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1. There is a new investment industry driven by greed—Stranger Premium Financing.

It started less than 10 years ago with a few individual cases of “wet ink™ viaticals and has
grown like a cancer into an international network that provides the funding to
fraudulently manufacture new policies of insurance for the sole purpose of owning life
insurance policies on the elderly as an investment.

2. In my opinion, the 2008 versions of “approved” programs are a disguised form of
fraudulent nonrecourse premium financing. They purport to put the insured at risk by
having him or her sign a Personal Guaranty to pay up to 25% of the loan balance in the
event of default.

a. August 23, 2007. Comments made by the promoter/agent to the client’s attorney
and me regarding an “approved” premium financing program with Transamerica:
This is a nonrecourse loan because your personal guaranty will only apply in the
event of your suicide, fraud, or canceling the policy during the first two years.
The agent is a resident of Miami, Florida. The policy was a $3.5 million contract
approved with Transamerica. The client was awaiting the attorney’s OK to
proceed.

(Note: Transamerica, Hartford, Phoenix, ING, American General, Lincoln and
other companies have approved various premium financing programs because
they believe the insured is at risk for at least 25% of the loan balance in all events,
including default. This allows the promoter-agents to mislead the insurance
company regarding the true intention which, in my experience, is always to
purchase the policy for the benefit of “stranger” investors.)

b. 2008. The attorney for a 77 year old client was told by the lender’s attorney that
Minnesota law and the UCC rules fully protect the insured from liability under the
25% personal guaranty provision. According to the attorney, if the insured fails
to repay the loan after two years, the lender will take title to the policy and
transfer ownership to the hedge fund which would take the policy in full
satisfaction of the lender’s loan from the hedge fund.

(Note: This was a Lincoln policy and the front lender-agent; a Florida resident,
did not want to disclose this to the insurance company. I call him a “Front
Lender” because the real investors are rarely identified. In this case, itisa
nationally recognized hedge fund. The policy was not placed because the client’s
attorney advised his client that he would be committing fraud if he allowed
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Lincoln to issue the policy based on a false understanding that he had 25%
personal liability.)

3. The insurance companies cannot keep up with the constantly changing forms of
fraud used to trick them into thinking these are legitimate policies to protect
families.

Whenever one agent is terminated, the stranger investor groups recruit two more to
replace him.

4. “Front” agents condunct preminm financing seminars for promoter-agents who
cannot be licensed in the state of Florida.

2007. It is our understanding that some notorious non-resident agents are persona non
grata with many life insurance companies. We have heard rumors that front agents list
themselves on the Agent’s Report for 100% of the commission and have a side agreement
with the promoter-agents to pay 50% of the commissions within 90 days of the issuance
of the premium financed policy.-

5. Agents conduct seminars to attract elderly clients who may be interested in profiting
from their “unused insarance capacity”.

December 2006. A Florida resident agent wrote the following to a 73 year old Florida
resident who attended his dinner seminar: “you should also let this letter serve as my
writien confirmation to you that once the transaction is completed you will be receiving a
purchase price equal to 3% of the death benefit of the policy. Additionally, there will be
no out of pocket cost to you or any member of your family.”

December 2006. A senior member of the Florida agent’s firm wrote the following to the
same 73 year old prospective insured:

a. “Asper our phone conversation, enclosed please find the Trust documents which
are in need or your signatures.” [It was prepared by the “stranger” investor
group. ]

b. “Also, please enclose a check in the amount of $3,100 [payable to the trust]. This
check must be your personal check and your signatare must appear on the .
check. We have attached our company check to you in the amount of $3,100 as
reimbursement for these Trust document charges.”

c. “Finally,...I will need a copy of any utility bill as proof of your Florida
residence.”

Another member of the agent’s firm sent a letter with a $200 check to reimburse the 73
year old man for the cost of making a nominal gift to the lender-prepared trust so that the
insurance company would think that he was buying the policy for his family.
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Note: This 73 year old man attended the seminar with about 200 people. He told me that
most of his friends bought and sold their policies for a big profit. He contacted his
attorney who retained me to review the transaction. Unlike most of his retiree friends,
this man turned down the offer of $90,000 to purchase a $3,000,000 AXA policy and
immediately sell the trust’s beneficial interest to the “stranger”™ investors.

