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The Prudent Investor
and Trust Owned
Life Insurance (TOLI)

PART 1

he adoption by most states of the Uniform Prudent Investor Act
(UPIA) has far-reaching effects on trust drafting and administra-
tion.! One of the often overlooked consequences of the Prudent
Investor Act is its effect on the administration of irrevocable life
msurance trusts (ILITs). This article will address the unique (and
often opaque) nature of life insurance as an investment and the ef-
fects the Prudent Investor Act can have on trustee ownership of

. life insurance. Part 1 reviews the theoretical underpinnings of the
Prudent Investor Act and discusses the ways these theories can adversely affect how
trustees invest for particular families. It then explores the Prudent Investor Act itself,
and the types of drafting and administration issues it engenders.

Part 2 looks at the nature of life insurance as an investment, focusing on the factors
that go into pricing insurance products and the effects of those factors on policy per-
formance. Finally, Part 3 looks at trust administration of ILITs. What follows is the
first part of a three-part series tackling the prudent investor and trust-owned life in-
surance. Look for parts 2 and 3 in future issues of ABA Trust & Investments.

Christopher P. Cline and Barry D. Flagg

38 January | February 2007 o ABA Trust & Investments

121NN aAeA Ad uoneaSALL

_woo'sabewl & .



MODERN PORTFOLIO THEORY, THE
RESTATEMENT (THIRD) OF TRUSTS AND
THE PRUDENT INVESTOR ACT

The Prudent Investor Act is rooted in mod-
ern portfolio theory and the Restatement
(Third) of Trusts. The “prudent investing”
concept was overhauled in 1992 with the
publication of the restatement. Academics,
trustees, and advisers sought to eliminate
arcane trust investment rules in favor of
“modern portfolio theory.”?

Modern Portfolio Theory and the
Restatement
Although this article is far too brief to cover
the intricacies of modern portfolio theory,
two crucial concepts must be recognized.
First, the nature of risk must be considered.
There is market risk, which deals with mar-
ket volatility (e.g., the stock market) and
nonmarket risk, which deals with the
volatility of a particular asset (e.g., a com-
pany that may go bankrupt). If one accepts
greater market risk (i.e., invest-
ments in stocks, which are
riskier than bonds), the
returns over the

long term should be greater. However, non-
market risk generates no additional return
because one can avoid it by diversifying in-
vestments. This concept of risk puts at least
two burdens on an investor: (1) determining
the acceptable level of volatility (the level of
market risk) in exchange for the hoped-for
return; and (2) diversifying the portfolio in
accordance with the chosen level of market
risk to avoid nonmarket risk.

The second important concept is that of
market efficiency, which assumes that asset
information is disseminated efficiently and
therefore all assets are priced more or less
correctly. An investor’s best strategy, in that
case, is to invest passively through index
funds, which should perform as the market
does as a whole, because no investor should
be able to consistently outperform the mar-
ket. If markets are efficient, most active
management (picking particular stocks, for
example) generates additional man-
agement expense without a
consistently higher
return.
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The restatement, which applies investment
principles to trustees of private trusts, incor-
porates modern portfolio theory. It adopts the
concept of risk,’ distinguishing between mar-
ket and nonmarket risk, and at least implies
that a trustee breaches its fiduciary duty to
preserve capital if it selects a level of return
that allows inflation to erode the trust prop-
erty’s value. In other words, a trustee can get
in trouble by playing it too safe: It must accept
a certain amount of market risk and avoid
nonmarket risk by diversifying investments.*

The restatement also adopts, to some ex-
tent, the efficient market theory.’ Further, the
restatement specifically prohibits a trustee
from incurring unreasonable costs in manag-
ing and investing trust assets.® In other words,
the restatement can be read for the proposi-
tion that passive asset management (for exam-
ple, through the use of index funds) is gener-
ally a more prudent investment choice than
active management.” Because the Prudent In-
vestor Act is based on the restatement and
modern portfolio theory, the act also can be
read as adopting the same concepts.

As an aside, the question of whether mar-
kets are actually efficient may not be as settled
as the restatement implies. The equity value
rollercoaster of the last five years has caused
many to question the validity of the theory. An
alternate view of market valuation is that of
behavioral finance, which considers the psy-
chology of investing. Under behavioral finance,
investor behavior is often the product of bi-
ases,® or “rules of thumb,” by which investors
make decisions. These biases can include judg-
ments based on stereotypes, overconfidence,
the inability to properly account for new infor-
mation, aversion to ambiguity, and emotional
and cognitive problems.” Such bias can lead in-
vestors to be seriously influenced by such fac-
tors as loss aversion and regret over past deci-
sions. Swayed by these factors, investors cause
prices to stray from fundamental values, po-
tentially for long periods of time, making mar-
kets inefficient." Inexperienced investors tend
to be more confident that they will beat the
market than experienced investors (a fact that
in hindsight should be self-evident, given all of
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the day trading that went on five years ago).
Wall Street strategists are more prone to gam-
bler’s fallacy, while individual investors are
more prone to betting on trends.

