio 
and his wife moved ahead and purchased approximately $85 million in life insurance coverage for 
a total premium of just under $27 million. The coverage that they obtained was single life coverage 
on Mr. Nacchio’s wife, Anne Esker, since Mr. Nacchio, by this time, was a convicted felon having 
been found guilty of insider trading of Qwest stock in 2007.

Mr. Nacchio and his wife filed suit in 2010 while Mr. Nacchio was still in prison. They alleged 
that their adviser, who testified at Mr. Nacchio’s earlier trial, had breached his duty of care to Mr. 
Nacchio. They had a life insurance expert testify that Mr. Weinstein was a fiduciary under the 
Investment Advisers Act of 1940 and that based on his analysis, the policies had a less than 25% 
chance of persisting until the insured’s age 93, assuming the policy funding. The lawsuit alleged that 
Mr. Weinstein was negligent and deviated from an expected level of care.
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The defendants had their own expert who testified that the EEP program identified the risks of the 
plan and that additional premiums might be needed, a point that the attorneys amplified in the trial. 
They mentioned that not only were Mr. Nacchio and Ms. Esker informed of the issues, but their 
estate planning attorney was also made aware of them.

After a 75-minute deliberation, the jury awarded the plaintiff ’s $14.2 million, which was the amount 
that would have been needed to purchase the coverage they thought they were getting in 2000.

Key Lessons from Nacchio v. David Weinstein and the AYCO Company:

While this case does not deal directly with a TOLI trustee, even the defendants’ expert witness 
agreed that Mr. Weinstein was a fiduciary. Mr. Weinstein designed a life insurance program with 
an expectation of a 10.6% plus return over the life of the policies. And even though court testimony 
showed that he and representatives of AYCO met with the defendants at least quarterly, the jury 
found that the defendants deserved compensation of over $14 million. This case should give a TOLI 
trustee pause as it highlights the need to disclose and document the expectations around the policy 
when bringing a policy into their trust. It also emphasizes the need to make sure the expectations are 
reasonable and that actual policy performance is monitored with documentation that all pertinent 
parties have been made aware of a policy’s performance outcome annually.

While guidance available to TOLI trustees is minimal, the information provided in these cases helps 
to illuminate proper and prudent trust administration and policy management procedures. The 
lessons learned from these cases should be used in your everyday practices.
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C H A P T E R  3

Developing a TOLI Administration System

The voice on the other end seemed distressed. It was a client, a good client who 
typically did not call me directly unless there was an issue or she needed a favor.

“Michael, I have a problem. It seems that one of our trust administrators took in a 
policy about a month before she gave her notice, and we just found the paperwork 
along with the actual policy when we were getting her desk ready for a new 
employee. Obviously, it has not gone through our normal onboarding process and I 
wanted to alert you that it would be coming over today.”

Sometimes problems occur–an employee makes a mistake, or one heading for the 
door is forgetful. But having a strong, prudent process in place can often overcome 
problems. In this case, the bank that we worked with had robust internal TOLI 
onboarding practices following an outline we provided. Though the policy sat in a 
desk for far too long, the paperwork was solid, with the signatures and authorizations 
that we needed to review the policy and begin administering the trust that very day.

The system is the backstop, and, in this case, the trustee escaped with their reputation intact. 
Irrevocable life insurance trusts are some of the most stressful accounts a trustee must administer. 
Their complexity, liability, and generally low fee amounts are three reasons many trust companies 
have decided to move away from them entirely. For those who want to create a successful business 
line around ILITs, a compliant and efficient process is a prerogative. To do so you need to have the 
right people, system, procedures and review process in place.

People

The successful administration process starts with the individuals that are charged with handling the 
ILIT accounts. Are they comfortable with this unique asset? Life insurance is a complicated asset 
with more liability than just missing a premium, which more than a few trustees have done. Does 
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your staff understand the nuanced issues that surround different policy types, each of which could 
lead to significant liability?

For example:

• Do they understand the conversion option in a term policy and the eligibility and limitations 
placed on them?

• Do they understand the premium timing issues that surround policies with no lapse guarantees?

• Do they understand the use of an Automatic Premium Loan (APL) in a whole life policy and 
the problem that could occur if a premium was missed without this feature in place?

• Do they understand the additional requirements of a variable life policy, the only policy type 
that requires the policy owner to make all investment decisions, and the only policy whose 
investments can lose money?

Ideally your trust administrators will have a thorough background in life insurance. However, if problem 
policies can be handled by other internal resources, you may get by with trust administrators that have 
rudimentary knowledge, though it will raise your risks. An in-house training program, if available, is 
in order. If not, connecting with educational resources outside your firm should be a requirement for 
all handling this asset. Your administration staff must, at a minimum, understand the basics of life 
insurance, and recognize the red flags that come with each unique type of policy before any issues arise.

The successful administration of a TOLI trust starts with an understanding of the trust document 
itself. A seasoned TOLI trust administrator can examine a trust document and pull out the required 
information needed to administer a trust in a compliant manner, but because there are often questions 
about the document, an in-house trust attorney should be available to also review the document. 
There are two focus points when reviewing a new trust agreement–the basic administrative provisions 
that need to be followed daily to keep the trust management compliant, and those unusual provisions 
that should be noted in the trust file. A trustee must be confident that the trust document review 
points out potential issues or points of liability and that the administrators are aware of them.

Most organizations rely on a single administrator to handle all aspects of the ILIT process (Document 
Review, Legal Document Prep, Administration, Policy Review, Account Review), which lends 
itself to errors. For example, what happens when that person is out for an extended period? Do you 
have someone else that can adequately cover for them? What if that person were to leave, especially 
abruptly? Cross-training should be encouraged and fostered in your organization to create an easy 
succession plan. And whenever possible, multiple sign offs should occur in critical areas, as we will 
discuss shortly. Just as banks utilize multiple sign offs for cataloguing end-of-day contents in the 
vault, you should have multiple people sign off on different administrative tasks, a check and balance 
system that allows for additional oversight.
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The System

Even with the right people and correct training, a trustee must also have an efficient system to 
administer and review this asset. The Unique and Hard-to-Value Assets Handbook requires fiduciaries 
to have a system in place that controls and mitigates risk and is focused on monitoring adequate 
internal control processes.

The system can be homegrown or obtained from a third-party vendor, but it must contain certain 
features, starting with premium tracking. A missed premium will almost always create some sort of 
liability issue. Basing premium payments on antiquated methods or systems, or simply waiting for the 
carrier to send a premium due notice, is a mistake. These manual processes leave you open to human 
error. A good system will not only allow you to easily track premiums that are coming due, but also 
provide a snapshot of where each policy falls in the administration process. You should be able to easily 
determine what action is required for every policy you manage in real time. The system does not need 
to be intricate, but it should remove most of the human error from your premium tracking process.

The system should also help you accurately track your administrative fees collected, due and past due. 
There should be a set process in place for dealing with late fees, with someone responsible for each step 
(initial request, follow-up request, late contact and final payment) of the collection process. You need 
to make sure that you are getting paid what you are owed and tracking it properly. Too often, TOLI 
trusts are considered an accommodation because of the grantor’s business relationship with the trustee. 
In these cases, adequate fees are not charged or collected. This is a mistake with a high liability asset.

One important feature of a TOLI trust administration system is the tracking ability that creates a 
historical log of the account, with documentation and notes. You may have an account file, but it is a 
cumbersome process to review the file to get an answer, or to retrieve a document. Your system should 
be able to do both quickly. If an administrator wants to find out when a gift notice was sent in 2010, 
or when the fee was paid in 2014, they should be able to retrieve that information with a few clicks. 
Administrative details needed for future work, such as who should be copied on gift requests, and whether 
there is a special advisor authorized to receive an annual policy review should be easily accessible as well.

Automating procedures and reducing human error is another benefit of an efficient system. Automated 
templates for letters that allow the administrator to pull in updated account information such as 
addresses, premium and fee amounts, etc., allow the administrator to create letters efficiently, 
without transcription errors. Using saved documents from past correspondence does not provide 
the confidence that year-to-year changes are recognized, and dramatically increases the time that is 
spent on correspondence.

Another component of a well thought out ILIT system is the ability to quickly prepare status reports 
on the portfolio. Management or trust committee reviews and reports should be able to be generated 
quickly.



de veLopInG a toLI admInIstr at Ion system

29

Systematic centralization of all trust files, notes, and information is needed for exceptional TOLI 
administration. Centralization allows for better monitoring–lowering trustee liability–as all relevant 
materials can be stored electronically in a single, safe, and secure location.

Procedures

The first step in the TOLI administration process occurs when the policy and trust come in. 
Gathering all the needed information is crucial to successful onboarding, which is in turn crucial to 
successful management.

Creating checklists is the best way to ensure consistent onboarding and gathering of trust and policy 
information. For the trust, at a minimum, the following should be gathered:

• Copy of signed/dated trust agreement

• All contact information for:
 o Grantors
 o Beneficiaries
 o Advisers

 � Insurance agent
 � Attorney
 � Accountant
 � Other advisers

• Fee schedule agreement signed

• If a transferred trust:
 o Acceptance and appointment document signed
 o Resignation/removal agreement signed
 o Any other related documents
 o Copies of previous Crummey letters and gift notices
 o Copies of previous trust correspondence

When bringing in a policy, at a minimum, the following should be gathered:

• Copy of the policy contract, with application

• The “as sold” illustration based on the premium to be paid

• Any agreements or documentation around the policy (split dollar, etc.)

• If it is a transferred policy:
 o Past in force illustrations and quarterly and annual reports
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 o Last premium notice, as well as premium paid history
 o Any other carrier correspondence

For ongoing administrative procedures, there should be three focus areas:

1. Timing
2. Preparation
3. Incoming Correspondence

For gifting and Crummey correspondence, timing is crucial. Waiting only leads to stress and potential 
liability. The goal is to allow more than enough time for the grantor to make a gift since they are 
not always timely with their payments. Standard procedure should be to send the first gift request 
60 days before the premium due date, and if the premium is not received before 30 days before the 
due date, send a follow-up request. Ideally, the gift will be received within the first 30 days, allowing 
enough time between the full withdrawal period prior to the due date.

The 30 days prior to mailing the gift notice can be used as a review period to evaluate all aspects of 
the account, with a focus on verification and anticipation.

Sample information reviewed:

• Is the current information correct and up-to-date? This is simply a confirmation of existing 
information, but it is critical as things do change year to year.
 o Are the premiums being paid correct?
 o Are the fees correct? Are any fees past due?
 o Has any contact information changed?
 o Were there recent discussions with the client about the account?

Are there any changes or issues that should be noted?

• Are there premium changes, which could be due to an end of level premium period in a term 
policy, dividend changes in a whole life policy, or short pay funding strategies in a universal 
life policy?

• Are any policies facing a lapse, or shortened life span because of missed premiums, poor cash 
value performance, cost of insurance (COI) increase, or other reasons?

• Are there any term policies that are reaching the end of their conversion opportunity, or any 
rider in any of the policies that could be triggered?

This review period allows you to confirm all the relevant facts around the trust and policy, and gives 
you the ability to get ahead of any issues in the trust or policy.
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Don’t Forget the Mail While the gift request process is considered by many to be the most important 
step in your ILIT administration process, how you handle incoming mail may be just as critical. 
The items that you receive in your incoming mail will often drive your activity for the day and can 
provide a quick glance into the condition of your portfolio. Missing a critical piece of mail can lead 
to major liability.

In most situations, incoming mail is handled by the same person that manages or administers the 
account. This makes sense, especially for a low priority and low margin account like an ILIT. But 
this may not be the best process for mitigating liability. Everyone makes mistakes, and the chance 
of a mistake occurring increases when a process is accomplished by only one person. A separation 
of duties, including incoming documents automatically sent to multiple individuals for review, will 
mitigate liability most efficiently. For example, a specific document type (late premium notice, lapse 
notice) may go to the administrator, but should also be sent to a manager. Most of the mail you 
receive is expected, but the occasional critical mail is the type that should always be seen by more 
than one person. It is important to build an efficient system, and the more eyes that you can put on 
your critical mail, the less liability you will face.

Once mail is processed, it should be filed electronically in your centralized administration system. 
Original documents can be kept in a safe and secure location, but electronic documents relating to 
the trust file should be kept in a central location where all who are authorized have access. As we 
have mentioned, your files should be set up in a secure location with adequate firewalls.

Review

There are three components to administrative reviews:

1. Policy Review
2. Annual Account Reviews
3. Audits

We have already highlighted the Unique and Hard-to-Value Assets Handbook, which states, “at 
least once during every calendar year . . . a trustee must . . . review . . . all assets of each fiduciary 
account . . . to evaluate whether they are appropriate, individually and collectively, for the account.”

Every trustee should have someone on staff who intimately understands the inner-workings of each 
type of life insurance policy in the portfolio and can comprehend the current economic environment 
and its effect on the policies. That person should complete a thorough review of each policy on an 
annual basis. They will also need to be able to determine which policies represent high liability cases. 
Through trial and error, we have found that approximately 20% of all TOLI policies have issues at 
any one point in time, and they typically fall into one of three issue categories:
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1. Those with a high probability of policy lapse prior to maturity or life expectancy
2. Those with significant loans against the cash value, which can cause a policy lapse, triggering 

a possible taxable event
3. Those that require a premium increase to keep the full death benefit in force for the duration 

of the policy

This means that even if you only have 50 policies in your portfolio, you probably have 10 policies 
with issues that could cause significant liability for your company.

The last step in the policy review process is to deal with those 10 policies. That means going through 
the process of reviewing and offering options for problem policies, notifying the grantor (and possibly 
beneficiaries) of the situation, and documenting the file with their acknowledgements of the current 
situation or plans for remediation. A solid policy review process is needed and may cover OCC requirements, 
but the key to mitigating your risk is to make sure that your clients understand the condition of the policy 
and documenting that understanding. We will cover this in detail in a later chapter.

Besides the annual policy review, a standard annual account review needs to occur - the Reg 9 review. 
The Reg 9 review is a required procedure for OCC regulated firms. To keep this review as efficient 
as possible you should be able to use your administration system to automate as much of the process 
as possible, especially those parts that do not change, or rarely change over time. While each review 
should stand on its own, make sure that past reviews are available to the administrator completing 
the current review. Below is a listing of the information that would be included in an annual account 
review of both the trust itself and the asset in the trust.

Checklist

 9 Date completed

 9 Account title

 9 Account number

 9 Administrator

 9 Trust inception date

 9 Are the policies linked to the account correctly?

 9 What is the date of the governing document?

 9 What state is the governing law of the document?

 9 Is the account type coded correctly?
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Have the policies been reviewed? List all

 9 Carrier
 9 Policy Type
 9 Last Review Date
 9 If Variable, has allocation been reviewed?

 9 If so, when?
 9 Is the policy still appropriate?

 9 If no, please note reasons why
 9 Have any loans or cash withdrawals been taken?

 9 If yes, note reasons, repayment plan
 9 How long is policy projected to stay in force?
 9 What is the insured’s life expectancy?
 9 Do you know what the chances are of the insured living beyond his/her life expectancy?

Have the premiums been paid? List all
 9 Carrier
 9 Policy number
 9 Premium due date
 9 Last premium paid date
 9 Last out of pocket premium paid amount
 9 Was premium paid in full? If not, list why not

Have Crummey Letters been sent

 9 Yes
 9 If no, why not?

For Term policies, are there still conversion privileges to a permanent product?

 9 If yes, has client been notified in writing?

List name, contact Info, DOB, for current grantors, beneficiaries, and remainder beneficiaries
 9 Address
 9 Address
 9 Home #
 9 Business #
 9 Cell Phone #
 9 Fax Number
 9 Email
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What is date of the last tax return filed?

Is there a W-9 for all current beneficiaries?

Have there been any client complaints, written or verbal, since the last review?

 9 If yes, elaborate

Have annual reports been sent to Grantor?

 9 If no, why not?

Have annual reports been sent to Beneficiaries?

 9 If no, why not?

Are the fee invoices up to date?

 9 Last paid date
 9 Last paid amount
 9 Is account subject to a fee exception?
 9 Has fee exception been approved in last 12 months?

Are there investment restrictions?

 9 If so, list restrictions

Are there any other assets held in the account?

 9 If so, list assets

Who has investment authority?

 9 If outside authority, list

What is the tax status of the account?

 9 Grantor Trust?

Is a tax return necessary for this account?

Was a 1041 tax return filed for this account?

Administrator comments and recommendations



de veLopInG a toLI admInIstr at Ion system

35

While the annual reviews of the trust and policy are important, periodic audits are necessary to make 
sure that the outcome of your ILIT administration process is correct. Audits should be handled by 
someone other than the administrator, and should focus mainly on two items:

• Critical Incoming Mail–This should be audited daily by a manager as these documents are 
most likely to offer liability issues and should be dealt with swiftly and accurately. These 
documents should also be kept for a periodic audit later in the year.

• Timing of gift requests, receipts and premium payments–Periodic audits should review 
these items for each account that is pulled. Separate periodic reviews of each administrator’s 
workflow should be completed to ensure that each step in the administration process was 
completed in a timely fashion and all due dates are correct.

Remember–mistakes will happen. You need to be sure that you have multiple people reviewing 
your files and you need to continually review your actions and the actions of your team. ILIT 
administration is a complex process with a unique asset that requires a team to ensure it is handled 
properly.

This chapter provides you with the guidelines to develop an administrative process that fits your 
business model. While these guidelines provide direction, you can successfully adapt this process 
and reduce your liability if the right people, system, procedures, and review processes are in place. If 
you are lacking in any of these areas, your liability will increase dramatically.
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C H A P T E R  4

An Introduction to Life Insurance

Roger Earnhardt had humble beginnings, but even in youth he was an entrepreneur 
who turned a teenage grass cutting business into one of the largest landscaping 
companies in the Northeast-a 50-acre nursery that supplied his firm and other smaller 
firms in the area with quality locally grown plants. Early on, he joined forces with his 
younger brother, who, learning from Roger, quickly became adept at growing plants 
and installing award-winning landscapes.

It was a good life for Roger and his wife Kay, who could fulfill her dream of developing 
a horse farm and giving their children, two young girls, a life that revolved around 
the outdoors, a life she dreamed about as a child.

As his responsibilities grew, Roger’s advisors at the local bank informed him of 
different life insurance options. Roger reluctantly purchased two policies, policies he 
thought were too large; one a personal policy, and one funding a buy-sell agreement 
with his brother. Both policies were held in a trust at the bank.

When Roger passed away tragically, just shy of his fifty-sixth birthday, much of the 
town’s business community and just about all of his clients, were at the funeral. In 
the following weeks, though some called on Kay and the kids, they were now on 
their own–for the first time ever.

A week after the funeral, Kay and her brother-in-law met at the bank to go over the 
details of the buy-sell agreement. While Kay and her daughters were unfortunately 
forced to make a new life for themselves, the life insurance held at the bank proved 
valuable. The buy-sell agreement proceeds ensured Kay was compensated for 
Roger’s portion of the company instead of becoming part owner of a business she 
had no interest in running. Roger’s personal policy cemented the dream that Kay and 
Roger had - now their daughters could grow up in the home Roger and Kay built, 
keeping her longtime dream alive.
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It is often said that life insurance is sold, not bought. That is probably true. But when a benefit is 
paid out, no one says the benefit is not needed or too large, in fact, often it is found that it is not large 
enough. As a life insurance trustee, you have a responsibility to maximize the value of a TOLI trust 
for the beneficiaries of the trust - for Kay and her children. And that is not always easy. Over time, 
life insurance products have evolved to meet changing market forces and needs. Unfortunately, at 
times the products were developed with overly optimistic expectations and projections, often designed 
to lower the premium, always designed to make the policy more attractive to the consumer.

A general outline of the evolution of life insurance follows. Though not in perfect chronological order 
of introduction, it does provide a marketing timeline. For example, term insurance was the first policy 
created. Since there was a need for lifelong coverage, whole life was created. When interest rates rose 
in the early 80s, current assumption universal life was created, etc.

In this chapter, we will outline the different types of life insurance to provide you with a background 
to help you understand the use of life insurance in a trust setting. We will focus on the advantages 
and disadvantages of policy types, provide insight to the concerns around a policy type, and outline 
steps to minimize your liability as trustee and to maximize the benefits to your ultimate clients–the 
beneficiaries.

Term Insurance

• Easiest life insurance to understand. You pay a premium for a death benefit only. There is no 
cash value in the policy; the policy’s purpose is to provide protection only.

• It is the least expensive type of insurance to purchase, at least initially.

• While there are term policies with annual premium increases, most policies sold today have 
a level premium that is guaranteed for a specified period (up to 30 years), after which the 
premium to continue the policy increases, usually dramatically. However, those level term 
policies can often be continued for a more reasonable premium after a process called re-entry, 
where the insured must submit to another underwriting process. The cost of the continued 
coverage for the additional period will be based on the current age of the insured.
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• Term insurance policies usually contain a Conversion Provision. This provision allows the 
insured to convert the term policy to a permanent policy at current age, at the underwriting 
class of the original policy, without providing evidence of insurability. This is a very important 
provision if the policyholder has suffered a change in health, as the cost to obtain permanent 
coverage, if underwriting is required, would typically be much higher. However, if the insured 
has retained his health when a conversion is being contemplated, a market review is in order, 
as often the open market can provide a better policy than the conversion policy being offered. 
The opportunity to convert a term policy is typically available for a limited time, for example 
30 days before or after a policy anniversary date and can have term or age limitations, for 
example, for the first 10 policy years or until age 65, whichever comes first.

• Term insurance is typically used to provide a death benefit for a limited time. It is often 
used by those who have a large insurance need, but lack the cash flow currently and plan 
on converting the coverage to permanent coverage in the future. It is sometimes used to fill 
a short-term need such as additional protection when the children are young. Availability 
is limited by age, with policies typically unattainable after age 80. The length of the level 
premium period will shorten at higher ages.

Whole Life Insurance

Provides a guaranteed death benefit if premiums are paid in full every policy year, as well as a guaranteed 
cash value. Participating whole life policies also provide additional cash value through dividends.

The investment portion of a whole life policy goes into the general account of the life insurance 
company, and is composed primarily of long term bonds and mortgages, as dictated by various state 
insurance laws.
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From Vital Signs

Whole life contracts pay dividends considered to be a return of premium paid when premiums 
received turn out to be more than the company needs. This could be due to fewer insureds dying, 
lower expenses, or portfolio returns being more than what was guaranteed. Dividends can fluctuate 
above and below the dividends shown in the current policy illustration.

The dividends that are earned on a policy can be used in several ways:

Reduce premium

• The dividend can be deducted from the stated premium to provide a lower out-of-pocket 
premium that must be paid.

Purchase paid-up additions

• Paid-up additions act as little policies within the policy and have their own death benefit and 
cash values. The death benefit of the policy will be increased over the stated death benefit by 
using this option.

Take in cash

• The amount taken in cash will be considered tax free until an amount greater than cost basis 
is received, after which the amount would be taxable. This is rarely done.

Left with carrier at interest
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• This is almost never done, as the policy owner would typically want to access the cash or 
maximize the value of the policy.

Repay loans on the policy

• If a policy loan has occurred, you can use the dividends to reduce the loan on the policy which 
will increase the net cash value of the policy.

Over the years, the dividend scale on whole life policies has dropped, as shown in the chart above. 
Policy performance has suffered and many policies did not live up to expectations.

Whole life contracts can be blended with a term portion, typically using a term rider. This lowers the 
cost of the policy, but also lowers the guarantees in the policy as the cost of the term portion is not 
guaranteed. Typically, these plans are designed so that over time the term portion is replaced with 
base whole life coverage, until the entire contract has been converted to base coverage. The ability 
to convert the policy is driven by the premium paid and dividend performance. In some situations, 
where there is a high term component, it is often impossible to convert all the coverage, and the policy 
death benefit in the later years will drop, or the cost to maintain the full death benefit will increase 
as the cost of the term portion rises.

Although whole life policies have fixed premiums, the premium does not always have to be paid out 
of pocket. As mentioned, dividends can be used to pay the premium or a portion of the premium. 
The premium can also be paid from the cash value of paid-up additions, those little paid up policies 
within the contract that are purchased with dividends. If the dividend or other sources are not 
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enough to pay the policy premium, the premium can also be paid by a policy loan. Often, this occurs 
automatically–a feature known as automatic premium loan (APL).

• The APL feature in some policies must be selected at policy issue, and if not checked on the 
application, the policy may not include this feature. If a policy premium is missed without 
this feature, the policy death benefit can be reduced as the policy may revert to a paid up, but 
reduced death benefit policy, based on the nonforfeiture options of the policy.

• While policy loans can be a welcome feature, the long-term use of loans to pay the policy 
should be discouraged and if done, monitored very closely. A heavily loaned whole life policy 
can be subject to a loan squeeze if the loan amount grows too large relative to the cash value. 
If left unattended, the policy can lapse creating a taxable event.

Universal Life Insurance

While whole life insurance was considered a black box, with moving parts that were hard to see, 
universal life insurance was different. As transparent as whole life was opaque, for the first time the 
consumer could clearly see the inner workings of a life insurance policy. All the expenses, charges, and 
investment earnings were spelled out in computer generated illustrations and reports. The universal 
life policy was easy to understand. It operated much like a bucket with a spigot on the side. The 
premium was placed into the policy (bucket), expenses and charges were deducted (spigot), and the 
balance of the cash value grew at a rate determined by the investment vehicle of the chosen policy. 
Current assumption policies were invested primarily in fixed investments, variable policies in separate 
accounts that mirrored specific mutual funds, and equity indexed policies tracked a selected index, 
like the S&P 500®. If the cash value in the policy stayed positive, the policy death benefit would be 
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paid. Once the cash value was depleted, the policy would lapse, unless there was a secondary death 
benefit guarantee, a feature that has grown in popularity. Typically, a universal life policy allows 
adjustment of both the face amount of the policy and the premium level funding the policy - subject 
to minimum funding levels to start the policy. Underwriting approval is needed if the death benefit 
is later raised.