6. With bad premium financing plans, the é‘Stranger” investors want the elderly
insureds to default on the loan after two years so that the investors can acquire the
policies without a formal life settlement.

June 2006. The representative of an out of state Stranger Financing Company told the -
attorney and me that the elderly Florida insured had no personal Hability. He referred us
to the paragraph in the document where the trustee might ask the insured for additional
collateral and said the following: In the unlikely event that the insured is asked to post
collateral, all he has to do is ignore the request. This will trigger an event of default after
30 days and the investors will take over the policy in full satisfaction of the loan.

The non-resident promoter-agent handled the conference call with the elderly client’s
attorney. In an email to the attorney prior to the call, the lead insurance broker wrote:
“The insured’s personal assets will never be liened or perfected as a result of this
transaction.... If [after 24 months]...the msured chooses not to provide additional
eligible collateral, then (the policy) will be foreclosed upon due to an event of defaults.”
Note: This was a Hartford Life policy. Hartford is opposed to premium financing when
the policy is purchased with the intent to sell it with a life settlement. I called Hartford
on June 12, 2007 and was told that this Stranger Premium Financing Company is
approved for premium financing. We were told by others that the lender’s loan charges
were higher than normal to discourage repayment and encourage a life settlement.

7. The “Stranger” investors use out of state trusts where the laws are more favorable
to STOLI transactions.

2007. Ireviewed a Mississippi trust prepared by the attorneys for a Florida-based
Stranger Premium Financing Company. The CPA said the elderly Florida client was
assured that the 25% Personal Guaranty would not apply, as described above, so that this
would be a nonrecourse loan and the policy could be sold after two years for a profit.
The commission was paid to a subsidiary agency of the premium financing company.

2007. Treviewed the Minnesota document package for a client’s attorney. The elderly
client was a Florida resident. We were told that Minnesota was used instead of Georgia
because Minnesota allows a direct loan to the Irrevocable Trust (prepared by the lender-
investor’s legal counsel).
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8.

10.

11.

The prometer-agents trick elderly clients into committing fraud.

2007. Statement by the promoter to an 82 year old prospective insured at a meeting
attended in Boca Raton, Florida: “We don’t want you to lie, but the insurance company
will not issue the policy unless we coach you on how to answer their questions [on the
application and during the Inspection Report interview].”

July 29, 2007. The 87 year old Florida resident was approved for a $5,000,000 policy
and “promised” but not guaranteed a $350,000 to $400,000 profit on his policy after two
years. According to the attorney, the non-resident Florida-licensed insurance agent
assured him that his client would have no “skin in the game” despite the document’s
requirement of a 25% guaranty.

Promoters of Stranger Premium Financing hold dinner meetings and seminars to
recruit agents and teach them how to get these policies issued and protect
themselves from liability.

I have studied many applications and situations and, in my opinion, it is impossible to get’
these policies issued without lying (directly, indirectly, or by omission).

Elderly clients and their families don’t realize the risks they are taking when they
act as the front person for “stranger” investor groups.

‘When the policy of “free™ insurance is purchased via these premium financing schemes,
the elderly insured must sign a number of documents that indemnify everyone involved
in the transaction if the insured has made any material misstatement or material omission
that causes the policy to be rescinded or the death benefit to be withheld. Typically, he ot
she receives a thick stack of closing documents that must be reviewed and signed in a last
minute rush.

In most cases, the elderly have been reassured by the promoter-agents that they are not
doing anything illegal. In many cases, the application is signed in blank and the agent
fills out the application to fraudulently mislead the insurance company. In all cases, the
promoters tell the client that they have absolutely no risk after 24 months because of the
policy’s Incontestability Provision.

Premiwm finance promoters pay “finder’s fees” to retirees to introduce them to
their friends. -

The elderly people who participate in these schemes don’t think they are doing anything
wrong.
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12. The promoters are intentionally seeking life insurance where there is no insurable
interest.

