RISK MANAGEMENT
FOR
THE LIFE INSURANCE TRUST TRUSTEE
This outline acknowledges the challenges facing an ILIT trustee and discusses some drafting and administration options available to reduce the likelihood of successful litigation against a trustee.
I. THE IRREVOCABLE LIFE INSURANCE TRUST
a. Though not without its complexities, the ILIT is perhaps the most effective estate tax avoidance strategy available.  For a general discussion of ILITs, see Patrick J. Lannon, Planning Opportunities With Irrevocable Life Insurance Trusts, Estate Planning Volume 34, Number 5 (May 2007).

b. Life insurance on the life of the grantor held in a properly formed and administered ILIT passes free of estate and income tax to the named beneficiaries.  The life insurance proceeds are often used to purchase illiquid assets from the estate and provide cash for payment of estate taxes.
c. The ILIT trustee must administer the trust during the grantor’s life.  An ILIT is an actual trust, not a “wrapper” to hold bare title to the insurance and avoid tax. 

II. TRADITIONAL DUTIES OF THE TRUSTEE
a. An ILIT is usually, though not always, a trust with “Crummey” provisions.  To minimize the risk that the ILIT will not reach its tax avoidance goals, during the grantor’s life a trustee must maintain at least minimal formalities – generally consisting of keeping track of beneficiaries and sending withdrawal notices corresponding to trust contributions/insurance premium payments.
b. In addition to these tax driven duties, the trustee must perform standard trustee duties under the Florida Trust Code and the Prudent Investor Act (unless these duties are removed as discussed below), including making premium payments on time, sending out annual accountings, suitability reviews of the life insurance, comparisons to other life insurance or non-life insurance products as investments, etc.  These responsibilities may include dealing with rather sophisticated insurance concepts such as “insurable interest,” but also may involve responsibilities familiar to trustees for any type of asset.
c. The trustee may be sued by disgruntled beneficiaries if the trust fails to collect as much in life insurance proceeds as could have been collected with proper management.  If the insurance lapses due to mismanagement, the potential damages could be very large.  

i. Life insurance advisors and agents are increasingly viewing ILIT life insurance as an asset to be managed rather than a product to be sold.  These advisors are aware of the Prudent Investor Act and are actively working to spread the word about trustee responsibilities.  At least one is using the possibility of lawsuits as a marketing tool.  It seems only a matter of time before beneficiaries begin to retain these advisors as expert witnesses in ILIT litigation.    

d. The average ILIT trustee earns very little in the way of trustee fees, however, and ILITs often hold no assets other than the life insurance.  As a result, the trustee may lack sufficient trust resources to develop in-house insurance expertise or to hire outside fee-based advisors.
III. CASE LAW GUIDANCE
a. In In re Stuart Cochran Irrevocable Trust, 901 N.E.2d 1128 (Indiana Court of Appeals, March 2, 2009), ILIT trust beneficiaries alleging violations of Indiana’s version of the UPIA and breach of trust sued KeyBank, N.A., as trustee.

b. Facts:  Pinnacle Bank resigned as trustee because the grantor insisted on having himself, his sister, and his insurance agent involved with the administration.  KeyBank was appointed as successor in 1999.  Within a four year period, KeyBank first exchanged policies with a face value of $4,753,539 for variable policies with a death benefit of $8,000,000.  Due to market losses impacting both the insurance and the grantor’s ability to make further contributions, KeyBank surrendered this insurance (paying a large surrender fee) and purchased new guaranteed insurance with a face value of $2,536,000.  The grantor’s agent recommend and handled all transactions.  The grantor, age 53, died unexpectedly shortly thereafter.

c. Issues considered by the court are as follows:

i. Did the trustee impermissibly delegate its duty to the grantor’s insurance agent?

ii. Did the Trustee violate the prudent investor rule by ignoring the advice of its independent consultant?

iii. Did the trustee violate the prudent investor act by its failure to investigate alternatives to the policies chosen?

iv. Did the trustee violate the prudent investor act by exchanging the original policies for the variable policies to begin with?

v. Did the trustee violate the prudent investor act by exchanging the variable policies for the guaranteed policies?

vi. Did the trustee breach its duty by willfully withholding information from the beneficiaries?

vii. Did the Trustee breach its duty by failing to provide sufficient information regarding the exchange of policies?

viii. Did the Trustee breach its duty of loyalty?

ix. Was the exchange of policies greatly reducing the death benefit consistent with the grantor’s intent?

