INTRODUCTION

Selecting a life insurance policy can be a formidable task
because of the complexities of the insurance contract and
because of the large number of vendors in the marketplace.
As a greater number of life insurance companies market “no-
load” products, a variety of claims regarding their merits and
liabilities are emerging in the course of struggle for market
share. This article evaluates typical vendor assertions
through objective application of capital market theory and
research.

The availability of academically defensible standards of
insurance policy evaluation is important in light of the Uni-
form Prudent Investor Act.l The Act, incorporating the princi-
ples of prudence enumerated in the Restatement Third of the
Law of Trusts,2 imposes certain duties in the areas of risk
evaluation, cost consciousness, and delegation of responsi-
bility to agents. The new standards for prudent asset man-
agement make it important not only to examine critically ven-
dor claims but also to develop a defensible framework for a
sound decision making process. Traditional insurance “due
diligence” standards may be inadequate to provide trustees
and legal counsel with a reliable framework for good decision
making. New standards of insurance contract evaluation
must be based on modern portfolio theory, the insights of
which provide the theoretical underpinnings for the restate-
ment of trust law.3

To date, the nature of trustee liability for grantor-selected
insurance programs, remains unclear. At one end of the
spectrum, it can be argued that the trustee is merely carrying
out trust administration “in light of the purposes, terms, dis-
tribution requirements and other circumstances of the
trust.”# It is the grantor that mandates acquisition of a par-
ticular insurance policy and, therefore, it is the grantor that
bears responsibility for the integrity of the decision making
process employed for asset selection.

On the other hand, it can be argued that agreeing to the
trusteeship brings with it the duty to evaluate the prudence
and suitability of all assets to be included in the trust estate.
Often, when new insurance is obtained by the trust settlor, it
is the trustee who signs the application forms. Under these
circumstances, because the trustee is such an integral part
of the asset selection process, it would seem difficult to ar-
gue that the trustee is under no obligation to conduct a criti-
cal inquiry regarding the asset purchase. In certain states,
the trustee is statutorily exempted from such duties for insur-
ance assets. Therefore, in states that have adopted versions
of the Uniform Prudent Investor Act, it is important to deter-
mine the extent of statutory relief enjoyed by the trustee.

Absent such relief, where the trustee signs insurance appli-
cation forms, there may exist fiduciary liability.5

ARGUMENTS ADVANCED BY VENDORS OF
“NO-LOAD” INSURANCE PRODUCTS

In reality, there is no such thing as a pure “no-load” insur-
ance policy anymore than there is a pure “no-load” mutual
fund. Irrespective of the distribution system under which a
financial instrument is made available to the public, the price
of the product embeds the manufacturer’s specific profit ob-
jectives. A product that contains no “mark-ups” to capture
profits for the manufacturer would, in a capitalist society,
never enter the marketplace. Therefore, on a preliminary
basis, we define “no-load” insurance as an insurance con-
tract that does not include a mark-up on the “retail” (agent-
selling-to-consumer) level to support the costs of a commis-
sion oriented product distribution system. This definition of
“no-load” insurance throws it into strong contrast with the
traditional “load” contracts. Traditional contracts have num-
bers of marketing, field compensation, and home office ex-
pense factors not found in “no load” contracts.

Manufacturers and distributors of “no-load” contracts
are, of course, quick to point out the high costs of a commis-
sion-based system. Typically, agent commissions for a life
insurance policy sale are between 30% to 90% of the first
year’s premium. Additionally, smaller “service” or “renewal”
commissions are payable in future years. These commis-
sions usually range from 2% to 5% of future years’ premi-
ums.6

The cash compensation payable to the insurance sales-
person is only one of several significant loading factors in a
traditional life insurance policy. In addition to agent commis-
sions the traditional contract must support many other ex-
penses. According to one estimate, the total loading factors
attributable to marketing through the commissioned-based
distribution system in a traditional whole life insurance policy
average 165% of the first year’s premium. Term insurance
loading factors average 130% of first year premium.” Tradi-
tional policy loads are high because, in additional to agent
commissions, the policies must support:

e aseries of overrides and bonuses to office manag-
ers, regional supervisors, and other “second line”
management; and,

e agency departments that are charged with the ex-
penses of recruiting, training, and providing sup-
port materials for field agents.