2006. I received a mailing from a Naples, Florida law firm that had been sent to all of
their older estate planning clients. The letter on law firm letterhead described the unique
asset they could sell—their unused insurance capacity. Clients over the age of 70 were
encouraged to sign the enclosed authorizations to find out if they would qualify for
nonrecourse premium financing. The letter included an example of the profit the client
could make with a life settlement after two years.

2007. A client described how he had helped his elderly father purchase and sell life
insurance policies every 24 months for almost 6 years. The third investment insurance
tranche was scheduled to reach the two year incontestability period in 2008 and be sold
through life settlements. The policies were purchased from two different Florida agents
as a result of seminars his father attended regarding his hidden asset—his unused
insurance capacity.

End of Document.
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coverage for two years—but thers are risks, including viclations of staté insurance
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ecently, a number of promot-
ers have been offering a new
life insurance scheme that
8 Wpromises “free” insurance for
two years through various non-
recourse premium financing pro-
- grams. The program is more accu-
rately described as “investor
initiated life insurance”! because
both the initiative for purchasing
the policy and the source of fund-
ing are from outside investors or
lenders who are totally unrelated

to the insured. Potential insureds
are asking, “Why shouldn’t I do
it?” and “What havel got to lose?”,
while advisors, insurance compa-
nies, regulatory organizations, and
others should be studying the legal,
financial, regulatory, and ethical
1ssues involved. :
Currently, there are dozens of

non-recourse premium financing

programs, and promoters are devel-
oping new programs and permu-
tations almost daily.2 Advisors must
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* beableto assess the potentially sig-

nificant risks of each non-recourse
or recourse premium financing pro-
gram in order to determine if the
proposal is better than a free ice
crean cone or is an attractive, but
dangerous, iceberg that may sink

their ship.

This article will {1) explore the
iceberg-like features and risks of
“free” lifeinsurance arrangements,
(2) suggest funding alternatives for
clients whose primary objective is
to purchase needed life insurance
on a cost-effective basis, and (3}
provide a checklist to assist advi-

* sors as they examine the details of

particular “free” life insurance
transactions. ' '

The purported major benefit of
non-recourse premium financing is
to provide the insured with life
insurance coverage for two years
with no out-of-pocket cost—in
other words, “free” insurance. Typ-

" jically, the insured or the insured’s

trust? uses a loan to purchase life
insurance that, in most cases, will
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be either (1) transferred to the

lenders who often have informal -

arrangements to re-transfer the pol-
icy to a group of investors or (2)
sold to a life settlement compa-
ny? after the second policy year.

Although the insured normally has.

an option to repay the loan and
keep the policy, most programs are
deliberately structured to dis-
courage loan repayment and
encourage divestiture so that at the
end of two years, the policy own-
ership will be transferred to the
lenders in satisfaction of the loan
or sold to investors or a settlement
company and they-—not the
insured’s selected beneficiaries—
will be the recipients of the poli-
cy’s death benefit.5 If, as expected,

the insured choosés not to retain’

the coverage after two years, he or
she can purportedly “walk away
from the loan at no cost” and per-
haps enjoy a profit. However, in
many cases, the risks may outweigh
the rewards.

How does non-recourse
financing work?

The mechanics of the typical non- .

recourse premium financing trans-
action appear—at least on the sur-
face—t0 be both relatively simple
and benign. But, like an iceberg, a
significant, and perhaps the most

‘dangerous, portion of the trans-

action lies below the surface. It is
therefore essential for advisors to
carefully review all documents,
authorizations, marketing mate-

rials, and representations to become

aware of the legal, practical, and
ethical implications.

Most “free insurance” financ-
ing programs are marketed prima-
rily to individuals between age 72

and 85 who he_we a net worth of
at least $5 million and the finan-

cial means to acquire large amounts

of life insurance.® Marketers search

for individuals with so-called éxcess

insurability.” Ideally, these insureds

will have mild health problems that
will not be serious enough to dis-
courage the insurance company
from issuing a policy at standard
or preferred rates, thereby increas-
ing the investors” expected profit.
(The sooner the insured dies, the
greater the investors’ profit!)

