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Abstract: When establishing a trust, clients put

their planning and , o ften, the fate o f their heirs in

the hand s o f the trustee. T hey  rely  o n the trustee’s

ex pertise and  d iligence to  m aintain the trust. H o w -

ev er, o ften trustees fail to  m o nito r the trust and  its

assets. T heir failure can put the trust and  its o bjec-

tiv es at risk . T his article w ill ex am ine the risk s that

trustees face w hen d ealing w ith trust-o w ned  life

insurance, and  the im pact they  can hav e o n client

planning. It w ill sho w  ho w  the U nifo rm  P rud ent

Inv esto r A ct o ften req uires trustees to  activ ely  m o n-

ito r trust-o w ned  life insurance. F inally, it w ill share

so m e cases w here trust-o w ned  po licies fell sho rt and

ho w  better m o nito ring a trust’s life insurance m ight

help a trust better achiev e its o bjectiv es.
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W
hen clients establish a trust, they rely on

the skills and knowledge of the trustee to

assure that their trust meets its objec-

tives. H owever, in helping clients achieve their goals,

trustees face issues when overseeing trust objectives.

T hese include the need to

• meet trust objectives and respect the rights of all

beneficiaries

• handle gifts to the trusts, provide notice of gifts and,

for trust-owned life insurance ( T OLI), meet pre-

mium payment deadlines

• comply with state and federal law

• be aware of the threat of lawsuits if they fail, or are

perceived to fail, to meet trust objectives

B alancing these items often makes the role of a

trustee difficult. H owever, the diligence that trustees

apply to their responsibilities can vary. For the client who

irrevocably gave up control of his or her property, this can

be an acute problem, putting both the trust objectives and

the protection of the trust beneficiaries at risk.1

T his may be a problem with all types of trusts. H ow-

ever, it can be of particular concern with a T OLI. Why?

B ecause life insurance can be a complex financial instru-

ment that requires specializ ed expertise in policy design

and monitoring. 

What could happen to these policies without a

trustee’s supervision? In many cases the underlying pol-

icy design may be such that it will not support the
This issue of the Journal went to press in June 2005.
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desired death benefit despite years of premium pay-

ments, or it will support the death benefit only with a

steep increase in cost. In other cases, the underlying

assumptions may not have held up over time. For still

others, it may be that, as they attempt to meet a trust

grantor’s objectives, they can obtain more efficiently

priced coverage or increased coverage for the same price.

This article explores the various items to which

trustees need to be sensitive. In particular, it focuses on

the areas of exposure to potential lawsuits and suggests

some ways in which trustees might better protect them-

selves. It offers some case examples where proactive work

by trustees regarding life insurance helped long-term

client plans. This article also draws from the Uniform

P rudent Investor Act (UP IA), and certain state-to-state

variations, but will emphasize the broad standard of care

that is increasingly recognized by the courts.

Many of the issues that face TOLI will be discussed

later. However, this article will begin with some statistics

that show the widespread lack of review that exists today. 

Some Background Statistics
With all the concerns faced by trustees, are they liv-

ing up to the task? S everal recent surveys reported in

Trusts and E states would indicate that this is not neces-

sarily the case. A particularly telling statistic indicates that

anywhere from 70-95% of TOLI has no current servic-

ing agent.2 The lack of a servicing agent might occur for

any number of reasons. However, without the expertise

of a servicing agent, one would expect that a trustee

would be closely monitoring the life policies, but another

recent survey from the May 2004 issue of Trusts and

E states indicates otherwise.3

This survey looked at approximately 550 trustees,

with a roughly equal split between 1) professional trustees

and 2) family members and friends acting as trustees.4

While a reader might expect that professional trustees

would monitor their trust assets more closely than indi-

viduals acting as a trustee as a favor for a close family friend

or relative, both groups produced fairly similar results.