The total costs required to develop, train, and replenish a
life insurance field sales force can be formidable. The large
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Not surprisingly, advocates
of “no-load” insurance
contend that the high
loading factors of
traditional contracts result
in both higher premiums
and diminished cash
values.

...according to vendors of
“no-load” products,
insurance products

delivered to the consumer
outside of the traditional
agent-oriented sales
system are superior to
commission paying
policies.

turnover among insurance agents is costly to
insurance firms that rely on commissioned ori-
ented distribution systems. According to the
Life Insurance Marketing and Research Asso-
ciation, out of 100 agents who begin a career in
the life insurance industry, 84 will leave before
the end of their fourth year.8 Over the four-year
period, the industry’s “cost-per-agent-retained”
amounts to slightly over $250,000 per year.
When insurance actuaries price traditional poli-
cies, the premiums paid by consumers must be
sufficient to compensate insurance companies
for their agency development costs.

Not surprisingly, advocates of “no-load”
insurance contend that the high loading factors
of traditional contracts result in both higher
premiums and diminished cash values.® Gen-
erally, traditional insurance policies have little
or no cash value for the first two policy years,
and do not usually reach a “break-even” point
(total cash value equal to total premiums paid)
until the policy is in force eight years or longer.
Furthermore, if company-generated illustrations
show early cash values, the cash may either be
illiquid (i.e. unavailable to the owner via loan or
withdrawal options) or subject to substantial
surrender charges.

“No-load” policies have significant early
cash values; and, in addition, they sometimes
have lower projected premium costs. Moreover,
early cash values may be fully available to the
policyholder. In some cases, “no-load” policies
have cash values that equal or exceed the pre-
mium paid by the end of their first policy year.
The implication is, according to vendors of “no-
load” products, that insurance products deliv-
ered to the consumer outside of the traditional
agent-oriented sales system are superior to
commission paying policies.10

ARGUMENTS ADVANCED IN FAVOR OF
TRADITIONAL LIFE INSURANCE

To date, only a small segment (less than 1%
of all companies) manufactures and distributes
“no-load” insurance contracts. Nevertheless,
as the number of “no-load” vendors increases,
the representatives of the agency distribution
system can, more frequently, be expected to
offer counter-arguments for the public to con-
sider. To date, the counter-arguments are as
follows:

1. Commissions are payments for the ex-
pertise and advice provided by the agent who
assists the consumer to:

e appreciate the need for insurance,

e understand the financial complexi-
ties of the insurance contract,

e apply for and obtain specific cover-
age;

* execute future policy options such
as loans, beneficiary changes, set-
tlement options, and so forth.

As such, commissions represent a pay-
ment for value received and are not an unnec-
essary or distasteful adjunct to the price of the
product;

2. The older and larger insurance compa-
nies are the manufacturers and distributors of
traditional agent-sold insurance policies.
These companies have, in many cases:

* impeccable ratings from independ-
ent evaluation companies,

e substantial assets,

e longterm track records lasting
through several business cycles,

* long-term underwriting, business
management, and investment ex-
pertise, and

. “brand name” recognition for safety
and stability.

As such, it is alleged that they represent
the prudent alternative to smaller and, in
some cases, less well-known “no-load” insur-
ance companies;

3. The brand-name, top-rated traditional
insurance manufacturers offer a product that
has expected long term values (cash values
and death benefits) substantially higher than
“no-load” products. The evidence mustered in
support of this argument varies from com-
pany-to-company and includes some or all of
the following observations:

e the size of the firm results in econo-
mies of scale that are reflected in
low general expense ratios,

e the investment expertise of the
company has proved to be capable
of generating substantial returns on
the invested assets of the firm,

e the underwriting policies of the com-
pany have resulted in very favorable
mortality experience with the result
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The Third Restatement of
the Law of Trusts suggests
that the presence of large
commissions may be
relevant to the policy
evaluation process: “...the
duty to avoid unwarranted
costs is given increased
emphasis in the prudent
investor rule.” This is
especially the case when
payment of sales
commissions has the
effect of substantially
reducing the cash values
of the policy.

that the policyholders can expect
high long-term cash values and
death benefits.

