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by Herb White, CFP, MBA

Some retirees who have accumulated 
sizeable wealth in homes, invest-
ments, retirement pensions, and in-

surance policies may not be in a good es-
tate tax situation. As Baby Boomers retire 
in record numbers, more middle-income 
people are developing their own estate 
plans. 

The irrevocable life insurance trust is a 
key component in many estate plans. It is 
often designed to use life insurance as the 
principal trust investment. 
These trusts are created 
during a person’s lifetime 
with the life insurance 
policy being designated as 
trust property.  When an 
irrevocable life insurance 
trust is created to pro-
vide inheritance to family 
members, the grantor nor-
mally makes cash gifts to 
the trust so it can pay the 
policy’s premiums.  

When the policy is ex-
cluded from the grantor’s 
estate, the irrevocable life 
insurance trust reduces 
the size of the estate, 
which reduces the potential estate tax 
liability.  A properly designed and man-
aged irrevocable life insurance trust can 
provide peace of mind by determining 
how, when, and why benefi ciaries receive 
policy benefi ts from the trust. Irrevocable 
life insurance trusts can also incorporate 
spendthrift clauses to help benefi ciaries 
protect the cash value of the life insur-
ance policy from creditors.

In order to keep the policy out of the 
grantor’s estate, it is important for the 
grantor to avoid incidents of ownership 
including the ability to control the policy 
in any manner. 

When an irrevocable life insurance trust 
purchases a life insurance policy, trustees 
have a number of important responsibili-
ties including the following: 
•  Carrying out the grantor’ wishes as speci-

fi ed in the trust documents.  
•  Establishing and implementing proce-

dures for the prudent administration and 
oversight of the trust’s assets. 
The typical trustee of an irrevocable 

life insurance trustees is a grantor’s family 
member. Most don’t know how to evalu-
ate the policy’s performance. So, they may 
be in for an unpleasant surprise especially 
with trusts funded with universal life in-
surance policies that were purchased in the 
early 1990s.

Back in the late 1980s and early 1990s, 
trusts often purchased universal life insur-
ance policies based on illustrated crediting 
rates of 8%, 10%, and sometimes even 
12%.  These illustrations were based on 
the assumption that the policies would 
continue to perform at the levels of as-
sumed internal crediting. 

However, in recent years, declining in-
terest rates have hurt the performance of 
many life insurance policies that are owned 
by irrevocable life insurance trusts.  The 
current crediting rates on many universal 
life policies are now dramatically lower 
than the rates that were illustrated when 
the policy was purchased. 

Policy owners and trustees should moni-
tor the policy’s performance on a regular 
basis. Many policy owners and trustees 
assume that the trust had purchased a life 

insurance policy that was permanent with 
annual premiums that would never change. 
But that may not be the case. Many policy 
owners and trustees may be about to face a 
serious and unexpected increase in premi-
ums. Policies that were designed to mature 
with a healthy cash value at a designated 
age of the purchaser could fail to reach 
maturity at all. A lapsed policy means no 
death benefi t, no cash value, and no re-
fund for any paid premiums. In a worst-
case scenario, some policy owners and 

trustees may be completely 
unaware that the life insur-
ance policies owned by the 
trust could be in imminent 
danger of lapsing without 
a major infusion of cash or 
substantially higher annual 
premiums. This worst-case 
scenario can also result in 
gift tax problems.   

Trustees should be en-
couraged to take a few ba-
sic, but important steps to 
address these dangers and 
evaluate the policy’s fi nan-
cial condition. Universal 
life insurance policy owners 
and trustees should get an 

annual statement from the life insurance 
company showing the policy’s fi nancial 
condition. They should ask the insurance 
professional for some assistance since these 
statements are often hard to understand. 
They should do the following:  
•  Locate the original sales illustration and 

forecast prepared by the original insur-
ance agent when the policy was pur-
chased.  

•  Compare what the original illustration 
says that the current cash value should 
be to the actual cash value in the annual 
statement. 
Trustees need to realize that life insur-

ance contracts can be illustrated to dem-
onstrate the effects of numerous events 
and scenarios.  With this in mind, trustees 
should periodically ask the life insurance 
company to provide in-force illustrations 
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based on the lowest possible interest rates 
and the highest possible mortality and ex-
pense charges allowed under the policy’s 
terms. 

Many policy owners and trustees don’t 
ask for periodic in-force illustrations or try 
to understand the policy’s annual state-
ments. As a result, their first sign of trou-
ble is a notice from the insurance company 
stating that the cash value is near deple-
tion and will require a major cash infusion. 
Since it is critical to detect problems early, 
it the trustee should request the follow-
ing in-force illustration at least once every 
three years: 
• �How long the policy will last based on 

current assumptions and the guaranteed 
assumptions if you keep paying the cur-
rent premium.  

• �How much more you would have to pay 
to maintain the current death benefit un-
til your target age along with illustrations 
based on a reduced death benefit. This 
information will help you understand 
your options.
It is also prudent for the trustee to re-

view the insurance company’s financial 
strength and claims paying ability oc-
casionally. Trustees can get ratings on 
insurance companies from firms, such 
as Moody’s (www.Moodys.com) or 
Standard and Poors (www2.standarda-
ndpoors.com). A Standard and Poor’s 
strength rating is a current opinion of the 
insurance company’s ability to pay under 
its insurance policies and contracts in ac-
cordance with the terms of the contract. 
The top four ratings are AAA (superior), 
AA (excellent), A (good), and BBB (ade-
quate). As companies move further down 
the rating ladder, their ability to meet 
policyholder obligations may be vulner-
able to adverse economic and underwrit-
ing conditions.

The trustee of an irrevocable life insur-
ance trust must be aware of the impor-
tance of carefully monitoring the insur-
ance policy and insurance company’s the 
financial strength and claims paying abil-
ity.  Since trustees are subject to being 
sued by beneficiaries, the best solution is 
to stay on top of the facts by conducting 
policy reviews on a regular basis. q
––––––––––
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