Of professional trustees, fully 83.5% indicated that

they had no guidelines and procedures for handling

TOLI. An even higher percentage, 95.3%, had no guide-

lines or procedures for handling the asset allocation com-

ponents of variable life insurance.5

For nonprofessional trustees, 71.2% indicated that

they had not reviewed their trusts’ life insurance policies

in the last five years. As with professional trustees, few

had any methods for handling the asset allocation com-

ponent of variable life insurance, with 94.7% indicating

that no such procedures were in place.6

These results are echoed by other surveys7 that

showed a number of policies and trust portfolios that

were able to increase their trust-owned death benefits at

no premium increase, or maintain the current death

benefit with overall lower premiums. S ections later in this

article discuss the reasons why this may occur and offer

several specific examples.

Possible Reasons for a 
Lack of Monitoring TOLI

Why is it that life insurance is not managed as well

or as actively as other assets? And why do life insurance

dealings tend to focus primarily on the day-to-day trust

duties of accepting gifts, sending out Crummey notices,

and paying premiums?  

There could be many reasons. It could be that life

insurance is viewed as a long-term asset, not intended to

mature for many years or decades. As a result, it may not

be viewed as an asset to actively manage and supervise.

Instead, trustees simply maintain the policy, not realizing

what might be occurring with its underlying structure. 

It could also be that trustees are dealing with a

complex asset that requires the support of insurance

specialists to which they may not have ready access.

S ome statistics and articles often quote a figure as high

as 90% of trust-owned policies as orphaned policies.8

Without a servicing agent, trustees as policy owners

may not have the time, focus or knowledge to deter-

mine where to turn when searching for quality infor-

mation regarding their TOLI.

The UPIA and Other Standards of Care
R ecently, state legislation and regulatory trends have
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raised the standard of care where TOLI is concerned. Just

as a trustee might monitor the investment assets in a

trust, such as reviewing a trust’s portfolio to see if per-

formance is meeting expectations, a trustee should also

consider monitoring and reviewing the life insurance

assets in a trust for which he or she is responsible. The

trustee may wish to examine the insurance from two

perspectives. First, to determine whether life insurance is

appropriate for the current needs of the trust beneficiar-

ies—much as an adviser might review a client’s allocation

to determine if a client’s portfolio allocation is appro-

priate for a client’s current needs. Second, the trustee may

wish to examine the underlying policies themselves—

much as an adviser might examine individual holdings

within a portfolio sector. 

In the past decade, bank regulatory agencies and

the states have adopted standards related to the purchase

and selection of life insurance policies. Particularly appli-

cable are the UPIA9 and recent standards for the pur-

chase of life insurance set out by the Office of the Comp-

troller of the Currency (OCC).10 Although both evolved

for different reasons, their standards of care are similar.

The UPIA sets standards for trustees in the duty of

managing and investing trust assets as any prudent

investor would. It holds them to a standard of reasonable

care, skill and caution. This uniform code, first proposed

in 1994, is currently adopted in one form or another by

at least 35 states.11 Several key areas addressed by the

UPIA are noted below. While these have not always influ-

enced court decisions in cases involving a trustee’s judg-

ment—or lack of judgment—over life insurance, the

themes of the UPIA set a standard for trustees that should

be considered a minimum threshold.

It is important to keep in mind that the UPIA sets

a basic standard that may vary from state to state. More-

over, a client can always draft a trust that holds a trustee

to a higher or lower standard.12 The ability to reduce

standards has helped trustees in some of the court cases

as discussed further in this article. N evertheless, the trend

in holding trustees to a high standard, and enforcing

that standard, is clear. 

First, trustees must act in what is known as a fidu-

ciary capacity, in effect bearing the burden of carrying

out the trust’s objectives for all beneficiaries. The UPIA

specifically notes, “If a trust has two or more beneficiar-

ies, the trustee shall act impartially in investing and man-

aging the trust assets, taking into account any differing

interests of the beneficiaries.”13 Moreover, the act is very

specific in noting that when acting in such a fiduciary

capacity, the trustee must “consider the purposes, terms,

distribution requirements and other circumstances of

the trust.”14 Clearly, the trustee of an irrevocable life

insurance trust must always be aware of the purposes for

which the trust was established and undertake all actions

to ensure those objectives are met.