Current Assumption Universal Life Insurance (CAUL)

During the late 1970s and early 1980s, short term interest rates skyrocketed. The public clamored 
for an opportunity to participate in this high rate of return, and money market funds were born. 
Money flowed out of existing whole life policies into these newly formed money market accounts.

The insurance industry, being market driven, came up with a product that would combine the high 
fixed rates of return that existed at that time with the tax advantages of life insurance.

These policies were sold based on projected 
current assumptions–the interest rate being 
credited and the current costs being charged 
on the policy at the time of issue. The current 
crediting rate over the last 25 years for a top tier 
Universal Life carrier is shown in the next chart. 
Rates have fallen dramatically over the years. Since expected policy performance was initially based 
on the current crediting rate at the time of sale, most policies did not accrue the projected policy cash 
values. Many policies sold in the last twenty-five years, if sold with a premium expectation based on 
these current assumption projections, turned out to be underfunded and many lapsed or will lapse 
without additional funding.

From 1981 to 1986, the percentage of 
whole life policies sold dropped from 
78% of the marketplace to 30%, as the 
sale of universal life policies grew.
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Because these policies provided the consumer with complete flexibility of premium payment (after an 
initial minimum premium is paid) many were not funded as originally expected. This underfunding 
has exacerbated the issues around the declining crediting rates on the policies.

Insurance carriers have the right to increase the current costs in these policies (subject to maximum 
guaranteed rates), and in the last few years, some carriers have raised the cost of insurance inside 
these policies. In some instances, the increased COI has caused the premium requirements to carry 
the policies to more than double. Whether these increases will continue remains to be seen, but for 
some owners of these policies, the COI increases have made their policies economically inefficient 
and decisions about future funding and policy viability must be made.
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Because so many current assumption universal life policies were underfunded and many lapsed, the 
insurance industry came up with a new feature in universal life polices–the secondary death benefit 
guarantee policy.

Secondary Death Benefit Guarantee Universal Life Insurance (GUL)

• A new generation of universal life policies with death benefit guarantees that took the 
market risk out of universal life policies; however, it took the premium flexibility that was an 
advantage away.

• With a guaranteed death benefit policy, you have a stated premium that must be paid in full 
and on time or the policy death benefit guarantee will be compromised–typically lowering 
the age to which the policy is guaranteed. Each carrier has different policy designs, but in 
most situations if a premium is missed or late, a catch-up premium can be paid to put the 
policy guarantees back on track. However, these policies should not be thought of as flexible 
premium policies, and should be managed with the understanding that a fixed premium will 
be paid each year.

• One disadvantage of these new generation policies is that the cash value growth is typically 
much less than with a current assumption product. The product is designed to provide a 
guaranteed death benefit, not develop significant cash value. If you review a sales illustration 
of a GUL policy, you will see that the cash value will often go to zero at some point. At this 
point, the policy is running on the death benefit guarantees alone, as the cash value has been 
exhausted.

• These policies gained favor for use in TOLI trusts, as most trust goals are focused on the 
death benefit provided, not cash value growth.
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Variable Universal Life Insurance (VUL)

• Introduced in 1985 by Pruco Life, a subsidiary of Prudential Life.

• Like CAUL policies, VUL has a flexible premium.

• The most important difference is that the owner of the policy, not the carrier, invests the 
cash value.

• Cash value is invested in separate accounts that are mutual fund clones.

• Like all universal life policies without guarantees, the VUL policy will stay in force if the 
cash value in the separate accounts is sufficient to pay the monthly charges. Unlike other 
universal life policies, a VUL policy investment could lose money, making the product more 
unpredictable.

• When funded to reach a certain goal, the investment return will have a large impact on the 
premium needed. The chart below shows the annual premium needed to carry a VUL policy 
under current cost assumptions to age 110, assuming a 65-year-old male underwritten as a 
standard non-smoker.

4% Net 6% Net 8% Net
Run to Age 110 $34,729 $30,811 $27,750

• All VUL policies have a fixed account option that allows for a guaranteed rate of return.
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Indexed Universal Life Insurance

• Designed to provide the upside of equities while limiting losses.

• The product ties investment returns to a specific index such as the S&P 500® Index without 
dividends. It eliminates down years with losses by providing a floor on the investment return. 
This floor might be as low as 0%, but will never be negative.

• In addition, there is a participation rate, a percentage factor that the actual index return is 
multiplied by to arrive at the adjusted return. The carrier invests the policy premium in fixed 
investments and uses a portion to purchase hedges or options on the Index chosen, which 
determine the credited return for the policy.

Life Insurance Cash Value Investments Recap

Each permanent life insurance policy type with cash value has a specific investment strategy with 
differing investment risk. In most policies, the carrier is investing the cash value. In a variable life 
policy, the owner directs the investment, choosing among separate accounts. In an indexed UL policy, 
an index is tracked.

Policy Type Cash Value Type Invested by
Whole Life Fixed Carrier
Universal Life Fixed Carrier

Variable Universal Life
Separate Accounts (mutual fund 
clones)

Policy owner, Separate accounts 
chosen by owner

Indexed Universal Life
Tied to an index with cap, floor 
and participation rate

Carrier, who purchases options, 
Possible that index can be chosen 
by owner
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Additional Notes

• The descriptions provided in this chapter are not all inclusive and many policies marketed share 
some characteristics. For example, an equity index universal life policy may have a secondary 
death benefit guarantee for a specific period if a stated premium is paid in full and on time.

• Permanent life insurance policies can either pay at the death of one person (single life policies) 
or at the second death of two insureds (survivorship policies). Survivorship policies are often 
used in TOLI trusts as estate taxes are typically due after the second death in a marriage.

• For each policy brought into your trust, you should obtain a copy of the policy contract and 
understand all provisions or riders. A few common riders are:

1.  Waiver of Premium Rider: If the insured is disabled, the policy premium may not have to 
be paid. Make sure you understand the policy specifics. These riders often expire when the 
insured turns 65 years of age. Make sure you keep in touch with the insured(s) annually 
to track his/her health.

2.  Term Rider: Additional term insurance can be added to the base policy death benefit, 
often for a specified period.

3.  Accelerated Death Benefit Rider: A living or advanced benefit which pays part or all the 
policy face amount of coverage if an insured is diagnosed with certain health ailments, 
typically terminal.

4.  Long Term Care Rider (LTC): Like the advanced benefit rider, this pays a cash benefit 
that can also be used to pay for long-term care related expenses, should they be necessary. 
Policies paying LTC benefits are gaining in popularity.

5.  Accidental Death Benefit (ADB) rider: Also known as double indemnity rider, it is not 
often found in a TOLI policy and pays a higher (unusually double) benefit if the death 
was accidental.

6.  Change of Plan Provision: Known by different names, this rider allows the policy to be 
exchanged for another policy issued by the company. Often useful in divorce situations 
where a survivorship policy can be exchanged for two single life policies.
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C H A P T E R  5

Whole Life Insurance–A Closer Look

Walt Disney was a visionary whose dreams became concrete realities, realities that 
remain part of Americana more than 50 years after his passing. A filmmaker who 
won 22 Academy Awards, he created animated jewels like Snow White, Bambi, 
Pinocchio and Fantasia - each with a richness of color and attention to detail that 
even today’s computer-generated pictures cannot match. His characters, Mickey 
and Minnie Mouse, Daisy and Daffy Duck, Pluto and Goofy, captivated generations 
of children, their charm never growing old. He pioneered the theme park concept, 
first with Disneyland in California and later with Disney World, which turned Orlando, 
Florida from a sleepy, citrus growing town, to a 2 million plus population metropolis 
with more entertainment attractions than anywhere else in the world.

Like all entrepreneurs, Walt had financial challenges along the way. Disneyland, which 
opened in 1955 with future president Ronald Reagan officiating, was a $17 million 
project that stretched his wallet to the limit. According to Walt, to open his park, he 
“had everything mortgaged, including my personal insurance.”

Similar stories can be told of other iconic business names. It is said that when 
McDonald’s was in its early years, Ray Kroc borrowed against his whole life policies 
to meet payroll. And James Cash Penney, otherwise known as J.C., used cash from 
his whole life policies to keep his company afloat after the Great Depression.

Cash-rich whole life policies were an investment mainstay for our parents’ generation, providing 
financial stability and wealth accumulation. The tax favored slow but steady cash value growth 
provided a long-term investment option for Americans saving for their golden years and the tax-free 
death benefit provided security along the way.

We, at ITM TwentyFirst, often encounter whole life policies taken out many years ago with annual 
cash value growth that exceeds 4%. For example, the chart that follows is from a 66-year-old whole 
life policy we manage with the dividend paying the premium. In calendar year 67 the ending cash 
surrender value is $108,399. The next year, calendar year 68, the cash surrender value is $113,292.
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The 4.51% annual cash value increase is a very respectable return for a fixed investment, especially 
in a low interest rate environment. The increase illustrates why whole life insurance was (and still is 
to some) considered to be a secure and practical, though not very glamorous, financial product. But 
in the TOLI world, the rate of return on the death benefit provided is often more important than 
cash value growth in a policy, and we have seen the use of whole life insurance fall over the years in 
TOLI trusts. In our TOLI Survey we found that a decade ago whole life insurance made up about 
40% of the life insurance we saw in the TOLI market. Today that figure has dropped to 30% (2).

Dividends

Guarantees are one attraction of a whole 
life policy. If the premium is paid each 
year, the death benefit is guaranteed, 
and the policy is guaranteed to endow 
(cash value equals the death benefit) at 
maturity. Besides the guaranteed cash 
value in a participating policy a dividend 
is also paid on the policy. Dividends are 
not guaranteed and are driven by the 
operating performance of the company. 
The guarantees in the policy are based 
on very conservative assumptions for 
investment returns, mortality, and 
expenses. However, it is assumed that 
the actual performance of the policy will 
surpass the guaranteed outcomes. When 
that occurs, a divisible surplus is created out of which a dividend is paid.

What is the difference between a participating 
and non-participating policy? A participating 
policy is one that pays a dividend, the policy 
participates in the “profits”, technically the surplus 
earnings, of the company. Typically, participating 
(par) policies are offered by mutual companies and 
non-participating (non-par) policies are offered by 
stock companies, though they can offer par policies.

What is the difference between a mutual 
and a stock life insurance company? A 
mutual company is “owned” by its policyholders. 
A stock company is owned by its stockholders. In 
a mutual company a portion of the profits earned 
are returned to policyholders, in a stock company 
the profits are distributed to stockholders.
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Each year, The Board of Directors approves the payment of dividends and declares the dividend 
interest rate (DIR), which is the investment component of the dividend. The dividend is based on 
the performance of three components.

1. Investment Results: The interest rate portion of the dividend, the DIR, is declared by the 
carrier annually based on the actual rate of return generated from the investment portfolio 
versus the underlying guaranteed return on the policy. As we illustrated in the Average General 
Account Portfolio chart in Chapter 4, the cash value of a whole life policy is invested in fixed 
instruments, primarily high-grade bonds and mortgages. These fixed instruments tend to have 
little year to year volatility with interest rates rising and sliding slowly over time. However, 
over the last two decades, as can be seen in the Dividends for a Major Whole Life Carrier 
chart in Chapter 4, rates have dropped consistently and now stand at or near historic lows.

2. Mortality: When there are fewer death claims than projected, there is a savings in the 
mortality that will affect the dividend positively.

3. Operating Expenses: When the operating expenses of the company are less than anticipated, 
those savings will affect the dividend positively.

Carriers are very proficient in the art and science of underwriting an insured. Mortality tables provide 
a basic estimate of annual death claims, but each carrier also has internal data and guides that allow 
them to refine estimates. It is rare that a carrier will underestimate the mortality costs of a portfolio 
of policies, nor will the actual results deviate too far from expected. In many instances, larger policy 
death benefit liabilities are shared with re-insurers, thereby limiting the carrier’s exposure. Most 
carriers tightly control operating expenses, and though costs can differ from carrier to carrier, most 
carriers’ expenses are not far out of line with their expectations. In a whole life policy, both mortality 
and operating expenses are predicted very conservatively and generate savings greater than expected 
which are passed on to policyholders. The component that most affects the changes in the dividend 
paid is the investment return. Since a large portion of the investments in a whole life policy are in 
high quality bonds, the DIR will generally track the benchmark of a portfolio of long term bonds 
like Moody’s Aaa Long-Term Corporate Bond Yield Average. As can be seen in the chart that follows, 
the historical whole life dividends for two top mutual carriers over the last 25 years generally follow 
the Moody’s Aaa Bond Average (3), with the DIRs tracking slightly above.
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Information from Moody’s

Both bond index and carrier DIR returns have sloped downward over the last 25 years. In most 
instances, the mortality and expenses for whole life policies have been favorable relative to expectations, 
but the low interest rate environment has negatively affected carrier investment returns causing policy 
performance to falter.

As with all permanent life insurance policies, an as sold illustration is provided at policy issue, which 
projects the current policy expectations over the lifetime of the insured. As we mentioned, if a whole 
life policy premium is paid in full each year, the policy provides guaranteed cash values that will 
allow the policy to endow at maturity. However, rarely is a TOLI policy fully funded. Typically, the 
dividends are used at some point to reduce the premium, and eventually eliminate out of pocket 
contributions.

Declining Dividends Lead to Disappointment

A sales technique, called “vanishing premium,” was based on non-guaranteed sales illustrations 
showing that in a certain number of years the dividend would be sufficient to pay the entire premium 
on the policy, lowering the overall premium costs. The strategy was used to entice prospects to 
buy whole life policies, but because of the dividend drop, the strategy often failed, with additional 
premiums due.
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The disappointment felt by whole life consumers who purchased vanishing premium policies led to 
numerous lawsuits against carriers, including New York Life, Prudential, Metropolitan, Transamerica, 
John Hancock, Great-West and Jackson National, with settlements of up to a billion dollars reached 
(4). The chart below shows the projected outcome that was assumed on a whole life policy at issue 
contrasted to the policy’s actual performance. This example was part of a lawsuit against Merrill 
Lynch as trustee of an ILIT. A Merrill Lynch adviser had sold a $1 million Manulife whole life policy 
with the expectation that only 5 years of premium payments would have to be paid out of pocket. 
The balance of the premium costs was to be paid “by dividends generated by the Manulife policy or 
by surrender of PUA (paid-up additional insurance).” After paying premiums for 5 years, the grantor/
insureds were told that “cash premium payments would be required for at least thirteen years before 
the premium payments would vanish.” The difference in cost was substantial, and the grantors filed 
a complaint for “breach of fiduciary duty, negligent misrepresentation, fraudulent inducement, fraud 
and negligent supervision arising out of the sale” (5).

The vanishing premium problem was investigated by Congress in 1994, and listed as one of “the eight 
biggest rip-offs in America,” in a cover story in a popular financial magazine (6). The lesson learned 
for a TOLI trustee? Since dividends are not guaranteed, any premium suspension funding strategy 
should be monitored and adjusted as needed, with written grantor acknowledgment of any changes.

Funding a Whole Life Policy

If the premium on a whole life policy is paid in full, the entire dividend can be used to purchase paid 
up additions, small policies within the whole life contract that add death benefit and cash value to the 
policy. A much higher cash value and death benefit will be generated in a fully funded policy with 
dividends purchasing paid up additions, rather than reducing the premium. The spreadsheet that 
follows shows the projected outcome of a 20-year-old whole life policy purchased on a 62-year-old. 
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The projected outcome assumes annual out of pocket outlay is suspended in the 20th year (Option 
1) or is paid all years (Option 2). Column 5 shows zero out of pocket outlay assuming the premium 
suspension option, with Column 3 showing the death benefit of the policy, and Column 6 showing 
the total cash surrender value utilizing that option. Column 9 shows the payment of the full premium 
payment ($21,090), with Column 7 showing the death benefit, and Column 10 showing the total 
cash surrender value of the policy assuming the full premium payment option. The total cash 
surrender value shown includes the guarantee cash value plus the additional cash generated from the 
dividends paid.

This policy was already well funded. The premium was paid in full for 19 years and the policy was 
started with a 1035 Exchange amount.

Some items to note:

1. The dividend paid dropped when the policy premium was suspended (Column 4 vs. Column 
8). All else equal, the dividend for a whole life policy will decrease if the policy premium 
payment is stopped or a policy loan is taken. The divisible surplus is divided amongst all 
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policies based on their contribution to the surplus, and a fully funded policy is deemed to 
have contributed more.

2. Since the policy is well funded, the death benefit will still begin to increase when the insured 
reaches the age of 83 (Column 3) even though the dividend is paying the premium. This is 
because the dividend ($21,689) at that point is greater than the premium ($21,090), so the 
balance goes to purchased PUA. However, Column 7 shows the death benefit increasing by 
a greater amount as the full dividend is used to purchase paid up additions since the policy 
is fully funded by out of pocket contributions.

3. At age 100 - maturity, the fully funded policy (Option 2) has $892,206 in additional death 
benefit (Column 7 amount of $2,358,286 minus Column 3 amount of $1,466,081). However, 
the additional premium paid into the fully funded policy over the nineteen years equals 
$400,710 (19 years multiplied by Column 9 annual premium amount of $21,090). The 
increasing death benefit more than keeps pace with inflation and represents an approximate 
7.5% return on the additional premium paid. Even without out-of-pocket premiums, the 
Option 1 policy would have run to maturity, and the death benefit would have grown (Column 
3). As trustee, you must decide if the outcome would be more beneficial if out-of-pocket 
premiums were discontinued. Each case is driven by the specific facts and circumstances, 
but a decision should be made. A policy should not be funded blindly, there should be a plan 
and it should be noted in the trust file. Remember the goal is to maximize the benefit to the 
beneficiaries.

Considering the above example, one could argue that continuing to fund the policy at a 7.5% return 
is a reasonable return on a fixed product. However, there will be times when it does not make sense 
to continue funding a cash-rich whole life policy. If the policy cash value is not important then you 
need to review whether the death benefit can be sustained until maturity without additional out-of-
pocket premium payments and whether the additional premium payments increase the death benefit 
in the policy. We have reviewed mature policies where additional funding did not generate a sufficient 
additional death benefit to warrant the expense. Each situation will be different and you must review 
your options, remembering that dividends can, and will, fluctuate.

APL Traps

An underfunded whole life policy must be handled with caution. As mentioned, one of the uses of 
a dividend is to reduce the out-of-pocket premium. However, if the dividend is insufficient to pay 
the premium and no other funds are available, the policy can be paid by an automatic premium loan 
(APL). The APL is a provision in a whole life policy that provides a loan from the policy’s cash value 
to pay the scheduled premium automatically if the premium remains unpaid after the due date. The 
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loan carries an interest charge, but keeps the policy from lapsing or falling into one of the non-
forfeiture options.

There are two traps a trustee can fall 
into when an APL is used to pay the 
premium. The first is assuming the policy 
has one when it does not. Most whole life 
contracts contain the APL feature, but it 
might have to be chosen at policy issue, a 
simple checking of a box in an application. 
Occasionally, that is not done, and a 
policy is issued without the APL feature. 
If a policy does not have the APL feature, 
it can lapse and go into one of the non-
forfeiture options available (see box to the 
right). As the trustee on the policy, any of 
the options would more than likely reduce 
the specified death benefit to the trust, 
leaving the trustee potentially liable. On 
all whole life policies, you should confirm 
the existence of an APL provision as part 
of the onboarding process.

While the APL/non-forfeiture trap is an issue that occurs quickly and often without notice, the loan 
squeeze trap only occurs over an extended period. A loan squeeze occurs when the loan on a policy 
grows so large it equals or exceeds the cash value of the policy. If this occurs, the policy will lapse, 
possibly creating a taxable event.

What are the Non-Forfeiture Options?

Designed to ensure that the policyholder receives some 
benefit when a policy lapses or is surrendered, the three 
options are:

1. Cash Surrender–The policy owner receives a 
check for the cash surrender value of the policy.

2. Reduced Paid-up–The policy cash value 
purchases a contractually guaranteed paid-up 
policy at a lesser death benefit than the existing 
policy, but needing no additional premium 
payments.

3. Extended Term–The policy cash value purchases 
a term insurance policy in an amount equal to 
the original policy’s face value, however, for a 
specified period, typically less than the insured’s 
life expectancy. When the term insurance 
expires, there is no more death benefit coverage.
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Example of a taxable event as the result of a loan squeeze lapse

Assume a grantor purchased a $1M whole life policy for his ILIT twenty years ago. The fixed 
annual premium is $25,000. The grantor pays the premium for 7 years, then allows the APL to 
pay the premium for the next 13 years, at which time the policy experiences a loan squeeze. The 
trustee, as the policy owner, receives a premium payment notice to avert a policy lapse. If the 
policy lapses, any gain in the policy is taxable at ordinary income tax rates. An outstanding loan 
is generally treated as an amount received if a policy is surrendered or lapsed. Gain is defined 
as amount received from the policy minus the net premium cost. Net premium cost is the total 
premiums minus any tax-free distributions received. In this case, there would be no surrender 
value received from the carrier as the loan is greater than the cash value of the policy. When the 
policy lapses there would be phantom income created because the loan on the policy is forgiven, 
creating a taxable amount due.

Total Premium Paid: $175,000

Minus Loan Received: $326,251

Taxable Amount: $151,251 (difference between Premium Paid and Loan Received)

Taxes Due (assuming 30% tax rate): $45,375

A policy lapse caused by a loan squeeze can create a taxable event, a real issue in an unfunded 
trust. Even if you continue to fund a policy with a large loan to avert the lapse, the outcome is 
not always economically attractive, as can be seen in the case study below.

Case Study: What Would You Do?

SCENARIO: A newly onboarded trust was being readied for a first-time premium payment. The 
sixty-five-year-old grantor contacted the trust administrator concerning the polices in the trust, 
four whole life policies with a total death benefit of almost $1.7 million that had been in force for 
almost 20 years. The grantor was informed by his agent that the policies did not need any additional 
premium payments. The grantor informed the administrator that no gifts would be made to the trust, 
stating that “the policies I have are self-sustaining,” since his agent told him, “the premium and the 
interest due can both be paid by values in the contract.”
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REVIEW: The policy analysis above found that if no more out-of-pocket contributions were made 
to the policies over the next three years, the loans already on the policies would cause a loan squeeze. 
Contributions would have to be made to the portfolio to pay at least the interest on the loans or the 
policies would lapse one by one, with each lapse causing a taxable event.

In four more years, a minimal amount would have to be paid to support the policies, but within 10 
years the cumulative premium paid would reach almost $30,000 (Column 4) and each year thereafter 
the amount would grow with a spike occurring at age 87, 23 years out. Since the required payments on 
the policies would be just enough to keep the policies from lapsing, the trust death benefit would drop 
as the loan grew. If the grantor lived to age 90, the total net death benefit in the trust was projected 
to drop to $638,607, even after paying the minimum required cumulative payments of $408,572.
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Another alternative for the trust would have been to take paid-up policies in the first year which would 
not have triggered a taxable event but would have lowered the death benefit in the trust to approximately 
$600,000. However, the death benefit would have been guaranteed with no more premium payments.

OUTCOME: The future policy lapse and negative taxable event for the trust was discovered before it 
was too late. But a decision would have to be made. Take the $600,000 death benefit now or continue 
knowing additional premium would have to be paid?

Blending a Policy with Term Insurance

Whole life policies can be blended with a term insurance component, which lowers the premium 
cost. As you would expect, there is a trade-off. A blended policy is designed so that the term portion 
is converted to base insurance coverage over time. The cost of the term portion of the policy will 
increase as the insured ages. If the term component of the policy is not converted, the death benefit 
coverage may have to be reduced, or premium costs will increase substantially. If policies are funded 
poorly, or the term blend is very high, the likelihood of this occurring increases. When dealing 
with blended policies it is important to look ahead, as these issues tend to come in the later years 
and you must make grantors aware of any issues well before they arise. If the insured passes away 
before the problem emerges, there will not be any liability. However, there are times, especially in an 
underfunded policy on an older insured, where problems will occur. When managing life insurance, 
you must be able to spot developing issues like this well before they become a problem.

As mentioned, the use of whole life as a TOLI policy has dropped over the years while universal life, 
especially guaranteed universal life, has gained favor. However, there are still many whole life policies 
in TOLI portfolios.

For the whole life policies in your portfolio the following are some practices that should be employed:

• When taking in a policy, review the automatic loan (APL) provision to ensure that it is 
currently in force.

• In those situations, where an APL is used, make sure the policy will not become over-loaned, 
creating a loan squeeze. It is important to review a policy with a loan annually, keeping the 
later years in focus as that is when most issues tend to occur.

• For polices with a term component, make sure the policy is adequately funded. This will 
ensure that the term component is converted over to base whole life, which will alleviate any 
premium spikes and/or loss of the death benefit in the later years.

