Life Settlements: An Essential Part of Sound Financial Planning
by Leslie Zuckerman, JD, LLM, CLU*

Life settlements—defined as the sale of an existing life insurance policy to a third
party for more than its cash surrender value but less than its net death benefit
(i.e., its face value)—have been around since about 1990. Although many
people are aware that their life insurance policies may have a cash surrender
value, most still are not familiar with life settlements.

Before the advent of life settlements, policyholders who wanted to “cash out” of
their policies could ask the issuer of the policy to redeem it for its cash surrender
value, which typically was an amount far lower than its face value. Now, large
institutional investors such as Goldman Sachs, Credit Suisse and certain hedge
funds routinely purchase insurance policies from policyholders who no longer
wish to keep them in force. As long as the insured’s actuarial life expectancy
meets their guidelines, these “funders” pay significantly more than the policy’s
cash surrender value.

A 2007 study of 589 settled policies conducted by Life Policy Dynamics, LLC
found that cash surrender value averaged only 2.24% of the net death benefit.
With a life settlement, the policyholder receives much more than the cash value
of the policy in a lump sum payment. The gross life settlement offer for universal
life policies averaged 24% of the death benefit.
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In return for paying the lump sum settlement amount, the funder agrees to keep
the policy in force by continuing to pay the premiums on the policy during the
insured’s lifetime and receives the face amount of the policy when he or she dies.
These transactions generally involve life insurance policies with large face
amounts (often $1 million or more, but sometimes as little as $200,000), or
involve key-person coverage or company-owned life insurance or policies
representing excess coverage that is no longer needed.

We believe life settlements are a positive way to maximize the liquidity of life
insurance policies during one’s lifetime, and this article is intended to clear up
some of the confusion surrounding them. We will start at the beginning with a
brief analysis of the life cycle of life insurance polices, followed by a review of the
types of life insurance polices and a discussion of the options that are available
once maintaining a policy no longer is useful and why life settiements should be
considered as an important vehicle in your or your client’s financial plan.

The life cycle of life insurance policies

People generally buy life insurance when they are in their 30s and 40s—the time
in their lives when they are simultaneously raising their families and at or nearing
their highest earning potential. Based on these two factors, they purchase
enough insurance to be sure that if they die their families will be well-cared for
and their kids will go to college. ltis also the time of life when they begin thinking
about their future estate planning needs.

Inevitably, time moves on and life changes: the children grow up and leave the
nest, the house is down-sized, the policy owner may start thinking about what to
do for the next part of his or her life and health may become a major concern.
Meanwhile, the life insurance policy that was purchased 20 or 30 years before
sits, long forgotten, in the family’s vault or lockbox until the day the policy-owner
realizes he or she is paying a high annual premium for something that is no
longer needed and is faced with a choice: keep paying the premium or surrender
the policy for its cash value. And that is where life settlements come into play.

Types of life insurance policies

A wide variety of life insurance policies are available, and the type of insurance in
your or your client’s portfolio dictates whether a life settiement can be part of an
overall financial plan and how much the policy is worth:

» Term insurance provides a death benefit for a specific period of time,
referred to as the “term period,” which usually is anywhere from one year
to 30 years. If a person dies during the coverage period, their beneficiaries
(i.e., those named to collect the insurance proceeds) receive the death
benefit (i.e., the face amount of the policy). If the insured lives past the
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term period, coverage ends and the owner gets nothing back. Some term
policies can be renewed for a new term without regard to health, but at a
higher rate. For this reason, term policies become quite expensive as one
gets older. Many term insurance policies also have a conversion feature
that allows switching coverage to some type of permanent insurance
without answering health questions. Term policies that are still convertible
can be sold.

= Traditional whole life insurance is permanent insurance that provides
coverage for an entire life. Premium payments remain level throughout
the life of the policy, but they are higher than those for term insurance
because part of each payment is credited to a cash value account. The
cash value grows tax deferred and can either be used as collateral to
borrow from the insurance company or be directly accessed through a
partial or complete surrender of the policy. However, a policy loan will
reduce the policy's death benefit, and coverage will terminate if the policy
is surrendered.

* Universal life insurance is another type of permanent life insurance with a
death benefit and a cash value account. However, unlike traditional whole
life insurance, universal life insurance policy owners do not have a fixed
premium. Instead, they must follow certain guidelines concerning, for
example, the amount or the death benefit, minimum and maximum
premium payments and enhanced benefits. Choosing any of the available
options changes the amount of the premium, and, if the face amount of
the policy increases, new medical underwriting may be required.

= Variable whole life insurance, like other forms of traditional life insurance,
has a cash value. Variable life insurance policies require a fixed annual
premium for the life of the policy and may provide a minimum guaranteed
death benefit. The death benefit increases if the cash value account
exceeds a certain amount. The main distinction of this type of policy is
that the policy-owner has a certain amount of control over where the
monies in the cash account are invested.