A typical ‘iree insarance’
preminm finaneing arrangement
An example of a typical non-
recourse premium financing
arrangement is shown in Exhibit 1,
which depicts the planned sale of
a policy to a life settlement com-
pany. Although there are many
variations of these plans, the fol-
lowing steps provide a typical

“above-the-surface” view of what
a client and his advisor might see
before carefully reviewing the doc-
uments. ' o

" Step 1. The prospective insured
is promised one (or a combination)
of the following if he or she qual-
ifies for the program: two years

of free life insurance; an up-front -
cash distribution of 1-1/2% to 3%

of the death benefit {or a free lux-
ury car);® a portion of the net prof-

“its from the expected sale of the -

policy to a life settlement compa-
ny after two years or, in some
instances, another 1-1/2% to 3%
of the insurance benefit when the
insured dies.

- Step 2. The client secures a non-
recourse premium financing loan
" from the lender to finance a life

insurance policy.

Step 3. The proposed insured
qualifies for the issuance of a $2
million or larger permanent life
insurance policy: 7

Step 4. The third-party investor
group makes or guarantees a non-
recourse loan to the non-grantor
irrevocable trust created to pur-
chase the policy.

Step 5. As part of the policy pur-

chase, the trust collaterally assigns .
“the policy to the lender.

‘Step 6. After 24 months or

longer, in order to satisfy both the

1 For additionat information about these pro-
grams, see Silverman, “Letting an Investor
Bet on When You'it Die—New Insurance Deals
Almed at Wealthy Raise Concerns,” Wall Streat
Journal, p. D1 (5/26/05); Leimberg Informa-
tion Services Estate Planning Newsletters 619,
870, 671, and 678; Davis, "Death-Peol Dona-
tions,” 143 Tr. & Est. (May 2004); Leimberg,

““Stranger-Owned Life Insurance—SOLL:

Killing the Goose That Lays Golden Eggs,”

32 ETPL 43 (Jan. 2005); Baldwin, "Fres insur-

ance? Caution!,” J. Retirement Plan. p. 5 (Mar.-

Apr. 2005); Leimberg, “TCLI, COLI, BOLI, and

insurable Interests,” 28 ETPL 333 (July 2001);

{eimberg Information Services Estate Plan-

ning Newsletters 782 (“Proposals on SOLI,

CHOLI, and COLI™), 818 ("Bill Attacks Snake

Ol Salesmen™), 914 (“New York Insurance

Department Opinion on Non-Recourse Insur-

ance Transactions”); and Plevin and Silver-

man, "Investors Seek Profits in Strangers’

Deaths,” Wall Street Journal (5/2/06).

There are also recourse loan arrangements

coupled with special trusts or partnerships

[N
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designed to accomplish the sathe obiectives.

This article refers to the insured as the poli-
cy ownear. However, many transactions are

1

structured so that the insured's portion of -

the insurance death benefit is owned by
and/or payable to a “non-grantor trust,” an
irravocable trust created especially for the
premium financing transaction. Other pro-
grams may use limited partnerships or limit-
ed liability companies, instead of trusts, to
own the policy and purporiedly insulate the
insured from tax and other liabilities.

A “lite settiement” is the purchase of a life
insurance policy by an investor while the
insured is alive, and does not involve an insur-
able interest in the continued life of the
.insured. The investor benefits only from the
insured’s death. Typically, the policy owner-
seller receives more than the cash surren-
der value of the policy as the primary induce-
ment to sell the policy.
At a minimum, most programs iriclude addi-
tional fees and payment requiréments that
make the repayment option much more expen-

£y

n

sive than a traditional lcan. Even programs
that make repayment a reasonable option typ-
ically include additional charges to provide
the lender-investor with a 15% or greater com-
pounded return.

This article later addresses the potential secu-
ritias issues if the parties to the transaction,
are not accredited ihvestors or if the pro-
moters fall to comply with applicable securi-
ties laws and regulations.