Finally, investor psychology (both indi-
vidual and professional) is not given ade-
quate consideration, even if market efficiency
theory and not behavioral finance theory, can
be proved correct. For example, John C.
Bogle, founder and former chairman of the
Vanguard Group, reviewed the history of the
mutual fund over the past 50 years and noted
some remarkable changes.”? In his view, the
mutual fund industry has changed from one
that stressed stewardship to one stressing
salesmanship, in which short-term gains were
more important than long-term strategies. As
a result, although “the stock market provided
an annual return of 13 percent during the
past 20 years, and the average equity fund
earned an annual return of 10 percent, the
average fund investor, according to recent es-
timates, earned just 2 percent per year.” In
other words, even if the markets are efficient,
and passive investment in index funds is the
best approach, the average investor simply
isn’t following those rules.

For instance, $1 invested in the S&P 500
in 1926 would have grown to $1,114 by
1996. However, if the same dollar was in-
vested but the investor got out of the stock
market during the 35 best months of the pe-
riod (a total of 840 months), the dollar would
have grown to only $10,. Expressed differ-
ently, 99 percent of the growth during that
70-year period occurred during only 4 percent
of the months. Miss those months, and you
miss your appreciation. Investors, in other
words, have to hang around for 96 unpro-
ductive months, waiting for the big one.

The disparity between market return
and investor return, taken with the need to
stay in a market for the long term, demon-
strates a need for continued guidance for
many investors. If an investor takes comfort
knowing the person or institution managing
his or her money, that investor might main-
tain an investment strategy more consis-
tently, resulting in less investment turnover



and therefore higher returns. Such consis-
tency can be far more important in achieving
higher overall levels of return than whether
a client chooses passively or actively man-
aged funds. Indeed, it could be argued that if
done consistently, following the advice even
of a financial planner with a slightly second-
rate actively managed portfolio will generate
higher returns on trust investments than fol-
lowing a passive mutual fund approach if
the investor gets skittish and pulls out of the
market during one of those crucial months.

This concept of actively managing trust
holdings is all the more important for trust-
owned life insurance (TOLI) holdings where
expenses are considerably greater than in the
investment world when changing from a
fixedinterest oriented product like universal
life and whole life to a product where asset al-
locations can be balanced. For instance, up
until the late >70s and early ’80s, TOLI hold-
ings consisted predominantly of whole-life
products. However, when prevailing interest
rates soared, many whole-life TOLI holdings
were exchanged for universal-life products
offering the promise of higher policy interest
crediting rates. Of course, the promise of
then-high prevailing interest rates, that were
typically guaranteed for only 30 days but
used on premium computations for 30-plus
years, did not hold up. As such, because of
the considerable expense involved in making
such a change in ILIT holdings, and because
many universal-life products were based on
an unreasonable expectation as to the ex-
pected policy earnings rate, many universal-
life holdings purchased in the 1980s are in
jeopardy of lapsing without value and with-
out paying the expected death claim.

To seemingly add insult to injury, on the
heels of falling interest rates in the late *80s
but rising stock market performance in the
early-to-mid 90s, the response of the insur-
ance industry in many cases was to promote
an exchange from universal life to variable
life. Once again, the exchange was reac-
tionary to then-current but not sustainable
market conditions, and premium computa-
tions were predicated on the expectation that

This concept of actively managing trust holdings is all the more
important for trust-owned life insurance (TOLI) holdings where
expenses are considerably greater than in the investment
world when changing from a fixedinterest oriented
product like universal life and whole life to a product

where asset allocations can be balanced.

