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I have long held the belief that it is un-
productive for a high-net-worth family or 
business to pay out of pocket premiums for 
life insurance when banks are lining up to 
do it for you. The biggest obstacle I must 
overcome with the premium-finance process, 
or PF as I will refer to it moving forward, 
is simply getting someone to take the time 
to understand the information and the 
moving parts. In the PF world, confusion and 
complication are synonymous with risky. 

The best way I have found to go through 
and teach this concept (PF) is to provide a 
case study; at the end, I should have provided 
answers for the following:

1) How does this work and can my client 
qualify?

2) How many banks or insurance compa-
nies can my client choose from?

3) What are my client’s costs and what is 
the risk?

4) What is the exit strategy if my client 
wants out?

5) Who exactly will need to be involved in 
this plan for my client?

6) Why wouldn’t my client just pay premi-
ums in a traditional manner?

7) What will my role be as legal counsel for 
my client?

CASE STUDY
Thomas and Vicki are ages 64 and 63, both 

in good health. They have three adult children 
and, with the guidance of their lawyer, are 
interested in establishing an irrevocable life 
insurance trust (ILIT), to own a policy on both 
of their lives. Their children will be the 
beneficiaries of the trust.

There is more than one way that Thomas 

and Vicki can plan this out. Option one 
would be to have the trust purchase a $10 
million survivorship (second to die) policy on 
their lives. The annual gift that Thomas and 
Vicki should make to the trust is $137,972. 
This gift must be made each year until both 
Thomas and Vicki have passed. Upon their 
passing, $10 million will be wired into the 
trust and facilitated according to its terms. 

There is nothing wrong with this plan, but I 
can count on one hand how many people I have 
encountered that are willing to part with this 
type of financial commitment. Most lawyers in 
Iowa are familiar with the types of issues that 
this level could cause, outside of the obvious 
one of cash-flow. Remember, every dollar put 
into life insurance is a dollar that cannot go 
somewhere else or is taken from somewhere 
else. It may not be an obvious drawback, but 
certainly one I am seeing now is longevity risk. 
People can live a long time now and a primary 
objection of life insurance is that it is fine, 
provided the insured dies within a reasonable 
period. The longer an insured lives, the less of 
an ROI that can be expected. In some cases, 
premium could exceed the stated death benefit.

PLAN USING PREMIUM-FINANCE
Thomas, Vicki and their lawyer had no 

interest in that level of a financial commitment 
so we moved on to option two which would be 
the PF scenario.

The upfront dynamics are the same. The 
attorney will still draft the ILIT and the 
children are still the beneficiaries of the trust. 
The difference is now a bank, which we will call 
PF Financial N.A., will be making the premium 
payments, not your clients. 

How it works: PF Financial, N.A. will 

determine the premium commitment for the 
trust to meet its expectations. It will calculate, 
year by year, the premiums going into the policy 
with typically a zero or one percent rate of 
return within the life insurance contract for the 
first three years. Once this is calculated and 
projected out for the first 36 months, there will 
inevitably be a shortfall of what the bank has 
extended and what the bank has in surrender 
value in the policy. This shortfall will be what 
Thomas and Vicki need to bring to the table or 
what their risk or skin in the game will be.

Suppose the shortfall is $500,000. Thomas 
and Vicki have options on what they choose 
to post as collateral. If you have land or other 
real estate, you may submit a letter of credit 
(LOC) against that real estate. If a client 
wants to pledge an investment account, you 
can either pledge the account directly to 
the bank or keep the account where it is and 
simply attach an LOC to the account. The 
original collateral of $500,000 is what the 
shortfall would be at the end of the three-
year period under a worst-case performance 
scenario. Starting in year four, the amount 
of collateral would be adjusted based upon 
policy performance for the past three years.

So why are we letting the bank pay the 
premium instead of option 1? Out of pocket 
premium is $137,972. Do you want your client to 
pay that or pay just the interest on $137,972? 
Most PF rates in 2021 are based upon the 
London Interbank Offered Rate (LIBOR) or a 
seven-day commercial paper rate, plus a bank 
fee of 1 percent or 1.25 percent. Most borrow-
ing rates now are in the 1.5 percent range so 
interest on the total premium would be 
$2,069.58 in year one.

Your client’s assets are also still working 
within their business or investment account. 
What they have posted for their collateral is 
uninterrupted in terms of its use or perfor-
mance; it just probably could not be posted as 
collateral for another purpose. 

As the cash value in a life insurance policy 
grows, options to pay interest out of this cash do 
exist. Initially, I always advise a client to pay the 
interest as it is critical to the long-term value of 
a policy to allow it to grow uninterrupted.

The bank is sending premiums directly to the 
insurance company, so a Crummey notice is not 
applicable. However, interest payments do fall 
under Crummey Powers as a client is sending 
direct payment to the trust which will then be 
sent to the bank.

The two key components of any PF plan are 
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borrowing rates and policy performance. I still 
talk to farmers who were caught in the crisis of 
the 1980s. Prices/performance was down and 
borrowing rates were in double digits. I also 
worked through the Enron period where the 
stock was purchased on margin. Any bank you 
choose to work with must have the ability to 
lock in a longer-term rate when we inevitably hit 
a higher interest rate period, very similar to the 
mortgage loan on a house. 