The promoters refer to “excess insurability”
because they dre looking for clisnts who do
notwant or feel they have a need to purchase
_any additional life insurance as part of their
personal, business, or estate plapning. For
example, if the insured has a potential estate

3

-

tax of $10 million and various insurance com-

panies already have $4 miltion of life insur-
‘ance in force on the insured's life, then the
insured may have $6 million of excess insur-
ability.

One promoter apparently placed a newspa-
per ad offering gualitying individuals two years
of free life insurance and a Bentiay!

@
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policy’s incontestability provisions

and state insurance laws regulat-
ing the sale of newly issued poli-
cies, the insured’s trustee chooses

from the following options, if avail-

able: _

1. Repay the loaned premiums
with interest along with any
cash advances, origination
fees, termination fees or other
charges; pay all future premi-
ums and keep the policy; or

2. Sell the policy to a life settle-
ment company,; or :

3. Transfer ownership of the pol-
icy to the lenders in full satis-
faction of the loan.

What are the risks associated
with non-recourse gremiom
financiny transactions?

When looking below the surface of
a non-recourse premium financing
transaction, a thorough review of
the mechanics of the transaction
may uncover undocumented or
ignored elements that may (1) con-
_ stitute a violation of state insur-
ance law or regulations; (2) raise
significant securities regulation and
litigation issues; and (3) trigger

unexpected tax risk, financial expo-

sure, litigation risk, and, in some
cases, potential criminal penalties.
When navigating a client through
a non-recourse premium financing
transaction, advisors should be

8 Each policy contains a provision that basi-
cally'says that after ihe policy has been in
force for two policy years, the insurance com-
pany may not cancel the policy due to any
misstaiements or misrepresentations made
by the insured. :

10 Obviously, courts will examine the actions of
the insurer, the insurance agent or broker, and
other parties. In some cases, the courts may
bar the insurer from asserting a lack of insur-
able interest if those actions—or faflures to
act—constitute a walver by, or an estoppel
against, the insurance company.

Insurable interest laws vary widely from state

to state. A summary of a more liberal and

broad insurable interest law reads, in part, as
foliows: Insurable Interest as to personal insur-
ance means that (1) every persen has an
insurable interest in him or her seff; 2) in the
case of individuals related by blood or law,

a substantial interest engendered by fove and

affection; 3) an employer has an insurable

jy
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wary of the icebergs that could sink

their ship:

Violations of state insurance laws
and reguiations

‘Free’ insurance and the “insurable

interest’ rule. Third-party investors

offer the insureds two years of
“free” insurance because it is ille-
gal for them to purchase insurance

“on the life of an individual unless

the original applicant-owner has

interest in an employes to the extent of sco-
nomic loss; 4) a party involved in an option or
contract to purchase or sell a business has
an insurable interest in the other parties to the
transaction; 5) a trust has an insurable inter-
est in the life of the grantor or anyone else
-who is treated as owner of such trust for. fed-
eral or state income tax purposes or in that
the trust beneficiaries have an insurable inter-
est in the grantor; 6) a creditor has an insur-

able interest in an insured’s life to the extent

of the debt insured. Del. Gen Stat. Title 18
§ 2704. See www.leimbergservices.com under
State Laws for a summary of avery state’s
insurable interest laws.

In addition, the investors intentionally struc-
ture the “free” insurance period to extend
beyand the two-year contestability provision
of the insurance contract and with the intent
to avoid running afou! of each state’s prohi-
bition against the sale ot life insurance as ‘wet
ink” viatical transactions.

1

[

" an insurable intérest at the time the

policy is purchased. Without an’
insurable interest, the policy would
be void from inception and the
death benefit will not be paid to the
investors.1® To pretect the public,
all states have insurable interest
statutes designed to discourage
speculation on an insured’s life."
Generally, the initial owner and -
beneficiary must have a strong eco-
nomic interest in, and benefit from,
the continued life of the insured.
For example, family members are
generally presumed to have an
insurable interest in their spouses
and parents. ‘

The promoters apparently
believe that an initial purchase by
the insured, followed by a 24- to
30-month time lapse between the -
policy’s issue date and its subse-
quent transfer of ownership to the
investors (or a life settlement com-
pany), will avoid an insurable inter-
est challenge.12 Nevertheless, legal
theories such as “form over sub-
stance” or the “step-transaction”

JULY 2006 VOL 33/ NOT



or “agency” doctrines may be used
to assert that the insurable interest
provision was not satisfied and the
insurance contract is void.