As such, it is alleged that the old-line, “blue
chip” firms will deliver future values that are far
in excess of the expected values of “no-load”
contracts. Indeed, one often finds that the val-
ues projected beyond the twentieth year in pol-
icy ledger illustrations are greater for traditional
products than for “no-load” products. The im-
plication is that the presence or absence of a
commission to the agent is not particularly rele-
vant when viewed from a long-term perspective.

RESTATEMENT OF TRUST LAW
AND THE STANDARDS OF PRUDENCE

Each camp has gathered and deployed
seemingly persuasive arguments in support of
its position. Fortunately, however, the new
standards of prudence suggest several impor-
tant dimensions that an unbiased, critical
evaluation must encompass.

The Third Restatement of the Law of Trusts
suggests that the presence of large commis-
sions may be relevant to the policy evaluation
process: “..the duty to avoid unwarranted
costs is given increased emphasis in the pru-
dent investor rule.” This is especially the case
when payment of sales commissions has the
effect of substantially reducing the cash values
of the policy. At minimum, in order to docu-
ment investigation into this area, commission
payments should be disclosed, in writing, and
retained in the trustee’s records.1!

Additionally, the Third Restatement indi-
cates that a trustee must “act with prudence...
in the selection and supervision of agents.” An
uncritical sign-off—supposedly justified by the
assumption that a traditional contract’s projec-
tion of higher expected long-term value makes
commission-related expenses irrelevant--is not
a particularly defensible position in the event of
litigation. It is a large leap of faith that puts cre-
dence in non-guaranteed values projected
twenty years or more into the future. Even if
the projection of values for the traditional con-
tract is credible, the more relevant inquiry is
whether a trustee can defend successfully the
voluntary election to pay a substantial sales
load for product acquisition.12

By selecting a financial instrument that of-
fers little or no cash surrender value to the poli-

cyholder for a lengthy period of time, the trus-
tee assumes a significant liquidity risk. If the
trustee determines that the extra risk is appro-
priate, then he must also be prepared to dem-
onstrate the likelihood that trust beneficiaries
will be sufficiently rewarded.

Given the choice between purchase of a
high risk investment and a lower risk invest-
ment each of which has the same expected
return pattern, academic evidence suggests
that the rational investor will select the lower
risk investment, ceteris paribus. It is only the
reasonable expectation of a larger future re-
ward that can induce the investor to assume
the additional level of risk and expenses. In
the case of a decision between purchase of a
liquid, “no-load” insurance policy or a non-
liquid, commission-paying policy, the important
issues are:

* what is the magnitude of the risk?

* how does illiquidity affect expected
returns?

e assuming that it is appropriate to
bear the risk, how much extra re-
ward should be received?

The work of professors Amihud and Men-
delson analyzes the interrelationship between
expected return and liquidity.  Specifically,
they examine the roles of time horizons and
liquidity considerations on the pricing of capi-
tal assets. Focusing on stock market returns,
they use the bid-ask spread on securities as a
proxy for liquidity risk:

The bid-ask spread is the difference be-
tween the bid and ask (offer) prices quoted by
a dealer who makes a market in a stock and
bridges the time gaps between asynchronous
public buy and sell orders. The bid-ask spread
may thus be viewed as the price the dealer (or
market maker) demands for providing liquidity
services and immediacy of execution.13

Although an insurance contract does not
contain an explicit bid-ask spread, neverthe-
less the insurance carrier acts as market-
maker with the right to receive the specified
cash surrender value (a non-forfeiture contract
provision) as the measure of the price for pro-
viding the policyowner with immediate liquid-
ity. The role of the insurance carrier as market
maker is thrown into more clear relief by con-
trasting the contractual rights to receive imme-
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The prudent trustee...will
take care to determine
which types of risk are

reasonable and defensible.
A useful first step is to

weigh the probability of a

substantial loss of funds
because of the liquidity

risk.

diate and certain values (both lifetime and
death-time) with the negotiated values received
by policyowners seeking viatical settlements by
soliciting offers from a variety of sources. Such
negotiations may be time consuming and may
result in offers that vary substantially from the
stated amounts of the insurance policy’s non-
forfeiture provisions.