» Variable universal life insurance is a true hybrid of the features of
universal life policies and variable whole life policies. However, while the
option of a fixed or enhanced death benefit is available, there is no
guaranteed minimum cash value or death benefit. Cash withdrawals are
permitted. If they are taken, the face amount of the policy is reduced by
the amount of the withdrawal and the amount may be taxable. In some
cases, these policies come with a rider that guarantees the death benefit
at a certain level provided that a stated minimum premium is paid for a
predetermined number of years.

Top reasons people surrender their life insurance policies
Each of the types of life insurance policies defined above (other than term
policies) has a cash value. At some point in time, either when the policy is

surrendered or the insured dies, the proceeds from the policy are distributed to
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the owner or the beneficiaries. In simple terms, when a life insurance policy is
surrendered, the policy owner trades a future benefit—in this instance, payment
of the face amount of the policy to the beneficiaries—for a current benefit—here,
cash in hand to be used for expenses that occur during the owner’s lifetime.

Some common motivations for surrendering a life insurance policy are:

Use the funds to supplement income. The funds can be used to purchase
a retirement or vacation home—or to pay unexpected expenses such as
medical expenses or in-home care.

Use the funds to make cash gifts to other family members. Examples
include financing a child’s new business venture or a grandchild’s college
education.

Fund new, more cost-effective life insurance coverage. Older policies
sometimes can be replaced at lower premiums. Medical examinations
usually are required to be sure the insured can qualify for the new
coverage.

Change in life circumstances. Divorce or death are examples of changes
in life circumstances that might trigger the sale of a life insurance policy.
A big factor here is whether the policy has a second-to-die provision.
Financial planning considerations. Financial plans need to be flexible
enough to adapt to your current needs. It sometimes makes good
financial sense to cash in your life insurance policy and use the proceeds
to purchase another investment, such as an annuity or mutual fund.
Estate planning considerations. A consultation with your financial
professional reveals that life insurance is no longer needed to pay for
estate and inheritance taxes.

On average, policies are surrendered by people who are aged 63 or
older. The subtext is that they are doing so to help finance their
retirements.

Top reasons companies surrender key person life insurance policies

Corporations should consider selling unnecessary life insurance policies on their
key employees if, for example: the key person has retired or is no longer involved
in the business
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* the company needs cash, for example to repay debt, buy an interest in
another business, facilitate transfer of the business to the next generation,
etc.

= the company has been sold to a third party and the policies’ original
purpose was to fund a buy/sell agreement on one partner's death

= stock needs to be bought back from a partner or shareholder

= the policy was purchased to fund deferred compensation or other benefit
programs that have now changed

Life settlements and surrendering a life insurance policy

As outlined above, people have any number of explanations for why they want to
surrender their life insurance policies, but the most prevalent reasons include
financing a child’s or grandchild’s college tuition, needing money for retirement
and paying for health care costs such as prescription medications and medical
and hospital charges that exceed the amount covered by medical insurance.
Also, many policies were purchased for estate planning and a person’s estate
planning goals may have changed. By utilizing life settlements, many times the
policy owner can sell the policy for an amount that is far greater than the cash
surrender value.

On average, policies are surrendered by people who are aged 63 or older. Also
on average, people in the United States can expect to live until age 82 (men)-85
(women). This means that the average American needs to plan to have enough
savings to finance about 20 years of retirement. The subtext of these statistics is
that policies are being surrendered to help finance retirement.

Consider this:

According to the American Council of Life Insurers, life expectancy at age
25 is currently 51.6 years for males and 56.3 years for females. A man
who retired in 2004 at age 65 could expect to live 17.1 years more on
average, while a 65-year-old woman could expect to live another 20 years.

That translates to being financially prepared for about 20 years of
retirement.

And no matter how well-prepared one is for retirement, no matter how good your
or your client’s financial planner is, no matter how many contingencies were
taken into consideration, no one can anticipate every possible scenario. There
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may come a time that additional cash is required. Alternatively, the policy may
be surrendered simply because the insured has reached an age, usually around
80, where he or she simply does not need or want to pay for the policy any more.

Life settlements are here to stay, and their many benefits to make them attractive
to certain insureds age 65 or older.
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A brief history of life settlements

The life settlement industry was born as a result of the tragedy of the AIDS
epidemic of the late 1980s-early 1990s. AIDS caused a lot of people, many of
them young with few assets, to need immediate cash to pay for their medical
care. Since they often could not continue working, they needed cash for their
living expenses as well. Surrendering their existing life insurance policies gave
them access to cash. Unfortunately, the amount usually fell far short of what was
needed. Soon, a new insurance vehicle, called “viatical settlements,” came into
being. Viatical settlements, which have virtually disappeared, were only available
to individuals with terminal illness and whose projected life expectancy of under
24 months.

