Tax Facts ONLINE

Expert Insight & Practical Guidance From the Editors of Tax Facts


PRODUCT SUITABILITY – THE NEEDED FRESH LOOK FOR TRUST-OWNED LIFE INSURANCE 
By E. Randolph Whitelaw, AEP® (Distinguished) and Henry Montag, CFP, CLTC

June 2, 2014 
Peter Drucker commented, “The most important thing in communication is hearing what isn’t said.”  For over 30 years, flexible premium non-guaranteed death benefit policies have been the life insurance product of choice.  Yet, few, if any, of these policies have achieved their original illustrated policy value expectations, and a high percentage are currently illustrated to lapse during the insured’s lifetime unless corrective action is taken.  The reasons for this performance gap are well-known now, and were well-known at the time of policy purchase.  What wasn’t said at the time of policy purchase and periodic agent/carrier updates and what can we hear now?  Is there time to salvage some policy value?  How can these problems be avoided in the future?
In our 5-article
 Trust-Owned Life Insurance (TOLI) problem-solution guidance series, our focus has been : (1) implementation of a policy suitability solution that avoids the nightmare of the past 30 years and (2) documentation of a prudent and reasoned process that maximizes the probability of a favorable outcome to the trust estate.  Said differently, fixing a problem by creating another problem clearly does not demonstrate a prudent process nor safeguard the interests of Irrevocable Life Insurance Trust (ILIT) parties, especially the trustee.  What is the best approach for avoiding these problems altogether in the future?
The term ‘suitability’ applies to carrier and product selection as well as ongoing policy performance relative to initial and current trust objectives.  Focusing on products purchased for ILIT ownership, the marketing phrase “buy term and invest the difference” is an excellent suitability determination starting point for making new and restructure policy determinations.   
An ILIT-owned policy is typically purchased for death benefit purposes to provide needed estate liquidity at the time of the insured’s death.  The liquidity objective can be cost-effectively accomplished by purchasing a term insurance or term insurance-substitute policy (Guaranteed Universal Life) with a fixed annual premium and guaranteed death benefit based upon the insured’s life expectancy.  As a result, the trust’s liquidity (death benefit) expectation is not at risk.  Further, the fixed premium, low-cost and guaranteed coverage does not require active annual policy risk management attention.

Next, if multi-generational tax-favored wealth transfer planning is also an objective, the trustee can consider an investment-linked product that includes performance monitoring along with annual asset allocation and risk management services.  As a result, the investment objective, in addition to the base liquidity objective, is achieved and the missing periodic/annual service is provided.  This service function does not disturb the role of an investment advisor but rather it provides the needed policy information upon which informed investment advisory decisions can be made. 

The investment-linked policy should be an institutional product designed for retention and long-term management, not a retail product designed for replacement.  Institutional Life Insurance (ILI) is the generic term for Corporate Variable Universal Life (CVUL) products that have been used since 1986 by corporations (COLI) for funding cash obligations to higher compensated employees and by banks (BOLI) for funding Tier 1 capital reserves.  
In recent years, ILI has evolved into a very attractive life insurance funding option for affluent individuals and trusts because of its design and accompanying policy administration and risk management service features.  As explained in our earlier articles, life insurance is a buy-and-manage financial asset.  Carriers and their contracted sales agents provide the ‘buy’ function but the ‘manage’ function is missing.  The purchase of an ILI policy includes the ‘manage’ function.  It should be noted that ILI is readily available but not from the traditional retail life insurance distribution channel.   Rather, it is only available from approved ILI administrators.
ILI is structured for maximum premium and minimal death benefit protection in order to maximize lifelong cash accumulation and income-tax free death benefits at life expectancy. 
ILI should not be confused with retail Variable Universal Life (VUL) as ILI differs in five basic ways:  

· Segmented Risk Pool – By limiting the insured pool to healthy insureds, the cost of insurance (COI) is typically 20% to 30% lower than the same health class in a retail cash value product risk pool spanning all health risks.

· Expanded Fund Offering – ILI is designed to meet the planning needs of a ‘Chief Financial Officer’ and experienced investor as opposed to the general public.  In most instances, ILI offers a more expanded fund offering than retail VUL policies.