Amihud and Mendelson hypothesize that
investors should require higher expect returns
for higher spread, more illiquid assets. Longer
holding periods reduce the onus of investment
illiquidity because costs can be amortized over
additional units of time. Investors with short
planning horizons seek securities with lower
bid-ask spreads because of the certainty of
bearing transaction costs within the relatively
near future. The longer the planning horizon or
the lower the probability that the investor will
want to liquidate his holdings before the end of
his planning horizon, the lower the additional
return required as compensation for liquidity
risk.14

Given that substantial commissions payable
to the insurance agent as well as additional
agency expenses may prohibit any meaningful
cash surrender value for a considerable period
of time, how much extra reward should the poli-
cyholder receive in order to be compensated
adequately for liquidity risk?

Assuming, for example, that the insurance
buyer has a required rate of return of 7 per
cent, the following matrix illustrates the theo-
retical returns that he must receive from the
traditional commission-paying contract in order
to bring both load and “no-load” contracts into
equilibrium:15

5 10 15 20 30
Load Years Years Years Years Years
165%  26.49% 16.75% 13.50% 11.87% 10.25%
100%  20.86% 13.93% 11.62% 10.47% 9.31%
50% 15.11% 11.05% 9.70% 9.03% 8.35%
30% 12.25% 9.62% 8.75% 8.31% 7.87%
0% 7% 7% 7% 7% 7%

There is nothing remarkable in the fact that
traditional agent-sold products project high val-
ues in the distant future. A rational market de-
mands an expectation of high future returns in
order to entice a buyer to put current funds at

risk. Once the check is written to the insur-
ance company, there may be no opportunity to
recover the outlay until many years in the fu-
ture. Furthermore, there is nothing remark-
able about the fact that the “no-load” con-
tracts have lower projected long-term values.
They do not need to offer consumers compara-
ble inducements because they do not have a
comparable level of risk. It is the differing risk
characteristics of each product that inevitably
determines expected future rewards.

Empirical evidence from the insurance
marketplace corroborates the theoretical
model that Amihud and Mendelson developed
from security market data. For universal life
policies, for example, the contracts which proj-
ect the highest future interest rate credits
tend to have the lowest liquidity (i.e. lowest
surrender value) in the early contract years.
Additionally, surrender charges tend to be
higher, the higher the interest rates. One
study finds that “statistically, there exists a
positive  correlation between  surrender
charges and interest rates for durations one,
five, and 10, with the correlation being signifi-
cant (a = 5%) at durations one and five.”16
On the other hand, the more liquidity risk as-
sumed by the insurance buyer, the higher the
future projected contract values.

“CONSCIOUS DECISIONS CONCERNING
THE LEVELS OF RISK APPROPRIATE
TO...THE PURPOSES OF THE TRUSTS.”

The prudent trustee who makes
“conscious decisions concerning the levels of
risk appropriate to the purposes... of the trusts
they administer” will take care to determine
which types of risk are reasonable and defen-
sible. A useful first step is to weigh the prob-
ability of a substantial loss of funds because
of the liquidity risk. Historical evidence in the
form of lapse rates on cash-value insurance
products is available to help gauge the prob-
ability of loss. The Life Insurance Marketing
Research Association provides the following
lapse rates for cash value insurance con-
tracts:

Between 13% and 15% are lapsed
at, or prior to, the end of the first
policy year;

e less than 54% of contracts remain
in force through the end of the fifth
policy year;
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It may be argued that the
value of insurance [rests]...
on the cost/benefit ratios
between receipt of policy
death benefits and the
outlay of policy premiums.
This type of inquiry goes to
the heart of the question of
how much value an
insurance program will add
to a client’s estate plan
and is of critical
importance in the
development of defensible
policy selection criteria.

The 1985 report...stated
that calculating death
benefit rates of return in
order to determine the
value of a life insurance
contract was misleading to
the consumer.

e less than 25% of contracts remain in
force through the end of the tenth
policy year; and,

* less than 10% of the contracts re-
main in force through the end of the
twentieth policy year.1?

Presumably the lapse ratios are substan-
tially lower for insurance policies held in trust.
The published lapse data encompasses all in-
surance transactions from the purchase of
“starter” policies by college students to insur-
ance purchased for intergenerational wealth
transfers. Given the lack of specificity, it is diffi-
cult to estimate the statistically “expected re-
turn” (projected future values weighted for the
probability of early contract termination and
adjusted for applicable surrender charges) on a
life insurance contract except in the most gen-
eral sense. However, even at a very modest
three-percent yearly lapse rate, approximately
half of the policies will be terminated by the end
of twenty years.