This model act holds all portfolio assets to the same

standard and requires that trustees not only monitor

assets but also assess risks and quality of assets given to

the trust. Two key provisions note both requirements: 1)

“…the trustee’s continuing responsibility for oversight of

the suitability of investments already made, as well as the

trustee’s decisions respecting new investments…”15 and

2) “Within a reasonable time after accepting a trusteeship

or receiving trust assets, a trustee shall review the trust

assets [and] implement decisions concerning the reten-

tion and disposition of assets in order to bring the

trust...into compliance with the purposes, terms, distri-

bution requirements...of the trust…”16

Although life insurance is never specifically men-

tioned, it appears to clearly be covered by the scope of the

uniform act, whose commentary states, “In the trust set-

ting the term ‘portfolio’ embraces the entire trust.”17

The UPIA sets out many standards for trustees to

follow. Among these, the following are particularly rele-

vant for life insurance:18

• Assessing risk tolerance, taking into consideration

“the purposes of the trust and the relevant circum-

stances of the beneficiaries”

• Taking into consideration general economic condi-

tions and expected tax consequences of investment

decisions or strategies

• Adequately diversifying the trust assets19

• Considering an asset’s special relationship or special

value, if any, to the purposes of the trust
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Central to the uniform act is the duty of the

trustee to supervise the trust activities and the trust

assets used to achieve trust purposes. The commentary

to Section 2 of the act, concerning the Standard of

Care, details this.20 This supervisory standard, when

taken with the commentary that the trustee’s duty

applies to all trust assets, would seem to clearly extend

the scope of this uniform act to TOLI in any state

where this law has been adopted.

Are professional and nonprofessional trustees held to

different standards? Possibly yes. The UPIA notes, “A

trustee who has special skills or expertise, or is named

trustee in reliance upon the trustee’s representation that

the trustee has special skills or expertise, has a duty to use

those special skills…”21 Moreover, the commentary for

the UPIA notes, “Because the standard of prudence is

relational, it follows that the standard for professional

trustees is the standard of prudent professionals…”22 In

other words, this is a case-by-case determination. E ven

some of the court cases discussed in this article seem to

indicate that different standards may apply in different

circumstances. Nevertheless, nothing would appear to

relieve a trustee in all circumstances.

These standards parallel those applied in much of

the banking community regarding the purchase of life

insurance. In recent years, the OCC imposed fairly strin-

gent due diligence requirements on the banks it regulates

regarding the purchase and monitoring of life insurance

for banking and benefit purposes. In 1996, they imposed

a 10-point prepurchase assessment analysis.23 Although

these guidelines were likely developed independently of

the UPIA, the focus is similar. Where the OCC is con-

cerned, the focus of these guidelines primarily affects

the use of life insurance relative to the bank’s opera-

tional needs. Among the items that banks need to con-

sider prior to the purchase of life insurance are

• determining the need and quantification of the life

insurance death benefit amount

• vendor/agent selection

• review of the appropriate types of life insurance

• an analysis of the bank’s ability to monitor the life

insurance

• carrier selection

In the last several years, the OCC has further honed

its guidelines relative to variable life insurance.24 Where

variable life insurance is concerned, the OCC restricts the

use of variable life insurance in a bank setting except in

very specific situations. The new guidelines do not

remove any earlier guidelines; they merely add to the

standards already established by this governing agency.

Clearly, the trend is toward setting standards rela-

tive to the monitoring of life insurance and assuring

that there is both a prepurchase and ongoing review of

the policies.

One final note regarding the standard of care:

although the OCC standards were prospective in their

application, the UPIA is not. Specific to this issue, the

UPIA notes, “This [Act] applies to trusts existing on

and created after its effective date.”25

Although that section goes on to note that the act is

only applicable to actions after the enactment date, cir-

cumstances are likely to place trustees on notice of any

issues that they may have with existing life insurance.