In a sense, they are the flip side of life settlements, which may be available to
any individual who wishes to surrender a life insurance policy and who can find a
willing buyer for his or her policy.
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Determining the value of your policy

The amount that will be paid in a life settlement is determined by a number of
factors, including:

* Face value of the policy

* Cash value of the policy

* Type of policy and prevailing interest rates

* The age and medical condition of the insured

* Estimated mortality of the insured

* Loans against the policy

* Rating of the insurance carrier

* The net death benefit

= Premium payments required to keep the policy in force

The company purchasing the policy will weigh all of these factors according to a
formula, add in other elements, such as the rate of return they expect, and come
up with a figure they deem fair. In general, people over age 70 without a terminal
illness who have a life expectancy of between 3 years and 15 years will get the
highest price for their policies.

In general, people over age 70 without a terminal iliness who have a life
expectancy of between 3 years and 15 years will get the highest price for
their policies.

How life settlements work

Generally, someone who is considering entering into a life settlement agreement
works with an agent. The agent, in turn, can work with a broker, directly with a
funder or both. The policy owner is responsible for both the agent’s and the
broker’s fees.

Every funder has a specific set of criteria that must be met, and the broker is
responsible for knowing which will pay the highest amount for a policy. Since
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both the agent's and the broker’s job is to get the highest possible amount for the
policy, a good broker will market the policy to a number of funders through an
auction process before making a recommendation.

Initially, the insured will be asked to sign a HIPAA authorization so they can
obtain and evaluate their medical records. Once these records are received,
then one or two life expectancy reports are ordered from qualified consulting
physicians affiliated with life expectancy underwriters. While a number of
companies are engaged in providing such reports, many funders use 215, AVS
or both.

Additionally, an in-force illustration (also called a “current in-force illustration”) is
ordered from the life insurance carrier. Generally speaking, this illustration
allows the funders to see the premiums necessary to keep the policy in force to
age 100 with $1 of cash value at that time.

On average, the entire process takes about 60 to 90 days. Then the broker
contacts various funders in order to obtain the best prices. After getting the best
offer, a good broker and agent may try to go back to the funder to try to increase
the offer. The funder’s offer is often referred to as the “gross offer.” The policy
owner doesn't get that amount; the fees paid to the agent and broker are
deducted first and the remaining amount—called the “net offer’—is paid to the
policy owner. The broker's and agent's fees are calculated using one of these
three fee structures:

* Percentage of face amount: Usually about 5 to 7 percent of the face
amount of your life insurance policy.

* Percentage of offer. As much as 30 percent of the life settiement amount.

* Value created: Using this fee structure, the broker’s fee is based on a
percentage of the life settlement offer minus the surrender value of your
policy. The average fee is about 30 percent. However, these fees are
often negotiable.

The broker and agent then split these fees, often in a ratio of 1/3 to 2/3.
However, each situation is different and the broker may be willing to take less to
get the sale done. The insured or his advisor should always ask what the gross
offer is and for a history of bids.

The insured or his advisor should always ask what the gross offer is and for a
history of bids.

The risks
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Life settlements can be a very good choice for some people, but it is the risks
around them that have gotten the most sensational press. That, in conjunction
with their roots in viatical settlements, which often are called “death policies”

have made many people leery of them. Let’s talk about some of the myths about
life settlements:

* Outliving the actuarial odds. Many people are living far longer than
the actuarial tables say they will, and there is a fear that the funder will
be unhappy and possibly even threatened if that happens. An owner
can be assured that no one would offer a life settlement if they were
not pretty certain they would make money. Even if the insured lives
longer than the actuaries think, generally the company that buys the
policy will still make money.

Consider this example: Suppose an insured is a relatively healthy 70-
year-old woman with a $2 million policy. Premiums cost $39,000 annually.
Life expectancy is 120 months. The owner decides to sell the policy to a
life settlement hedge fund for $500,000 gross offer. The company who
bought the policy probably anticipates paying up to $390,000 in premiums
over the ten years. They expect that their profit will be $1,110,000 if a
person dies at life expectancy. An insured can live for a long, long time
before they will see a loss! Remember, they are dealing with the law of
large numbers. A life expectancy of 120 months merely means that half of
the people will die by then. With a large group, some will die much sooner
and some much later, but the average will be 120 months.

* Tax implications. The sale of a life insurance policy may be a taxable
event. Tax experts generally agree that if the cash surrender value of
the policy exceeds the premiums paid on it, the life settlement may be
taxed as follows:

o The portion of the payment up to the policy owner’s investment in
the contract will be received tax free.

o The portion exceeding the investment in the contract, but not
exceeding the cash surrender value, will be taxed as ordinary
income.

o The portion exceeding the cash surrender value will be a gain
which may be considered a capital gain (the IRS has not ruled upon
this tax treatment).

o One must always determine if it may be more advantageous to
exchange the policy under IRC §1035 to avoid taxation if the intent
is to purchase a new policy or an annuity if the intent is for current
or future cash flow.

Caution: The preceding information should be viewed as a

guideline only. Every situation is different, and the policy owner
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