It is easy, however, for the trustee to quan-
tify the magnitude of the illiquidity risk simply by
looking at a ledger illustration. The “spread” is
simply the specified surrender charge levied on
the cash value account on universal life or the
amount of the non-specified surrender charge
on a whole life contract i.e., the difference be-
tween premiums paid and the contract’s cash
surrender value.

Once the potential magnitude of the risk is
determined, the trustee may adjust for the
probability of incurring the risk—i.e. the prob-
ability that the grantor will discontinue funding.
This is a “facts and circumstances” adjustment.
If, for example, an irrevocable trust is funded
with an insurance product for estate liquidity
purposes, the trustee may wish to evaluate the
probability that future changes in the estate tax
law may result in a decreased need for insur-
ance coverage, or that future changes in in-
come tax law may eliminate tax advantages
unique to life insurance contracts.18 The objec-
tive assessment of the trustee helps determine
an acceptable risk/reward tradeoff. If the prob-
ability of lapse is high, or the detrimental ef-
fects of the illiquidity risk are unacceptable,
then the trustee may be expected to acquire
low-spread assets. Conversely, if liquidity risk is
acceptable, there may be valid reasons to cap-
ture higher long-term expected returns that
come from purchase of a less liquid asset.

It may be argued that the value of insur-
ance obtained for estate planning purposes
does not rest primarily on its cash surrender
values (or the liquidity/illiqudity thereof); but,
rather, on the cost/benefit ratios between re-
ceipt of policy death benefits and the outlay of
policy premiums. This type of inquiry goes to
the heart of the question of how much value
an insurance program will add to a client’s
estate plan and is of critical importance in the
development of defensible policy selection
criteria.

The issue of whether insurance will add
value; and, if so, how much is beyond the
scope of this inquiry.1® However, exclusive
focus on death benefit projections ignores the
interrelationships between the projected fu-
ture benefits and the underlying cash values
which either “support” (via the reserve in
whole life or the cash value account in univer-
sal life) or which “fund” the benefits via divi-
dend or interest crediting mechanisms. The
1985 report of the Yield Index Advisory Com-
mittee of the National Association of Insur-
ance Commissioners stated that calculating
death benefit rates of return in order to deter-
mine the value of a life insurance contract was
misleading to the consumer.20 The intercon-
nection between cash values and death bene-
fits has, if anything, become of increasing con-
cern to trustees because of the tendency of
insurance agents to recommend a variety of
limited payment arrangements the efficacy of
which depends on maintaining sufficient cash
value.

VALUATION OF INSURANCE
CONTRACTS AND
CAPITAL MARKET RESEARCH

Amihud and Mendelson suggest that re-
quired return is a function of the risk of an
investment as well as the measure of the in-
vestment’s illiquidity.  Additional academic
research suggests that other capital market
factors may influence the pricing and long-
term projected values of life insurance.

Several studies explain the variation in the
price of insurance contracts (price variously
defined as a function of discounted premium
inflows, interest adjusted cost indexes, and so
forth) by examining differences in insurance
company characteristics. The assumption
underlying many of the studies is that :
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“...the payment of
substantial commissions
creates a potential conflict
of interest for the life
insurance agent. The
conflict arises because the
amount of the agent’s
compensation may be
influenced significantly by
the advice the agent gives
to the client....”

e either consumers are willing to pay
more (or receive less cash value /
death benefit) for company A’s policy
when compared to company B’s be-
cause they value company A’s corpo-
rate characteristics (larger com-
pany / more assets / greater invest-
ment earnings); or,

e that the insurance marketplace is
“inefficient” (i.e. information regard-
ing the full spectrum of risk / reward
considerations is not embedded in a
contract’s price in a timely and rea-
sonable manner) and, therefore, a
host of mispriced products can be
sold to consumers unaware of mar-
ket conditions.2!