d. The court affirmed that KeyBank had not violated the prudent investor rule or breached any duties.
e. The court considered whether it was prudent to surrender “policies with significant risk and likelihood of ultimate lapse into an insurance policy with a smaller but guaranteed death benefit.”  The court held in favor of KeyBank, even though KeyBank considered only the existing policy and the eventual new policy and no other options.
i. “[The Trustee] examined the viability of the existing policies and investigated at least one other option.  Of course it could have done more, but nothing in the record leads us to second-guess the trial court’s conclusion that, while KeyBank’s “process was certainly less than perfect,” it was adequate.”

f. The court noted that KeyBank relied on an outside consultant that “was an outside, independent entity with no policy to sell or any other financial stake in the outcome.”  KeyBank would likely have faced an uphill battle without this consultant, given the beneficiaries’ challenge to the trustee’s communications with and use of the grantor’s insurance agent.

IV. STATUTORY REDUCTION OF ILIT TRUSTEE LIABILITY
a. Several states have acted to relieve the trustee of liability for handling life insurance as an investment, either in general or in the case if ILITs.

b. States with protective statutes include Delaware, West Virginia, North Dakota, Wyoming, South Carolina, and Pennsylvania.  Alabama also has a limited statute.  See Patrick J. Lannon, “Trust Owned Life Insurance Portfolio Management – Statutory Reduction of Fiduciary Liability,” Steve Leimberg’s Estate Planning Email Newsletter – Archive Message #1342, September 10, 2008.
c. For example, 12 Delaware Code § 3302 sets forth the duty of care expected of a fiduciary in Delaware.  In general, a fiduciary is expected to act with the “care, skill, prudence and diligence under the circumstances” of a prudent person.  12 Delaware Code § 3302(d) carves out an exception, however, for life insurance on the life of the trustor or the trustor’s spouse by relieving the trustee from liability for a loss resulting from the trustee’s failure to: 
“(1) Determine whether the contract is or remains a proper investment;

(2) Investigate the financial strength or changes in the financial strength of the life insurance company;

(3) Make a determination of whether to exercise any policy option available under the contract;

(4) Make a determination of whether to diversify such contracts relative to 1 another or to other assets, if any, administered by the trustee; or
(5) Inquire about changes in the health or financial condition of the insured or insureds relative to any such contract.”

d. South Carolina Section 62-7-933(J)(1) provides:
“Notwithstanding provisions of this section to the contrary, the duties of a trustee with respect to acquiring a contract of insurance upon the life of the trustor or upon the lives of the trustor and the trustor's spouse, children, or parents do not include a duty to: 

(a) determine whether the contract is or remains a proper investment; 

(b) exercise policy options available under the contract; or 

(c) diversify the contract.

(2) The trustee is not liable to the beneficiaries of the contract of insurance or to another party for loss arising from this subsection. 

(3) Except as specifically provided in the trust instrument, the provisions of this subsection apply to a trust established before or after the effective date of this subsection and to a life insurance policy acquired by the trustee before or after the effective date of this section.”
e. Could a corporate trustee with a Delaware subsidiary get around local law by forming the insurance trust under Delaware law?  As a practical matter trust companies have informally explained that Delaware branches have no tolerance for being a “dumping ground” for ILITs.
f. Is it wise to allow a trust that as a default matter does not include any fiduciary duty in any person to manage trust assets?  This allows a trustee to be a trustee in name only, without the heart and soul of a trustee duty.

g. Effective July 1, 2010, Florida has joined these states with a protective statute of its own. A copy of new § 736.0902 is attached to this outline.  
i. New § 736.09 automatically removes the duty of a trustee to determine whether there was an insurable interest in the life insurance.
1. However, the duty will remain as to a trustee who has knowledge that there was no insurable interest when the life insurance was issued or when other specified circumstances apply.  Note that the requirement of knowledge does not mention any duty to investigate, so it would appear that willful ignorance is acceptable.