• Unless there are reasons (for example, income distributions) for developing significant cash 
values, it is key to review the policy funding, dividend election, and loan usage, to maximize 
the internal rate of return on the policy death benefit. While it is important to ensure that 
the policy will mature and pay the entire death benefit, the premium payment, especially in 
the later years, may not be necessary to reach policy goals.
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C H A P T E R  6

The Mechanics of the Universal Life Chassis

• “Probably the most versatile and attractive financial planning instrument ever 
introduced by a life insurance company” (7).

• “Gives you permanent lifetime protection and tax advantages. A sophisticated 
product specifically designed to give people with substantial resources the 
financial protection and flexibility their situation requires. That makes it an 
ideal financial and estate planning vehicle” (8).

• “If you tried to invent the ideal policy, it might resemble universal life” (8).

The quotes above came from advertisements and magazine articles that heralded 
the arrival of the universal life concept. While these quotes focused on current 
assumption universal life, the first universal product, all universal life products 
operate in essentially the same manner, whether current assumption (CAUL), variable 
(VUL) or equity indexed (EIUL). If the policy does not have a secondary death benefit 
guarantee, the policy will run until the cash value in the policy is insufficient to pay 
the monthly deduction, at which time the policyholder is alerted to make additional 
contributions. If no contribution is received within an allotted timeframe, usually 60 
days, the policy lapses.

Unlike whole life policies, universal life policies are very flexible. The premium paid can fluctuate, 
and the death benefit provided can be adjusted (death benefit increases will be subject to underwriting 
approval).

The Transparency of the Universal Life Chassis

Universal life policies are transparent with all costs, as well as investment credits clearly shown. 
Annual statements for universal life policies break out the costs and investment credits.
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The transparency of universal life is also evident in the sales and in force illustrations provided by the 
carriers projecting possible policy performance. As can be seen in the policy breakout page from an 
illustration below, the mathematics of a universal life policy is easy to follow. If you take the ending 
value in year 11, add the premium contributed and interest credited interest in year 12, then subtract 
out the deductions taken from that year, you will be left with the ending value in year 12.

Sample Current Assumption Universal Life Policy Illustration  
Policy Break Out Page
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All universal life policies, whether CAUL, VUL, or EIUL have this transparent operation. The 
major difference in the three types of policies is in the investment underlying the policy. Current 
assumption policies are invested in fixed interest rates, variable life policies in separate accounts that 
include equity investments, and equity index universal returns are driven by the returns of a specified 
equity index (without dividends).

Once you comprehend several concepts of the universal life chassis, the mechanics of the policies 
become more logical, and policy management less complicated. The prior cost breakout shows the 
actual insurance charges (Column 6) - the cost of insurance (COI) that is deducted from the policy 
each month which represents the pure mortality cost of the policy. In policy year 12, the total 
annual charges shown are $3,478 - approximately $290 per month is deducted from the policy. It 
is typical that the COI is the largest cost over the lifetime of the policy, but until policy year 11, 
the issue and administration charges (Column 5) are greater. This charge represents the “overhead” 
for the policy, the cost to issue the policy (including underwriting cost, commissions, etc.), as well 
as ongoing administration. The charges are highest in the early years while the cost to issue the 
policy is recouped. During these years, a surrender charge (Column 9) will be assessed against the 
policy value (Column 8.) A policy surrendered in the early years will not return all policy value to 
the policyholder since the carrier will deduct the surrender charges to recover the policy issue costs. 
After those costs are recovered, the surrender charges drop off and the full value of the policy will 
be received upon policy surrender.

The COI charge shown in Column 6 is computed by the carrier, based on the cost of pure death 
benefit coverage, called net amount at risk. The net amount at risk is the difference between the 
death benefit that will be paid and the cash value of the policy. Our policy example has a death 
benefit of $1 million, but when that death benefit is paid, the carrier keeps the cash value. The 
difference, the net amount at risk, represents the true risk to the carrier. In policy year 19 the death 
benefit is $1 million (Column 11), the policy value (Column 8) is $175,036, so the net amount at 
risk is $824,964.

$1 million minus $175,036 equals $824,964

The COI charges are deducted monthly, computed on a cost per thousand dollars of net amount at 
risk. The COI costs shown are based on current charges, but 
carriers can increase them (see Chapter 11–Why Did the Cost 
of Insurance Increase in My Policy?). The policy contract will 
include a table of guaranteed rates showing the maximum 
cost per thousand dollars of coverage that can be charged.

Net amount at risk is equal 
to the death benefit that will 
be paid minus the policy cash 
value. 
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The cost per thousand dollars of coverage in a universal life policy increases annually as the insured 
ages. This charge can be calculated by dividing the annual insurance charges by the net amount at 
risk and dividing that amount by 1,000 (see example below).

As can be seen in the prior prior spreadsheet, the annual charges per thousand dollars of coverage 
increases by just over 330% over the first 20 years of the policy, from ages 45-65. The following chart 
shows the current annual COI charges for this policy through age 100.



the mechanIcs of the unI ver saL L Ife cha ssIs

63

The cost of insurance increase in the policy slopes slowly upward until about age 75, at which point 
the cost begins to increase significantly. While each universal life policy will differ in exact costs, the 
general slope will be consistent.

The TOLI trustee must be aware of the effect on the policy of the increased costs in the later 
years, especially in policies that are lightly funded with a cash value that drops as the insured ages. 
Remember that the net amount at risk increases as cash value drops. Too often, TOLI trustees allow 
the policy cash value to dissipate and are then faced with the proverbial double-edged sword of rising 
costs per thousand dollars of coverage and higher net amount at risk. In our sample policy, in policy 
year 40, when the insured is 85, the annual charge per thousand dollars of coverage is $34.90, but 
the actual cost of insurance charged in the policy will depend on the cash value in the policy.

Even though the charge per thousand dollars of coverage is the same in the three scenarios shown 
above, the actual cost will be significantly higher if the cash value in the policy is lower. This policy 
had an annual premium of $10,234, yet if policy cash value drops near zero, the annual cost required 
to keep the policy in force for another year approaches $35,000 and continues to grow each year. I 
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have spoken to grantors that simply cannot understand how the cost of the policy could be more than 
the premium they had paid in the past. This issue is important, because as a society we are aging, 
and your TOLI portfolios are too. Ten years ago, less than 15% of the insureds in our portfolio were 
above age 80, today that number is above 25% (2).

What Happens at Age 100?

There are 72,000 Americans over the age of 100, and that number is expected to grow eightfold 
in the next thirty-five years (9). While the chances of a grantor living to age 100 are slight (the 
72,000 number represents only 2.2 persons per 10,000), it does occur. The insurance industry has 
acknowledged this, and policies today are issued with maturity ages of 120 and beyond. But what 
happens with an older policy that matures at age 100? Unfortunately, often not what you (and your 
clients) may expect.

Older universal life policies that mature at age 100 typically mature for the cash value only, which 
can create two major issues. First, if the policy contract matures for the cash value, not the death 
benefit, the proceeds could be subject to taxation, just as if the policy were surrendered for its cash 
value. The amount received over cost basis would be subject to income, not capital gains, tax rates.

The second, and more common occurrence, is that the policy matures with minimal cash value. 
There is an old adage with life insurance, “I want to die with a dollar of cash value in my policy.” 
Unfortunately, for some who live to maturity, a dollar is about all they get.

Some older policies include a maturity extension rider that pushes the death benefit out past maturity 
should the insured still be alive. Some of these were put on after policy issue, when it was clear that 
insureds were outliving coverage, ultimately creating an issue. The maturity extension can be for the 
total death benefit, but is more often for the cash value amount only. This deals with any tax issues 
that may occur, but for those policies that do not endow (cash value equals death benefit at maturity), 
the trust can be left with a much lower value. It is a hard to explain to a beneficiary why they gave 
up taking hundreds of thousands of dollars by forgoing their Crummey rights and only received a 
fraction of the amount. It is important as your grantors reach age 85 and beyond that you alert them 
(and especially the beneficiaries) to that possibility. Below is a situation that we encountered which 
makes a great case study as it illustrates the importance of communication.

Case Study: Current assumption universal life (CAUL) policy with a death benefit of $2 million 
issued 16 years prior to our first review of the policy. The policy had an anniversary date in December. 
We placed the policy in our remediation triage because of the advanced age of the insured, who was 
97 when we took over the policy.

August, Year 1: Our policy review showed that just over $1.5 million had been paid to date on the 
policy. The grantor was no longer funding the policy. We alerted the grantor that the policy would 
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lapse within two years without additional funding. The grantor was turning 98 in February of the 
second year.

March, Year 2: We alerted the beneficiary to the condition of the policy. A conversation over the 
phone took place, and a letter was sent to re-iterate the condition of the policy and the fact that 
should the policy reach maturity, cash value, not the death benefit, would be received by the trust. We 
provided the beneficiary with a short presentation explaining the mechanics of a CAUL policy. The 
health of the grantor was stable, even improving, per the beneficiary. She had had lingering ailments 
in the past, but had “come out of them.” Without additional premium payments, the policy would 
last until February of the following year. We provided premium payment options to the beneficiary 
in case gifts were to be made to the trust to pay the premium, but gifts would not be made. We 
documented with all parties that we would be tracking the policy and would report back.

Throughout Year 2: There were documented email conversations with the beneficiary. We were 
updated on the health of the grantor and provided cash value updates on the policy. The grantor’s 
health remained stable.

February, Year 3: The grantor turned 99. As expected the policy went into lapse mode with a negative 
cash value of just over $6,000 once the monthly charges were subtracted. After reviewing in force 
illustrations, we provided payment options and alerted the beneficiary and grantor to the fact that 
a major cost increase would occur at the next anniversary date. While we did not know the exact 
amount, we knew it would be substantial–approximately 6-7 times greater than current monthly 
costs. Enough funds were gifted to the trust to fund the policy through January of the following 
year. The current monthly charges on the policy were approximately $6,200, but would increase on 
the policy anniversary date.

December, Year 3: The policy anniversary date arrived, and the charges on the policy jumped 
dramatically as we had expected. The charges increased from the $6,200 amount to over $40,000 
per month.

January, Year 4: The carrier provided us with a lump sum premium payment option to fund the policy 
to maturity - approximately $400,000. Maturity in this policy was the anniversary date following 
the insureds 100th birthday - December of that year. We computed and provided the beneficiary 
with the cost to carry the policy to maturity, if the policy was paid monthly, assuming minimal cash 
value at maturity.

February, Year 4: Insured turns 100. We knew the cash value would turn negative that month, so we 
contacted the carrier. We discovered a lapse notice would be generated, and that the policy would 
lapse in approximately two months if no funds were received. The grantor’s health had deteriorated.
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March, Year 4: Gifts were made to the trust to minimally fund the policy on a month to month basis, 
keeping the policy from going into lapse mode, but nothing more. Approximately $40,000 was sent 
monthly to the carrier with receipt confirmed.

July, Year 4: Insured passes away. Trust receives full $2 million death benefit.

In the case study above the trust paid approximately $1.8M for $2 million of death benefit, not a 
significant return. But life insurance typically does not generate a high return if the insured lives to 
100. It is important, as the population of your TOLI portfolio ages, that the beneficiaries receive the 
maximum value possible for the asset in the trust. In this case, if the insured had lived a few more 
months there would have been little returned to the trust since the cash value at maturity would have 
been negligible, but the decision was made to fund the policy, and it turned out to be a beneficial 
decision. While you, as trustee, cannot control the outcome, you must develop and document a 
prudent process to make the decisions around a policy, and you must communicate your decisions 
to all pertinent parties. In this case, we began reviewing the policy as soon as we received it, and 
immediately explained the policy and outcome at maturity. By then the grantor was 97. For policies 
that may pay less than full benefit at maturity, a notification should be sent as soon as possible, and 
at least by the time the insured turns 85.

Once understood, the mechanics of a universal life chassis are logical. That does not mean that these 
policies are easy to manage, since each policy type has its own special characteristics and challenges. 
The following chapters on specific universal life policy types will provide additional, helpful insight.
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C H A P T E R  7

Current Assumption Universal 
Life–A Closer Look

The early eighties were an unprecedented time in American economic history. 
Throughout the seventies, the economy was sour with soaring oil prices, gas lines 
and stagflation–a combination of inflation and stagnant economic growth. The misery 
index–a measure of economic health which added inflation and unemployment rates 
together–registered 21 in 1980. While unemployment was an issue, it was the sky-
high inflation that took precedence. According to a recap of the Federal Reserve 
Board and Federal Open Market Committee of December 18-19, 1980, “the need to 
deal with the deep-seated problem of inflation was emphasized” (10). To squash it, 
the Federal Reserve substantially increased interest rates. The Federal Funds rate in 
January of 1981 when Ronald Reagan took office had soared to 19.08%, a rate never 
seen before, nor since. The high interest rates had a tremendous negative effect 
on the economy as auto and housing sales dropped and led to a recession shortly 
thereafter that lasted from July of 1981 until November of 1982.
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The high interest rates that made home mortgages and car loans so expensive (see following Cost 
of a $250,000 30 Year Mortgage example) were a boon for savers as bank rates, even short term, 
skyrocketed. The financial industry took notice and created the money market account where 
even idle money could generate high returns. Stodgy whole life policies with their long-term bond 
investments that may have been tried and true in past years, looked less attractive as rates climbed 
and many people surrendered those policies to invest the cash in the expanding financial services 
industry. The life insurance industry responded and developed a new product to capture these 
dollars. The product, current assumption universal life (CAUL), was first introduced in 1979 by Life 
Insurance Company of California, which later became E.F. Hutton Life (11). A popular magazine of 
the day touted the value of the new policy type. “Life insurance . . . is regarded as a bad deal during 
inflationary times,” but universal life is a “solution for inflation” (12). Described as “something 
between whole life and the other basic life policy form, term,” universal life was so revolutionary that 
the IRS issued private letter rulings dealing with its taxation (11).

Policy Transparency and Flexibility

Besides capturing the high interest rates of the day, CAUL provided a transparency and flexibility 
in product design that was missing in whole life. The policy separated out the cash value from the 
pure mortality or death benefit, and for the first time the consumer could see where every dollar in 
the policy went per easy-to-read statements provided by the carrier.

The flexibility was a leading sales feature. You could pay as much or as little as you wanted, subject 
to certain initial minimum premium, and you could pay when you wanted. You could reduce or 
increase (with underwriting approval) the amount of the death benefit provided, so the need for 
additional policies was lessened, and rather than just taking a loan against policy values, as with 
whole life, you could withdrawal money directly from the contract. With your increasing needs, your 
life insurance policy could now adapt and grow. As your needs changed, the policy could change 
with you, because you could “determine the most advantageous way to fund protection and long-
term savings needs,” and “easily switch to an emphasis on the savings element,” using your cash value 
build up to “cover the current costs of pure protection, meet planned or emergency financial needs,” 
or “provide retirement income.” The policy transparency was also a big selling point as this new policy 
could depict how “cash values are determined month by month,” with an annual report “showing all 
transactions over the previous months” (8). However, the biggest selling advantage was the rate 
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currently being credited to the policy, and for a current assumption universal life policy advertised 
in November of 1981, that crediting rate was 12% (13).

The high credited interest rate projected in CAUL sales illustrations made the policies very attractive. 
The higher the investment return credited to a universal life policy, the lower the premium needed to 
carry the policy. There are two reasons for this. The more obvious reason is that a universal life policy 
(without a secondary death benefit guarantee) 
lapses when cash value is insufficient to pay the 
next month’s deductions and a higher return will 
generate a higher cash value which will allow 
the policy to persist longer. The second reason, 
not so obvious, deals with the net amount at 
risk - the difference between the death benefit 
provided and the policy cash value. Since the 
carrier keeps the cash value when a death benefit 
is paid (assuming a level death benefit policy), 
the cost of insurance (COI) that is deducted from the policy each month is not based on the full 
death benefit, but the net amount at risk and that cost will be lower as the cash value increases. The 
high interest rates projected higher cash values, which lowered the COI cost charged. The projected 
sales illustrations shown in the early ‘80s were attractive. The premium needed to carry the policy was 
very low and the up to 12% crediting rate being shown generated substantial cash value, creating the 
illusion of an efficient savings vehicle. However, the rates being credited were an economic aberration, 
and sales illustrations showing that abnormality projected over the lifetime of the insured created 
expectations that could not be fulfilled.

Industry actuaries of that era were aware of the interest rate risks noting that “any actuary . . . 
must consider the risk of loss from changes in prevailing interest rates . . . immediately apparent in 
Universal Life contracts” (11).

Consumers were attracted to this new policy, and in the early ‘80s sales of the product jumped 
dramatically from 2% in 1981 to 25% just two years later. This was a result of buyers purchasing 
policies as much for their upside investment potential as the death benefit protection provided. A 1985 
New York Times article pointed out how the wedding of the “traditional benefits” of “low interest 
loans and tax-deferred income” combined with the “possibility of a high return” created an “enticing 
package” for the public that was now choosing from a broader selection of financial opportunities 
in the market (14).
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The sales illustration for a CAUL policy shows the outcome based on the current costs and crediting 
rate at that time projected over the lifetime of the insured. The birth and rapid growth of CAUL 
coincided with the use of computers in the life insurance sales process. Often, rather than explaining 
the mechanics of a policy, the salesperson would simply wow the consumer with the numbers 
generated by high crediting rates. Life insurance sales illustrations also showed the outcome under 
the guaranteed assumptions (guaranteed crediting rate and costs), but eyes were too often drawn to 
the much more compelling, but unobtainable, high cash values and/or low premium based on the 
unrealistic current assumptions.

Premium needs drop as interest credited rises and the reverse is also true, and as the credited rates 
on these CAUL polices slowly dropped, the premiums needed to keep them in force until maturity 
rose. However, most policies were not monitored, the premium paid was not increased, and the cash 
value dissipated. In addition, unlike term or whole life policies with fixed premiums, these policies 
had flexible premiums and many were not funded as originally intended.

The credited rates shown above are for a policy that was issued in the mid-1980s. The current 
crediting rate on the policy is 4% which is also the guaranteed rate on the policy. Just as all universal 
life policies have a guaranteed cost of insurance specified in the contract, a CAUL policy will have a 
contractually guaranteed crediting rate–the lowest rate the carrier can credit to the policy. For older 
policies, this can be as high as 5.5-6% and as we will see, this “high” guaranteed rate is considered 
by some to be one of the reasons we have seen COI increase in these policies (for more information 
see Chapter 11–Why Did the Cost of Insurance Increase in My Policy?). Current CAUL policies 
have much lower guaranteed crediting rates, most in the order of 2-3% with current crediting rates 
in the 3-4% range.
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Current assumption universal life policies were considered less costly than whole life policies when 
introduced, but they came with few guarantees. For example, some policies came with a limited 
death benefit guarantee for a specified period (if the required premium was paid), but the suggested 
or target premium, even if paid in all years, did not guarantee coverage to maturity.

The management of a CAUL policy will depend on the year of policy issue. Older policies that 
were issued with a current crediting rate substantially higher than those being paid today will be 
underfunded if the premium paid has not increased over the years. Some older policies have been 
hit with significant cost of insurance increases which make them economical inefficient, as we will 
see in a later chapter. Older policies were sold with unrealistic expectations and grantors need to be 
made aware of the true costs of holding the policy to maturity.

Newer policies–those issued in the last decade - were issued with more reasonable expectations and 
the funding of these policies, more than likely, will not have to be altered as much to reach original 
projected goals.

Just as with dividend rates in whole life policies, the crediting rates in CAUL policies will not rise 
as quickly as interest rates in general. This is a result of the carrier’s legacy investments moderating 
interest rate gains.

For CAUL policies in your portfolio the following are some practices that should be employed:

• When accepting a policy, review the current funding and outcome and make sure that the 
grantor’s funding commitment to carry the policy to maturity is documented.

• As we mentioned in our last chapter, the cost of insurance in universal life policies increases 
as the insured ages. It is important to monitor policy cash values, especially in the later years 
as the combination of low cash value (high net amount at risk) and increased COI can make 
a policy cost prohibitive if cash value can dissipate.

• Watch for unexpected COI increases. As soon as a COI increase is announced, review the 
affected policies and options. We will be reviewing the reasons for COI increases and the 
steps you should take should one occur in later chapters.

The flexibility and transparency of the CAUL policy allows TOLI trustees to manage the policy 
efficiently, even with changing trust goals, a true advantage since the primary responsibility of the 
trustee is maximizing the benefit of the policy even when trust goals change.
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C H A P T E R  8

Guaranteed Universal Life–A Closer Look

One of the weaknesses of the universal life chassis product (current assumption, 
variable, equity index) is their lack of guarantees. Whole life policies have guarantees 
and even though dividend rates may fall, a whole life policy is guaranteed to pay a 
death benefit if the (admittedly high) premium is paid each year.

The performance of universal life chassis policies is dependent on an investment 
return that may or not achieve the expected results. As we have mentioned, a high 
crediting rate on the policy cash value can lower the needed premium to carry a 
policy to maturity or to some point in the future. However, the opposite is also true, 
and a lower than expected return will mean additional premium payments will have 
to be contributed to the policy or the policy will lapse.

This often occurred for consumers who purchased universal life policies in the early 
1980s when fixed investments backing the policies were at historic highs. The rates 
of return obtained in the investments backing the policies often did not live up to 
the assumptions used in the sales illustrations.

Guaranteed Universal Life (GUL) or Secondary Guarantee Universal Life was the answer carriers 
provided for consumers wanting to take market risk out of the purchase of life insurance. Developed 
in the 1990s, the policies provided a guaranteed death benefit for a premium cost that was known 
and definitive.

Cumulative Premium Model

The methodology for guaranteed universal life policies can be simple or complex. A simple policy 
structure is the cumulative premium model. In its basic design, a set annual premium is determined. If 
at any time, the cumulative premium is equal to or greater than the number of policy years multiplied 
by the annual premium, the death benefit is guaranteed. Many early policies were designed this way. 
It allowed the policyholder the opportunity to catch up a premium payment to restore a full death 
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benefit guarantee going forward. Many carriers assigned an interest rate to the catch-up premium, 
while some catch up provisions were interest free. A simple example is shown below.

Example of a GUL Policy Catch Up Provision

Some years ago, we onboarded a two-year-old GUL policy that was purchased assuming a 1035 
Exchange from another policy, plus a stated premium of $31,095 annually. When we ran an initial 
illustration assuming the stated premium going forward, the premium was insufficient to carry the 
policy to age 100 and beyond as had been shown in the as sold illustration. In fact, the policy was 
shown to lapse well before age 100. The 1035 Exchange amount had been paid into the policy, but 
the stated $31,095 annual premium was also assumed to be paid in the first year. It was not. While 
the death benefit guarantee period was dramatically reduced to below life expectancy, the remedy 
was quite simple (and inexpensive). Illustrations were received from the carrier to show the premium 
payments needed going forward to reinstate the guarantee to age 121. The options were:

• Pay an additional amount of $32,600 as soon as possible, then $31,095 starting in year 3 
until age 121

  or

• Pay $32,460 starting in year 3 until age 121.

The original stated premium was simply increased by an interest rate factor. While the remedy was 
simple, it should be noted that missing the first years of the stated premium had a dramatic effect 
on the policy’s guarantees.

The Shadow Account Model

A shadow account is a second calculation kept by the carrier separate from the cash value account. 
It is used only to determine if the policy death benefit guarantee is still intact. The values in the 
shadow account cannot be accessed by the policyholder, and in fact, the values are unknown to the 
policyholder.

When a premium is paid, the shadow account operates just like a traditional cash value account as 
expense loads and cost of insurance are deducted and interest is credited to determine the shadow 
account value. If the shadow account value remains positive, even if the cash value goes to zero, the 
policy guarantee is in effect.

Shadow account products can have catch-up premiums that are often much more onerous than the 
cumulative premium method. The design of these policies will vary from carrier to carrier, but if an 
underfunded policy can get off track the cost to get back on track can be considerable.
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Carrier Advantages

With GUL policies, the policyholder will have a pre-determined premium that must be paid in full 
and on-time to keep the policy death benefit in force. The required premium is advantageous for the 
carrier as it creates a known and predictable cash flow not available on flexible premium products. 
The steady cash flow supports investment strategies that can potentially increase the underlying yields 
in the carriers general account.

Another advantage for the carrier is low cash values. GUL policies do not develop significant cash 
values, in fact, policy cash value often drops to zero, even when the policy retains its death benefit 
guarantees. The low cash value helps retain policies as there is limited cash value to jumpstart a new 
policy with a 1035 exchange. When a policy is surrendered there is little cash value going back to 
the policyholder, another plus for the carrier.

Policyholder Advantages

Relieving the policyholder of any market risk is the major advantage of GUL policies. In the past, 
policy performance has been outside the control of the policy owner. Even with VUL policies where 
the policy owner controls the investment choices, they do not control the outcome. With GUL they 
can, if they pay the premium in full and on time.

Policyholder Disadvantages

Premium inflexibility is a major policyholder disadvantage. When taking in a GUL policy you must 
be sure that the grantor will be able to fund the policy each year. Though there are short pay funding 
strategies that can limit the number of years of premium payments (with higher annual premiums), 
most policy funding strategies assume grantors will be funding their policy for the rest of their life. 
Will they have the cash flow? Even in their retirement years? While you can adjust the death benefit 
down to a lower premium, if the entire death benefit is needed, annual gifting will have to continue 
for the full required premium throughout the insured’s lifetime.