A 1985 study confirms the existence of a
potentially wide range of company characteris-
tics and contract options that consumers value.
The market pricing of insurance contracts re-
flects the presence or absence of these valued
features. For example, all else being equal, in
an efficient market, a consumer should be will-
ing to pay more for a contract with a 6% guar-
anteed loan rate than one with an 8% loan rate.
A regression analysis attempts to identify those
features that are valued by consumers.22

Goods that contain more of the characteris-
tics preferred by consumers will be in
greater demand and, consequently, will
have higher prices. Conversely, goods that
contain less of characteristics preferred by
consumers will be demanded less and will
have lower prices..... One set of characteris-
tics is the contract provisions of the policy.
Since some contract provisions are more
favorable to the policyholder than others,
this perspective suggests that contract pro-
visions will have an impact on policy price....
Another set of characteristics is related to
the characteristics of the issuing life in-
surer. Two types of characteristics are im-
portant. One type is related to the risk of
the insurer not meeting its claims. Policy-
holders will prefer less risky insurers, and
such insurers will therefore command a
price premium.... The second type of insurer
characteristics is that related to service
provided by the insurer. Policies from insur-
ers providing more service that consumers
value will command a price premium.23

With respect to the election to implement
a “no-load” or commission-paying contract, the
absence of a load may be viewed as a favor-
able contract provision. Therefore, if the price
of a contract which has a favorable provision
is in fact higher than a contract without such
provision, this is, once again, not remarkable.
Although the initial premiums for a no load
contract may be less than for an agent-sold
contract, the projected long-term cost indices
may, in fact, be higher for the “no-load” con-
tract. This observation is merely a variation of
the argument advanced in favor of traditional
insurance policies outlined earlier: i.e. most
major commission-based insurance carriers
project higher future values on their policy
ledger illustrations. The higher values are
both what the consumer would expect and
may be what the market demands in order to
compensate for assuming the risk of illiquidity.
If the projections are “correct” (not necessarily
in the nominal value sense; but relative to the
values paid in the distant future), the extra
benefits do not represent a free lunch.

DELEGATION OF RESPONSIBILITY
TO AGENTS

The uncritical trustee may be inclined to
default to a no-load product because of dis-
taste for the compensation system under
which commission-based agents operate. As
Joseph M. Belth, professor emeritus at Indiana
University, states:

...the payment of substantial commissions
creates a potential conflict of interest for
the life insurance agent. The conflict
arises because the amount of the agent’s
compensation may be influenced signifi-
cantly by the advice the agent gives to the
client....24

The trustee may feel that the “advice” of
the insurance salesman represents an inflow
of information that, while interesting and help-
ful, is ultimately shaped by negotiation strate-
gies designed to induce product purchase.
Whereas the trustee may be personally liable
for imprudent decisions; and, whereas the
trustee may already feel that he is on uncer-
tain grounds because of the complexity of the
decision making process, he may seek to rid
himself of negotiation anxiety by turning to
vendors of no-load insurance. The rationale
may be simply that a fee-based financial plan-
ner will provide a more credible and trustwor-
thy source of information.
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...the academic evidence,
to date, does not provide
clear cut answers as to
whether a traditional or
“no load” contract is to be
preferred.

The trustee, however, must exercise appro-
priate care to insure that he does not unwit-
tingly or unnecessarily limit his attention to only
a small fraction of the insurance marketplace.
This may be especially true if a fee-based advi-
sor seeks to build credibility at the expense of
traditional insurance products. At that point,
the advisor shifts from the role of objective
counselor to a spokesperson (implicitly or ex-
plicitly) for a segment of the insurance industry.
The duties of loyalty and impartiality should
temper the desire of the trustee to restrict his
analysis only to a small number of insurance
programs simply because it appears preferable
to seek information from a person who will not
be compensated by a commission.25

DUTIES OF A TRUSTEE: “DUE DILI-
GENCE” AND COST CONSCIOUSNESS

Although the decision to fund a trust with
either traditional or “no-load” contracts must
reflect prudent selection criteria which incorpo-
rate adequate due diligence, the academic evi-
dence, to date, does not provide clear cut an-
swers as to whether a traditional or “no load”
contract is to be preferred. It is useful, how-
ever, to examine the traditional vs. “no-load”
insurance debate from the perspective of the
Third Restatement’s admonitions to “avoid
fees, transaction costs and other expenses that
are not justified” and to “make conscious deci-
sions concerning the levels of risk.”