How a Trustee Might Be Sued
It almost goes without saying that there is an increas-

ing trend toward lawsuits in this country. While there is

little by way of specific court cases involving the ongoing

review, or lack of review, of TOLI, other cases show a

trend toward lawsuits against trustees under circum-

stances related to their fiduciary duty and supervision of

the trust assets. The cases below illustrate suits involving

lack of dedication to the trust or disappointment over the

death benefit received by the trustee.

In most cases, beneficiaries bring suit. The client

who established the trust and is the insured typically

does not have the legal standing to bring suit; he or she

is deemed to have no interest in the trust after it is estab-

lished. However, in a few extreme negligence cases, the

trust’s grantors were given the right to sue, or they

attempted to sue, the trustees. 

All cases turn on the facts and circumstances of each

individual situation. As a result, many cases turned on

the specific wording of the trust. Often that allowed
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trustees sufficient leeway in their decisions and actions,

so that few cases have resulted in decisions favoring ben-

eficiaries claiming injury. Still, there is a clear trend

toward suits. There is also a strong sense in the legal

community that many of these are settled out of court,

either because of the relationship of the parties or because

a corporate trustee wanted to avoid adverse publicity.26

Following are some court cases in which trustees

have recently seen lawsuits.

Negligence in M aintaining 
the Life Insurance P olicy

In one case the beneficiaries sued a CPA acting as

trustee for failing to pay premiums. In this case the CPA,

due to problems related to the practice, missed premium

payments. Despite this negligence, the case was settled on

behalf of the trustee. The trust allowed for liability only in

cases of gross negligence, which the beneficiaries were unable

to prove.27 In a second case, a corporate trustee accepted

gifts over a period of years but failed to pay the life insurance

premiums. Ultimately, the policy failed and the trustee

could only obtain a new policy that was less favorable and

at a higher premium cost than the insured grantor cared to

cover by way of trust gifts. This second case shows the need

to be sensitive to client/grantor gifting capacity. In this sec-

ond case the grantors of the trust sued, but their case was

dismissed because it was determined that they did not have

standing to sue; only the trust beneficiaries were deemed

appropriate parties to sue. It was also determined that the

trust document allowed the trustee to not pay life insurance

premiums, which is often the case with many irrevocable life

insurance trusts, and a key consideration in this case. 28

B ad Inv estment Decisions
There are numerous cases where trustees have been

sued due to investment decisions, loans or other deci-

sions that failed. In these cases the courts have been

fairly evenly split, weighing a trustee’s educated judgment

against a beneficiary’s disappointment.29

P oor Life Insurance Design or an Improper P olicy
There are several cases in which the life insurance

trust was set up anticipating a specific premium paying

pattern, after which the policy cash values were expected

to support the death benefit. In several cases trustees or

advisers were sued when actual policy performance

required additional premium payments (and additional

gifts).30 Portions of the article discuss the reasons why

certain policy designs may have failed, and this is one

key reason for trustees to periodically revisit their TOLI.

In a similar design-related case, beneficiaries sued

because they believed that the death benefit purchased

was lower than might have been obtained from a dif-

ferent policy design at the same company. This latter

case was settled out of court.31

P oor Selection of a V endor
This ties in with the OCC standards of docu-

menting, as part of the due diligence process, why a

particular life carrier and agent was selected. In one

trust-based case the trustees knowingly purchased life

insurance from a felon whose life insurance license

had been revoked.32

Areas Where Trustees Need to Review TOLI
Considering all of the areas where a trustee might be

sued, or where the trustee must make decisions with

respect to the UPIA, a trustee must be as diligent with

the trust’s [AU: CORRECT?] TOLI as with any other

trust investment. 

When life insurance is concerned, many items

have changed in recent years that should cause trustees

to reexamine their trust-owned policies. Consider

what has happened with the economy and within the

life insurance industry. These changes involve many

items that may warrant trustees reviewing their exist-

ing life insurance:

• P olicies that are not performing as illustrated—

It was not unusual to have policies illustrated assum-

ing very high dividend rates or UL [AU: W H AT

DOES “UL” STAND FOR?] crediting rates. Even

just a few years ago it was not unusual to see variable

life insurance policies illustrated at 10% or 12%

assumed gross rates. In recent years market condi-
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tions have seen reduced interest rates, potentially

causing lower-than-expected UL crediting rates or

participating life dividends. Similar market condi-

tions in recent years have resulted in stock market

returns that have been less than 10% on average.

