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Benefits of Trust-Owned Life 
Insurance 
Richard W. Deutsch 

Financial advisors can provide a valuable service to their clients by helping them to 
use trust-owned life insurance policies effectively as an estate-planning tool. 

T rust-owned life insurance is 
widely used by high net 
worth individuals to provide 
for estate taxes or to effect a 
transfer of wealth from one 

generation to the next. W i t h a policy 
placed in a correctly structured irrevocable 
trust, the proceeds are kept out of the 
estate at the t ime of death. 

Trust-owned life insurance, however, 
should not be considered a one-time 
event, where the policy can be put away 
in a bank trust department's file cabinet 
and forgotten about unt i l t ime of death. 
L i k e any other life insurance policy, a 
trust-owned policy needs to be routinely 
serviced to avoid such problems as: 

• A client having the wrong k ind of life 
insurance due to changing circum
stances. 

• A client having life insurance that is not 
configured to best serve his or her 
needs. 

• Undcrperforming policies. 
• A client paying too much for coverage. 

By helping clients to understand these 
issues and ensuring that the bank trustee 
is properly addressing them, financial 
advisors can provide a valuable service to 
high net worth customers. N o t only wi l l 
they help enable clients to effectively use 
trust-owned life insurance as an estate-

planning tool—and possibly avoid future 
pain for their heirs—but they w i l l uncover 
a new a source of fee income. 

Understanding Trusc-Owned 
Policies 

Because a life insurance policy is a finan
cial asset, a bank trustee has a fiduciary 
obligation to behave in a prudent manner 
w i t h respect to the policy. Tha t duty goes 
beyond ensuring that the premium gets 
paid. Over the life of a policy, several situ
ations may arise that would require a 
trustee to take action: 

• A n individual's insurance needs can 
change. 

• A policy's financial performance may not 
be meeting the projections made in the 
illustration (i.e., the table of future pre
miums, benefits, and values) that was 
generated when the policy was bought). 

• Innovations in insurance products may 
make it feasible to replace an existing 
policy at a lower cost. 

• An insurance carrier's quality can deteri
orate significantly from the time the pol
icy was bought. 
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Death 
benefits 
rather than 
cash 
accumulation 
are the 
policy ̂ s 
primary aim. 

Servicing a life insurance policy is cru
cial to ensuring that it meets the financial 
objectives for which i t was purchased. Any 
of the situations described above could 
cause a policy to fall short of its goals. 

Rules issued in 1997 by the Office of 
the Controller of the Currency stipulate 
the need for servicing wi th respect to poli
cies held in trust at national banks.' T h e 
rules require bank trustees to evaluate all 
assets for their suitabili ty upon placement 
into a trust, and, importantly, on an annual 
basis thereafter. T h e overwhelming 
majority of trust-owned policies are not, 
however, currently being adequately ser
viced, according to an analysis performed 
by Custom Administrat ion Services Co. 
(CASCO), a third-party administrator 
based in St. Louis . ' 

Al though trustees have a fiduciary duty 
wi th respect to insurance policies under 
their care, i t appears that they have largely 
viewed servicing these policies as a "nui 
sance." Th i s is generally because their fee 
structures often do not adequately com
pensate them for this duty, or they con
sider it to be the insurance agent's role. 

Insurance agents, on the other hand, 
believe the duty rests wi th the trustees. 
Further, they often do not see themselves 
as having a relationship wi th the trustees 
and, consequently, do not engage in any 
direct communication wi th theni. T h e 
result: no one is watching out for the 
interests of the trust grantor or the benefi
ciaries of the trust. 

A Major Value Opportunity 

H o w much is this costing trust benefactors 
and beneficiaries.? Plenty. T h e CASCO 
study concluded that there was an 84% 
likelihood that trust-owned life insurance 
policies could be restructured to provide 
40% more benefits for the same premium. 
Conversely, the same benefit could be 
obtained at a 40% savings. 

Price is not the only cause for concern, 
however. Many trusts have purchased 
policies that are unsuitable for the policy
holder's objectives. Because death bene
fits rather than cash accumulation are the 
policy's primary aim, universal life is often 
the best-suited product. CASCO, how
ever, found that only 17% of trust-owned 
policies were universal life, while 68% 
were whole life. Th i s is partially due to 
the fact that universal life had not been 
created when many of these policies were 
sold. 