2. These exceptions are geared towards abusive “stranger owned life insurance” transactions.

ii. New § 736.0902 removes specified investment management duties only if the trust instrument makes the section applicable by specific reference or the trustee gives notice to beneficiaries that the section applies and either no objection is made within 30 days or the objection is subsequently withdrawn.

iii.  New § 736.0902 does not apply to insurance purchased from an affiliate of the trustee or with respect to which the trustee or any affiliate of the trustee receives any commission unless the duties have been delegated in accordance with § 518.112.

iv. A trustee who provides fiduciary or advisory services related to life insurance for which a duty has been removed under the statute will not be compensated for performing that service.

v. If new § 736.0902 applies to a trust, a trust beneficiary of a poorly administered ILIT may have no recourse for mismanagement.

vi. However, if an ILIT is more likely to be created because of the reduction in liability (because it will be easier to find a trustee willing to serve) even a beneficiary with no recourse may be better off (or no worse off) than he or she would have been.
h. How should an attorney advise a trust grantor with respect to § 736.0902?
i. If a trustee requests the inclusion of a provision “opting in” to § 736.0902, is there any risk that a court will look with disfavor on the provision by comparison to the provisions of § 736.1011 making certain exculpation provisions unenforceable?

ii. Is there more risk if the drafting attorney is also the trustee?

iii. An attorney drafting any trust that may hold life insurance to which the statute applies should include a provision “opting in” only after full disclosure of the potential consequences.  This provision represents a departure from well known principals of trust law.
iv. If § 736.0902 is to be implemented care should be taken to make sure that Florida law will govern the trust administration. A change in governing law could also change trustee liability.
v. What is the appropriate compensation for a trustee whose duties have been removed under § 736.0902?  Should trust documents contemplate a reduction in fees if the trustee later opts in?

vi. Should a grantor ever provide that § 736.0902 does not apply and remove the trustee ability to opt in?

i. How should an attorney advise a trust beneficiary with respect to § 736.0902?

i. At first glance, it is difficult to imagine a situation where an informed beneficiary would fail to object to a trustee’s attempt to opt in to the protective provisions.

ii. As a practical matter, even an informed beneficiary may decide not to object to a trustee’s attempt to opt in to the protective provisions if the trustee has the backing of the trust grantor and the beneficiary does not want to risk the settlor’s disapproval (perhaps expressed by disinheritance under other documents).

j. How should an attorney advise a trustee with respect to § 736.0902?

i. It seems likely that most trustees will want to attempt to opt in to § 736.0902, unless this would result in an unwelcome reduction in trustee fees or irrevocably harm a relationship with the grantor.

V. OPPORTUNITIES FOR THE TRUSTEE TO REDUCE LIABILITY UNDER FLORIDA LAW IN ADDITION TO  § 736.0902 
a. While most ILITs content themselves with mostly boilerplate provisions, and many trustees content themselves with a minimum of active management, Florida law allows various ways to reduce trustee liability as follows. See Patrick J. Lannon, “The ILIT “Accommodation Trustee” – Florida Law Options,” Actionline, Fall 2008
b. Can a grantor simply provide that the trustee has no duty to review the insurance?
i. F.S. § 736.0105(2)(b) provides: 
“(2)  The terms of a trust prevail over any provision of this code except: 

... 

(b)  The duty of the trustee to act in good faith and in accordance with the terms and purposes of the trust and the interests of the beneficiaries.” 

ii. Any attempt in the document to reduce the trustee liability is limited by the good faith standard – breaching good faith in the interests of the beneficiaries will be a breach of trust.
c. Can a grantor simply provide that the trustee is absolved of liability for failure to review the insurance?

i. § 736.1011 provides:
“Exculpation of trustee.-- 

(1)  A term of a trust relieving a trustee of liability for breach of trust is unenforceable to the extent that the term: 

(a)  Relieves the trustee of liability for breach of trust committed in bad faith or with reckless indifference to the purposes of the trust or the interests of the beneficiaries; or 

(b)  Was inserted into the trust instrument as the result of an abuse by the trustee of a fiduciary or confidential relationship with the settlor. 

(2)  An exculpatory term drafted or caused to be drafted by the trustee is invalid as an abuse of a fiduciary or confidential relationship unless: 

(a)  The trustee proves that the exculpatory term is fair under the circumstances. 

(b)  The term's existence and contents were adequately communicated directly to the settlor or the independent attorney of the settlor. This paragraph applies only to trusts created on or after July 1, 2007.”
ii. This statute limits the enforceability of an exculpatory term relieving a trustee of liability for breach of trust to the extent the term relieves for a breach committed in bad faith or with reckless indifference to the purposes of the trust or the interests of the beneficiaries, or was inserted as a result of an abuse by the trustee of a fiduciary or confidential relationship.

iii. Exculpation is particularly unlikely to stick if the trustee is the attorney or other advisor with fiduciary duties.

d. Is it possible to remove sufficient trustee duties, e.g. § 736.0901 providing that chapter 518 applies, to make a meaningful difference in this context in light of § 736.0105(2)(b)?