Small decreases in rates of return can have a signifi-

cant negative effect over time.

• Policies that are not sufficient for current needs—

A client’s needs may have changed and a different

amount of death benefit might be warranted. This

may be due to inflation, poor initial planning or

simply evolving client needs. 

• Newer products that may b e more cost efficient—

Improved life expectancy, better underwriting, and

the streamlining of expenses among major insurers

have driven much of this.33

• New products that may offer b etter guarantees—

Many of the new generation of products offer sec-

ondary guarantees with, potentially, more security to

a client than may have existed a few years ago.34

• New riders that may offer more appropriate fea-

tures—These allow a trustee more options in

designing a policy that meets a client’s needs, includ-

ing return of premium riders and guaranteed death

benefit protection riders.

• Some policies are scheduled for a jump in

premiums—This could be a matter of policy

design (as in the case of older graded premium

policies) or simply a function of poor underlying

policy mechanics. 

The jump in premiums is a particularly sensitive

area. Many trustees may face a longer premium-paying

period or larger-than-expected premium payments. In

many cases, trustees may also face grantors that are not

in a position to make these increased or extended gifts.

For example, the death of a spouse effectively halves a

client’s annual exclusion gifting power, which can

adversely affect his or her ability to continue funding the

trust. Other clients may be hesitant or unable to utilize

their exemption equivalent because of other estate plan-

ning. Still others may stop premiums simply out of frus-

tration related to the added cost. Because the grantor has

no obligation to make gifts to the trust, the trustee is left

trying to meet trust purposes in the face of lower-than-

expected financial policy performance. While many

trusts do not require a trustee to maintain a life insurance

policy, refusing to make premium payments may under-

cut the original purpose of the trust at a point when the

planning is critical.

An often quoted statistic is that, based on today’s life

insurance rates, 85% of existing trusts could obtain a

40% reduction in premium costs for the same amount of

insurance or, conversely, obtain 40% more death bene-

fit for the same premium cost.35 The year 2000 study

from which those values are derived is actually much

more involved than that statistic might indicate.36 How-

ever, it is clear from the surveys that many trusts could

obtain significant cost savings.37

Add to this changes in the financial stability of many

life insurance companies along with the management

changes many companies have seen in recent years. These

financial or management changes would normally cause

an otherwise investment-savvy trustee to reexamine a

particular asset in his or her portfolio. 

Case Studies
Knowing the issues trustees face regarding TOLI,

let’s examine four cases where a policy review helped a

trustee improve upon a client’s existing life insurance in

one or more ways—through either reduced cost,

improved death benefit, improved guaranteed death ben-

efits or some combination thereof.38

Ex ample One
A 54-year-old had a $4,500,000 death benefit need.

The current life insurance was made up of three life

policies that cumulatively had a significant cash value of

nearly $700,000. However, these three policies provided

a death benefit that was short of the current death ben-

efit need and cumulatively offered $3,850,000 of

nonguaranteed death benefits. The combined premium

cost was $63,900; however, on two of the policies the

trustee determined that he or she could stop premium

payments. On the third contract, the trustee needed to
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maintain the premium of $9,700 for all years.

However, there were some issues with the current

policies. For one of the contracts in which the premiums

could stop, the in-force ledgers showed that the death

benefit would dip slightly but increase in the later years.

The trustee was unable to determine what caused the

increase. Perhaps more importantly, none of the three

existing contracts offered any guaranteed death benefits.

The trustee then examined a new life insurance

policy. He was able to determine that with the current

cash value, the trust could purchase a new policy that

offered the necessary death benefit ($4,500,000), with

secondary guarantees in every year and no illustrated

premium payments.

