MEASURING RISKS ASSOCIATED

WITH TRUST SERVICES

PREFACE

Every account has two primary areas of risk, one associated with the instrument

under which a bank serves, and the other related to the assets held in the account. The

instrument under which the bank serves determines the type of account it will be, so this

area of risk has been labeled "Risk Rating By Account Type." The instrument also sets out the bank's duties and responsibilities, which will vary not only according to account type, but also according to the number of discretionary decisions delegated to the bank by the grantor or testator. The more discretion a bank has, the more responsibility it has, and consequently the greater the risk. Therefore, not only have numerical risk ratings by account type been assigned, but also additional points for each discretionary matter in which the bank must make the decision have been added.

The other area of risk lies in the assets that comprise the corpus of the account. This has been labeled "Risk Rating By Asset Composition." Obviously, an account comprised solely of U.S. Treasury Bonds has far less risk than stock in a closely-held business. There are many variables in between, however, and this model has attempted to cover them all. Before rating those accounts holding high risk assets, such as closely-held company stock, bank shares, and high concentrations in listed stocks, the bank will need to review the document under which it serves. Many instruments give specific authority to the bank to retain such assets, while others give general authority to retain original assets only. If a bank is not comfortable with the authority it has, the bank can reduce its risks by securing indemnification and hold-harmless agreements from those beneficiaries who stand to benefit by the retention of these investments. The bank should pay particular attention to those instruments in accounts holding its own stock, as the regulations do not permit such retention without authority. Here again, in some instances a bank may wish to supplement its authority, and reduce the risk rating of the account, by getting approval from the beneficiaries who would like to have the bank stock retained, assuming they are all in agreement. Although there may be considerable risks in the asset composition of an account, generally speaking the greater risks lie within the account type. This is true because in many instances the instrument cannot be amended to lower the bank's risks, while the bank can generally dispose of high risk assets and invest in those of lower risk, or in the alternative secure indemnification and hold harmless agreements from those beneficiaries who do not wish the assets sold.

.

PERSONAL TRUST

Risk Rating By Account Type

In arriving at a numerical risk rating for the various types of personal trust accounts, the lowest number-.should be assigned to the account considered to have the least amount of risk, with increases in the numerical rating made proportionately as the risk increases with changes in account types. The lowest risk in personal trust accounts has always been the inactive standby or insurance trust, which is arbitrarily assigned a rating of 3. Every account has some risk factor, even the inactive insurance trust, since the trustee is expected to monitor the obituaries and to promptly collect the insurance proceeds after the death of the insured. However, an inactive insurance trust takes on an entirely different aspect when duties of the trustee are increased, such as the retention of policies, the payment of insurance premiums, and the writing of so-called "Crummey" letters, that convert the contribution to pay insurance premiums to a gift of a present interest, thus allowing the grantor to use his $10,000 annual gift exclusion to pay the premiums. Additional risk points must be added for each of these services, as they serve to convert an inactive account to an active account with potentially high risk factors.

In the typical custodian, agency, and revocable trust accounts, the bank will incur the least amount of risk by using standard, pre-approved forms. Additional points will need to be added to the risk rating of these accounts when special1y drawn agreements are used. Such agreements should always be reviewed by trust counsel before they are accepted, but they stil1 present more potential risks than pre-approved forms, as some risk factor could be overlooked in their review. Additional risk points must be added to irrevocable and testamentary trusts where the trustee is given the discretion in the distribution of income or principal to the beneficiary. If it is a limited discretion, where the trustee is required to consider other sources of support available to the beneficiary before exercising its discretion, then the risk points must be increased, as the decision becomes more difficult and the potential risks increase accordingly. If the discretionary payments are for the benefit of the wife, and she is not the mother of the children who are the remaindermen, or if the trust was created as part of a divorce settlement, and the grantor has a reversionary interest, then in either event the risks become much higher in making such discretionary payments and additional risk points should be added.

Risk Rating By Asset Composition

In considering the risk rating by asset composition in personal trust accounts, each

type of investment will need a range of numerical indicators, rather than a ~ingle number

as used in the account type rating. Many factors playa part in arriving at a risk rating on

an investment, even where the investment is of trust quality. There may be similar

investments in two different trust accounts, all of which are on the bank's approved list 

and meet the investment criteria; however the risk rating of the two accounts will differ if the bond maturities are not the same, or if one account has more equities than the other. For example, if an account is invested entirely in U.S. Government Bonds or U.S. backed issues, it may be rated anywhere from 5 to 8, depending upon the maturity dates of the issues held, with the rating being lower for the shorter term issues. On the other hand, an account invested entirely in Trust Investments Funds may be rated anywhere from 7 to 10, depending upon what percentage of the account is in the bond fund compared to the equity fund, with a higher percentage in the bond fund carrying a lower risk rating. Also, if the account is individually invested in stocks from the approved list and in bonds that meet the investment criteria, it is rated from 15 to 25, depending upon the percentage of the account in bonds as compared to equities, as well as the length of the bond maturities and the risk characteristics of the equities. Most banks have a few stocks on their approved list that may be used in special situations where the risk rating would be higher than if the investment was in other equities.

Also included in the rating of the assets are certain risk points to be added if the

account holds a substantial or controlling interest in a closely-held business, or a

concentration in a single entity, or an interest in a partnership, or in real estate. Additional

points should be added if the concentration is in stock of the trustee bank, or if the real

estate has potential environmental problems. If the interest in a closely-held business is

exactly 50%, additional risk points are indicated, as experience has shown that there is more risk involved in being a 50% owner of a closely-held operating business than being a majority or minority owner.