The timing of premiums is important. A late premium–even an early premium in some cases–can 
compromise the death benefit. And apparently it has happened, as can be seen in the following example.
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According to an industry expert (15) a major carrier that had been in the GUL business for 
less than 4 years performed an audit of all issued GUL policies. They found in the short time 
since policy issue, 31% of the policies were already off track and the primary culprits were early 
payment (53%), skipped premium (29%) and insufficient payment (8%). We have already 
spoken about the negative effect of partial or insufficient premium payment, but we have 
not touched on early premium payment, an issue that comes up because of the different load 
structures year to year in a policy. If you pay the policy premium early, the premium can be 
credited to the prior year when the loads on the policy (which tend to decline over the years) 
are higher. The fact that in less than 4 years almost a third of the policies issued no longer had 
the full death benefit guarantees should give pause to a trustee administering these policies.

GUL has been called term insurance for life, with good reason, as the policy is premium, not cash 
value driven and provides a guaranteed death benefit to the policyholder for a specific period, for 
a stated premium. The cash value in most GUL policies, even if funded fully, will eventually be 
minimal or even drop to zero, another characteristic of term insurance.

The minimal cash value makes these policies very inflexible, especially in the later years. Without 
an infusion of cash from the existing policy, the chances to upgrade a client’s policy to a newer, more 
efficient policy is decreased. And the options for an unwanted policy are diminished when cash value 
is minimal, as a policy surrender will yield a meager amount–rarely enough to recover the premium 
paid. The only options for a policy that will not be funded going forward may be a reduction of the 
death benefit or sale in the life settlement market.

The use of GUL policies in a trust setting has grown over the last decade or so as clients, disappointed 
with the market returns in both fixed and variable policies, looked for a guaranteed death benefit 
free from market risk. While the low cash values of these polices may not be a concern in a TOLI 
policy focused on maximizing the rate of return on the death benefit, it should be mentioned in 
documentation in the file.

The use of a GUL policy should always be accompanied with documentation that alerts the grantor 
to required funding and limited policy options, especially in older policies.

The use of a GUL policy brings significant guarantees to a trust, but also limits any market upside 
that can occur because of rising interest rates or greater than expected equity returns.

For GUL policies in your portfolio the following are some practices that should be employed:

• When accepting a policy, review the required funding to the trust and ensure the grantor 
is committed to fund the trust accordingly. Review short pay options, if appropriate for the 
clients’ situation.
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• Track the policy on an annual basis for premium funding, obtaining in force ledgers to 
confirm policy death benefit is still on track.

• Remedy any shortfalls in funding that affect the policy death benefit guarantee as soon as 
possible.

While the use of a GUL policy in a TOLI trust eliminates market risk, it greatly increases administrative 
risk for the trustee. These policies should be handled with care.
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C H A P T E R  9

Variable Universal Life - A Closer Look

“Stocks have averaged a 10.2% return over the last 90 years” (16).

“Over the long term, the stock market news will be good. In the 20th century, the 
United States endured two world wars and other traumatic and expensive military 
conflicts; the Depression; a dozen or so recessions and financial panics; oil shocks; 
a fly epidemic; and the resignation of a disgraced president. Yet the Dow rose from 
66 to 11,497” (17).

The introduction of current assumption universal life insurance in 1979 was a revolution for the 
industry. The universal life chassis, with its flexibility and transparency, provided a potentially less 
expensive product for the masses, with upside cash value potential. In the early 1980s, the high fixed 
investment returns resulted in crediting rates of up to 12% in sales illustrations for current assumption 
universal life policies. However, these returns were an aberration as fixed returns are historically 
much lower. But equity investments have surpassed fixed vehicles. One hundred dollars invested 
in 10-year Treasury Bonds in 1928 would have grown to just over $7,000 in 2016, but that same 
amount invested in the S&P 500® would have grown to over $328,000 (18). This equity advantage 
was well known to investors in the market in the mid-1980s when variable universal life (VUL) was 
introduced.

Although VUL policies were not available until the 1980s, the concept of variable life had been 
introduced by Equitable Life Assurance Society in 1976 (19). However, this policy was strapped to a 
whole life chassis, and though it had the potential to outperform a traditional fixed whole life product, 
it was not until the equity investment concept was combined with the flexibility of a universal life 
chassis that the concept gained favor. The variable life chassis was a fixed premium product, and 
the universal chassis design allowed policyholders to minimally fund the policy for potentially low 
cost permanent insurance coverage, or overfund the policy to maximize the investment potential 
of the policy. Additionally, the policyholder could adjust the death benefit (an increase required 
underwriting approval) and take withdrawals from the policy, creating a tax efficient investment 
vehicle.
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When Pruco, a subsidiary of the Prudential Life Insurance Company of America, introduced the 
first VUL policy in 1985, the equity market was booming with double digit S&P 500®returns in 3 
out of the 4 prior years, strong returns the year of introduction and no losing year until 1990 when 
the S&P was down just over 3%, followed by a decade of positive returns. No wonder VUL was a 
marketing homerun.

VULs greatest departure from prior policies was not just policy flexibility and the ability to invest in 
the equity markets, but the opportunity for the policyholder, rather than the carrier, to direct the cash 
value investments. Along with this opportunity came responsibility, and trustees that mismanage a 
VUL policy’s asset allocation open themselves up to potential liability. For example, we have provided 
initial reviews for VUL policies with cash value allocated 100% in the Money Market account paying 
less than 1%. How does that happen? At policy issue the Money Market account is noted as the 
investment option with the understanding that the asset allocation will be reviewed in the future 
once the policy is issued–and it simply is not done. Luckily, this is rare, but it does happen.

The cash value in a VUL policy is invested in separate accounts, which are essentially mutual fund 
clones, often from well-known mutual fund families like American Funds, Fidelity or T. Rowe Price. 
The separate account selection often numbers 30 or more funds and typically includes a diversified 
group of asset classes. Fund selection from a well-known carrier, which is typical of the separate 
account variety available, is listed below. The generic fund names are provided to show the variety 
of fund types. No fund company names are provided, but all funds are linked to well-known fund 
families.

Large Cap
• Large Cap Value
• Domestic Equity
• Equity Income
• Large Cap Blend
• Index 500
• Large Cap Core Stock
• Socially Responsive
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• Multi Style Equity
• Growth Stock
• Focused Appreciation

Mid Cap
• Mid Cap Value
• Index 400 Stock
• Mid Cap Growth

Small Cap
• Small Cap Value
• Index 600 Stock
• Aggressive Equity
• Small Cap Growth Stock

Asset Allocation Funds
• Fund allocations based on investment temperament

International
• International Equity
• Emerging Markets Equity
• Non-United State Equity
• International Growth

Fixed Income
• Money Market Account
• Short Term Bond
• Core Bond
• Inflation Protection Fund
• Lon-Term US Government Bond
• Multi-Sector Bond
• High Yield Bond

Fixed Account
• A fixed return account paying a current return, and providing a minimal guaranteed return.

Real Estate
• Global Real Estate Securities

Commodities
• Commodities Total Return
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Like a current assumption universal life policy, the charges within a VUL policy are easily determined 
in the annual statement or the cost report page of a hypothetical illustration. These include a premium 
sales charge or loan deducted from the premium before it is applied to the policy, which compensates 
the carrier for sales expenses, including any taxes that might be applied to the policy. Also included 
is an administrative charge, which reimburses the carrier for maintaining the policy, including 
accounting and record keeping, along with the cost of insurance (COI), the actual mortality charges 
based on the insured’s age, gender, and health, and death benefit amount. The COI charges will be 
the largest expense over the life of the policy. A VUL policy will also include a charge for mortality 
and expenses (M&E), which compensates the carrier should the insured not live to the assumed age 
at underwriting. There are also fees taken at the fund level - fund management fees for the investment 
expenses of the separate accounts themselves. Each fund will have its own management expense 
structure fee stated as a percentage of assets. The M&E and fund expense fees will reduce the gross 
returns in the separate account.

It is important to note that this is a general outline of fees. Each carrier may calculate fees differently. 
Variable life insurance policies are securities under federal law, subject to the regulation of the 
Securities and Exchange Commission (SEC). They are sold with a prospectus, a mind-numbing 
document that spells out all policy fees in detail. An agent or broker selling a VUL policy must 
be licensed both as securities broker and insurance agent. Since it is a security, the policy must 
be considered suitable for the situation, but suitability is typically a low bar. Nevertheless, when 
purchasing a VUL policy in a TOLI trust, the trustee should make sure that the grantor is aware of 
the risks that accompany a VUL policy.

The major risk in a VUL policy is that unlike a fixed life insurance policy, a VUL policy can lose 
money as the underlying cash value in the policy can experience a negative return. Each month 
separate account shares are sold to pay the underlying costs associated with the policy which creates 
a double-edged sword in a down market since a greater number of shares will have to be sold to pay 
expenses as the market drops.

The asset allocation on a VUL policy is a responsibility of the trustee. While this book is not an 
investment manual, and we are not giving investment advice, we would be remiss if we did not 
provide some tips for managing this asset.

First, view life insurance illustrations as little more than a guide. In general, illustrations can be very 
deceiving unless you truly understand the underlying assumptions and all available pages, including 
cost breakouts. The illustration is not the contract and illustration manipulation can make policy 
performance appear better than it will be. Also, the illustration assumes a straight-line return–an 
illustration showing an 8% return assumes a level 8% return each year, which simply does not occur.

Second, you should match your illustration return to your expected allocation return. If your separate 
account asset allocation is intended to provide an 8% return, then your illustration should reflect 
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that. It is also important to obtain an illustration for a lesser return. If you project an 8% return, 
get an illustration that shows both 8% and 6% so you become aware of the downside should your 
returns be less than expected.

Third, asset allocation is an important part of investing. A Charles Schwab White Paper pointed 
out that:

• $100 invested in US large-company stocks (as represented by the S&P 500® Index) at the 
beginning of 1971 would have grown to $8,642 by the end of 2015.

• $100 invested in gold (as measured by the London Gold PM Fixing) would have grown to 
$2,836 over the same period.

But if that $100 had been invested in a 50-50 split of both investments, the portfolio would have 
grown to $8,692 over the same span. This return is more than either the stock or gold portfolio 
alone, and demonstrates lower average risk (20). The paper points out that this will not occur in 
all time periods, but in most it “dramatically reduced risk in the combined portfolio relative to the 
two asset classes individually. While stocks and gold are both deemed relatively risky investments, 
combining them helps mitigate the risk of the portfolio. This is due to their relatively low correlation 
to one another.” The report goes on to acknowledge that since the 2008 financial crisis, some have 
pointed out there are “higher correlations between asset classes during periods of market stress,” 
negating the advantage of diversification when it is needed most, but even in times of market pressure, 
“diversification makes sense as long as assets don’t move in perfect lockstep.”

Fourth, temper the expectations of the grantor. There are many experts that feel that going forward, 
we will not achieve the 10% equity returns we have seen in the past, and a more realistic estimate 
for stock returns would be 7%. Warren Buffet believes that returns of 6% to 7% in the stock market 
should be expected going forward (21). As trustee, you (and your investment counsel) will have to 
determine the asset allocation and return expectations for the policy.

Fifth, keep a steady hand. According to a Dalbar Inc. study, for the twenty years ending December 
31, 2015, the S&P 500® Index averaged 8.19% a year, but the average equity fund investor earned 
a market return of only 4.67% (22). Why is this? According to Dalbar, “investor behavior is the 
number one cause.” Overreaction causes bad financial decisions, whether you are responding to good 
or bad news. When the market drops investors tend to take their money out of the market, when the 
news is good and the market goes up, money returns. One tip–see if the policy allows you to take 
the monthly fees from the Fixed Account and each year place into the Fixed Account an amount 
sufficient to cover those costs. That way, if the market drops you will not be selling separate account 
shares low to pay monthly expenses (by taking the money out of the market you will also miss any 
gains, but it is still a prudent step).
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The number two cause according to Dalbar? Fees. VUL policies, though they can provide efficient 
life insurance coverage if managed well, have those annual M&E expenses in addition to fund 
charges, which push down the net returns on a policy.

As with any other investment approach, a VUL asset allocation may need to change over time. For 
example, though the Fixed Account may not be a prudent allocation for younger insureds, it can 
be a viable option for well-funded policies on older individuals. We have come across VUL policies 
paying a guaranteed 4% net return in the Fixed Account which allowed the policy to run to maturity 
at current costs. In that case, a prudent decision might be for the trustee to “take the money off the 
table” for a policy on an older insured, since the recovery time for a market correction is shortened.

Typically, once an allocation is decided upon, we do not see trustees changing the allocations often, 
though they may be reviewed and re-affirmed annually. More often, a VUL policy allocation is 
determined when the policy is accepted with an investment professional or trustee committee 
overseeing the allocation. Historic returns for the separate accounts are available so your investment 
team can monitor their performance. Carriers actively review fund managers, replacing poorly 
performing funds periodically. The asset allocation process should be an active part of your TOLI 
administration process overseen by staff well-versed in investment strategies. Like any other aspect 
of policy management, asset allocation is a trustee decision, and though grantors and beneficiaries 
can be made aware of investment decisions, they should not unduly influence them.

The management of a VUL policy is not much different than any other universal chassis policy, 
the key difference being the additional investment responsibilities. Like all universal life policies, 
the higher the investment return, the lower the premium. The VUL policy has the greatest upside 
investment potential of all universal chassis products.

For VUL policies in your portfolio, the following are some practices that should be employed:

• Review your fee structure for ILITs containing VUL policies. Some trustees add a surcharge 
for the additional work required for these policies.

• When accepting a policy, review the expected rate of return assumed in the sales illustration 
(illustrations can show gross returns as high as 12%) and determine whether the rate of return 
is reasonable considering the trust and grantor risk profile. In general, if the allocation needed 
to generate a 6% return is outside the risk parameter of the trust, a CAUL or other fixed 
policy should be considered. While a VUL policy is an appropriate vehicle for TOLI policies 
in the right situation, additional internal costs typically make them less efficient unless a 6% 
gross return is obtained.

• Utilize asset allocation software to create an asset allocation that matches the expected return 
with minimal risk.
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• Once an allocation is determined, resist the urge to re-allocate frequently, but utilize periodic 
asset allocation re-balancing (available in most policies) to take advantage of natural market 
fluctuations.

• To minimize the negative effects of market volatility, utilize the Fixed Account to pay monthly 
fees (if available), reviewing the policy and adding monies to the account on an annual or 
semi-annual basis.

• While the use of an illustration with level annual returns does not provide much more than 
limited guidance for a policy, use the original and in force illustrations, along with policy 
annual statements, to track policy cash values. If policy performance falters over several years, 
consider lowering the rate of return expectation and increasing premium contributions.

• Review the guarantees in the policy. While VUL policies usually do not come with long 
death benefit guarantees, there are products that provide limited guarantees, and some can 
be extended if funded at a specified premium level.

• While the grantor does not have investment control over the policy, provide the grantor (and 
beneficiaries, if desired) with annual reports showing the policy performance, and note any 
policy issues. Document all remediation processes for the trust file.

Variable universal life provides a TOLI trust with the potential for an extremely efficient (high rate of 
return on death benefit) asset, but adds more difficulty to TOLI policy management. The additional 
responsibilities should be acknowledged and specific processes should be placed around these policies.
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Equity Index Universal Life–A Closer Look

“September and October of 2008 was the worst financial crisis in global history, 
including the Great Depression.” Of the 13 “most important financial institutions in 
the United States, 12 were at risk of failure within a period of a week or two.” (23)

In October of 2007 the Dow Jones Industrial (DJIA) exceeded 14,000. By March of 
2009 the DJIA had dropped to 6,660. A decline of over 53% in 17 months.

The economic downturn that started in 2007 had a very detrimental effect on 
investors in the United States and not just on their pocketbooks. In an article in 
the Guardian, a chief executive of a major financial company said that the subprime 
housing crisis was “one of the greatest panics I have ever seen” and would “have a 
material effect . . . on the psyches of the American people” (24).

Many variable life policyholders who hoped to capture the policy’s upside - high equity 
returns that could potentially lower premium costs - experienced its downside - it is 
the only policy whose cash value return can be negative.

The life insurance industry had an answer ready for those policyholders interested in capturing the 
upside of equities without the downside risk. It was called equity index universal life, a product 
popular now and touted by many as being more conservative than variable life.

The Policy Basics

It is considered more conservative because the interest credited to the policy can never drop below a 
floor–a set crediting rate (usually 2% or 0%) below which returns can never fall. So, unlike a variable 
life policy, the cash value cannot experience a negative return. Note that even though the credited 
interest rate may not be negative, policy charges including administrative fees, expense charges, cost 
of insurance charges and rider charges will still be deducted so the policy cash value can still go down.
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The policy is credited with a return that is tied to an index, most commonly the S&P 500®. While 
the downside is limited by the floor, the upside is also limited–by the cap, which is set by the carrier.

The participation rate, set by the carrier, is the percentage of the actual index return that is used 
when crediting the policy. For example, if the participation rate is 100%, then 100% of the actual 
performance will be used, subject to the cap rates. If 200% is used, then an index return of 5% would 
create a crediting rate of 10%, again, subject to the cap rate.

The rate credited does not include dividends, it is strictly mathematical. Assuming a point-to-point 
computation, if the premium entered the policy on January 1 when the index stood at 1,000, and a 
year later the index stood at 1,100, the rate credited would be 10%, subject to the cap.

The example below assumes a participation rate of 100%, a cap of 10%, and a floor of 0%, and shows 
how a policy would be credited under different scenarios:

Year 1: In the first year, the index increases 18%, and since the participation rate is 100%, the entire 
return would be credited, subject to the cap. Since the cap is 10% the maximum that can be credited 
to the policy is 10%.

Year 2: In the second year, the index increases 9.25% and with the 100% participation rate and a 
cap of 10%, the entire 9.25% is credited.

Year 3: In the third year, the index drops 4.25%, a loss. However, because there is a floor of 0%, the 
policy does not suffer a negative credit or return.

While the computation of the credited returns seems rather straightforward, the mechanics of the 
policy are a bit more complex. The policy is a general account product since the carrier invests the 
premium in its general account, as it would a current assumption universal life (CAUL) policy. In 
fact, the policyholder can often allocate their premium into a fixed account, as in a CAUL policy, 
where it earns only the returns generated by the general account. Typically, this is not done as the 
policy is purchased for the equity upside.

The policy cash value is not invested directly in the index tracked. There is a three-step process to 
create the floor, the potential upside, and to determine the actual amount credited to the policy.
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The Policy Process

Step 1- Satisfy the Floor: The policy net premium is originally placed in the general account (after all 
loads and charges are deducted). Most of the premium stays in the general account and that amount, 
along with the interest credited from the general account provides the policy with its floor (in our 
example above - 0%). For example, assuming a net premium of $10,000 and a general account return 
of 4.5%, $9,569 is placed in the general account where, along with the credited return, it satisfies the 
floor return of 0%, since the account value would increase to the original $10,000.

Step 2 - Create the Upside: The portion of the premium that does not stay in the general account is 
used to purchase options that generate the credited returns on the policy (if the index has a positive 
return) based on the participation rate and cap published by the carrier.

Step #3 - Credit the Policy: The carrier credits a return to the policy based on returns generated in 
the index and the crediting parameters. If the index returns are negative, the policy cash value does 
not experience a loss because of the policy floor.

While it would seem the greatest driver of policy performance is the return of the index, market 
volatility and carrier general account returns may play a larger role. Participation rates and caps are 
typically not guaranteed and can be adjusted by the carrier based on the cost of the options. The more 
volatile the market, the costlier the options, and the higher chance the carrier will need to reduce the 
cap and/or participation rates. The lower the interest rate credited to the policy the more the carrier 
must set aside to satisfy the floor, leaving less to purchase options. It is easy to see how low interest 
rates and/or market volatility can negatively affect actual policy performance.

Dividends Are Not Included

While the impact of dividends on the S&P 500®, the most commonly used index, has decreased since 
the 1960s, a significant portion of S&P 500® total returns are still due to dividends.

The average S&P 500® returns with and without dividends reinvested for 60, 30 and 10-year periods 
ending December of 2017 are listed below (25).

Years Total S&P Return Total S&P Return Dividends Reinvested
Last 60 Years 7.23% 10.46%
Last 30 Years 8.33% 10.69%
Last 10 Years 6.04% 8.26%

The equity advantage over fixed investments is evident, even without dividends factored in. So, it is 
not unreasonable to assume that an EIUL policy can generate a higher crediting rate than a current 
assumption universal life policy.
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Client Expectations and Hypothetical Illustrated Returns

While the credited returns of an EIUL policy can outpace a fixed current assumption policy, the 
returns that are shown on hypothetical sales illustrations can lead to unmet client expectations.

The credited returns being shown in sales illustrations for many policies we reviewed in the past were 
typically above 7%. While it may be reasonable to expect returns of 7-8%, and even higher for the 
S&P 500®, the design of the EIUL product will limit the actual credited rate received. You cannot 
expect to generate the returns of the equity market while simultaneously removing the risk–there is 
a price to be paid.

The returns credited to an EIUL policy are subject to both a floor and a cap. In our prior policy example, 
we had a participation rate of 100%, a cap of 10% and a floor of 0% - which is a typical scenario.

In the chart below, we have plotted the annual returns and losses for the S&P 500®over the last 42 
years. The box represents the minimum and maximum returns that would be credited to the policy–
assuming a 100% participation rate, 0% floor and a 10% cap. Note that in 42 years you would have 
avoided 8 years of investment losses with the 0% floor. However, you would have lost the upside gain 
greater than 10% in over half of the years, creating a drag on actual returns credited.

A well-known carrier has an online tool that translates a hypothetical expected return in the S&P 
500® to a corresponding hypothetical crediting rate in an EIUL policy assuming different crediting 
strategies (26). Assuming 100% participation rate, 0% floor, and 10% cap parameters, the tool would 
generate the following hypothetical credited returns assuming the hypothetical S&P 500® returns 
listed.
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Hypothetical Long-Term S&P 500 Return Translated Crediting Rate in an EIUL Policy
12% 6.46%
10% 6.03%
8% 5.60%
6% 5.17%

It becomes clear from the translated index return to crediting rate chart above that hypothetical 
illustrations showing EIUL credited returns above 6.4% are rather aggressive since they would 
necessitate a hypothetical 12% return in the S&P 500®, assuming the parameters spelled out. And 
yet, as we mentioned, hypothetical sales illustrations often showed credited returns well above 
7%, meaning that the S&P 500® return would have to average 12% or more or the policy would 
“underperform” based on expectations. It has been estimated that before regulations limited the 
crediting rate that could be shown, the average rate shown in sales illustration was 7.46% (27).

AG 49

The high crediting rates shown in sales illustrations drew the attention of regulators. The New York 
State Department of Financial Services (NYDFS) began an investigation into industry sales practices 
in 2014, sending letters to 134 carriers who sold the product asking about their presentation of 
potential gains from it. Many in the insurance industry believed that more regulation was needed 
with the head of one trade group telling the Wall Street Journal that “tighter rules are needed” to 
clarify to consumers that projected returns are not guaranteed (28). The National Association of 
Insurance Commissioners (NAIC), an organization that sets the standards for state insurance laws 
and regulations, developed Actuarial Guideline (AG) 49. Implemented in two phases in 2015 and 
2016, the guideline provided more consistency around the methods used to illustrate EIUL, and 
limited the crediting rate shown on all sales and in force illustrations to approximately 7%, with 
carrier and product variation based on specific methodology used.

While a hypothetical crediting rate as high as 7% is allowed, we have cautioned trustees to also have 
illustrations run at a lower crediting rate (5% for example) to show the outcome to the grantor if the 
7% return is not obtained. That illustration should be part of the trust file, along with the grantors 
acknowledgement of the outcome. After accepting an EIUL policy, it should be monitored annually 
with revisions made to the funding to keep the policy on track.

Interest Bonuses and Multipliers

While AG 49 placed a lid on the crediting rate that could be shown in a hypothetical illustration, it 
did not stop the use of interest bonuses or multipliers, non-guaranteed enhancement to the cash value 
shown in a policy illustration. For example, while a sales illustration may show a credited return of 6% 



equI t y Inde x unI ver saL L Ife–a cLoser Look

89

at the top of the page, the fine print below may point out that the policy includes a 1.25% multiplier 
effectively increasing the crediting rate of the hypothetical illustration up to 7.5%. Understanding 
the policy illustration assumptions is important when reviewing these policies.

When AG 49 was introduced in 2015, the sales of the EIUL product cooled as agents “adjusted to 
the new regulatory regime” which lowered the hypothetical cash value growth that could be shown 
in prior sales illustrations. By 2017, new products introducing performance multipliers and bonuses 
that helped drive IUL sales. Insurers and agents could show “enhanced values on the non-guaranteed 
portion of the life insurance illustration, while avoiding the limitations imposed by AG 49,” and 
equity indexed universal life became “the star of the life insurance show in 2017, thrust into the 
spotlight by a supporting cast of new products and features” (29).

Policy Costs

While the EIUL is most like a current assumption universal life (CAUL) product, the addition of 
the bells and whistles that provide the potential for higher crediting rates also increase policy costs. 
One industry source has estimated that “cumulative charges for every $1 of Net Amount at Risk 
(excluding premium loads)” in an EIUL policy are almost 50% higher than a CAUL policy. “Higher 
charges in EIUL products are highly correlated to higher caps. In other words, carriers provide more 
upside in exchange for higher policy charges.” In addition, EIUL policies have a higher commission 
structure, with target commissions “50-75% higher than CAUL” policies and payouts that “also tend 
to be higher” (30). This is not to say that EIUL policies should not be considered but that, all factors, 
including costs, should be weighed.