One quick note about cash surrender value: in this

case, the cash surrender value with the existing life insur-

ance was very strong, and that supported the new, pro-

posed life insurance policy. In fact, the existing life

insurance cash values were—based on the in-force illus-

trations—scheduled to grow significantly. However, the

trustee’s needs were death benefits and cost savings.

With the newly proposed insurance, the cash values

were not as significant but still respectable. However,

that was not important to the trustee. He was willing to

give up the cash-value buildup in exchange for the

increased death benefit (up approximately $700,000),

secondary guarantees and reduced premium costs.

Example Two
In this example, the trustee maintained a life insur-

ance policy on a married couple in which the spouses

were ages 59 and 61. In this case the existing insur-

ance—one policy—offered a $1,700,000 death benefit.

The trustee was primarily concerned with maintaining

this death benefit—both on a current and guaranteed

basis—while reducing the trust’s out-of-pocket costs.

The existing insurance offered both current and

guaranteed death benefits in the early years, but the

guaranteed death benefits dropped off significantly in the

later years, when the couple was in their 90s. This is

not uncommon in situations where participating whole

life policies were originally illustrated with some blend of

term insurance. Drops in actual dividends credited to a

policy caused the performance of the life insurance pol-

icy to vary from the original illustration. As a result,

dividends paid between the original illustration and the

time of the policy review had not purchased sufficient

paid-up additions to replace the ever increasing term

costs under the blended policy. If in an in-force illustra-

tion future dividends were not able to support the pur-

chase of sufficient paid-up additions, the guaranteed

death benefit would decrease. In this case, the existing

insurance was able to maintain the current death bene-

fit—based on the in-force ledger—but at a significant

cost. The annual premium on the existing policy was

$19,000 each year. In the meantime, the guaranteed

death benefit would drop in the later years.

The insureds were young and healthy enough that

a new proposed policy would have reduced their cost

significantly to $11,500 each year, a 39% annual

drop. Additionally, they were able to maintain the

desired $1,700,000 death benefit on both a current

and guaranteed basis in each year examined. The

downside was that the new proposed policy offered

weaker cash surrender values. However, this was to be

expected as a result of lower premiums and the higher

costs associated with guarantees. Nevertheless, cash

values were deemed to be less significant than the

death benefits and cost savings.

Example Three
In this case, a trustee held a second-to-die policy

that initially insured a married couple. At the time

the policy was issued, the two insureds were ages 65

and 75. However, within the first decade one of the

insureds, the husband, died. 

Although second-to-die coverage is often consid-

ered to be the most cost-effective life insurance, in some

cases changes in the life insurance policy and the life

insurance industry might now allow a single life policy

on the survivor to provide more appropriate coverage for

the trust. What are these changes? First, improved life

expectancy and more competitively priced products

might allow insurance on the survivor to be more cost
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effective. Additionally, with many older second-to-die

policies, following a first death, an insurer may change

the status of the older contract and treat it as a single life

policy. As a result, they readjust their reserves and the

cash value of the contract to reflect this change in status.

This may offer the survivor, or in this case the trustee, a

unique opportunity.

Here, the trustee was able to improve upon the

trust-owned coverage with a simple review. In this

case, the trustee wanted to maintain the existing

$5,000,000 death benefit and improve the cost of the

contract. The initial policy was designed with a mix of

base coverage and an aggressive (50%) term blend.

The original illustration assumed that the dividends

would purchase enough paid-up additions each year

that the term insurance would eventually be replaced,

while the desired death benefit remained in the hands

of the trust. However, because of the aggressive term

blend, the policy was only able to provide a guaranteed

death benefit of $2,500,000.

The trustee was able to purchase a new life insurance

policy that offered both a current and guaranteed death

benefit of $5,000,000 up to and through the survivor’s

age 100, a significant improvement over the original

contract. Just as important, the trustee was also able to

use the existing life insurance policy’s cash surrender

value to reduce the new policy’s overall costs. Between

inception and the survivor’s age 99, the new policy

required a lower premium cost of $1,300,000, com-

pared to $2,300,000 under the existing life insurance

contract, a cost savings of 43%.