On 1/9/086, the New York State
Insurance Department announced
that a proposed premium financ-
ing transaction violated the state’s
insurable interest law and was not
permissible under New York Insur-
ance Law.13 If the insurable inter-
est law is violated, the insured, the
insured’s trust and estate, and their
agents and advisors may become
embroiled in unexpected litigation.
This could occur either during the
insured’s fifetime or after death.

Although this is only an Opin-
ion and if binding, only binding
in New York State, the authors feel
it will be highly persuasive in other
jurisdictions. The insured under the
facts of that Opinion had a “put,”
‘a right to require the put provider,
a hedge fund, to purchase the pol-
icy from the client at his request on
the exercise date and pay an exer:
cise price equal to a pre-determined

formula, the sum of which would

cover the repayment of the loan by
the client, as well as loan interest.
Some have claimed that this dis-
tinguishes their situation since they
don’t use “puts.” Although the put
was clearly a “smoking gun,” the
authors believe the Office of Gen-
eral Counsel would have conclud-
ed that there was a lack of insur-
able interest even without it.

Fraud and misrepresentation by the
insured. The standard life insurance
application requires insureds to sign
written statéments regarding their
health, financial circumstances, pol-
icy ownership, and the purpose of
the insurance. Companies rely on
this information as part of their con-
sideration for issuing coverage. The
answers to most of these questions
become part of the contract.

Most life insurance contracts
provide that the policy may not
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be contested by the insurance com-
pany after two policy years.1* For
more than 100 years, the incon-

testability provision has helped

maintain public confidence that the
death benefit will be paid as prom-
ised to the beneficiaries without
delay or challenge. Meanwhile, the
provision gives the insurance com-
pany a reasonable two-year period
to rescind the life insurance con-
tract if it discovers any undisclosed
or misrepresented facts that rise to
the level of a “material misrepre-
sentation” that would have kept
the policy from being issued as
applied for.15 After two years, the
validity of the insuraiice contract

.may be challenged only in a nar-
- row set of circumstances based on

law'that varies from state to state.
At this point, the insured may

ask, “Why should T care about these

issues?” The answer is submerged
in the murky fine print in the
mound of documents the insured
signed—the indemnification pro-
visions for this “free” insurance!
A standard part of “free insur-
ance” premium financing trans-
actions is an indemnification pro-
vision whereby the insured agrees

to indemnify the lenders dnd-

investors for any foss resulting from
a material misrepresentation or

omission. The insured, or the

insured’s family, may be liable for
the investors’ loss—potentially the
multi-million dollar death benefit

. that was not paid to the investors—

if any misrepresentation of these
items is discovered during the con-
testable period. If the misrepresen-
tation is intentional and material, it
may give rise to fraud that extends
beyond the contestable period.

In particular, fraud constitutes
one of those narrow circumstances
that have allowed companies to
contest a policy beyond the two-
year period. If the insurance com-
pany chooses to contest the policy,
these contract provisions could trig-

ger indemnification liability, plas
the time and expense of litigation,
and the possible charge of felony
insurance fraud. - S
With an allegation of fraud and
a subsequent policy contest, the
outcome could be even more uncer-
tain if the beneficiary was an
investor and the documentation

- showed a purposeful misrepresen-

tation of true ownership by the
insured or an undisclosed intent to

.transfer the policy from its incep-

tion. When misrepresentations and
omissions rise to the level of fraud,
the insurance company may have

‘a right of rescission that contin-

ues beyond the insured’s death.1s
If the insured, the insurance bro-
ker, or the insured’s advisors fail to
answer fully the questions on the
applications, medical forms, oral
interviews, inspection reports and
other documents, the insurarice com-
pany may be misfed into issuing a
policy that the insurer can later
argue is void and unenforceable.1?
The insured is responsible for veri-
fying these statements before sign-

ing the application. If the insurer

successfully contests the death claim,
the investors may seek to recover
from the insured, the trust, or the
estate under the investor indemni-
fication provisions regarding mate-
rial misrepresentations or omissions.