The policy performance, historically, has 
been somewhat predictable, but still must have 
protection against poor market performance or 
even a crash. Most banks prefer an indexed 
universal life policy (IUL) because it can be less 
expensive than some other products and offers 
potential growth within an S&P 500 Index. 
Most IUL products have a floor to protect 
against a Black Monday or mortgage crisis 
scenario but with that comes a ceiling of usually 
11 to 12 percentage points. Since 1995, using 
these parameters, a typical rate of return is 
around 8 percent.

In most projections, a client will be relieved 
of collateral obligations around year 12, once 
the surrender value has exceeded what the 
bank has lent, and most plans feature an 
increasing death benefit to not only keep up 
with inflation, but to also have the funds to pay 
the bank back at death.

This is a very important point to understand; 
any properly financed plan will be extremely 
front-loaded, meaning the policy will take in as 
much as possible in the first seven years and 
then again in years eight to 12. Eventually this 
type of turbo-charged funding will reap 
tremendous benefits on the back end of this 
plan. In a traditional format, the death benefit 
typically will stay level, reducing the ROI each 
year. With a PF structure, the death benefits 
increase, therefore the longer a person lives, 
the more value there is in the end.

KEY ITEMS TO KNOW 
It is important for lawyers in Iowa who are 

advising high-net-worth clients that this can be 
a time-consuming and complex process. Your 
client will be asked to furnish a significant 
amount of financial information and will 
need to take the time to understand the 
process. There is no stated premium level or 
premium commitment to qualify necessarily, 
but given the volume of work and commit-
ment level for every entity involved, it is 
probably best to say that this isn’t necessarily 
going to work for everyone who needs or 
wants life insurance.

There will typically be an ILIT or some 
other entity created to facilitate the client’s 
plans. There is also communication with 
the bank as well as bank counsel, in 
addition to the review and facilitation of 
lending documents that are part of the 
closing process. Communication with the 
insurance producer as well as a trustee is 
typically common.

Lawyers should also understand their 

clients must be able to show some degree of 
liquidity within their assets. A client with a high 
net worth is simply not enough. A bank must 
see that a client has an ability to pay interest, in 
some cases for a very long time.

I stated earlier that it is possible to pay 
interest out of the policy, but that rarely 
provides the best benefit in the long run. A PF 
plan should be viewed for a client that could 
afford the premiums but would prefer to use 
their assets in other areas of their lives.

Your client should also understand what 
the risk is with this planning tool. A client’s 
risk will be limited to the collateral they are 
posting, and it is calculated 12 months ahead 
of each anniversary date of the policy, on a 
worst-case scenario. When Thomas and Vicki 
posted their initial 500K LOC, they knew that 
would be the high mark for the first three 
years. After that, if interest rates went up 
and/or policy performance went flat, they 
could be asked for more collateral. Converse-
ly, if rates are stable and performance 
exceeds the floor of zero to one percent, most 
likely less collateral would be in play. Other 
than collateral, in most cases, there should be 
no other cost or obligation to your client.

If your client begins this plan but decides 
they want out after a certain number of years, 
again their exposure would be the collateral 
that was posted. For example, if Thomas and 
Vicki wanted out after eight years and the policy 
had performed reasonably well, they may be on 
the hook for 200K, for example. With most 
plans, a client’s risk will be limited to the 
equivalent of five to six years of annual 
premiums if the client was paying themselves. 
Given the risk and potential loss of assets, a 
client should not participate in this unless 
there is a clear long-term need and plan. It is 
possible, should a client’s plans or desires 
change, to simply take advantage of the cash 
value of a policy should a death benefit no 
longer be of concern.

It is important to note that there is no 
magic to any of this. It is simply a matter of 
taking the time to understand the process up 
front and taking the time each year to 

monitor performance (the bank will automati-
cally do this). The historical data that supports 
these plans has somewhat of a predictable 
pattern, at least historically, but clients should 
understand that nothing is guaranteed. 

Do your research not only on the life 
insurance company involved, but also on the 
bank involved in the process. Depending on the 
size of the case, there might be nine to 10 
insurance companies that could be used and 
the same number of banks. Not all life 
insurance companies’ products are the same 
and, depending upon the particulars of the 
case, the death benefit levels at the respective 
life expectancies can vary greatly. It pays to do 
your homework.

On the lending side, try to work with an 
institution that has a separate division 
dedicated to premium-finance transactions. 
Your process will go much faster and with 
greater precision.

In closing, any client you serve where life 
insurance is part of the planning needs to un-
derstand that no option they choose is void of 
risk. If your client chooses no plan at all, that 
typically presents risk. Buying term insurance, 
particularly if clients are of an older age, pres-
ents risk. As we have discussed, out-of-pocket 
premium payments for any type of insurance 
presents monetary and longevity risk.

PF plans also have risk, so it is up to your 
client, and to you as your client’s lawyer, to 
decide which type of risk makes the most sense.

Darin Duin is a Certified 
Estate Planner for the 
Tagge-Rutherford Financial 
Group in Omaha, NE as 
well as Brokers Clearing 
House Ltd in Des Moines. 
Duin focuses exclusively on 
life insurance transactions, 

both in the primary and secondary markets, 
and has been a frequent guest speaker on life 
insurance planning for insurance agencies, 
trust departments and accounting firms, as 
well as over 400 law firms across the country. 
During Duin’s 25-year career, he has com-
pleted cases in 31 states and is a Top Of The 
Table Producer.

JUNE 2021  THE IOWA LAWYER  23