Cautionary Notes
Just as a trustee should exercise care with existing life

insurance, care should also be exercised during any

review of TOLI. Keep in mind that a review is not a

planned replacement. No insurance should be canceled

or replaced until a trustee is certain and can document

that a new policy offers an improvement to the trust

and the beneficiaries. 

When a new policy does offer an improvement,

additional cautionary steps need to be considered.

Along these lines trustees should be aware of surrender

charges, new contestability periods, issues that might be

involved with Section 1035 exchange as it relates to the

insurance in question, and whether the insureds are

sufficiently healthy to qualify for the proposed new

policy at the new premium and with the design illus-

trated as part of the review process.

Although the examples here showed policies involv-

ing Section 1035 exchanges, it is not uncommon to see

alternatives. A number of organizations currently pro-

mote the sale of existing life insurance on the secondary

market. In certain cases such an approach might offer a

trust and trustee advantages, but additional care and

analysis must be undertaken. The scope of this article

does not allow for a thorough discussion relative to the

pros and cons of such an approach; however, a few items

should be mentioned in terms of TOLI. When an exist-

ing policy is sold on the secondary market it may provide

the trustee with a greater amount of funds than might

have been received if the policy was surrendered for its

cash value. Such an approach might make sense if the life

insurance is no longer required. Again, the trustee must

consider and clearly determine if the insurance is no

longer required, must weigh the tax considerations, and

may wish to receive some type of release from the trust

beneficiaries before such a policy is sold if no new life

insurance purchase is considered.

In certain cases additional planning might be sug-

gested in conjunction with such a sale of the policy. For

example, it is sometimes suggested that the trustee use

the sale proceeds to purchase a single premium immedi-

ate annuity, with the annual after-tax annuity payments

used for premiums on a new TOLI policy. This approach

may be appropriate when

• the after-tax sale proceeds have a value greater than

a pure policy surrender 

• the annuity payments offer sufficient after-tax

amounts to either cover the new policy’s premiums

or are sufficiently high enough to reduce a client’s

gifts into the trust

• the new policy offers an improvement over the

older insurance
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Such an approach may be appropriate in some cir-

cumstances; however, several items need to be consid-

ered. First, the insureds and the trustees must always

keep in mind that clients have a limit on how much

life insurance coverage might be available for them.

This is a particular concern in large cases where rein-

surance comes into the picture. When existing insur-

ance coverage is sold and retained by third-party own-

ers, the amount of insurance coverage remaining

available for a client may be reduced. Clients and

advisers should perform a thorough analysis of what

coverage will be available for clients if their existing

insurance is not cancelled.

Additionally, clients, trustees and tax advisers will

also need to carefully weigh the consequences of selling

a policy to a third party. This must be considered from

both an income tax perspective39 as well as from a finan-

cial perspective. Those amounts will need to be weighed

against what life insurance coverage might be available if

the existing insurance policies were exchanged—usually

in one single Section 1035 exchange—into a new life

insurance contract. The after-tax amounts from such a

sale and annuity purchase must be sufficient to cover

costs or meaningfully reduce current gifts made to a

trust to cover life premiums. The return a trustee might

see from a tax-free section 1035 exchange into a new pol-

icy would need to be weighed against the sale of a pol-

icy/purchase of an annuity approach.

In short, any TOLI transaction requires care and

caution on the part of a trustee. 

Conclusion
Clearly, trustees are exposed to many potential

issues and suits regarding TOLI. Life advisers can help

trustees by making them aware of these issues. With

the help of life advisers, there are several steps trustees

can take to assess their risks and correct potential

issues. Among these are:

• Setting goals and standards regarding their TOLI.

This includes examining existing life insurance poli-

cies and comparing alternatives—there are several

tools available to help with this work—and exam-

ining client goals and beneficiary needs.

• Examining policy funding and determining if addi-

tional funding is necessary. This includes consider-

ing whether or not a client’s gifting capacity is able

to support future premium needs.

• Considering life insurance performance:

� Will universal life policies or participating whole

life policies perform within a reasonable tolerance

of the original illustrations or new client goals?