The arguments advanced by proponents of
“no-load” policies are, intuitively, very appeal-
ing. Some primary assumptions made by “no-
load” insurance vendors, however, remain un-
proved. A “no load” product can, in fact, gener-
ate superior long-term performance for the poli-
cyholder only if:

* the expenses associated with a non-
agency marketing and distribution
system are inherently lower than
those found in the traditional agency
system; and,

e the “favorable” contract provisions
allowing for liquidity, and the favor-
able distribution systems allowing for
conveyance of information to the
consumer outside of a commission
sales dynamic do not allow the insur-
ance company to command a price
premium in the marketplace.

The ability to charge a price premium and
the extent of such a premium cannot be pre-
dicted ex ante. Certainly, “no-load” insurance
advocates do not argue that the profit objec-
tives of this segment of the insurance industry
are lower than the other parts of the indus-
try.26 Therefore, reasonable judgments can be
made on this point only with the passage of
time. There is, however, some evidence ex
post which suggests that “no-load” insurance
product delivery systems are not necessarily
significantly more cost efficient.2?

In 1992, an extensive study of 423 U.S.
life insurance companies found that “...for a
given scale and mix of outputs and an equal
proportional increase in all outputs, agencies
incur higher incremental costs than do non-
agencies.” However, despite the fact that the
two types of insurers exhibit differing cost
structures, statistical analysis indicates that
the magnitude of cost differential was not sig-
nificant at standard levels.28 Thus, the aca-
demic evidence, to date, is inconclusive. Am-
biguity may arise for a number of reasons in-
cluding: (1) the relatively small sample of non-
agency insurers, and (2) the fact that the non-
agency group consists of both mass marketing
or ‘mail order’ firms with large advertising
fixed expenses and other “no load” manufac-
turers who seek to utilize an existing unsubsi-
dized fee-based advisor / financial planner
distribution system.2® Future research may
allow the trustee to make more well informed
judgments. Until such time, however, compet-
ing claims between the two segments of the
industry must, in large part, be considered to
be unproved assertions.

If many of the underlying assumptions of
the advocates for the “no-load” segment of
the insurance industry are tenuous, the same
can also be stated for the larger agent-based
segment of the industry. Earlier, we identified
three lines of argumentation advanced by
commissioned agents in support of the tradi-
tional product and distribution systems: (1)
commissions are a payment for value re-
ceived; (2) agents work for older, more estab-
lished “blue chip” firms and therefore offer
safe and time-tested programs; and (3) the
accumulated business operations and invest-
ment expertise of the “blue chip” firms trans-
lates into a expectation of superior product
performance.
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...a study published in
1977 [found] that 47.9
percent of the time an
independent agent’s
recommendations on
where to place a
customer’s business was
based on which company
paid the highest
commissions

To assume that commissions are, in fact, a
payment for value received, one must also as-
sume that:

m consumers judge that commissions
are a proxy for agent advice and,
therefore, valuing such advice, they
will be relatively insensitive to the
pricing of the insurance contract;
and,

= agents will generate advice which is
in the consumer’s interest rather
than sales hype designed to sell the
product which pays the highest com-
mission.

Part of the folklore of insurance is that it is
a product that is sold rather than bought. Con-
ventional wisdom states that even right-
thinking individuals must often be motivated
into purchasing insurance and, therefore, com-
missions are a reward for persuading individu-
als to contemplate the economic consequences
of their death and to take appropriate actions
(i.e. buy insurance) in order to mitigate adver-
sity to family and to business. This viewpoint
continues to stand in the face of a research
suggesting that “insurance cost appears as a
principal determinant in the consumer demand
function.”30 Specifically, an examination of an
empirical model designed to identify major de-
terminants of demand for insurance products
by examining newly sold whole life insurance
contracts from twenty-seven insurance compa-
nies selected at random from a population of
sixty-six companies for which continuous com-
parable data exists from 1953, indicates that
the real price of insurance coverage was deter-
mined to be statistically significant with price
negatively correlated to new purchases. In-
deed, “a change of one standard deviation in
the price variable was linked to a movement of
from 26-32 percent (for participating) to 49-50
percent (for nonparticipating) of a standard
deviation in new insurance in force written.”3t