Other Considerations

What is Guaranteed? With so many 
moving parts in an EIUL policy it is 
important to understand what, if anything, 
is guaranteed. Check to see whether the floor, 
participation rate, and cap is guaranteed. 
It is important to understand the changes 
that can occur since the participation rate 
and cap will affect the potential cash value 
growth of a policy. Caps typically change 
regularly as the option costs change based 
on market conditions. Remember that the 
sales illustration is not the product, the 
contract is. FINRA issued an alert (box to 
the right) for Equity Index Annuities (EIAs) that also applies to EIUL.

FINRA ALERT For index annuities that also 
applies to life insurance.

Caution! Some EIAs allow the insurance company 
to change participation rates, cap rates, or spread/
asset/margin fees either annually or at the start of 
the next contract term. If an insurance company 
subsequently lowers the participation rate or cap 
rate or increases the spread/asset/margin fees, 
this could adversely affect your return. Read your 
contract carefully to see if it allows the insurance 
company to change these features.
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What is the Crediting Method or Period? The index crediting method should be understood. 
Nearly every company offering EIUL policies uses the annual point-to-point method, as we used in 
our examples. With this method, the beginning index value is noted and compared with the end of 
period value. Any increase is divided by the beginning value to arrive at the percentage increase. Other 
methods may be used to credit the policy. Review the policy marketing information and contract to 
determine which method is used and how it works.

For EIUL policies in your portfolio, the following are some practices that should be employed:

• When accepting a policy, review the policy contract. These are complex policies and all 
moving parts need to be understood.

• Make sure that you and the grantor know what is and is not guaranteed in the policy.

• When reviewing an illustration and policy funding, make sure the grantor understands that 
the funding commitment to carry the policy to maturity may increase if the expected crediting 
rate is not obtained. Include a policy illustration at 4-5%, as well as the higher return that is 
typically shown, and document that the grantor is aware of the outcome at the lower crediting 
rate.

• Track the policy performance over time, and document that the grantor is made aware if 
policy performance is less than expected.

The EIUL product is a popular policy that is often misunderstood by the consumer. As trustee you 
must be sure that policy expectations are grounded and can be reasonably obtained.
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Why Did the Cost of Insurance 
Increase in My Policy?

“I had to cancel my policy because of the proposed premium increase and reduction 
of my cash value in the policy.”

“Many of my clients are older with face amounts ranging from $1 million to $5 million 
and have been greatly affected by the COI increases [by] as much as a hundred and 
fifty to two hundred percent in some cases.”

“(Carrier name deleted) have cheated me, I have paid on this policy since 1987, they 
are crooks. I want every cent I paid with interest.”

“The COI increased by 100% on the (carrier name deleted) policy we own, insuring 
a 92-year-old male. Especially frustrating because the premium paid for this policy 
has already exceeded the death benefit.”

“We have a client age 95 who is experiencing a 1,352% increase to continue policy 
to age 100. In my over 50 yrs. in this business I’ve never such behavior by [a] major 
carrier.”

These quotes came to us from consumers and advisors, either via email or through 
comments posted on the ITM TwentyFirst blog after we provided updates on the cost 
of insurance increases we have seen over the last few years. People felt helpless after 
experiencing large cost increases on life insurance policies that had been in force for 
20 or 30 years. The policyholders, mostly older in age, had dutifully paid premiums 
and were hit with cost increases of 20%, 50%, and in some cases, much more. The 
insurance advisors were disappointed that their clients were burdened. While it is 
easy to point fingers at the carriers, the reasons for the increases are varied. The 
final arbiter may be the court system, as many of the carriers that have raised their 
COI are tangled up in litigation, with the outcome unknown.
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Most cost of insurance (COI) increases that occurred in the last few years were found in current 
assumption universal life (CAUL) policies. As discussed in past chapters, these policies are invested in 
fixed interest instruments. Interest rates have slowly slipped over the last few decades, but have taken 
a dramatic tumble since the downturn of 2008-09. In 2016, 35% of all government debt was issued 
at negative interest rates. Spain, Germany, Japan, Switzerland, Sweden, Italy and the Netherlands all 
issued debt with a negative yield (31). If there was a winner during the last decade it was government. 
European and US governments benefitted from 1.6 trillion dollars in lowered borrowing costs. In the 
United States, though government debt doubled from 2007 - 2017, net payments on debt dropped 
(32). While debtors benefitted, bond holders suffered. And life insurance carriers, dependent on high 
quality bonds to generate investment returns to pay claims, felt the pain.

CAUL carriers make money several ways, the first being interest rate spread - the difference between 
the interest rate return they receive and the interest rate they credit to the policy. For example, a carrier 
generates a 6% return in its investment account, credits the cash value in a CAUL policy with a 4% 
return and keeps the 2% return as profit. As we mentioned, a CAUL policy has a current crediting 
rate and a guaranteed rate - a minimum rate that must be credited to the policy. The Transamerica 
policies that were among the first hit with a COI increase had a guaranteed crediting rate of 5.5%, 
while the 5-year average total investment return for the carrier was only 4.38% (33).

Transamerica is not the only carrier that felt the pinch. Their investment returns were slightly above 
the industry average of 4.36% (33). In a review of our TOLI portfolio we found that 78% of the 
CAUL policies issued from 1980-1995 were currently crediting the guaranteed rate, and another 12% 
were within 1% of the guaranteed rate (34). Due to contract language developed in an era of higher 
interest rates, some carriers are forced to credit a policy with rates that are close to, or even above, 
their investment return. The historic low interest rate environment has taken the profit out of the 
interest rate spread for many carriers.

The investment issues have been industry-wide and documented in many financial publications. The 
Wall Street Journal has published numerous articles on the plight of consumers faced with escalating 
costs in their CAUL policies, calling the sting of the price hikes, “one of the most damaging but 
least-understood ramifications of years of low interest rates” (35). An article in the New York Times 
called the interest rate environment “unprecedented” and a “crisis moment for the life insurance 
industry.” The head of one of world’s largest life insurers called the move by a central bank to slash 
rates to zero “catastrophic” for the industry (36).

The rating agencies also took notice, with Moody’s observing in 2016, “[i]nsurers’ investment income 
remains under pressure from the continued low interest rate environment.” Even if interest rates 
rebound, Moody’s believes it “will boost insurers’ net income only marginally, because as their older, 
higher-yielding portfolio assets mature, investment portfolio rates will likely further compress” (37).
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Carriers also make their money on the cost of insurance charged in the policy, a charge that includes 
overhead and other factors, but is essentially the true mortality cost of a policy. Since some carriers 
could not make their profits on the interest rate spread, there are some observers who believe that 
they simply made it by increasing COI charges.

In announcing their COI increases, Transamerica referenced neither interest rates nor mortality 
directly, simply stating that the increases were based “on our current expectations regarding our 
future costs of providing this coverage.” Other carriers were similarly vague. Voya, when announcing 
increases to ReliaStar and Security Life of Denver policies in their portfolio, told their policyholders 
they “periodically evaluate . . . costs of providing insurance coverage. Because of the recent review 
of your policy, one of the charges assessed against the policy will be adjusted.”

AXA, when raising rates on approximately 1,700 Athena II policies, spoke directly about both 
investment returns and mortality, “[w]e reviewed our mortality and investment expectations . . . 
determined they are less favorable than was anticipated when the current schedule of COI rates was 
established.” Legal & General was also specific by stating that, “investment returns have been at all-
time lows . . . making it impossible to earn the investment income assumed in pricing,” and “average 
mortality on these blocks has been unfavorable.”

For some carriers, it may be that the squeeze on the interest rate spread caused their COI increases, 
but there are other factors that may have played a part. While mortality in the United States has 
improved in the last few decades (39), there are several reasons carriers may have experienced less 
favorable mortality on specific blocks of life insurance.

• Poor underwriting decisions: While most carriers are very adept at underwriting, mistakes 
are made. The underwriting practices at the carrier level may have created mispriced policies 
that did not show up until later.

• Table shaving programs: Life insurance underwriting places a prospective insured in a specific 
class according to health and personal habits–preferred non-smoker, standard smoker, etc. 
Those with health issues get additional table ratings that increase the cost of insurance in the 
policy. For business reasons, some carriers created marketing programs that “shaved” their 
underwriting, providing prospective insureds with a more favorable underwriting class. For 
example, a standard non-smoker might receive a preferred non-smoker rating, lowering the 
costs for the policy and making the policy more marketable. These table shave programs were 
designed to boost sales, for example, at year end. Some of the carriers who have exhibited COI 
increases were proponents of this marketing strategy in years past.

• Acquired blocks of business: Carriers who purchased a portfolio of policies may not have 
realized expected revenue based on the price paid, leading them to reevaluate policy economics. 
In some instances, healthier insureds flee simply because of the sale, leaving the purchasing 
carrier with a less healthy group–adverse selection. Lincoln National raised COI on a block 
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of policies in 2016 citing “persistently low interest rates, including recent historic lows, volatile 
markets, and an evolving regulatory landscape.” Those policies were made up of current 
assumption universal life policies originally underwritten by Jefferson Pilot, which Lincoln 
Financial purchased in 2006. While it is not clear if the fact they were purchased was a 
prevailing factor, it could have played a part.

• Conversion policies: Adverse selection can have a negative effect on mortality if the portfolio 
contains a high percentage of converted term policies. As we mentioned, term policies contain 
the right to convert the policy to a permanent product without undergoing additional medical 
underwriting. If the term carrier does not have a competitive permanent product, those 
healthy enough to secure more economical permanent coverage will do so elsewhere, leaving 
the issuing carrier with the less healthy insureds. Legal & General’s Banner is a case in 
point. A competitive term carrier that did not have market leading universal products, they 
cited “unfavorable” mortality, “almost always attributable to the conversion segments,” when 
announcing their COI increase.

Re-insurance rate increases have been mentioned as a reason for cost increases. Life carriers often 
enter an agreement which obligates the reinsurer to pay a percentage of any claims that might arise 
on a policy. Carriers cede a portion of the mortality risk to the second company. A reinsurance cost 
increase may occur because of an increase in death claims in the portfolio ceded.

Increased regulatory costs is another factor in COI increases. It may be no coincidence that 
Transamerica, Voya, Legal & General, and AXA, with parent companies in Europe, have raised 
rates. Solvency II, a European Union law that took effect on January 1, 2016, directs all insurance 
companies to hold a financial buffer above their best estimate of future liabilities. The increased 
reserve requirements lower carrier profitability, possibly necessitating a price increase.

Carrier persistency, or lapse rate, may have also played a role in the increases, and was mentioned 
in one of the lawsuits filed against Transamerica. Persistency is one of the factors in policy pricing. 
Carriers expect as many as half of CAUL policies to lapse or be surrendered in the first 10 years. 
Due to surrender charges, the consumer will receive much less than they paid in, and even though 
the carrier has high acquisition costs, they are still well ahead because of those surrender charges. 
According to one white paper on the subject, while a block of policies with typical lapse rates would 
show a 13.6% projected profit margin, the profits would drop as the lapse rate dropped, and at a zero-
lapse rate (nobody drops their policy) the margin drops to a negative 12.8% (39). In a class action 
lawsuit against Transamerica, the plaintiff ’s alleged that the carrier raised the COI in their policies 
to make the policies “more profitable by inducing more of them to lapse” (40).

The rise of the secondary market has affected the lapse rate, especially on specific policies. Investors 
purchase policies backed by life expectancy reports on the insured and sophisticated policy monitoring 
services that minimize premium payments. This combination of economic efficiencies maximizes the 
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return for the investors while lowering profitability to the carriers, and though they may not admit 
it, may have played a part in certain COI increases.

The COI increase effect on policy carrying costs has been dramatic. We have seen COI increases of 
up to 600% in polices we have reviewed, though many increases have been much less. Even a COI 
increase of 40% can increase policy costs to more than double, as seen below (41).

Case Study: We reviewed a $4 million Transamerica level death benefit current assumption UL 
policy on a male standard non-smoker, age 52 at policy issue that was subject to a COI increase. The 
policy was in policy year 28 and the trustee had paid $1,342,887 into the policy. Like many older 
CAUL policies, the policy pays only cash value if the insured is still alive at policy maturity.

The policy contract states 
that the full death benefit 
will be paid “if the insured 
dies before the policy 
anniversary date nearest 
the insured’s age 100.” 
However, if the insured is 
still alive on that date, the 
policy will pay only the “net 
cash value to the owner.”

As we mentioned, the COI 
in a CAUL policy is drawn 
monthly based on the net 
amount at risk, the actual 
pure death benefit at risk to 
the carrier. As can be seen 
in the chart to the right, the 
COI increase per thousand 
dollars of net amount at risk 
is approximately 40%. For 
example, in policy year 28, the cost went from $3.29 per thousand dollars of coverage to $4.61 per 
thousand dollars of coverage, an increase of 40.23%.

The grantor was gifting $36,400 to the trust annually to pay the premium required for the policy to 
run to age 100 with minimal cash value at maturity. Because of the COI increase the carrying costs 
on the policy jumped to $81,595.

When alerting policyholders about a COI increase, the carriers typically provide three options:
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1. Surrendering the policy for cash value.
2. Reducing the face amount to lower premium costs.
3. Retaining the existing death benefit with the acknowledgment that the premium will more 

than likely increase.

See Case Study #2 on page 133 for an analysis of this case.

Most policyholders do not have the requisite life insurance expertise to review their options and make 
an enlightened decision when faced with a COI increase. As trustee, you must. We will review a 
case study based on the policy referenced above in a later chapter that will provide guidance on the 
process you should follow.

The COI increases we have seen in the last few years have negatively affected the estate plans of 
many grantors. However, several class action lawsuits have been filed against carriers who have raised 
rates and these cases are working their way through the courts. It is important to note that in two 
previous cases–against Conseco (settled in 2013) and Phoenix (settled in 2015)–relief was provided 
to policyholders affected. In another case, DCD Partners v Transamerica Life Insurance Company 
in September of 2017, the jury found for the plaintiffs, awarding $5.7 million in damages.
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Selecting the Best Policy

Best: Superlative form of good

a:  better than all others in quality or value “That is the best life insurance policy 
anyone can buy.”

b:  most appropriate, useful, or helpful “That is the best life insurance policy for 
your particular situation.”

Meriam dictionary definition of “best”

What is the best life insurance policy? You cannot answer that without knowing the 
client and their situation and needs. As you have been reading in this book, different 
life insurance policy types have completely different characteristics. The right policy 
for one client may not be the right policy for another.

The statement, “that is the best life insurance policy anyone can buy” is not factual. 
There is no one best policy. But the second statement, “that is the best life insurance 
policy for your particular situation” rings true because a life insurance policy can be 
tailored to the personal needs of the client.

You can determine whether a policy type makes sense for your clients for their particular situation 
by understanding their financial profile and personal situation and applying the insight gained from 
this book. This is not to say that you are an expert, we will assume a life insurance advisor will be a 
rightful part of this equation, but as trustee of the policy you will need to understand the advantages 
and disadvantages of the policy and whether it fits your clients’, as well as their trusts’, goals. The 
following information outlining policy characteristics, though not all inclusive, will provide helpful 
guidance.

Premium Flexibility: One of the most important policy traits to review with the client deals with 
premium payment. Do your clients need flexibility in premium payment? Are you comfortable, based 
on your knowledge of the grantor’s financial situation, that they will be able to gift the premium to 
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the trust in full and on time each year? And if they can do it now, do you foresee financial changes 
down the road that might preclude them from making timely gifts? Premium flexibility should be a 
starting point for the policy purchase conversation.

Cash Value Growth: We have mentioned that in the TOLI world cash value growth is generally 
not as important as the rate of return on the death benefit. In other words, the goal is often to pay 
the least premium for a policy no matter what the cash value accumulation is–the death benefit is 
the real asset. But a discussion should occur about the need for cash value. Is there some reason for 
the asset in the trust to have significant cash values? Perhaps there is some sort of income to be paid 
from the trust. Do you want to have the ability to “trade up” in the future if a more appropriate 
policy comes along? Often the ability to trade up is dependent on a tax free 1035 Exchange of cash 
value from the existing policy to jump start the new policy. Perhaps there is a chance the policy will 
be surrendered in the future. A GUL policy surrendered in the 20th policy year will more than likely 
have little to no cash value and bring minimal cash to the trust, usually not enough to even cover 
the past premium costs. Potential policy cash value and trust liquidity needs should be part of every 
policy acquisition discussion.
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Investment Risk: Another discussion point that goes hand-in-hand with cash value growth is 
investment risk. What is the investment risk of the trust? What is the risk tolerance of the grantor? 
Do you as trustee want to lower the premium costs of the policy by attempting to generate a higher 
return in the policy? If so, a variable universal life policy would be appropriate. And with the higher 
investment risk of equity investments in a VUL policy comes the responsibility that you, the trustee, 
will be accountable for making the investment choices among an array of separate accounts. Are 
you comfortable with that? If your client wants no investment risk, a GUL policy would be a logical 
policy choice (if a thorough discussion on premium flexibility occurs). Often decisions about policy 
type are made without a discussion of the long-term investment risk profile and market changes, 
especially negative ones, and result in policy replacements that are potentially costly and maybe even 
ill advised. Permanent life insurance is a lifetime decision and should be treated as such.
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Death Benefit Guarantee: Since its introduction, guaranteed universal life (GUL) has been one 
of the most popular products for use in a TOLI trust. By providing a guaranteed death benefit for 
a set price, the cost to fund the policy to maturity is known. A whole life policy also provides death 
benefit guarantees if fully funded, but at a higher carrying cost. Some other universal life policies 
come with limited guarantees. The policy purchase decision should include a discussion of policy 
guarantees and the grantor and trustee should be aware of what is guaranteed in a policy and what is 
not. Changes in non-guaranteed costs down the road can dramatically affect the viability of a policy 
as seen by the cost of insurance increases that have plagued the industry in recent years and raised 
the carrying costs of CAUL policies by 200% or more. While policy guarantees may increase the 
cost of the policy they can mitigate future policy performance issues.

Other factors to consider:

• Number of Years to Pay Premium: While most policies are designed for a premium payment 
period that continues until maturity or the death of the insured, there are opportunities to 
shorten the premium payment period, known as a short pay option. These can be useful if 
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the grantor wishes to pay all the needed premium prior to retirement, for example. We have 
seen situations where grantors who have a liquidity event (the sale of a business, for example) 
allocate a portion of the funds to an ILIT holding a “short pay” GUL policy, allowing 
the grantors to use the balance of the funds for lifestyle needs while providing a known 
contractually guaranteed and tax-free death benefit to the next generation.

• Level or Increasing Death Benefit: Most policies are issued with a level death benefit, 
but there are policies that provide the trust with a death benefit that increases, typically by 
including the cash value or the premium paid in the death benefit proceeds. This policy 
design is especially useful for those trusts that have an increasing death benefit need. Often, 
they are used when the premium payment involves a loan with the increasing death benefit 
(base death benefit plus premium paid), providing the trust with the funds to pay the loan 
back at the death of the insured. An increasing death benefit will be costlier than a level death 
benefit, but based on the trust’s need, can still provide an economically efficient way to reach 
the trust’s goals.

• Policy Riders: While typically not a focal point when purchasing a policy, riders can be 
a worthwhile addition to a TOLI policy. One example is a policy split rider that allows a 
survivorship policy to be exchanged for two individual policies within one year of an event, 
such as divorce or a change to the federal estate tax law.

Underwriting

To obtain a life insurance policy your client must go through an underwriting process which includes 
both health and financial reviews. For large policies a financial supplement that includes a breakdown 
of the client’s assets and liabilities will likely be requested. With a trust owned policy, the carrier 
will typically require a copy of the trust documents as well as specific carrier forms relating to TOLI 
policies. The prospective insured must list all current in force policies including any policies that 
have been sold. The carrier will want to make sure that the prospect can pay the ongoing premiums, 
and if the premium is coming from somewhere other than a verifiable income stream, additional 
explanation may be required.

In an estate planning scenario, the carrier will base the maximum coverage available on the current 
financial situation and liquidity needs and can include an annual growth rate factor if applicable. 
A 5-7% annual estate growth rate is often used, but higher or lower rates are considered subject to 
individual situations.

The underwriting offer obtained on your client will dramatically affect the carrying costs of the 
policy. Underwriting classifications are based on the sex, health, and lifestyle of the prospective 
insured and can range from Super Preferred or Preferred through Standard to Rated (individuals 
with some sort of health issue or undesirable height to weight ratio that leads the carrier to believe 
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that that they have a life expectancy that is below average). A rated policy carries a higher cost of 
insurance. All else equal, policies for cigarette smokers will also be costlier. Cigar smoking may or 
may not affect pricing.

To start the underwriting process, the applicant will sign a HIPAA (The Health Insurance Portability 
and Accountability Act of 1996) form that allows the underwriter to gather health information on 
the applicant. Once the health records are gathered, the applicant can receive an informal offer that 
provides guidance to the underwriting offer that may be available. To complete the process and 
obtain coverage, a formal application must be filed with the carrier, and the applicant must submit 
to a paramed exam, including a blood profile and a urine sample. A resting EKG may be part of the 
paramed exam, and for those 50 or older, and for coverage above $10 million, a stress test may also 
be required.

The paramed exam typically takes place at the prospective insured’s house, though it can take place 
at an office, either a paramed firm or a doctor’s office. It is important that the client is relaxed and 
ready for the exam, with a good night’s rest. Fasting may be required and it is a good idea to schedule 
the exam during the morning. The client should bring a list of all doctors, as well as a list of all 
prescribed medications to speed up the process. It is best to avoid caffeine and alcohol before the exam 
and minimize salt intake. Exercise should be limited for 48 hours prior to examination. Workouts, 
jogging, or weightlifting can adversely affect both blood and urine results.

It is important that the applicant obtains good results from the paramed exam as it, along with the health 
records, will determine the pricing of the policy. On the right below is an example of the difference good 
underwriting can make. The example shows the pricing at one 
carrier for a $5 million GUL policy guaranteed to maturity for 
a male age 55, assuming different underwriting classes.

As mentioned, the purchase of a life insurance policy will 
include the use of a life insurance advisor or agent who will 
facilitate the transaction. In general, there are two types of 
life insurance advisers:

• Captive Agents: These are agents that place most of their business with one company. Typically, 
the agent will be affiliated with one of the large mutual companies like MassMutual, New 
York Life or Northwestern Mutual. These companies are highly rated with competitive 
products. Mutual companies are owned by the policyholders, not stockholders. While most 
business may be placed with their main company, most of these agents can also place business 
with other carriers.

• Independent Agents or Brokers: These individuals place their business through brokerage 
firms that have relationships with many life insurance carriers. They may have companies 

• Super Preferred: $52,555
• Preferred: $58,011
• Standard Plus: $67,146
• Standard: $71,742
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that they favor, but are not employees of a specific life insurance company, they are independent 
contractors.

Working with a trusted insurance adviser who 
understands the underwriting process and can 
shop for the best offer can save your client money. 
In the example to the right, an actual case from 
a few years ago, an applicant working with a 
knowledgeable broker solicited offers for a ten-year 
level term policy, a policy that lends itself to an 
apple to apples comparison. Though all carriers 
received the same information, the underwriting 
offers and pricing received were very different. 
Working with an advisor with access to several 
highly-rated carriers and the ability to position your client well with the carriers will get them the 
best policy pricing.

The information outlined in this chapter will help you guide your client to a policy that is best for 
them. But what happens if you are not part of the sales process? Maybe you are being asked to accept 
a policy with no real knowledge of the purchase process. This occurs frequently, and in that case, 
you can use the information provided here to review the policy with the client and create a document 
for the trust file that outlines the expectations and responsibilities around the policy. Doing so will 
ensure that all pertinent parties agree on the policy, and it creates a blueprint for policy management.

Same Insured/Different Carrier Offers: 
Actual Case: Male, Non-Smoker, Age 50, 
6’5”, 265 pounds, no medical issues noted 
on application, seeking $5M of 10 Year 
Term, Annual Premium

• Carrier #1: Rated, $18,586
• Carrier #2: Standard, $13,535
• Carrier #3: Standard Plus: $9,500
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Taxation of Life Insurance

The US Tax code affords life insurance tax benefits that few financial assets can 
match. First and foremost, the death benefit is income tax-free (IRC Section 101(a)). 
While it is subject to estate taxes, the proper drafting and administration of an ILIT 
will place that benefit outside of the grantor’s estate, if the insured had no incident 
of ownership in the policy at any time within three years of death (IRC Sections 2042 
and 2035). Thus, life insurance can pass free of any taxes.

The cash value in a life insurance policy grows tax-deferred, and the policy owner 
can access the cash value tax-free via withdrawals up to the policy’s cost basis (IRC 
Section 72). If the policy stays in force, cash values exceeding cost basis may be 
borrowed from the policy income tax-free via loans (IRC Sections 72 and 7702). The 
amount loaned will reduce the death benefit of the policy, and if loans and interest on 
the policy increase substantially, a loan squeeze could occur. If a loan squeeze occurs, 
the policy could lapse without additional funding, creating a potential tax liability.

The owner of a life insurance policy can exchange the policy for another policy free of 
any income tax obligation, a transaction called a 1035 Exchange, named for the code 
section that allows it. A life insurance policy can also be exchanged for an annuity 
free of income taxes under the same code section.

A general knowledge of life insurance taxation is an important part of TOLI policy management. 
This chapter will highlight some of the important tax guidelines for trustees.