� With variable life insurance, do the subaccounts

need to be reexamined based on evolving client

needs and subaccount performance?

While even a thorough life insurance review will

not uncover every problem, taking steps today will help

trustees avoid potential problems down the road. �
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Appendix

V ariations among States Adopting the UPIA

The UPIA is little more than a model act. This act was

drafted and recommended for enactment by all the states

by the National Conference of Commissioners on Uniform

State Laws at their 1994 conference. This organiz ation was

formed in 1892 upon the recommendation of the American

Bar Association for the purpose of promoting uniformity in

state laws on all subjects where uniformity was deemed

desirable and practicable.40 However, states are not com-

pelled to adopt uniform laws. Those states that do adopt

the laws may vary from the uniform act. Therefore, it is

critical that financial advisers become familiar with the

laws of their respective states. 

Where the UPIA is concerned there is a wide variety

of methods by which the various states have adopted the

provisions. This appendix will not survey every state that

has adopted the UPIA; however, it will touch on many of

the major states.

Many states have elected to adopt the act verbatim or

with little change. This is the case with California,41 Mass-

achusetts,42 and other New England states such as Rhode

Island43 and V ermont.44 Other states have adopted the

UPIA but folded the wording into their own, broader leg-

islation. Connecticut45 is a good example of this approach

in which the state adopted the UPIA but included the pro-

visions into a much larger set of provisions concerning

trust administration. 

In other cases, states have adopted the UPIA almost

verbatim but elected to make selective changes. North

Carolina46 adopted the UPIA as part of its general statutes

concerning trusts and trustees but made extensive

changes to Section One of the model act to clarify its

scope.47 The North Carolina state code also has several

provisions enumerating a trustee’s ability to own and exer-

cise rights in life insurance.48

Similarly, the Commonwealth of Pennsylvania

adopted the uniform act, but then added detailed provi-

sions in its own right.49 For example, the basic uniform

act requires trustees to diversify assets. This is not

always easy to do where life insurance is concerned.

The Pennsylvania code specifically adds a section con-

cerning life insurance50 that discusses this asset in much

greater detail than the uniform act. In particular, this

section notes that trustees can acquire or retain a life

insurance contract but that they will not be responsible

if they fail to 1) determine if it is a proper investment, 2)

investigate the strength of the life insurance company,

and 3 ) diversify the contract.

In a similar vein, Michigan has also adopted the

UPIA with wording changes.51 V irtually all of these

changes are relatively minor, with the Michigan Com-

piled Laws encompassing the scope and extent of the

UPIA.52 However, Michigan made one significant

change regarding diversification. The law, as it reads

in Michigan, requires diversification unless the trustee

determines that the purposes of the trust are better

served without diversifying.53 This diversification rule

is not specific to life insurance and there are no other

provisions that are as extreme as the Pennsylvania

life insurance wording.

Other states offer very specific wording related

to fiduciary investment standards but do not neces-

sarily follow the UPIA. New Y ork54 and Florida55 are

both good examples of this. Illinois56 also has its own

very specific statutes on trust investments and pru-

dent standards that do not follow the UPIA. In fact,

where the UPIA allows trustees to delegate authority

pursuant to certain guidelines, the Illinois statutes do

not permit delegation57 unless the trustee meets very

specific due diligence standards.

What about those states that have repealed the Rule

Against Perpetuities, or adopted other acts that allow

some form of creditor protection to the trust grantors?

Alaska58 has adopted the UPIA standard and the model

act’s wording and incorporated it into its very extensive

trust tax code. Although Alaska has unique attributes to its

trust code, the UPIA standards of investment care apply.

South Dakota adopted the UPIA with substantial modifi-

cations in 1995;59 in fact, the modifications were so sub-

stantial that one Web site60 dedicated to uniform laws

does not document South Dakota as having adopted the

UPIA. The Delaware Statutes, particularly Title X II dealing

with Fiduciaries and Estates, appear to have adopted many

uniform laws, but not the UPIA.

Texas is notable in that it is the one large state that

has not appeared to have adopted this uniform act.