· Surrender Refunds – ILI does not have surrender charges.  ILI’s objective is a ratio of 100% or greater cash surrender value to premium contribution, meaning ILI diversification is balance sheet neutral or more favorable.
· Experience-Driven Ongoing COI Charges – ILI’s maximum premium/minimum life insurance protection design minimizes policy expenses and maximizes cash accumulation and death benefit values at life expectancy.  Because ILI’s insured risk pool has a higher probability of living longer, ILI issuers typically pass through COI discounts resulting from medical advancements that extend life expectancy, thus maximizing policy retention value.     

· Reduced Agent Compensation – Compensation is spread over the first five years, and includes commission recapture if the policy is surrendered in the first four years.  Agent compensation is 45% to 55% lower than retail VUL for 10 to 20 years.  Also, it should be noted that cumulative ILI compensation to life expectancy is 65% to 75% less than a 0.50% asset-under-management advisory fee for a comparable taxable brokerage account.

It is difficult to discuss product and policy suitability in the context of a lapsing policy crisis without considering an obvious question - why did the selling life insurance agents consider flexible premium non-guaranteed death benefit products ‘suitable’ for ILIT ownership?  They knew these products would not perform as illustrated and the tools to identify and manage policy risks were unavailable from the issuing carrier (and the sales agent).   These products continue to be actively marketed.  While they may be suitable for other forms of policy ownership, they remain questionable for ILITs, especially if the trustee lacks life insurance product and policy evaluation expertise.  One lesson from this is that special attention should be paid whenever these products are recommended so that we avoid turning a deaf ear to these issues again.
 

It is estimated that unskilled ILIT trustees administer approximately 90% of inforce TOLI policies.  As explained in our late April article, an unskilled ‘accommodation’ trustee should  engage a fee-based consultant with demonstrated ILIT administration and TOLI risk management expertise to implement a prudent and reasoned process that safeguards all ILIT parties.  The consultant’s first duties should be to formalize a TOLI Investment Policy Statement (TIPS) and assess carrier, product and policy suitability in the context of risk management criteria set out in the TIPS.  ‘Suitability’ should be evaluated in the context of ‘what product(s) will offer the highest probability of achieving trust objectives and minimizing both the risk and cost to do so.  Restructure should be expected and its recommendation supported by a meaningful cost-benefit evaluation.
Albert Einstein observed, “ Insanity is doing the same thing over and over again and expecting different results.”   Product suitability warrants a fresh look by all policy owners, but especially ILIT trustees.  Suitability determinations should be based upon a current Investment Policy Statement that sets out the trustee’s prudent and reasoned process.   A wide range of competitive death benefit and investment driven products are available.  Allowing a policy to lapse, and neglecting informed suitability determinations are easily avoidable choices. 
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� In our February 1, 2014 article, “The Importance of Monitoring and Evaluating Life Insurance Policy Performance”, we discussed the lapsing flexible premium non-guaranteed death benefit crisis and the ‘do nothing’ problem frequently demonstrated by Accommodation ILIT trustees.  In our March 1, 2014 article, “The Importance of Developing and Documenting a Prudent Risk Management Process”, we discussed why corrective action is needed and the essential role played by a TOLI Investment Policy Statement (TIPS).  In our April 1, 2014 article, “The Importance of Getting It Right – Knowing and Performing Your Fiduciary Responsibilities”, we discussed how to eliminate the responsibility-capability gap by delegating the ‘Get It Right’ life insurance and policy evaluation expertise functions, and avoiding a continued ‘Keep It Wrong’ process (or lack thereof).  And, in our April 29, 2014 article, “The Lapsing TOLI Crisis – The Need To do Something”, we discussed Fiduciary Inattention Disorder (FID) and provided an outline of how it can be cured.   








� A Request for Proposal (RFP) should be prepared by the trustee or trustee advisor for every TOLI policy purchase/replacement.  The RFP should set out carrier and product selection criteria based upon the trust’s Investment Policy Statement.  Further, the trustee/trustee advisor should obtain, prior to policy acceptance, a carrier/product suitability evaluation letter prepared and signed by the sales agent to affirm that the RFP parameters have been met.  Finally, trustees often receive  unsolicited policy replacement proposals from sales agents who have no familiarity with the ILIT’s current liquidity objective or familiarity with its Investment Policy Statement.  Caveat Emptor.  These unsolicited proposals typically suggest policy replacement can be more favorable.  To avoid unwarranted replacement, an RFP should be prepared by the trustee/trustee advisor and a carrier/product suitability evaluation obtained from the agent before a replacement decision is finalized.  
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