RISK RATING BY ACCOUNT TYPE

Personal Trusts:







 No. of Points

1.   Inactive Standby or Insurance Trust 





3

2.   Custodian, Standard Agreement 





5

      (Add 3 points if not standard form)

3.   Revocable, Grantor-Type Trust, 





10

      Standard Agreement

      (add 3 points if not standard form)

4.   Revocable, Grantor-Type Trust, 





15

      Non-Standard, with Testamentary scheme

     (add 3 points at death of Grantor)

5.   Estate, Irrevocable Trust, or Testamentary 




18

      Trust

6.   Guardian of the Property 






13

      (Add 5 points if Agent for the Guardian)

7.   Managed Agency, Standard Agreement 




10

      (Add 3 points if not standard form)

8.   Non-Managed Agency, Investments Directed 




5

   By Principal or Investment Counselor

   (Add 3 points if not standard form)

Point Adjustments:

(a)
In 1 above, add the following points where applicable:
Retention of policies, add 5 points.

Payment of premiums, add 15 points.

Preparation of Crummey letters, add 20

points

Ownership of policies without

indemnification, add 20 points

Use of Power of Attorney, add 7 points

(b)
Shared Responsibility with Co-Trustee
in 3-5 above, deduct 3 points

RISK RATING BY ACCOUNT TYPE (Continued)

Personal Trusts:







 No. of Points

 (c)
Outside Investment Committee or Investment

Counselor Directing Investments with Trustee

Fully Indemnified in 3-5 above, deduct 5 points
(d)
Discretionary Payments of Income in 4 or 5

above:

Broad Discretion - add 3 points

Limited Discretion - add 5 points

(e)
Discretionary Payments of Principal in 4 or

5 above:

Broad Discretion - add 5 points

Limited Discretion - add 7 points

(f)
If Discretionary Payments of income or

principal in 4 or 5 are for the benefit of

a person not related by blood to the

remaindermen, or the Trust was created as part
of a divorce settlement and the Grantor has a

reversionary interest, add 5 additional points

(g)
In 4 or 5 above, if life beneficiary is given the
power to appoint the corpus, either during life,

or at death, deduct 3 points

(h)
In 4 or 5 above, if the Trustee is given the

discretion or direction to make distributions of

income or principal to beneficiaries of a generation

which is two or more below that of the Grantor or

Testator, or if the final distribution is to

beneficiaries of such a generation, add 5 points.

If the Executor or Trustee is given the power to

allocate the generation skipping exemption, add an

additional 5 points. If at anytime the inclusion
ratio should become greater than zero, add 3 more points.

(i)
In 4 or 5 above, if the Executor or Trustee is given
the power to determine what portion of the marital

share is to be allocated to a Q11P Trust, add 7 points.

j)
If named Successor Trustee in 3-5 above, add 5 points.

If there have been other Successor Trustees, add an

additional 5 points.

RISK RATING BY ASSET COMPOSITION

Personal Trusts:







 No. of Points

1.  Substantially all of the account in Trust Investment 


       7-10

     Funds meeting the investment objective.

2. Individually managed portfolio, meeting the

 investment objective and containing the following:

a.
Stocks from the approved list and fixed income

securities meeting the investment criteria 



      15-25

b.
U.S. Government Bonds or U.S.-backed issues


        5-8

c.
Individual issues of municipal tax-free bonds 


        8-12

d.
Individual holdings of stocks and bonds, all of

which are not on the approved list and not

meeting the investment criteria, including mutual funds,

real estate holdings, closely-held stocks, and/or

miscellaneous assets. 






      25-35

Point Adjustments:

In all accounts wherein you have investment responsibility,

the following points should be added or deducted from those

points shown in 2 above, if the account holds one or more

of the following:

a.
Substantial interest (30% or more of the outstanding

shares, including all shares in family-related trusts)

in closely-held company, add 15-25 points, depending

upon what per cent of the total account is represented

by the holding.

b.
Controlling interest (More than 500/0 of the outstanding

shares, including all shares in family-related trusts)

in closely-held inactive company with passive investments, add 15-30 points, depending upon what per cent of the total account is represented by the holding. If the company is active, produces a product or service, add 25-35 points, depending upon what per cent of the

total account is represented by the holding. If the

interest is exactly 50%, add 35-45 points.

RISK RATING BY ASSET COMPOSITION (Continued)

Personal Trusts:







 No. of Points

c.
Concentrations in a single entity (25% or more of the

market value of the account, other than the

closely-held companies):

add 10 points for each such entity on the approved list;

add 20 points for each such entity not on the approved list;

add 30 points if the entity is stock in the trustee bank.

d.
In (a) and (b) above, if retention is authorized

by the instrument, and indemnities have been obtained

from the beneficiaries, or the voting of the shares

is controlled by a third party, deduct 15 points.

e.
In (c) above, if retention is authorized by the

instrument, and indemnities or requests to retain have
been received from the beneficiaries, deduct 10 points.

f.
In 2( d) on Page 1, after arriving at an overall rating 

for the other assets in the account, the following 

additional points will be added for real estate holdings

with no potential environmental problems:

(1) Homeplace, add 5 points.

(2) Unimproved property, add 10 points.

(3) Improved rental property, add 20 points.

g.
For each parcel of real estate held (including notes

secured by real estate), with potential environmental

problems), without indemnification from the beneficiaries,

add 35 points.

With such indemnification, add 15 points.

h.
For each limited partnership interest held without

indemnification or written requests from the beneficiaries,
add 15 points.

With such indemnifications or requests, add 5 points.

RISK RATING BY ASSET COMPOSITION (Continued)

Personal Trusts:







 No. of Points

i..
In all accounts in 2 above where the market value exceeds

$10 MM, excluding closely-held stocks, partnership
interests, and real estate, add 5 points for each $25 MM

of market value, or fraction thereof.


- 10 -