then-prevailing high market earnings rates,
which were not guaranteed at all, would con-
tinue for 30 or more years. Of course, such
then-current but historically high earnings ex-
pectations proved unreasonable, and because
of the considerable expenses involved in again
making such a change in ILIT holdings, many
variable-life holdings purchased in the 1990s
are in jeopardy of lapsing without value and
without paying the expected death claim.
Both of the above situations are clear
examples of where ILIT trustees would
have been far better served by following the
advice of a financial planner and setting
reasonable expectations as to the appropri-
ate return on trust cash value assets, even if
with a slightly second-rate portfolio of ac-
tively managed product(s). Both situations
also certainly contributed to the current
state of TOLI holdings reported in the April
1999 issue of Trusts ¢& Estates magazine,
where a survey of TOLI holdings reported
that TOLI death benefits can be increased
by 40 percent or more, or TOLI premiums
can be reduced by 40 percent or more, in 65
percent to 85 percent of singlelife and sur-
vivorship trustowned policies, respectively.
Given this experience over the past 20-
plus years, it is no wonder ILIT trustees may
be hesitant to take further action to comply
with requirements of the Prudent Investor
Act. However, we will discuss “The Problem
with Illustrations” in Part 2, that contributed
to the above situation; then provide guidance
for how ILIT trustees can go about setting
reasonable expectations as to the appropri-
ate rate of return on trust cash value assets in
Part 3; and also better understand the ex-

penses involved in proactively managing
TOLI holdings in Part 2.
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The Prudent Investor Act

The prefatory note to the Prudent Investor
Act states that, relying on the restatement, it
makes five significant changes to the law of
trustee investing. First, the prudence standard
“is applied to any investment as part of the
total portfolio, rather than to individual in-
vestments.” Second, a trustee’s primary con-
sideration in investing is the tradeoff “be-
tween risk and return.” Third, categorical re-
strictions on types of investments are
eliminated; a trustee may “invest in anything
that plays an appropriate role in achieving
the risk/return objectives of the trust and that
meets the other requirements of prudent in-
vesting.” Fourth, investment diversification is
incorporated as an integral part of prudent
investing. Finally, trustees can delegate in-
vestment and management functions.

Under Section 1 of the Prudent Investor
Act, the prudent investor rule is a “default
rule” that may be expanded, restricted, or
eliminated by the trust terms, but which must
be followed if not overridden. Section 2 sets
forth the trustee’s standard of care: A trustee
“shall invest and manage trust assets as a pru-
dent investor would, by considering the pur-
poses, terms, distribution requirements, and
other circumstances of the trust.” In other
words, a single investment approach for all
trusts is inappropriate. Investments are judged
under Section 2(b) in the context of the trust
portfolio as a whole and as a part of an over-
all strategy, after evaluating risk and return
objectives. So, as the comments to that section
point out, a trust “whose main purpose is to
support an elderly widow of modest means
will have a lower risk tolerance than a trust to
accumulate for a young scion of great
wealth.” Section 2(c) lists some circumstances
a trustee must take into account when devel-
oping an investment strategy: general eco-
nomic conditions, inflation, expected tax con-
sequences, the beneficiaries’ other resources,
beneficiary needs for liquidity, and an asset’s
special relationship or special value, if any, to
the trust purposes. Finally, Section 2(f) states
that a trustee with special skills or expertise
has a duty to use them.
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Section 3 requires a trustee to diversify
trust investments unless, because of special cir-
cumstances, the purposes of the trust are bet-
ter served without diversifying, such as hold-
ing an undiversified block of low-basis securi-
ties with built-in gain or retaining a family
business. Under Section 4, a trustee must,
within a reasonable time after accepting the
trusteeship, review the trust assets and decide
whether they are appropriate investments in
light of the factors just discussed. In other
words, a trustee cannot simply rely on the fact
that a predecessor held these assets, even if the
predecessor was the grantor.

Sections S and 6 set out the trustee’s duties
of loyalty to and impartiality among the bene-
ficiaries. Section 7 states that a trustee may
only incur costs in investing and managing
trust assets that are appropriate and reason-
able. Section 8 provides that 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.” As the comments point out,
“[t]rustees are not insurers ... . Not every in-
vestment or management decision will turn out
in the light of hindsight to have been success-
ful. Hindsight is not the relevant standard.”

Section 9 provides that a trustee who
properly delegates investment and manage-
ment functions is not liable for the decisions or
actions of the agent to whom the function was
delegated. This section reverses the former
trust law that imposed a rule of nondelegation
and “is designed to strike the appropriate bal-
ance between the advantages and the hazards
of delegation.” Further, “the trustee must bal-
ance the projected benefits against the likely
costs” of delegation, and “take costs into ac-
count.” So, for example, if a trustee’s regular
compensation schedule assumes that the
trustee will manage investments, “it should or-
dinarily follow that the trustee will lower its
fee when delegating the investment function to
an outside manager.”  ti

The second part of this three-part series, to
appear in the March/April 2007 issue
of ABA Trust & Investments, will address




factors that determine life insurance pric-
ing, performance, and suitability.
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