Regulations Affecting Taxation of Life Insurance

The tax advantages of life insurance were even more generous before Congress acted in the 1980s by 
enacting new regulations that capped contribution limits on a policy.

The first of these regulations came from the Tax Equity and Fiscal Responsibility Acts of 1982 
(TEFRA), intended to generate revenue by closing tax loopholes. The government became concerned 
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that by contributing a large sum of cash, policyholders of flexible premium products were minimizing 
the pure mortality, or net amount at risk, making the policies more like tax-free investments than risk 
management products. TEFRA created guidelines limiting the amount that could be contributed to 
flexible premium products and still qualify for beneficial tax treatment.

The second regulation, the Deficit Reduction Act of 1984, or DEFRA, covered all cash value life 
insurance policies and created a statutory definition for life insurance. All policies issued after the 
act had to pass one of two tests to qualify as life insurance.

1. The Cash Value Accumulation Test - Limits the cash surrender value at any time to the single 
premium needed to purchase the future benefits of the policy.

2. The Guideline Premium Test - Limits the total premium paid at any point in time to the 
amount necessary to fund future benefits, along with a Cash Value Corridor Test which 
requires a minimum death benefit to be provided based on the cash value of the policy.

The insurer must indicate which test is going to be used when the policy is issued, and once issued, 
the insurer cannot change to the other option. The test choice will affect policy premiums, cash 
value, and the death benefit.

TAMRA and MEC Limits

Even with these limitations, the use of over-funded life insurance policies flourished. In March of 
1988, the Senate held hearings to “explore the problems created by the recent explosion of single 
premium life insurance,” which accounted for half of all life insurance premiums in 1988, growing 
in volume since 1984 an “astounding 850 percent.” The hearing included industry executives and 
lobbyists, and featured agent advertisements for single premium whole life insurance - the “best 
financial vehicle ever created,” with “guaranteed tax-free income based on current law” (42).

In 1988, the Technical and Miscellaneous Revenue Act (TAMRA), defining a Modified Endowment 
Contract, or MEC, was passed. If a policy is funded with an amount higher than allowed, the 
contract becomes a MEC, affecting the taxation of cash value withdrawals, with the IRS treating 
them as they would a nonqualifying annuity. The MEC status does not affect the tax-free nature of 
the death benefit.

Policies issued after June 20, 1988 were subject to a 7-pay test. Premiums paid during the policy’s 
first seven years could not exceed the sum of the net level premiums necessary to fund a fully paid-up 
policy at the end of seven years, or the policy became a MEC. For example, if the policy allowed for 
$49,000 in total premium over 7 years, and by the 7th year $41,500 had already been contributed, 
the maximum premium that could be paid in the 7th year would be $7,500.



the toLI handbook 

106

A few notes on Modified Endowment Contracts:

• Carriers will notify you if your policy will become a MEC.

• A policy can become a MEC at any time, but the tax code allows up to one year after a policy 
becomes a MEC to withdraw the excess premium paid so that MEC status can be avoided.

• Policies purchased before June 1, 1988 are grandfathered, and therefore, not subject to the 
MEC rules–unless they undergo a material change.

• Any distribution from a policy considered to be a MEC is treated on a last-in/first-out (LIFO) 
basis - the interest earnings on the policy are deemed first to be withdrawn and fully taxable 
to the owner until the policy’s interest earnings are distributed. Once earnings have been 
distributed, the balance is considered a return of the owner’s basis and are not taxable.

• In addition to income tax, MEC withdrawals, loans, and surrenders are subject to a 10% 
early distribution penalty on the taxable portion of the distribution if the owner is under the 
age of 59½. The penalty will not apply if the owner of the policy becomes disabled or if the 
distribution is annuitized over the policy owner’s lifetime.

• Once a policy becomes a MEC, it will remain a MEC for the lifetime of the policy, and if the 
policy is exchanged for another policy, that new policy will also be a MEC.

• Any time a policy undergoes a material change, such as a reduction in the death benefit, the 
7-pay test is applied again. If, at that point, the policy fails the test, it becomes a MEC.
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Taxation of Policy Withdrawals and Loans

Policies that are not considered a MEC have very favorable first-in, first-out (FIFO) cash distribution 
tax treatments. Owners of universal chassis policies can take withdrawals (or partial surrenders), with 
monies taken out first deemed to be a return of basis and received free of income tax until the cost 
basis is recovered. Once the cost basis is recovered, future withdrawals would be taxed at ordinary 
income, not capital gains, rates. For example, assume a policy has a $100,000 cost basis and $150,000 
of cash value ($50,000 gain). A FIFO withdrawal starts with cost basis taken tax-free until all is 
removed, with the balance (gain) taken taxable. Last-in, first- out (LIFO) accounting is much less 
desirable as the first dollars taken are assumed to be policy gain and are taxable until fully withdrawn.

Policyholders also have the right to borrow against the cash value in a policy. Whole life policy 
owners can use this feature to pay the premium on the policy (via automatic premium loan or APL), 
a feature we discussed in Chapters 4 and 5. All policy loans accrue interest, but if the policy is not a 
MEC, the policy loan will be received income tax-free, even on amounts above the policy’s cost basis.

Policy loans and withdrawals will affect the policy death benefit, reducing the death benefit ultimately 
paid out by the amount of the withdrawal, and/or loan plus interest. As we have mentioned, if the sum 
of the loan plus accumulated interest ever exceeds the policy’s cash surrender value, a loan squeeze 
occurs, and without additional funding, the policy will terminate, possibly creating a taxable event.

As we mentioned in Chapters 4 and 5, participating whole life policies receive dividends. Dividends 
are a function of a company’s investment and operating experience, and are provided from the 
divisible surplus from operations.

There are several dividend options:

• Purchase paid-up additions
• Reduce the premium payment
• Take in cash
• Accumulate at interest with the carrier
• Repay policy loans
• Purchase one-year term insurance amounts

Dividends used to purchase paid-up additions or reduce the premium payment are not taxable. 
Dividends paid in cash to owners of participating life insurance policies are considered a return of 
premium for tax purposes, and are generally not subject to income tax. When dividends are left to 
accumulate at interest with the carrier, or when they exceed the amount of premium paid for the 
policy, some taxes may be due.
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For example:

• When a policy owner chooses to let dividends accumulate at interest with the carrier, the 
interest earnings on those dividends are considered taxable income to the owner. That interest 
will be taxable in the year it is credited, whether it is withdrawn or not. The carrier will report 
the accumulated interest earnings to the IRS every year.

• When dividends exceed the amount of premium paid for the policy, they are considered a gain 
in the policy, and are taxable if withdrawn or paid to the policy owner. This gain is taxable 
at ordinary income tax rates, not capital gains rates.

Taxation of Policy Surrenders

All policies surrendered for their cash value are subject to taxation at ordinary tax rates. If the policy 
owner’s costs basis or investment in the contract is less than the amount received, tax will be due 
on the difference. For purposes of a surrender, the basis is the cumulative premium paid plus other 
consideration paid for a policy, minus the untaxable amount received under the policy. The total 
premium paid does not include premiums attributed to additional benefits such as disability income 
or waiver of premium. Premiums paid through a waiver of premium rider are not counted toward 
total premiums paid for tax purposes. Once the total premium paid is determined, nontaxable 
distributions are factored to arrive at investment in the contract.

For example, in whole life policies:

• Dividends used to purchase paid-up additions or reduce premiums do not reduce investment 
in the contract.

• Dividends received in cash reduce the investment in the contract.

• Dividends used to pay off a policy loan generally reduce the investment in the contract.

• Dividends left to accumulate at interest reduce the investment in the contract, but any 
interest earnings on the accumulating dividends do not reduce the investment in the 
contract since they were already taxed.

In universal chassis policies:

• Withdrawals, if nontaxable, reduce the investment in the contract. If taxable, the taxable 
amount increases the investment in the contract.

For all policies, non-taxable loans do not reduce the investment in the contract, but taxable loans increase 
the owner’s investment in the contract. No tax deduction is available for any policy surrendered at a loss.
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Below is a policy surrender example.

Anna was trustee of a $200,000 current assumption universal life insurance policy. As trustee, 
she paid a total of $25,000 in premium payments over 10 years. The premium breakdown was 
$2,425 annually for the death benefit coverage, along with a disability waiver premium that cost 
$75 annually. The trust received $28,000 when the policy was surrendered. The taxable amount 
was $3,750, the $24,250 premium for the death benefit (the disability waiver premium is not part 
of the cost basis) subtracted from the $28,000 surrender amount.

Taxation of Policy Sales to the Secondary Market

Selling a policy in the secondary market can result in taxes being due at the trust level, and any 
analysis of a policy sale for a TOLI policy should keep that in mind. Please refer to Chapter 14, 
Understanding Life Settlements, for a detailed review of the taxation of a life settlement transaction.

1035 Exchanges

Occasionally, because of changes in trust goals or investment temperament, or advancements in life 
insurance policy design, it is appropriate for a trustee to exchange one policy held in a trust for a 
replacement policy. Typically, the cash value of the existing policy is used to jump start the new policy. 
The tax laws allow for a 1035 Exchange of one policy directly into a new policy without incurring 
any taxes on the policy gain.

Some important notes on 1035 Exchanges:

• A life insurance policy can also be exchanged tax-free for an annuity–an endowment contract 
or a qualified long-term care contract.

• An annuity cannot be exchanged for a life insurance contract, but can be exchanged for 
another annuity.

• To qualify for a 1035 exchange, the exchanged policies must have the same owner and relate 
to the same insured.

• You can consolidate two policies, with the same owner and insured, into one new policy with 
the same owner and insured.

• A single life policy cannot be exchanged for a survivorship policy (insures two people and 
pays at the second death).
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• The IRS in a private letter ruling (PLR-120-953-12) ruled that a survivorship policy could be 
exchanged for a single life policy if one of the insureds in the survivorship policy had passed 
away.

• A 1035 Exchange does not eliminate the MEC status of a policy. A MEC policy exchanged 
for a new policy will retain the MEC status.

• The cost basis of the new policy retains the cost basis of the old policy.

The Value of a 1035 Exchange in a Policy That Has No Gain

Utilizing a 1035 Exchange on a policy that has no investment gain can be very advantageous for your 
client because the cost basis of the old policy transfers over to the new policy (or annuity), which can 
create a higher cost basis in the new product.

For example, let’s assume a policy in your trust has $125,000 in cash value and a cost basis of 
$300,000. If, as trustee, you surrendered the policy and put the cash into a new product, the cost 
basis in the new product would be the $125,000 put in. If a 1035 Exchange was completed instead, 
the cost basis in the new product would be the $300,000 cost basis that transferred over. This is 
especially useful if the new life insurance product may be surrendered in the future or the exchange 
was made into an annuity.

• 1035 Exchanges should be direct–from the existing carrier to the new carrier.

1035 Exchange with a Loan–Boot

Occasionally, you may complete a 1035 exchange on a policy with a loan, which can affect the tax 
treatment of the transaction. If the loan is repaid before the transaction, there are no tax consequences. 
If the policy loan is reduced or eliminated from the new contract during exchange, then the loan 
amount that was discharged, called boot, is reported to the IRS by the original carrier, and is taxable 
to the extent of gain in the contract.

An Example of a 1035 Exchange on a Policy with a Loan–Boot

John is trustee of a $1 million TOLI policy with a cash value of $350,000, a cost basis of $225,000, 
subject to a $25,000 loan. The policy has a $125,000 gain. John has decided to replace the policy with 
another policy via a 1035 Exchange. At the time of the exchange, the loan is discharged by reducing 
the cash value of the policy by the amount of the loan, and the reduced cash value is transferred to 
the new contract. The new policy starts with a cash value of $325,000, which is less than the cash 
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value when the 1035 Exchange began. The $25,000 boot will be reported to the IRS by the original 
carrier on IRS Form 1099-R.

In some situations, the new carrier may issue a new policy and carry over the same loan amount. 
There are a few carriers that will allow this, and in that instance, there will be no taxable event, since 
the policy owner has not recognized a gain. In most instances, however, it is desirable to pay off the 
loan from outside funds. A careful analysis around the best options for a policy with a loan should 
be reviewed by the trust committee and made part of the trust file before any actions are taken.

Taxation of Benefits Paid on a Matured Contract

Most life insurance policies pay a benefit well before the policy matures. However, in an era of 
increased longevity, some insureds will live until their policies’ maturity date, at which time the 
benefit will be paid. In that case, the benefit, whether the full death benefit or the cash value of the 
policy, will be taxed as a living benefit–the cost basis is received income tax-free, and the balance is 
taxable as ordinary income.

This is an issue in older policies that mature at age 95 or 100. Most newer policies are written with 
a maturity age of 121. In some policies that do not extend to age 121, there is a maturity extension 
that pushes the policy benefit payout to an advanced age, usually 121. Typically, during the extension 
period, charges within the policy, including the cost of insurance, cease, and premiums are no longer 
due. If there is a loan on the policy it continues while accruing interest. Any death benefit provided 
by a term rider drops off, lowering the total death benefit by that amount.

The tax benefits of life insurance are one reason that it is such a versatile and flexible estate planning 
tool. Trustees must be aware of the benefits and pitfalls of life insurance taxation to maximize the 
value of the trust for the beneficiaries.
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Understanding Life Settlements

$112 billion in death benefits are lost each year by Americans aged 65 and up by 
lapsing or surrendering their life insurance policies. - Life Insurance Settlement 
Association (LISA), February 2015 press release.

“The Beneficiary, who has a vested benefit in maintaining the life insurance contract, 
can help preserve a high-yielding, tax-free asset by securing funds to satisfy the 
liquidity needs of the policyholder or by assuming the premium payments on the 
life insurance policy. The return on the Beneficiary’s investments to preserve the life 
insurance contract is likely to exceed any other investment option.” - 2005 Deloite 
study on life settlements

Changes in the federal estate tax in the last decade have some grantors re-thinking 
their estate plans and their need for a large tax-free life insurance benefit to pay 
estate taxes. Some grantors have grown frustrated by policy performance issues 
caused by low investment returns and/or cost of insurance increases, and some have 
decided to stop funding their ILIT. TOLI trustees must now decide what to do with 
unwanted life insurance policies, and the easy answer is to surrender the policy or 
allow it to lapse. But is that the prudent answer? Today’s trustee must consider the 
viability of a policy sale–a life settlement–or risk future litigation from a beneficiary 
alleging the trustee did not uphold the fiduciary duty to maximize the value of the 
asset in the trust.

It is estimated that every year, seniors in the US surrender or lapse well over $100 billion in life 
insurance death benefits. Most have no idea of their options, grow tired of the premium payments, 
and walk away without maximizing the value of an asset they may have paid for over a lifetime. It is 
the responsibility of a trustee to understand all options. A life settlement may or may not be the best 
option for a policy. After all, if someone is willing to buy a policy and pay the remaining premiums, 
they must think that maintaining the death benefit makes sense. This chapter will provide the 
TOLI trustee with a background in the life settlement market and explain the sales process and tax 
ramifications to ensure that an informed decision is made regarding this area of policy management.
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A New Benefit for Life Insurance

For many years, life insurance policies only provided two benefits to a policyholder–a death benefit 
paid at the passing of the insured, and cash value, which could only be accessed through a loan, a 
withdrawal, or a policy surrender.

The ability to sell a policy is a recent occurrence, and provides 
the policy owner with the potential to obtain greater value from 
a policy. By selling a policy in the secondary market, a policy 
owner can receive more than its cash value, but less than its 
death benefit. The purchaser of the policy will maintain the 
policy by paying the premium until the death of the insured.

The Legal Precedence for Life Settlements

A 1911 U.S. Supreme Court decision handed down by the famed jurist, Oliver Wendell Holmes, 
set the legal precedent for life settlements. A surgeon, Dr. A.H. Grigsby, operated on a patient who 
offered to sell the doctor his policy, presumably to lower the bill. The transaction occurred, the doctor 
paid the remaining premium due on the policy, but when the patient passed away about a year later, 
and the doctor attempted to collect the death benefits, the patient’s estate challenged him in court 
and won. The appeal found its way to the highest court where Justice Holmes opined, “it is desirable 
to give to life policies the ordinary characteristics of property . . . to deny the right to sell . . . is to 
diminish appreciably the value of the contract in the owner’s hands.”

The Viatical Market

The life settlement industry grew out of the viatical movement of the 1980s, driven by the AIDS 
epidemic. In the early 1980s, the Center for Disease Control counted less than 500 AIDS cases in the 
US, but by 1989 that number grew to over 70 thousand, with 1.5 million Americans HIV positive. 
AIDS victims were given the opportunity to sell their life insurance policies to third parties to provide 
cash for the medical treatment and care needed to live out their shortened lives with dignity. These 
policy sales were called viatical settlements, a term that specifically refers to the sale of a life insurance 
policy on a terminally ill insured.

Accelerated Death Benefits

A life insurance policy feature that evolved out of the viatical sales movement is the accelerated 
death benefit, which allows a portion of the death benefit to be paid prior to death if the insured is 
diagnosed with a terminal illness, has contracted a disease that would shorten their life expectancy 

A life settlement is the sale 
of a life insurance policy to 
a third party for more than 
its cash surrender value, 
but less than its net death 
benefit.
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without extensive medical treatment, is receiving long term care due to an inability to perform two 
or more activities of daily living, or will be permanently confined to a nursing home.

Not all policies have the accelerated death benefit option and there are carrier guidelines that vary 
from insurer to insurer, to receive the benefit. Some insurers require that an insured’s life expectancy 
be no longer than 6 or 12 months, while other insurers accelerate death benefits if the life expectancy 
is 24 or fewer months. The carrier may also limit the death benefit that may be accelerated, and 
some consider the accelerated benefit a loan with interest applied. In all instances, the death benefit 
is reduced by the amount accelerated, but even so, this accelerated benefit is often more valuable to 
the policyholder than selling the policy.

Accelerated death benefits and viatical settlements can be received free of income taxes. To receive 
the death benefit free of income taxes, the insured must be certified by a physician to have a terminal 
condition - defined as having a condition or illness that is reasonably expected to result in death 
within 24 months.

The Life Settlement Industry

While the number of confirmed AIDS cases continued to climb through the 1980s, the percentage 
of those who died from AIDS declined because of new drugs and treatments that were effective in 
keeping those afflicted alive for a longer period of time. Consequently, the investors in those earlier 
viatical policies who hoped for quick returns, held on to policies longer than expected, with returns 
that did not match expectations. However, the idea of investing in life insurance took hold, and the 
industry simply shifted its focus from terminally ill insureds to non-terminally ill insureds age 65 
years or older.

The life settlement industry, also known as senior settlements, is generally focused on individuals 
age 65 and up who have had a decline in health. The decline in health increases the salability of the 
policy. Someone who was issued a policy as a preferred risk, but is now less healthy, would still have 
a policy priced as a preferred risk, making the policy a better investment. Typically, the maximum 
life expectancy for those selling their policies is less than 15 years, but can be longer for those 65 or 
younger. Today, life settlement sales greatly outpace viatical sales.

Why Sell a Policy?

As we mentioned, the secondary market frees up value in life insurance policies that otherwise would 
not be there. There are several reasons a policyholder might sell their policy.

• Needs Change: In the family market, policies purchased to ensure the income of a primary 
contributor, or provide education funding, may no longer be needed. Selling a policy can free 
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up additional monies, for example as the insured enters retirement when additional cash from 
a policy sale might be needed. In the business market, policies used to insure key employees, or 
to fund a buy-sell agreement may no longer be required, causing the policyholder to look for 
a way to monetize a business asset. In the TOLI market, changes in estate tax laws or family 
or financial circumstances may have lowered the need for life insurance in some instances, 
however maximizing the asset in the trust is still a trustee responsibility.

• Cost Increases: Because of the low interest rate environment, premiums on some permanent 
policies have risen as cash values have not grown as projected at policy issue. In some cases, 
the low interest rates have caused carriers to raise cost of insurance rates. Some grantors simply 
do not want to pay the increased costs and are looking for alternatives.

• Potential Policy Lapse: Because of cost of insurance increases, low returns, or inadequate 
gifting to the trust, many TOLI policies have cash values that are dissipating. To obtain some 
value for the policy, the trustee looks to sell the policy before it lapses.

The Life Insurance Settlement Association (LISA), in a February 2015 press release, unveiled research 
that found that $112 billion in death benefits were lost each year by Americans 65 and up by lapsing 
or surrendering their life insurance policies. Many TOLI trustees do not review the opportunity of a 
life settlement. The industry, and organizations like LISA, have been educating insureds, including 
grantors, on their right to sell a policy to the highest bidder. These enlightened grantors are expecting 
their trustees to investigate all options.

Why Buy a Policy?

Life settlements are considered an alternative investment to traditional investments like stocks 
and bonds and provide attractive yields. They are referred to as a non-correlated asset because the 
ultimate returns are driven primarily by mortality experience. This provides diversification to an 
investment portfolio; a reason large investment firms or pension funds allocate a small percentage of 
their investment to life settlements. While the returns can be less than expected, they exhibit lower 
volatility - another plus.

Most of the policies purchased in the life settlement marketplace are current assumption universal 
life (CAUL) policies. These policies are transparent - it is easy to see the costs in the policies and 
relatively easy to compute the minimum amount needed to keep the policy in force–important for 
cost conscious investors. Guaranteed universal life policies (GUL) are also purchased. These policies 
provide the investor with a maximum guaranteed premium. Term policies are also sold, but generally 
only if the term policy can be converted to a permanent policy like a CAUL policy. Other policy 
types are occasionally sold, driven by favorable (short) life expectancies of the insured.
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Year
Annual Face 

Amount Setttled  
In Billions

2004 3.3
2005 5.5
2006 6.1
2007 12
2008 12
2009 8
2010 3.8
2011 1.2
2012 2
2013 2.6
2014 1.7
2015 1.7
2016 2.2

Over the years, life settlement volume has risen and fallen. The market reached its peak in 2007-08, 
but then dipped during the stock market correction and economic slowdown. The chart above shows 
the approximate annual face amount sold each year since 2004, as reported by the Life Insurance 
Settlement Association (LISA), which gathered the information from industry sources. A research 
paper published in 2005 predicted the market would “grow more than ten-fold to $160 billion over 
the next several years,” but that never occurred (43). However, the market is now stable, even on a 
slight upswing. There is also a trend for smaller face policy sales. With an aging population, and the 
need for retirement income, the market will continue to grow.

The Life Settlement Process

The life settlement process begins when a policy owner decides to sell their policy. To gauge the 
viability of a sale, a policyholder submits information about the policy, as well health information 
about the insured to determine if a life settlement is a viable option. If so, formal underwriting and 
application can occur. This is where a life expectancy (LE) report comes in as part of the process. 
Typically, LE reports are obtained from two different vendors (for more information on LEs, see 
Chapter 15–Understanding Life Expectancy Reports).
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The LE reports, along with information about policy premium funding, are used to generate a sale 
price. There is typically a negotiation process that occurs before a price for the policy is agreed upon. 
Once an offer is accepted, an extensive contracting process ends with delivery of the policy to the new 
owner. Once the new policy owner takes control of the policy, it is tracked and managed, either in 
house or through outside vendors. The investors typically manage the policies by paying the absolute 
minimum to keep the policy in force each month.

Regulations

In the early days of life settlements, there were few regulations, and consumers were often taken 
advantage of. Transactions occurred with most of the purchase price consumed by commissions and 
expenses. There were several lawsuits that exposed the issues, and as the industry grew, regulators, 
politicians, and industry leaders got involved to create best practices around the process, which 
ultimately proved to be beneficial for the industry.

Industry regulations have created transaction transparency. As of 2017, 42 states and the territory of 
Puerto Rico regulate life settlements, with approximately 90% of the US population affected by these 
regulations. Some of the state regulations follow model acts that were adopted by national organizations.

The Life Settlements Model Act was adopted on November 16, 2007 by the National Conference 
of Insurance Legislators (NCOIL), representing legislators from many states. The regulation was re-
adopted seven years later in 2014. The 28-page act dealt with licensing and contracting and reporting 
requirements, as well as advertising and disclosure rules to insureds and insurance companies alike. 
The act outlined prohibited practices, specifically regarding fraud in the life settlement market.



the toLI handbook 

118

The National Association of Insurance Commissioners (NAIC) passed a Viatical Settlements Model 
Act Revision in June of 2007 which enhanced and strengthened consumer protection. Like the Life 
Settlements Model Act, it dealt with the life settlement transaction, including licensing, prohibited 
practices, and reporting requirements.

Taxation of a Life Settlement

A TOLI trustee must make sure the beneficiary is receiving maximum benefit from the asset–the 
life insurance policy. A life settlement is an option that must be reviewed in its entirety. One aspect 
is taxation, which is laid out in general guidelines provided by the IRS. Although a policy in a TOLI 
trust is free from both income and estate taxes, a policy that is sold loses some of its tax advantages.

Determining the taxation of a life settlement sale is a 3-step process. Let’s assume a policy was sold 
for $375,000 and the trustee had paid $100,000 in premium payments. Let’s further assume that 
there was $125,000 cash value in the policy when it was sold.

Assumptions:

• Policyholder Received: $375,000
• Cost Basis (Premium Paid): $100,000
• Cash Value: $125,000

Step 1: Calculate Total Gain

The first step is to determine the total taxable gain on the policy. This is calculated by subtracting 
the cost basis of the policy from the amount received from the sale. The cost basis is typically the 
cumulative premium paid.