i. Can an attorney be criticized for putting exculpation language in a document without advising the client that the language may not be enforceable in certain circumstances?

ii. Customized language discussing the grantor’s intentions in creating the trust and in removing liability from the trustee to the extent possible is likely to carry some weight with a court.  A clear method of trustee succession will allow a reluctant trustee to resign if trouble is brewing (assuming that the named successor will take over the mess…).
e. Delegation of insurance investment functions.

i. § 518.112(2) – Trustee may delegate investment management of life insurance to:

“1.  The trust's settlor if the trust is one described in s. 733.707(3); 

2.  Beneficiaries of the trust or estate, regardless of the beneficiary's interest therein, whether vested or contingent; 

3.  The spouse, ancestor, or descendant of any person described in subparagraph 1. or subparagraph 2.; 

4.  Any person or entity nominated by a majority of the beneficiaries entitled to receive notice under paragraph (3)(b); or 

5.  An investment agent if the fiduciary exercises reasonable care, judgment, and caution in selecting the investment agent and in establishing the scope and specific terms of any delegation.”

ii. The delegation other than to an investment agent may apparently be made without a duty of care in selecting the agent and establishing the terms of the delegation.  If delegation is made under this subsection the trustee need not diversify nor allocate other assets relative to the insurance.
iii. The delegable investment functions include:
“1. A determination of whether any insurance contract is or remains a proper investment; 

2.  A determination of whether or not to exercise any policy option available under such contracts; 

3.  A determination of whether or not to diversify such contracts relative to one another or to other assets, if any, administered by the fiduciary; or 

4.  An inquiry about changes in the health or financial condition of the insured or insureds relative to any such contract.”
iv. CS/HB 501 – CS/SB 926 recently revised the delegable investment functions as follows:

(b) The delegable investment functions under this subsection include:

 
1. A determination of whether the insurance contract was procured or effected in compliance with s. 627.404; [insurable interest]
  
2.1. A determination of whether any insurance contract is or remains a proper investment;

  
3. The investigation of the financial strength of the life insurance company;
 
4.2. A determination of whether or not to exercise any policy option available under any insurance such contracts;


5.3. A determination of whether or not to diversify such contracts relative to one another or to other assets, if any, administered by the fiduciary; or


6.4. An inquiry about changes in the health or financial condition of the insured or insureds relative to any such contract.
v. If the notice requirements of § 518.112 are satisfied [note that CS/HB 501 – CS/SB 926 revised the notice provisions to cross reference the notice requirements of Part III of chapter 731 for an estate and § 736.109 and part III of chapter 736 for a trust], the trustee is not responsible otherwise for the investment decisions nor actions of the investment agent to which the investment functions are delegated.  However, the agent is subject to the jurisdiction of Florida courts and is subject to the same standards as the trustee.

vi. Note that § 518.112 may be used for delegation between trustees.  § 736.0703(5) provides that “[a] cotrustee may not delegate to another cotrustee the performance of a function the settlor reasonably expected the cotrustees to perform jointly, except that a cotrustee may delegate investment functions to a cotrustee pursuant to and in compliance with s. 518.112. A cotrustee may revoke a delegation previously made.”
vii. This is a very powerful tool to remove liability from the trustee (or from one of the trustees), while maintaining a fiduciary duty in the agent.

viii. As a practical matter, there may be no one willing to accept this delegation (at least no one actually qualified to perform the function).  While investment advisors regularly accept delegation of investment functions for liquid portfolios, I have yet to find an insurance professional willing to accept delegation for insurance.  Query how much would be charged for this service, and where the average ILIT trustee would find the funds to pay.
ix. Delegation to an investment agent (as opposed to other permitted delegees) still requires care in selecting the agent and establishing the terms of the delegation, which given the paucity of independent investment agents reviewing life insurance may still cause the trustee concern.

f. A trustee may have reduced liability if a co-trustee or other powerholder has the power to direct the trustee on a matter.
i. § 736.0703(9) provides:

“If the terms of a trust instrument provide for the appointment of more than one trustee but confer upon one or more of the trustees, to the exclusion of the others, the power to direct or prevent specified actions of the trustees, the excluded trustees shall act in accordance with the exercise of the power. Except in cases of willful misconduct on the part of the trustee with the authority to direct or prevent actions of the trustees of which the excluded trustee has actual knowledge, an excluded trustee is not liable, individually or as a fiduciary, for any consequence that results from compliance with the exercise of the power, regardless of the information available to the excluded trustees. The excluded trustees are relieved of any obligation to review, inquire, investigate, or make recommendations or evaluations with respect to the exercise of the power. The trustee or trustees having the power to direct or prevent actions of the trustees shall be liable to the beneficiaries with respect to the exercise of the power as if the excluded trustees were not in office and shall have the exclusive obligation to account to and to defend any action brought by the beneficiaries with respect to the exercise of the power.”  (Emphasis added).
ii. § 736.0808(2) provides:

“If the terms of a trust confer on a person other than the settlor of a revocable trust the power to direct certain actions of the trustee, the trustee shall act in accordance with an exercise of the power unless the attempted exercise is manifestly contrary to the terms of the trust or the trustee knows the attempted exercise would constitute a serious breach of a fiduciary duty that the person holding the power owes to the beneficiaries of the trust.” (Emphasis added).
g. Beneficiary consent.
i. § 736.1012 relieves the trustee of liability for breach of trust if the beneficiary consented to the conduct constituting the breach (or released the trustee or ratified the transaction) with no improper trustee conduct in the inducement and sufficient disclosure.

ii. See also § 736.0111, allowing nonjudicial settlement agreements.  The trustee’s liability can be determined by agreement if the terms and conditions could be approved by the court.
iii. With virtual representation, § 736.0301 – 736.0304, or a designated representative under § 736.0306, it may be possible to obtain a release for any breach inherent in the trustee’s management of the insurance even if there are minor and unborn beneficiaries.
iv. Is it possible to obtain a release for not acting in the future, or by its nature would such a release be void for lack of sufficient disclosure?  In other words, would any release be retrospective only, and so of limited protective utility?

v. Could a beneficiary indemnify the trustee, and would this hold up?

h. Limitations on Actions
i. Under § 736.1008, the limitations period begins to run for matters adequately disclosed in a trust disclosure document on the date of receipt of the disclosure.  The recipient has six months from receipt of adequate disclosure to assert a claim.

i. Employment of an agent.

i. § 736.0816(20) allows a trustee to “employ persons, including … agents, … to advise or assist the trustee in the exercise of any of the trustee’s powers … and act without independent investigation on the recommendations of such persons.”  This is not delegation, where the agent steps into the shoes of the trustee, but does offer some protection.
ii. While an agent can only assist with the administration within the scope of the agent’s expertise (e.g., an insurance specialist can opine on the best insurance for the money but probably won’t have much to add about the income tax implications of a transaction or suitability based on the trust terms), reliance on an agent for specialized purposes can reduce risk for the trustee.

iii. Query whether an agent who works on commission would be treated the same as an agent who has no conflict of interest.  The Cochran case involved an agent “with no policy to sell or any other financial stake in the outcome.”  All else being equal, it would seem prudent to pay for independent advice – assuming, of course, that the trust contains sufficient liquid resources to pay for such advice.

j. Grantor indemnity.

i. The grantor, presumably a wealthy person, could indemnify the trustee for damages based on the management of the policy.  Would the value of the indemnity be a contribution to the trust?
ii. The grantor may not have a sufficient estate to make the trustee whole, but this could discourage suit by the beneficiaries.
VI. CUSTOMIZATION OF EACH ILIT
a. Query whether the properly informed grantor will actually desire to remove the trustee’s liability in every case – some grantors may appreciate someone else keeping up on the life insurance so they do not have to.  The drafting attorney needs to be clear on the rules.

b. There aint no such thing as a free lunch.

i. The drafting attorney may wish to advise the grantor that the trustee role is difficult and the trustee should be compensated accordingly.  Potential estate tax savings generally justify reasonable payment of fees.
ii. Ideally an ILIT should contain a mix of assets and be administered, by the trustee, in the best interests of the beneficiaries.  At least sufficient funds should be available to pay counsel for advice on such complicated issues as income taxation on policy changes.  See, e.g., Ellen Harrison, “Notice 2006-95 – Tax Trap for Partial Surrenders,” Steve Leimberg’s Estate Planning Email Newsletter – Archive Message #1515.  Sufficient funds should be available to pay the income tax if the grantor stops paying and the policy lapses, leading to a tax.
c. If the grantor has an informed desire to protect the trustee from a duty to manage the policy (or from liability for doing so poorly), the attorney should work with the trustee to achieve that goal.
d. With careful drafting and administration, the risk of litigation can be substantially reduced.
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