These results are expected where consum-
ers do not view the pricing of insurance con-
tracts with indifference because of a perception
that the value of agent advice and service over-
whelms cost. The price elasticity of the product
suggests that, if insurance prices can be re-
duced because of the elimination of cost-
generating factors such as agent commissions,
quantity demanded may increase significantly.
As information regarding agent training stan-

dards and industry emphasis on high commis-
sion earnings becomes more widespread, the
public’s perception of the value of a commis-
sion-based distribution system may change.
For example, in a discussion of the
“independent” insurance agent, Andrew To-
bias cites a study published in 1977 which
found that 47.9 percent of the time an inde-
pendent agent’s recommendations on where
to place a customer’s business was based on
which company paid the highest commis-
sions.32

Other claims of agents and companies
selling traditional insurance products are also
subject to revision under the light of objective
analysis. During the 1990’s the press empha-
sized the rapid financial deterioration and ulti-
mate insolvency of several old-line or “blue-
chip” firms. Increased merger activity contrib-
uted to the disappearance of other “blue-chip”
firms with long track records; and, the degree
to which the interests of policyholders is pro-
tected is not always clear.33 More recently,
gradual deterioration in many of the “blue-
chip” companies’ ratings has garnered atten-
tion.

As economic events unfold, it is becoming
increasingly clear that the large “brand-name”
companies are

= not immune from rapid changes in
their financial positions; and,

= not automatic proxies for safety and
stability.34

The trustee will have to evaluate how pru-
dence may best be achieved. This evaluation
may, in part, take the form of deciding
whether safety is best assured by the availabil-
ity of highly liquid, easily transferable cash
within a “no-load” contract, or by policies is-
sued by “blue-chip carriers that subject ac-
count values to large surrender charges over
many years.

If longevity of operations or the size of bal-
ance sheet assets may not always be reliable
indicators of safe and suitable insurance com-
panies, it is also true that operating results
(investment yields, mortality experience, lapse
ratios, etc.) may not always translate into su-
perior product performance.3® There may be
an inverse relationship between an insurer’s
operating profits and the values it provides to
its policyholders. As we have seen, in a com-
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Trustees... need to develop
appropriate selection and
retention criteria for
insurance contracts. Final
decisions... will best rely on
written criteria and will rest
on objective analysis as
opposed to vendor-
supplied information.

petitive marketplace, favorable operating char-
acteristics may increase the cost of insurance
because such characteristics will be in greater
demand and will therefore command a market
premium.

Finally, using past performance history to
project the future performance relative to other
companies in the industry is of questionable
value: “...about one-third of the companies in
the top quartile of whole life performance for
1970-80 were not in the top quartile for 1980-
90.”36 Using past company operating perform-
ance to suggest that a specific insurance prod-
uct has a high probability of superior future per-
formance is outright folly. Each product line is
developed and actuarially priced to achieve its
own profit objectives (technically, its ‘asset
share’). This is accomplished by development
of a set assumptions (mortality assumptions,
lapse assumptions, and so forth) that are spe-
cific to the product. The attempt to translate
general company performance history into a
forecasting tool for a specific product line as-
sumes that corporate profit objectives, actuar-
ial assumptions, policyholder utilization of loan
options, cash flow characteristics, investment
performance, and many other variables are,
and will continue to be, frozen in time and are
fully reflected in the specific product line.37

CONCLUSION

Trustees, in order to mitigate liability for
their insurance decisions, need to develop ap-
propriate selection and retention criteria for
insurance contracts. Final decisions, if they are
to be defensible, will best rely on written criteria
(‘insurance policy statements’ comparable to
‘investment policy statements’) and will rest on
objective analysis as opposed to vendor-
supplied information. Most importantly, compli-
ance with the standards of prudence promul-
gated by the restatement of the law of trusts
requires that trust-owned life insurance con-
tract evaluation and selection must

= employ the generally accepted stan-
dards of objective quantitative and
statistical analysis; and,

m  be conducted according to the finan-
cial evaluation principles embodied
in modern portfolio theory.

Additionally, given the substantial differ-
ence in the risk/return characteristics of load
and “no-load” products, the trustee should ex-

plicitly address the decision to assume or not
assume liquidity risk and should document the
decision making process as thoroughly as pos-
sible. The newly enacted standards for trust-
owned assets will help clarify the trustee’s
obligations and should help shape a sound
decision making environment.
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