Another concern for trustees and trust 
grantors is t imely access to complete infor
mation. Without it, trustees cannot man
age policies. Th i s is available in only 20% 
of the cases, according to CASCO. T h e 
problem is particularly acute for older 
policies for which the insurance company 
cannot readily issue computer-generated 
statements. 

Whi le these concerns are serious, they 
should not discourage clients from using 
trust-owned life insurance i f i t serves their 
financial goals, i.e., funding for estate 
taxes or transfer of wealth. An article in 
Fordefnoted that because of insurance's 
tax-advantaged status, universal life or 
whole life, when purchased to pay estate 
taxes and placed in a trust, provides a bet
ter return than a combination of term 
insurance and investments in bonds. 

Safeguards 

Whether clients have already set up trusts 
or are contemplating doing so, advisors 
can play a valuable role by ensuring that 
they have safeguards in place to ensure 
that this asset (the trust-owned life insur
ance policy) w i l l be managed prudently. 

I f clients have already established a 
trust, call their trustee—or person wi th 
fiduciary responsibility—to set up a meet
ing. Use the conference to review servic
ing procedures and to reexamine the 
policy's performance. By comparing cur-
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rent projected performance wi th that pro
vided at the t ime the pohcy was pur
chased, the cHent, the trustee, and the 
advisor can decide whether the pohcy is 
meeting expectations. Older pohcies sold 
when interest rates were higher often fail 
this test. 

Next , the client, the trustee, and the 
advisor should determine whether the 
policy still meets the goals of the trust. 
T h e multi-year bul l market in stocks has 
generated substantial new wealth. I f the 
client has benefited from the run-up in 
stock prices, the size of his or her estate 
may be much greater than anticipated 
when the policy was purchased. T h e 
client may need to have the policy 
updated to provide enough l iqu id i ty to 
meet future estate tax needs. 

This is, however, not the only reason to 
review coverage. Often, one's underwrit
ing status changes. For example, a 
reformed smoker who purchased a policy 
before he or she kicked the habit might 
now qualify for lower rates. In fact, most 
companies have created new underwrit ing 
classes wi th much lower rates for those 
that qualify. N e w coverage may be even 
cheaper than the current poUcy. 

Additionally, it may pay to apply for a 
new policy i f the policy has been held for 
a long t ime. Tha t is because insurers tend 
to lump older risk in an average pool for 
everyone of a particular age. By going 
through the underwri t ing process again, a 
healthy person can provide an insurer wi th 
new medical information that can result in 
lower mortality costs. 

Low-Load Advantage 

Finally, a low-load insurance policy can— 
as the CASCO study cited earlier shows— 
often result in significant savings for the 
client. Additionally, a financial advisor 
may be able to collect a fee for services in 

connection wi th the procurement of a new 
policy. 

I f an advisor is assisting clients in the 
procurement of trust-owned life insurance 
for estate planning, the analysis should go 
beyond the details of buying coverage and 
setting up the trust. T h e advisor should 
be able to recommend what systems 
should be in place to monitor policy per
formance and safeguard against the prob
lems described earlier. As part of the 
arrangement, the advisor may be asked by 
the trust grantor and trustee to perform 
some of these services. 

Because the policy is held in trust, the 
client cannot act on his or her own. 
Further, the financial advisor cannot make 
changes as the client's agent. I f the client, 
as trust benefactor, purports to act on his 
or her own behalf, it could trigger the pol
icy proceeds to become taxable to the 
estate. 

Only the trustee has the power to act, 
and a competent trustee wi l l only take 
actions he or she considers prudent. 
Consequently, the advisor must be pre
pared to educate the trustee and demon
strate the soundness of any changes 
recommended. 

A trustee must treat an insurance policy 
the same as any other financial asset 
under his or her stewardship. For insur
ance, this involves monitoring carrier sol
vency, assessing the suitability of an 
insurance product for meeting the goals of 
the trust, evaluating policy performance, 
and exercising policy options when they 
arise. Financial advisors can provide a 
valuable service to their clients—and 
potentially save them money—by ensur
ing that their trustees are meeting their 
fiduciary obligations wi th respect to life 
insurance policies in their care. • 

' 12 C.F.R. part 9 (1996). 
' Custom Administration Services Co., "Trust-Owned 
Life Insurance Survey and Comparative Analysis," (April 
1998). 
Coolidge, "When Costly Insurance Makes Sense," 

Forbes 252 (12/14/98). 
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