• Amount received minus Cost Basis (Premium Paid): $375,000 - $100,000 = $275,000

Step 2: Calculate Ordinary Income

The characteristic of the taxes due is dependent on the cash value in the policy at time of sale. If the 
cash value is greater than the cost basis, then ordinary income tax is paid on the difference between 
the cash surrender value and the cost basis. For example, in this case, the cash surrender value of the 
policy was $125,000 and the premium paid was $100,000, so $25,000 of the gain would be taxed 
as ordinary income tax.

• Cash Value minus Cost Basis (Premium Paid): $125,000 - $100,000 = $25,000
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Step 3: Calculate Capital Gains Income

The ordinary income is subtracted from the total gain to arrive at the capital gains amount.

• Total Gain (Step #1) minus Ordinary Income (Step #2): $275,000 - $25,000 = $250,000

Note that if there is no cash value (a term policy, for example) or the cash value is lower than the cost 
basis in the policy, the entire amount is taxed at capital gains rates.

The tax calculation around a life settlement is somewhat complex so it is easy to see how this type of 
transaction can be very confusing if a TOLI trustee is not well versed in the taxation of life insurance.

The Life Settlement Participants

Who are the participants in the life settlement process? The first person is the policy owner, which 
if you are a TOLI trustee, is you. You may be working with someone, an advisor or a life insurance 
agent, that will guide you through the process, and for their efforts, they may receive a commission 
from the broker of the policy. The broker gathers the information on the policy and the insured 
(including life expectancy reports), and creates a package that is sent to life settlement providers 
who will review the information and present offers. The broker’s job is to work for the benefit of the 
seller, and help the seller get the highest price for the policy. The provider is the person who enters 
a sales contract with the policy owner. Brokers and providers are highly regulated and licensed on a 
state-by-state basis. Ultimately, after the purchase, the policy may find its way to an end investor or 
buyer - an investment firm, pension fund, life settlement fund, etc. - who will own the policy until 
the insured passes away, or in some cases, until they sell the policy. Sales that occur after the policy 
has been sold into the settlement market are called tertiary sales.

Life Expectancy Reports

Life expectancy reports are an important part of the life settlement process. The life expectancy of 
the insured is one of the biggest factors when pricing a policy. The annual carrying costs can be 
predicted by reviewing in force life insurance illustrations. Once computed, the total costs will be 
approximated by estimating the number of years (or months) those premiums would have to be paid. 
The life expectancy reports provide that estimate, but if the estimate is off, the actual carrying costs 
for the policy may be more than expected.

There are ancillary costs, such as policy management and tracking fees, in addition to premium costs 
for each year a policy is held. If a policy was projected to be held for approximately 8 years until a 
benefit is paid, but is held an additional number of years, the cost to carry the policy rises and the 
profit on purchasing the policy drops.
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After a policy is purchased, the investor who acquired the policy has the right to reach out to the 
insured to track their well-being and update their health information. This physical tracking is an 
important part of the ongoing management of the policy.

When a policy is sold into the life settlement market, the new policy owner usually strips the cash value 
out of the policy. Insureds typically have life expectancies that are relatively short. The investors pay the 
absolute minimum contribution needed to keep a policy in force for a short period, a practice called 
premium or policy optimization. The rate of return of this investment is driven by how little or how much 
is put into the policy to sustain it over its life, so funding a policy at its absolute minimum is important.

Life Settlement Case Study

The life insurance policy in a TOLI trust is an asset that must be maximized for the beneficiary, a 
requirement of a TOLI trustee. The following case study is an example of a life settlement policy 
sale. It will provide an understanding of the process and emphasize what you should be aware of 
during the transaction.

• Policy Insured: Female, age 73 at policy issue, rated non-smoker
• Policy: $1 million, Current Assumption Universal Life policy, policy currently in policy 

year 18.
• Current Cash Value: $225,500

When the policy was purchased, it was projected that an annual premium of $68,000 would carry 
the policy to maturity when it would over endow with a cash value and death benefit of just over $1.1 
million. At policy issue, the crediting rate on the policy was 6.25%. Over the years, the interest rate 
credited to the policy dropped to 4%, the contractually guaranteed rate. The grantor notified the 
trustee that no more gifts would be made to the trust. Even though the premium was paid each year, 
the policy performance lagged and without additional premium payments, the policy would lapse 
in approximately 2 years. Even if the $68,000 premium was paid, the policy would lapse in about 3 
½ years. The insured was currently 92, but was, according to the trustee, in reasonably good health. 
Per in force ledgers obtained from the carrier, just over $90,000 in level premium payments would 
have to be paid each year for the policy to persist to maturity.

Since the grantor was not going to fund the policy, the trustee reached out to the beneficiaries to 
see if they would be interested in funding the policy. The beneficiaries were more interested in 
exploring the value of the policy in the secondary market. The trustee reached out to a licensed life 
settlement broker who pre-screened the life settlement viability based on premium need, and a general 
description of the insured’s health. Once it was determined that a policy sale was feasible, the trustee 
moved ahead with the formal application. After receiving a HIPAA form signed by the insured, the 
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broker gathered health information and obtained two life expectancy reports. The information was 
shared with 9 providers, not all providing offers.

After several rounds of offers, the trustee decided to accept the $410,000 offer. The net to the trust, 
after all commissions were paid, was $350,000. See the note on commissions below.

Notes about this case (and life settlements in general):

• The seller of the policy (trustee) should insist on a bid history sheet, and before settling on a 
broker, should ask the broker how many providers will be bidding on a policy. The prices that 
can be obtained may be affected greatly by the number of bidders competing for the policy.

• Both brokers and providers need to be licensed to take part in the sale of a life insurance policy.

• While the total paid for the policy was $410,000, there is a commission paid to the broker. 
The commission should be spelled out in detail beforehand. In this case, the commission was 
$60,000, the lesser of:
 o 6% of the death benefit of the policy, in this case $60,000 (6% of $1 million)
 o 30% of the gross offer, in this case $123,000 (30% of $410,000)
 o One third of the value created, defined as the difference between policy gross offer and 

cash surrender value, in this case $61,050 (1/3 of $410,000 minus $225,500 or $185,000).

• As we mentioned, there could be taxes due on a policy sale, but in this case, none were as the 
adjusted cost basis was greater than the net sale price.
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• While the policy lapse was foreseen, it was not going to occur for approximately two more 
years. An alternative would have been to keep the policy for two years and monitor the health 
of the insured before selling the policy prior to lapse. There would be the risk a better offer 
could not be obtained at that time, but if the insured had passed away in the interim, the full 
death benefit could have been received.

• While it was not a viable choice in this situation, the death benefit could have been reduced 
to an amount that would carry to maturity with no more premium payments due. This is 
often a viable option; however, the trust would have to wait until the insured passes to receive 
the benefit.

• While not an issue in this case, as this insured could no longer obtain new life insurance (over 
age 90), a life settlement may affect the ability of the insured to purchase life insurance in the 
future, and should be a factor in the sale decision.

• During the sales process, the insured must allow access to their complete health history. After 
the sale, the insured will more than likely be contacted by the end buyer or a vendor on a 
quarterly basis to update information, including secondary contacts. This ongoing contact 
will be a requirement of the sale.

• The sale of a life insurance policy is not always the best option. If a policy is going to lapse, 
receiving something of value will almost always be the prudent move. However, if an investor 
sees value in a policy, funding that policy until death may bring a greater benefit to the trust 
than selling it. As pointed out in the Deloite quote at the beginning of this chapter, “the 
return on the . . . investments to preserve the life insurance contract is likely to exceed any 
other investment option.”

Life settlements are an option that the prudent trustee needs to explore and understand. While the 
opportunity to sell a policy for more than its cash value is not always available, and some insureds will 
chafe at the thought of being contacted for the rest of their life by the eventual buyer, the viability 
of a sale should be reviewed and documented before a policy is surrendered or allowed to lapse, if no 
potential liability occurs.
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Understanding Life Expectancy Reports

Life expectancy reports provide a TOLI trustee with an important data point - a 
systematic estimation of an insured’s remaining life. When making policy decisions, 
the addition of an LE report to a TOLI file helps to ensure that the decision being 
made is a prudent one, since it is based on all the relevant information available for 
review.

Life expectancy (LE) reports are an integral part of the life settlement process. 
They are used when a policy is being priced for sale. By determining an expected 
lifespan and premium costs until a benefit will be paid, the investor can calculate a 
fair purchase price for a policy that will enable the investor to make a profit on the 
investment. After a policy is sold, LE reports are periodically run on the insureds to 
value a life insurance portfolio.

The use of LE reports in the TOLI community is not as prevalent as it should be. This chapter will 
outline the methodology behind an LE report and clearly show the value of their use.

How an LE Report is Created

1. A HIPAA (Health Insurance Portability and Accountability Act of 1996) form is filled out 
and signed by the person who is the subject of the report. The form authorizes the firm 
providing the LE report to receive protected health information. Health records are gathered 
and reviewed by underwriters.

2. The underwriters determine the conditions that should be included in the life expectancy 
calculation based on age, gender, lifestyle, smoking status, family history and medical 
condition (underwriting factors) to create the LE report.

3. The life expectancy report typically includes the life expectancy estimate and can include the 
probability of mortality each year based on the insured’s specific underwriting factors.
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4. Unlike life insurance underwriting, where a client’s poor health will stop the process, the 
underwriting for an LE report is often accomplished on individuals with moderate to severe 
health issues.

5. A base mortality table is developed. Debits and credits are applied to the table based on the 
health of the subject.

6. A mortality multiplier, which is the degree of adjustment made to the base mortality table, 
will be generated. The higher the multiplier, the shorter the life expectancy and the more time 
subtracted from the base table.

7. The report always lists the date range for the health records reviewed and the current age of 
the subject, as well as the family history, social habits (tobacco, drug/alcohol use, and fitness 
levels). A listing of the specific diseases or disorders found will be provided, that were included 
when calculating the life expectancy.

8. The life expectancy of the insured is reported in years and months and is based on the 
successive deaths of a population of individuals with the same underwriting factors as the 
focus individual. The prediction of those deaths creates a mortality curve that can be applied 
to the individual.
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The reports produced by ITM TwentyFirst create a mortality curve that tracks the expected deaths 
of 1,000 individuals with the same profile as the subject individual. The curve provides a visual 
representation of the life expectancy of the subject.

The median, or point at which 500 of the 1,000 individuals has passed, is noted on the curve.

In addition to the mortality curve, a spreadsheet chart is provided that numerically tracks the 
expected deaths that would occur in the population of 1,000 individuals. While some consider the life 
expectancy to be the median, or 50% mark, others take a more conservative approach and consider 
the life expectancy of the subject to be at the 75% or 85% mark.

In the TOLI world, we can use the spreadsheet or chart to approximate the chances of death of the 
subject. This is not an exact science, it is just a data point that can be added to a policy analysis when 
decisions are made about a policy.

For example, in the chart above, we could convert the fact that 208 of the 1,000 individuals would 
have been expected to pass away by the 5th year to a 20.8% percentage chance. By year ten, there 
would be a 75.7% chance, and by the end of year 18, we can assume that the insured would have 
passed away.
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A case study below illustrates how an LE report can be used in the TOLI world.

Grantor informs trustee that no additional gifting will occur for the trust.

Background: A trustee of a portfolio of three current assumption universal life policies totaling $10 
million in death benefit has been informed by the grantor, a male, age 85, that no more gifting 
would occur to the trust. The trustee reached out to the beneficiaries who informed the trustee that 
they too were not interested in providing additional funding at the time. The trustee was concerned 
about the possibility of policy lapses, but wished to uphold his responsibility to maximize the benefit 
of the trust to the beneficiaries.

Review: In force illustrations were obtained on all three policies assuming no further premium was 
going to be paid into the policies. In addition, a life expectancy report was obtained on the insured/
grantor. The information was summarized in the spreadsheet below.

As can be seen in the spreadsheet, it was projected no premium would have to be paid on any of the 
policies until the 8th year when Policy #2, the $2 million policy would have to be funded. All the 
policies would be nominally funded, allowing policy cash value to run to near zero before funding 
the policies with a minimal amount to keep the policies in force.

The last column shows the percentage of deaths that would be expected to occur each year, which 
can be translated to a percentage chance the insured would still be alive. The LE report obtained 
showed that the insured was expected to have passed away by the end of the 9th year.

While the LE report is not precise, it can provide guidance, and in this situation, it gave the trustee 
comfort that, at least for now, nothing should be done to any of the policies in the trust. The policies 
would run at the current death benefit without a premium payment for the foreseeable future, 
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considering the reoccurrence of annual reviews of the policies and the insured’s health. This would 
keep the full trust death benefit in force and still allow for thoughtful change in the future, if needed.

Outcome: The policy could continue without additional funding and any changes. A document was 
created for the file and signed by all pertinent parties that:

• Reiterated that no more funding was forthcoming from the grantor or beneficiaries.

• Outlined the policy review that was undertaken.

• Noted that a life expectancy report was completed on the insured.

• Noted that based on the best information available to the trustee, there would be no changes 
to the policies in the trust presently, but that future annual reviews of both the policy and 
the insured’s health would occur.

Notes About Case:

This is an example of a “wait and see” situation. Though made easier with the use of a life expectancy 
report, the decisions about this policy are far from over. In this case, the trustee has made a prudent 
decision based on the best information at this time, but the future tracking of the policy and health 
of the insured will determine the long-term outcome of the policy.

Life insurance policy management is not an easy task, and utilizing tools like a life expectancy report 
provide additional insight and help mitigate liability. When you gather all the pertinent information 
in the trust file and correctly interpret it, you lower your potential for litigation even if things do not 
go as well as hoped, as seen in the following case study.

How an LE Report Helped Mitigate Trustee Liability

A few years ago, an elderly grantor informed our TOLI trustee client that she was no longer going to 
fund her trust - which held 4 heavily loaned whole life contracts. When we reviewed the policies, we 
found that without any additional funding, the policies would lapse one by one in approximately 5 
years, causing taxable events. The insured/grantor, though hard of hearing, was a very healthy 91-year-
old, and a life expectancy report revealed a life expectancy of approximately 7 years. We reached out 
to the beneficiaries who informed us they had no desire to fund the trust. After a thorough review of 
all policy options, the decision was made by the trustee to surrender one of the policies and use the 
cash to fund the other policies, keeping most of the death benefit in force past the expected lifespan 
of the grantor. Phone calls were scheduled with both beneficiaries who, after reviewing the materials, 
agreed that this was the prudent decision.



the toLI handbook 

128

The decision to move ahead was made, and all documentation became part of the trust file. 
Unfortunately, the grantor did not live 7 years, but passed away less than a year later after suffering 
from acute appendicitis.

After the death benefit was paid to the beneficiaries, our trustee client received a call from an attorney 
for the beneficiaries. Even though they had signed off on the trustee decision, they now wanted to 
sue our client.

The attorney asked our client how he could have possibly surrendered a policy on a 91-year-old?

Our client asked the attorney if his clients told him they had signed off on the decision? No, he 
answered. Had they told him we did a thorough review of the policies that showed they would begin 
to lapse in 5 years–with each lapse causing a taxable event? Again, he answered no. Was he aware 
that we had a life expectancy report on the insured that said she was expected to live 7 years? After 
our trustee explained exactly what an LE report was, the attorney answered no again. The attorney 
was never heard from again.

The decision to surrender one policy to keep all the other policies in the trust from lapsing, causing 
a taxable event and leaving the trust with a negative balance, was a prudent one, but without the 
life expectancy report to back up the decision, the attorney’s question of how could we surrender a 
policy on a 91-year-old seemed very reasonable. Without the LE report, I am not sure we would have 
had a good answer.

Even though the insured passed away before her life expectancy, the LE report was the central piece 
of information that staved off possible litigation.

The cost of a life expectancy report is under $500, and with older aged and/or health impaired 
insureds, is a vital life insurance policy management tool that could turn out to be priceless, as seen 
in the example above. All TOLI trustees should become aware of these reports.
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C H A P T E R  1 6

Policy Remediation

Remediation

The act or process of remedying–to correct or counteract
From the Meriam-Webster Dictionary

To most, the act of remediating a life insurance policy means to fix a problem policy. 
But life insurance remediation also includes dealing with any changes or alterations 
to the policy necessitated not only by negative policy or market performance, but 
also by changes in trust or client goals.

While remediation certainly includes developing the best options for an underperforming policy 
suffering from lower than expected returns in the cash value investments or one subject to a cost of 
insurance (COI) increase, it also includes maximizing the value of a policy that a grantor believes is 
no longer needed, or one whose expected funding has stopped. These decisions must be well-thought-
out. There must be a prudent process in place that steers the choices made. Often the decisions made 
are not black and white, they are grey. The management of life insurance is unlike any other financial 
instrument since the timing of the benefit paid is unknown, though assumptions on life expectancy 
can be made.

Remediation is often the weak link of TOLI trustee services as many trust companies and banks 
do not have the requisite skills to analyze life insurance policy options. This can lead to potential 
liability with an asset that could be worth millions of dollars.

In this chapter, we will review several case studies and examples focused on common situations and 
illustrate the prudent processes that should be followed. In addition, we will outline a system intended 
to prioritize and track policies as they wind through the process.



the toLI handbook 

130

It is important as a TOLI trustee to have a complete file for every decision made on a policy with an 
analysis that shows all options, as well as the reasoning behind the decisions made. According to the 
UPIA, decisions made by a trustee should be 
based on the best facts and circumstance 
available at the time, but if a well-judged decision 
is made, the trustee who follows a prudent 
process will not be held responsible for an 
undesirable outcome. One should demonstrate 
that you gathered and reviewed all the facts and 
explored all the choices to document a prudent 
process.

Reasons for Policy Remediation

There are many reasons policies land in remediation:

• Misunderstood Policy: Policies taken in without a clear understanding of policy funding needs 
or other policy details.

• Over-Loaned Policy: Policies with significant debt that can be subject to taxable policy lapse.

• Policy Performance: Many policies have not lived up to initial expectations because of less 
than expected cash value returns.

• Cost of Insurance (COI) Increases: A rather recent issue, COI increases can double or triple 
the carrying costs on a policy overnight.

• Premature Lapse: Because of policy performance and/or inadequate funding, policies may be 
projected to lapse prior to maturity or life expectancy.

• Changing Trust Goals: Modifications in tax laws or changes in the personal or financial 
situation of the grantor can alter the death benefit need.

• Changing Trust Contributions: Contributions to the trust available to pay policy premium 
may be reduced or stopped all together.

• New Policy Coming into Trust: A new or replacement policy entering the trust.

In each of these situations a trustee must maximize the value of the policy for the trust and the 
beneficiaries. To provide guidance, we will outline a series of cases for different remediation situations.

Uniform Prudent Investor Act (UPIA), 
Section 8–Reviewing Compliance

Compliance with the prudent investor 
rule is determined considering the facts 
and circumstances existing at the time of 
a trustee’s decision or action and not by 
hindsight.
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Case Study #1: Trustee is unaware of the actual condition of a portfolio of policies 
based on incorrect information provided by the grantor and his life insurance agent.

Background: A successor trust with a portfolio of three whole life policies on a 75-year-old insured was 
taken over by a TOLI trustee. The grantor informed the trustee that his agent told him the policies 
in his trust were adequately funded. An email from the grantor stated, “the insurance company will 
be making the payment” and “the policies I have are self-sustaining.” The email from the grantor 
included an attached email from his agent that stated, “the premium due and the interest due can 
both be paid by values in the contract.” While the policies could be paid by policy loan during the 
coming year, it was not clear what the long-term implications would be.

Review: While it was discovered no out-of-pocket contributions would be needed for 4 more years, 
the loans already on the policies would cause a loan squeeze and contributions would have to be made 
to the policies to pay at least the interest on the loans or the policies would begin to lapse. Because 
the loan exceeded the cost basis in each policy, each lapse would cause a taxable event. According to 
information gathered (see chart below), a minimal amount would be required in the fifth year. In 
the sixth year, the out-of-pocket contributions would grow to over $25,000, and each year thereafter 
the amount would increase. In the 10th year, the annual payment would be just over $37,000, and 
the cumulative payment would be just under $200,000. If the grantor were to live to age 90, the 
required cumulative payments would be approximately $425,000. In addition, because the required 
payments to the policies would be just enough to keep the policies from lapsing, the trust death 
benefit would drop. In fact, if the grantor lived to age 90, the total death benefit in all the policies 
would have dropped to approximately $754,000, even after paying the minimum required cumulative 
payments of $424,873. The net amount to the trust–the amount of death benefit after the future 
out-of-pocket contributions made would be $329,764, much less than the almost $1 million benefit 
that was originally in the trust. While the net benefit will be reduced by the premiums paid (unless 
the policy has a return of premium design), for all TOLI trusts in this case the grantor assumed no 
more contributions would be required.
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Outcome: Surrendering the policies now would have netted little cash for the trust because of the 
heavy loans on the policies. There was no opportunity to buy a new, more efficient policy due to the 
health of the insured, and the grantor and beneficiaries were uncomfortable with selling the policies 
(they may not have been saleable anyway). Because of the life expectancy of the insured, the decision 
was made to continue the minimal funding as outlined. As part of the decision-making process a 
document was created and signed by all pertinent parties to the trust, that:

1. Included the policy review and emphasized that additional out-of-pocket premiums would 
be needed in the future.

2. Reviewed the general health of the grantor to determine expected funding needed (a life 
expectancy report could have been used, but was not in this case).

3. Reviewed all policy alternatives.

Included the trustee’s decision on policy and funding as well as a note that the policy would be 
monitored and options would be reviewed again in the future.
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Notes About Case #1: Often the grantor of a TOLI trust has a stronger relationship with 
the writing agent than the trustee. However, it is the trustee’s responsibility to investigate and 
understand the policy and its funding. This is not always easy as the trustee is typically not privy 
to discussions that occurred between the grantor and agent during the sale of the policy, and 
even after. A TOLI trustee must have the expertise to review a policy independently to ensure 
the policy will meet trust goals.

Case Study #2: Cost of insurance (COI) increase in a current assumption universal life 
(CAUL) policy more than doubles the carrying costs of the policy.

Background: A TOLI trustee held a $4 million CAUL policy issued in April of 1990 to a male, 
standard, non-smoker, age 52. The policy was now in policy year 27. The insured was age 79, and 
in good health. At the time of the COI increase, over $1.3 million had been funded into the policy, 
and based on in force ledgers, an annual premium of $36,400 would be needed to carry the policy to 
maturity with minimal cash value. The policy COI increase was approximately 40% (see spreadsheet 
to the right that shows the monthly COI rates before and after the COI increase). The carrier provided 
the trustee with a letter that outlined options as: 1). “surrender policy for cash value”, 2). “reduce the 
face amount” to a level supported by your premium payment, or 3). “take no action,” though, “at 
some point, you may need to pay additional premiums to keep the policy in force.”
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The grantor informed the trustee funding of the trust would stop because of the cost increase. There 
were two beneficiaries to the trust that had no desire to fund the policy, nor did they have a present 
need for any proceeds from the trust.

Review: Potential options were outlined for the policy.

1. To maintain the $4 million death benefit under current, non-guaranteed assumptions (which 
assumed the average 40% increase to the monthly deduction rate), to the grantor’s age 100, 
annual premiums of $81,595 would be required. The policy had no maturity extension, and 
at maturity (age 100) would pay only the net cash value to the trust.

2. If no premium was paid on the $4 million death benefit under current, non-guaranteed 
assumptions (which assumes the average 40% increase to the monthly deduction rate), the 
policy was projected to continue through policy year 37 and then lapse with no value in year 
38–insured’s age 89. To extend the existing policy beyond the projected lapse in policy year 38 
without additional premium, the death benefit would need to be reduced now to $3,111,675, 
based on the same assumptions.

3. An option found in the contract (but not offered by the carrier in their letter) was to exchange 
the policy for a contractually paid up whole life policy with the carrier, which was calculated 
by using the net cash value divided by the net single premium for the insured’s attained age. 
The paid-up death benefit would be $2,811,173.

The options to keep a policy in force to maturity are outlined below:
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Outcome: The decision was made to internally exchange the policy for a contractually guaranteed 
whole life policy with the carrier for $2.81 million. No underwriting was required for the exchange. 
The grantor was a healthy 79-year-old, and though no life expectancy report was done, there was a 
reasonable chance that the insured could live to age 89, when the existing policy was projected to lapse 
with no value. Since the grantor and the beneficiaries agreed that no more funding would be available 
for the trust, the trustee had to pick between options that required no additional funding, which 
ruled out Option #1. Though Option #2 had a higher death benefit than Option #3, if the existing 
policy death benefit was reduced, it could still be subject to future cost increases, while Option #3 
provided a contractually guaranteed death benefit. In addition, the cash value in the whole life policy 
was projected to be larger than the existing policy, and though it was not anticipated that the cash 
value would be accessed in the future, the higher cash value was considered a plus.

The policy was exchanged for a contractually guaranteed whole life policy, but not before a document 
was created and signed by the grantor and beneficiaries that acknowledged the policy exchange and:

• Outlined the COI increase and the effect on the policy.

• Outlined all the options above in detail.

• Contained language that addressed the fact that, “based on currently available information 
and in light of the totality of the circumstances, it appears appropriate now to change the 
Policy to a Reduced Paid-Up (RPU) contract with no further premiums required.”

• Reiterated that the death benefit drop would be permanent and that additional coverage on 
the insured may or may not be available in the future.

Though this was a “prudent” decision based on facts and circumstance, if the insured were in ill 
health, another option would be to hold off on any policy changes for a year or two and monitor the 
insured’s health. Often, this can be done without impairing the policy. A “wait and see” cost analysis 
could be performed to review the effect on the policy.

Notes About Case #2: When determining the best course of action for a policy, all options, 
not just those easily identified, must be reviewed. In this case, a detailed examination of the 
policy contract yielded another option which was deemed to be the best choice under the facts 
and circumstances. Without an understanding of this contract option, an alternative option 
could have been chosen that would not have guaranteed death benefit coverage and subjected 
the trust to possible future COI increases.

Because of changes in the federal estate tax laws, some grantors are requesting TOLI trustees to 
surrender or lapse the policies in their trust. Here are two examples.
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Case Study #3: Grantor asks trustee to allow policy with no cash value to lapse, leaving 
the TOLI trust with little value.

Background: A TOLI trustee is informed that a grantor of a TOLI trust housing a survivorship 
guaranteed universal life policy issued 5 years prior with a current death benefit of $5.5 million and 
no net cash value, wished to stop funding the trust. The scheduled annual premium was $240,000 
and has been paid all years for a total premium outlay of $1.2 million. The policy was guaranteed to 
the insured’s age 110, provided the $240,000 is paid on or before the scheduled due date every year 
to age 100. The policy is relying on its no lapse guarantee to sustain the coverage to maturity since 
there is little cash value. Both insureds were rated preferred non-smokers when the policy was issued, 
and both were still in excellent health at current age 80.

Review: Potential options were outlined for the policy:

Option #1 - Pay the scheduled annual premium of $240,000–Reviewed

• Policy is guaranteed to maturity, with premiums payable to age 100

Option #2 - No further premium

• Policy will lapse

Option #3 - Invest future premiums vs. paying premiums–Reviewed

• Assumes 4, 5 and 6% after-tax returns.

Option #4 - Sell the policy in the Secondary Market

• No offers were forthcoming because of policy type/client health

Option #5 - Policy replacement

• After obtaining informal application, no more efficient policy options could be found

Option #1 (from above): If the premium is paid in full until age 100, the total premium paid from 
this point forward would never exceed or even equal the death benefit provided by the policy. At 
the average life expectancy, approximately $2.4 million less would be paid into the policy (from this 
point forward) than would be paid out if the insured passes away. This does not factor the time value 
of money.
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Option #3 (from above): If we include the time value of money–annual premium invested at certain 
interest rate assumptions–we can better analyze a real-world alternative for investing the premium 
versus paying the policy premium. As can be seen in the analysis below, if we invested the premium 
dollars going forward, at the after-tax interest rates assumed, the investment account would not 
exceed the policy death benefit until the insureds were in their mid-90s, which was past the generic 
life expectancy for two current 80-year old people (if both would have passed away). However, both 
insureds had above average health, so the assumption could be made that one of them would live 
longer.
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Outcome: The policy would be allowed to lapse driven by the fact:

1. The grantor would be allowed not be funding the policy.

2. None of the beneficiaries were interested in funding the policy, even if the death benefit (and 
the needed premium) were reduced to a lower, more affordable amount.

3. Both insureds were still in excellent health.

4. The policy analysis yielded no compelling reason to continue funding the policy.

5. Because of the insureds’ excellent health and the cost of the policy, no life settlement offers 
were forthcoming.
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Before surrendering or allowing a policy to lapse, make sure you review possible 1035 Exchange 
options. The IRS allows a tax-free exchange for policies that have a tax gain (when the cash value is 
greater than cost basis) through a 1035 Exchange–a carrier-to-carrier transaction that transfers the 
cash value from the existing policy to a new policy. This method can also be used to move the cash 
value of a life policy tax-free into an annuity. The transaction also carriers over the cost basis of the 
life insurance policy. For example, in this case, though there is little cash value in the policy, there 
is a $1.2 million cost basis that would carry over, creating a very tax efficient investment vehicle in 
the new product.

Before the policy could lapse, a document was created and signed by the grantor and beneficiaries 
that acknowledged the impending policy lapse and:

• Reiterated that no more funding was forthcoming from the grantor or beneficiaries.

• Outlined the policy reviews that were undertaken.

• Noted the health of the insureds.

• Noted no other options, like a policy sale in the secondary market, were available.

• Noted that the trust would no longer hold any death benefit, and additional coverage on the 
insured may or may not be available in the future.

Notes About Case #3: This is a great example of a situation where the decision is made for 
the trustee, but an analysis and a review of options should still should be part of the trust file. 
There were no real options for the trustee as the funding for the policy was going to stop. But 
showing the outcome of funding the policy vs. investing the premium dollars was important as 
it may have made a clear case for keeping the policy (it did not). Reviewing policy alternatives, 
in this case a sale in the secondary market, should always be part of the trust file. The review 
did not reveal any other alternative strategies for the policy, but reinforced the trustee’s decision

Case Study #4: Grantor informs trustee that he will no longer be funding the policy.

Background: A TOLI trust was holding a current assumption universal life policy issued 13 years 
prior with a level death benefit of $3 million and net cash value of $818,500. The grantor/insured, 
now 83 years old, has decided to not fund the policy and none of the beneficiaries are interested in 
funding the policy. The trustee must decide what to do with this $3 million asset.

Review: Potential options were outlined for the policy, and if relevant, were reviewed.

Option #1 - Pay the scheduled annual premium
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• No money is forthcoming to fund the policy.

Option #2 - Surrender the policy for the cash value and invest it. Reviewed (Columns 5 and 6 of 
chart that follows)

• Surrender is not a taxable event as cash value was less than cost basis.

Option #3 - Allow the policy to run at the current death benefit with no premium payments. 
Reviewed (Column 7 in chart that follows)

• Policy to lapse in approximately 10 years.

Option #4 - Reduce the death benefit to an amount that will carry the policy to maturity with no 
premium. Reviewed (Column 8 in chart that follows))

• Death benefit of $2,150,000

Option #5 - Sell policy in the secondary market

• No offers forthcoming.

Option #6 - Policy replacement to maximize the death benefit

• After obtaining informal application, no more efficient options could be obtained.

Note: A life expectancy (LE) report was obtained and the results were added to the analysis (Column 
9). While an LE report cannot tell the exact date, or even year, of death, it can provide another fact 
to consider in the decision-making process. As outlined in Chapter 15, an LE report shows when a 
group of 1,000 individuals with the same age, health, and lifestyle would be expected to pass away 
over a period. For example, in year 5 below, 250 or 25% would have passed away by year 5. By year 
16, age 98, all would be expected to have passed away (Column 9).

In the analysis that follows, if the cash value were invested at a 4% net return the investment account 
would never reach $2 million in value (Column 5). At 6%, the investment account would reach 
the $2 million mark in approximately 15 years (Column 6). If the policy were left at current death 
benefit and not funded it would persist for 10 more years and then lapse. If the policy were lowered 
to a $2.15 million death benefit (Column 8), coverage would be guaranteed to run to maturity with 
no additional premium payments.
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Based on the analysis above, surrendering the policy and investing the cash value at the returns 
indicated would likely not produce an amount equal to the death benefit that could be provided, 
even if the death benefit were reduced to $2.15 million. If there were a compelling reason, enabled by 
the trust document and justified by particular facts and circumstances, to surrender the policy and 
distribute the surrender value to the beneficiaries, that might be a consideration. But to maximize 
the value of the trust, it appears that keeping the policy in force is the prudent decision. Based on the 
LE report, if the policy is kept in force at the current death benefit, there is a chance that it would 
lapse without paying a death benefit. Lowering the death benefit to $2.15 million would guarantee 
that that amount would eventually be paid to the trust.

A case could be made to keep the policy in force for a few more years while tracking the health of the 
insured, but it was decided that since it would lower the eventual reduced death benefit too much, 
it was more prudent to move ahead now and reduce the benefit.

Outcome: The policy death benefit was reduced to $2.15 million driven by the fact:

1. The grantor would not be funding the policy.

2. None of the beneficiaries were interested in funding the policy.
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3. The LE report showed a real possibility the insured could outlive coverage if the death benefit 
were kept at $3 million.

4. Waiting to reduce the death benefit would lower the eventual reduced amount.

5. No other options were available for the policy.

Before the policy death benefit was reduced, a document was created and signed by the grantor and 
beneficiaries that acknowledged the death benefit reduction and:

• Reiterated that no more funding was forthcoming from the grantor or beneficiaries.

• Outlined the policy reviews that were undertaken.

• Noted the LE report on the insured.

• Noted no other options, like a policy sale in secondary market, were available.

• Noted that the trust would hold a lower death benefit and additional coverage on the insured 
may or may not be available in the future.

Notes About Case #4: This case shows the extent to which you must review all options in a 
case to arrive at a prudent decision. And though the decision made could be proven prudent, the 
decision was not crystal clear. Sometimes these decisions are not black and white, they are grey. 
Which is why it is important to include all facts–in this instance, surrender value investment 
analysis, policy death benefit reduction outcome and life expectancy report–in your trust file.

New Policy Reviews

In Chapter 3 we outlined the minimum information that should be gathered when a newly purchased 
policy comes into your trust. Your remediation team should be part of any policy review for a new 
policy.

The team should review:

• A cover letter or email summary from the agent/advisor outlining the reasons for the policy 
purchased.

• Illustrations for the policy:
 o The actual sales illustration for policy assuming the funding that was agreed upon.
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 o If the sales illustration does not show the policy running to maturity, another illustration 
showing what is needed at the time of lapse to continue policy to maturity is needed.

• Any additional information about the policy being taken in. For example, planning techniques 
that may occur in conjunction with the policy purchase, any split ownership or outside 
funding, etc.

Once all information is gathered, a review focused on the funding that has been established and 
reasonable expectation for the rate of return in the underlying cash value of the policy should take 
place.

After a thorough review, a document should be created for the file and signed by all pertinent parties 
that:

• Outlines the expected funding for the policy.

• Includes all advantages and disadvantages of the policy as well as any caveats.

• Reviews the outcome of the policy at expected, as a well as a lower, return assumptions.

• Outlines any specific grantor requirements, i.e. 
for a guaranteed universal life policy. All gifts 
to the trust must be made in full and on time 
or trustee cannot be responsible for any policy 
guarantees that may be compromised.”

• Designates outside advisors for the policy, if any.

• Designates all individuals who will receive annual report and information on the policy.

Note: If the policy is one that relies on cash value return for its performance, make sure that you 
understand the outcome at various interest rates. For example, we reviewed a new $7.5 million equity 
index UL policy on a male preferred plus non-smoker, age 45 that assumed an $80,000 premium for 
10 years only. The outcomes at two different interest rate assumptions are shown below:

In past chapters we outlined specific 
policy characteristics, advantages, 
and disadvantages. Review those 
chapters when developing your 
trust file documents.
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The cash value return assumed has a dramatic effect on the outcome of a hypothetical illustration.

Policy Replacements

There are several good reasons to consider replacing an existing policy:

• Change in trust investment temperament
• Policy improvements
• Client health change
• Change in trust death benefit need

When reviewing a policy replacement, follow the same process as above, but make sure there is a valid 
reason for replacement and that the new policy provides a more efficient asset for the trust. Sometimes 
this is hard to decipher unless you can “look under the hood” of a policy, as in the case design below.

Case Study #5: Grantor informs trustee his agent is suggesting a policy replacement 
because of a change in investment temperament.

Background: A grantor with an $8 million 
survivorship variable universal life policy in his 
TOLI trust informed the trustee that his agent 
suggested he replace the variable policy with 
an equity index product because the grantor’s 
“tolerance for risk was diminished” and there 
was a desire for a trust asset that was “more 
conservative.” The agent submitted a sales 
illustration showing the outcome of the equity index policy assuming an 8.49% credited return, but 
lowered the death benefit in the new policy to $5 million since the grantor also believed that the 
death benefit he needed in the trust could be lowered. The agent provided no review of the existing 
policy outcome with a lower death benefit.

Review: The review focused on three components:

1. Underwriting
2. Policy Charges
3. Underlying Cash Value Investments/Policy Outcome

Underwriting: With the existing policy, the male was health rated, but in the new policy was 
considered a standard non-smoker–a plus. The health on the female had deteriorated dramatically to 
an uninsurable rating, meaning on her own she would not have been able to obtain coverage, but in a 
survivorship policy she could–at greatly inflated costs. This had the effect of increasing policy costs.

When reviewing a replacement policy, 
you must understand:

• The characteristics, expectations 
and costs of the new policy.

• The best options available for the 
old policy.
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Policy Charges: The policy charges include mortality charges, as well as taxes, sales charges, asset 
based charges, processing and per unit charges, and other fees and expenses. The chart below totals 
all fees and charges based on carrier provided information and/or illustrations. All charges are based 
on current charges in the policy. Actual charges could go higher. Policy charges greatly affect the 
performance of a policy over time. We found the total deductions in the new policy to be significantly 
higher than the existing policy. In fact, in 30+ years, the new policy would be over 4 times costlier.

Underlying Cash Value Investments/Policy Outcome: In the sales illustration the trustee received 
from the agent, the assumed crediting rate for the survivorship equity index universal life policy was 
8.49%. As we mentioned in Chapter 10, regulations now limit the crediting rate shown on illustrations 
on EIUL policies to approximately 7% (this case was prior to AG 49) and with good reason. An 
8.49% return will more than likely not be achieved in 
the policy, though showing a high return made the sales 
illustration attractive to the grantor. When we compared 
the two policies it was easy to see the new policy was not 
a good substitute for the existing policy. The existing 
variable policy had a Fixed Account that paid a guaranteed 
4% return. As can be seen in the chart that follows, the new policy, even at the 8.49% assumed 
return, could not outperform the existing policy based on current costs assuming the 4% guaranteed 
rate. If we assumed the same $40,000 premium that was to be paid in the new policy was contributed 
to the existing policy at the guaranteed rate of return in the Fixed Account, the policy would run 
until the male was 95, the female 91.

Remember, all else, equal the higher 
the return shown in a universal life 
chassis policy sales illustration, the 
lower the premium need will be.
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Outcome: Based on the information we provided the trustee refused the replacement.

Notes About Case #5: One of the prime responsibilities of a TOLI trustee is spelled out 
in Section 7 of the Uniform Prudent Investment Act (“a trustee may only incur costs that are 
appropriate and reasonable in relation to the asset.” Accepting this replacement would have 
run afoul of that regulation. Sometimes it is hard to decipher the actual costs in a policy. The 
costs are not the premium, they are the underlying expenses. The premium costs can be hidden 
(lowered) by manipulating the illustration, but the actual costs cannot.

Case Study #6: Grantor informs trustee his agent is suggesting the three policies in the 
trust be replaced with one, more efficient policy.

Background: A trustee is approached by the grantor of a trust with a portfolio of whole life policies. 
The grantor is no longer going to fund the trust and the agent is suggesting that the three policies be 
replaced with one policy with a reduced death benefit. The existing portfolio totaled $5.7 million of 
coverage and had approximately $2.1 million of cash value. The agent is proposing to 1035 Exchange 
the cash from the existing policies into an equity index universal life policy that, based on a reasonable 
rate assumption and current charges, would carry the policy until age 92, which was past the life 
expectancy of the grantor/insured. The new policy would need no additional funding until age 92.

Review: While it is true that the new policy would need no additional funding, and assuming 
conservative crediting assumptions would carry the policy past the expected lifespan of the insured, 
no review was done on the existing policy options. After contacting the carrier, it was found that 
the existing policy death benefit could be reduced to $3.9 million by requesting a paid-up policy 
which would contractually guarantee $3.9 million in death benefit until maturity, when the policy 
would endow (cash value equals death benefit). The two best options, should the grantor wish to 
stop funding the trust, are listed below.
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Outcome: The requested transaction was refused by the trustee. The request was made to the carrier 
for a reduced paid-up policy, but not until a document was created for the file and signed by all 
pertinent parties that:

• Reiterated that no more funding was forthcoming from the grantor or beneficiaries.

• Outlined the policy review that was undertaken.

• Noted no other options, like a policy sale in the secondary market, were available.

• Noted that once the death benefit was reduced it could not be increased back to the original 
amount.

• Noted that the trust would now hold a lower death benefit, and additional coverage on the 
insured may or may not be available in the future.

Notes About Case #6: This case shows the extent to which you must review the options on 
the existing policy in a replacement scenario. Had the trustee accepted the transaction request, 
they would have been liable for a death benefit loss of $900,000, in addition to increased policy 
risk, as the new policy’s death benefit was not contractually guaranteed. If the agent suggesting 
the replacement does not fully review the best options for the existing policy, you, as a TOLI 
trustee, need to. It is your responsibility.

Developing a Remediation Process

TOLI trustees should develop a rigorous process for policy remediation. While each firm can develop 
their own processes, here are a few guidelines to consider.

Remediation cases should be placed in categories indicating the reason or issue the policy is in 
remediation. These may include:
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1. New Policy or Policy Replacement

2. Policy Lapse Imminent - Policy is projected to lapse within a very short period of time

3. Policy Lapse Projected:
a. From 1 to 5 years
b. From 5 years plus to maturity

4. Death Benefit Decrease in Policy - A decrease in the death benefit of the policy has been requested

5. Term Conversion/Premium Increase - The conversion deadline and/or level premium period 
will expire within 2 years on a term policy

6. Policy Loan Issue - Policy loan causing the death benefit to decrease, while increasing the 
lapse risk/taxable event

7. Whole Life/Term Blend Issue - Issues with this type of policy can include death benefit 
decrease, large premium increase.

8. Policy Surrender Request - Request to surrender the policy has been submitted

9. Other - Dividend change, maturity options, rider questions, etc.

Note: Policies that are in imminent danger of lapse should be placed in triage and 
dealt with aggressively.

Remediation policies should be tracked based on their status, for example:

1. Active - indicates that actively working on the policy to identify a solution and/or obtain 
appropriate trust documentation. The following is a general outline of the Policy Remediation 
process steps when the status is Active.

a. Issue Diagnosis/Options: A policy review is completed and a report is generated that 
outlines the issues or condition of the policy and provides options. In the case of a new 
policy or replacement, the report will review the policies and provide commentary as to 
appropriateness of the new policy.

b. Contact: After a review is completed, the appropriate internal individuals (management, 
legal, trust committee, etc.) are contacted and findings are reviewed. During this period, 
others (grantors, beneficiaries, outside advisor(s)) may also be contacted.
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c. Document preparation: Appropriate documentation is prepared, which outlines the 
policy situation and will typically include the trust file policy review/options, and any 
documentation required of the grantor(s) and/or beneficiary(ies). This may be prepared 
by the legal department depending on company policies and the scope of the issue.

d. Review/Signatures: Once any decisions are made, the documentation and decisions are reviewed 
with the pertinent parties, and any required signatures are obtained for the trust file.

2. Suspended: There are occasions when issues cannot be resolved within a desirable time frame. 
In those instances, if you have taken all appropriate steps to assist in resolving an issue you 
may suspend the case as long as there is no imminent liability. If there are any new issues or 
any policy changes, the case should be re-opened

3. Escalated: In those instances when you have taken the appropriate steps to resolve an issue but 
resolution is stalled due to issues beyond your control, or there are issues that need immediate 
attention, the case should be escalated to management or the trust committee.

4. Closed: Cases are moved to a closed status once all issues have been resolved and/or all 
required documentation has been received. If any new issues arise after the case has been 
closed, you can re-open it.

One reason for tracking all the operations of your remediation team is to document the time and 
effort spent dealing with policy issues. We have estimated that each year, 20% or more of your policies 
will be in remediation at some point–if you are doing your required job. This is a labor intensive and 
expensive part of your services.

Policy remediation is one of the most important tasks of a TOLI trustee. Making a prudent decision 
and documenting the reasons for, and the processes around, that decision will help to mitigate TOLI 
liability. Remember, the policy outcome cannot be completely controlled but the process can. By 
building on the steps laid out in this chapter you will be able to develop a more prudent process 
around policy remediation.
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Closing Thoughts

The outcome cannot be (completely) controlled, but the process can.

The management of life insurance, especially for those in the role of fiduciary, is an arduous task. As 
you have read in this book, market conditions have taken their toll on this asset class in the last two 
decades and the negative effects have accelerated in the last decade. Most permanent life insurance 
is backed by fixed investments, and we have lived through a decade of historic low, even negative, 
interest rates. The interest rate drag on product performance has been pronounced and cost of 
insurance (COI) increases, a new phenomenon, have raised carrying costs on some policies by 200% 
and more. Today’s life insurance fiduciary must be well-versed in the management of this asset class, 
with a diversified team of experts on hand or they could face increased liability going forward.

The estate tax law changes that occurred with the passage of the Tax Cuts and Jobs Act reduced your 
federal estate tax ILIT prospect pool to 1 in 1,000 estates (1). Yes, trusts and life insurance will have 
a role going forward, but you, as advisor or trustee, will have to explain why they make sense to most 
of your clients with less than $11 million (single) or $22 million (married) in assets.

Many of your present clients will be asking you what they should do with their existing ILIT, which 
will considerably raise the level of service you will be providing going forward. Our chapter on 
remediation included some examples of the analysis that is required of you as a fiduciary. The work 
is time consuming and specialized, demanding expertise you may or may not have.

Litigation and settlements will increase in the TOLI world as we move forward. The application of 
the Uniform Prudent Investor Act (UPIA) to life insurance will evolve just as the application of the 
Employment Retirement Income Act of 1974 (ERISA) has entangled many companies sponsoring 
401(k) plans in costly litigation. Are you compliant with the UPIA? Are you comfortable with the 
risk/reward component of policies in your portfolio? Are you secure that you have done all you can to 
investigate and manage the asset in your care? Are you sure that all decisions made about the policy or 
trust are solely in the interest of the beneficiaries without any undue influence of the grantor? Is there 
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any concern that the assets in the trust–the policies themselves, may have costs that are out of line? 
Would you even know if they were? Over the years, as this information becomes more transparent 
and TOLI fiduciary responsibilities expand, it could lay bare the inadequacies of TOLI trustees that 
were not so apparent in the past.

Most of the checks written to settle TOLI disputes do not come after a court room battle, they are 
written to avoid a courtroom battle. We have seen 5 and 6 figure checks written simply because a 
trustee made an administrative error or did not sufficiently investigate a policy replacement that 
turned out to be a mistake. These checks go unnoticed to all except the people who wrote them.

Throughout the book we have provided you with the tools and information you need to manage 
life insurance and life insurance trusts. To succeed, you need a robust centralized system, a team 
of trust and life insurance experts that work together well, open communication with all parties to 
the trust, especially the beneficiaries, a prudent process that is followed by all, a well-documented 
trust file that includes all the pertinent information you used to make decisions about the trust and 
policy and a pricing policy that will adequately support your services–and hopefully make a profit.

The decision making that occurs around a life insurance trust is typically not black and white, it is 
gray. You, as a fiduciary, cannot be assured that the outcome you choose will be “right”, but you can 
be confident that it will be deemed prudent if you make a practical decision based on the best facts 
and circumstance available to you, and document the file on your reasoning for the choices made. 
According to the UPIA, “compliance with the prudent investor rule is determined in light of the facts 
and circumstances existing at the time of a trustee’s decision or action and not by hindsight.” Your 
role as trustee will be judged by your process, not the outcome. Make sure the process is prudent, 
includes all relevant information, and is well- documented.

In 2013, ITM TwentyFirst took part in the Leadership Workshop for Life Insurance Stewards at The 
Hotel Thayer at West Point, NY where leaders from the legal, financial planning, and insurance world 
got together to review and edit a draft of the Best Practices Standards for Life Insurance Stewards. 
Attendees at the session who dealt with TOLI and fiduciary litigation pointed out that there are many 
things outside of your control as a trustee, but if you are being accused of not living up to your duty 
as a trustee you had better be prepared to show the prudent practices you employed. As a trustee, the 
outcome cannot be (completely) controlled, but the process can.

Good luck to you as you move forward in managing life insurance and TOLI trusts. Do reach out 
to us if we can ever be of service.

ITM TwentyFirst: 612.371.3008
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ITM TwentyFirst
ITM TwentyFirst is the largest provider of life insurance policy management services 
in the country. With 200 institutional clients, the organization administers over 
25,000 life insurance policies with over $150 billion in death benefits. The firm 
provides complete outsourced services for trust-owned life insurance (TOLI) trustees 
as well as institutional investors in the life settlement market. In addition to its total 
outsourcing option, the firm offers a cloud-based secure system for those who wish to 
manage their policies in-house.

ITM TwentyFirst is also one of the largest providers of life expectancy (LE) reports, 
designed to estimate the lifespan of an insured person based on his or her age, gender, 
lifestyle, smoking status, family history and medical conditions. These reports are used 
by institutional investors to value policy portfolios, and they are a vital tool for TOLI 
trustees attempting to make prudent decisions in managing life insurance policies.

ITM TwentyFirst was formed in June of 2015 with the merger of three leading 
companies, TwentyFirst Services of Minneapolis, MN, and Insurance IQ and Insurance 
Trust Monitor (ITM) of Cedar Falls, IA. In June of 2017, ITM TwentyFirst merged 
with Pension Benefit Information (PBI), a California-based firm that is the leader in 
death audit and location services. The 30-year-old firm uses a proprietary system to 
deliver accurate actionable data to government agencies, third-party administrators, 
pension plans, insurance companies and other financial organizations.

In November of 2017, Life Insurance Trust Company received a charter in the state 
of South Dakota under the ITM TwentyFirst umbrella and operates as the only trust 
company in the United Stated focused specifically on life insurance trusts.