How could this bappen? First, there
may be a significant risk of mate-

13 See “Opinion from the Office of the General
Counsel,” 12/19/05, representing the position
of the New York State Insurance Department,
published 1/9/06.

Each state has its own incontestabitity pro-
vision designed 1o assuie the.payment of ben-
efits on validly issued policies, A typical incon-
testability clause stops the insurer from

B

1

contesting the death claim after the policy has,

been in force for two years. See “The Incon-
testable Clause in Life insurance Policies—
A Statute of Limitations, But Not a Confession
of Judgment,” 7 Newark L. Rev. No. 2 {June
1942), for the traditicnal approach to the ques-
tion. Also see Link, "Viatical Settlernents: What
Do the Courts Have to Say?.,” presentation
at the ABA Tort and Insurance Practice Ses-
sion (1/11/01), for a more contemporary dis-
cussion of the issue
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rial or fraudulent misrepresenta-
tions and omissions when both the
insured and the investors are seek-
ing nothing more than minimum
technical compliance with the
insurable interest law. In reality,
there is only a temporary or nom-
inal “insurable interest™ disguising
the true intent of the transaction to
pass ownership to the investors.1®
An incomplete or misleading

answer by the insured or by oth--

ers on behalf of the insured—

though not intentionally fraudu-

lent—may be sufficient to create
liability.

Second, the insured may not be
aware of his or her representatives’
material misrepresentations or
omissions even after a careful
review of every aspect of the trans-
action, including every statement
in the application. For example, it
is standard practice for the insured
to provide verbal answers that are
recorded by others. On the appli-
cation and medical forms, the
insured’s signature is a representa-
tion that the information provided
is true and correct to the best of the
insured’s knowledge and belief.

Once it became apparent that
many non-recourse premium loans
were, in reality, a disguised means
of settling new policies with
investors, an increasirig number of
U.S. insurance companies treated
internal policies to identify and pro-
hibit these transactions. Some coin-
panies included new questions in
their applications, agent reports,
and personal interviews to help
identify these transactions and deny
coverage. The following are the sort
of questions found on the life insur-
ance applications of insurers who
disapprove of non-recourse pre-
mium financing transactions:

» Is there any intention that any
party, other than the owner,
will obtain any right, title, or
interest in any policy issued on
the life of the proposed

ESTATE PLANMNING

insured as a result of this
application?

e Is there any debt being used to
finance this policy? If so, pro-
vide complete details as to the
terms and parties involved.

Even for those who accept the
other risks associated with these
transactions, it is certainly uneth-
ical and probably criminal for any
promoter to “coach” the insured
to answer questions in anything
other than a complete and accurate
manner.1?

Rebating. Another area of risk to
insureds is the use of cash incen-
tives to purchase the policy. The
.New York State Insurance Depart-
ment General Counsel Opinion, cit-
ing lack of insurable interest for
one of these transactions, also made
the point that free insurance might
constitute an.illegal rebate.20 Most
state insurance regulations either
prohibit or severely restrict the offer
" of rebates to clients who buy insur-
ance. The few states that allow this
practice require that any rebates fit
within specific parameters established
by the state. Settled case law holds
that life insurance rebates are gen-
erally non-deductible by the payor
and taxable income to the recipient.!
Clearly, any offer of cash, cars, or
any other similar inducement could
constitute a taxable rebate.
In addition to unfavorable taxa-
tion, the characterization as a rebate

15 See, e.g., Chawla v. Transamerica Occiden-
., tal Life Insurance Co., 440 F.3d 638 (CA-4,

2008}, aff'g in part 2005 WL 405405 (E.D. Va.,.

2{3/05).

18 Sge, e.g., Horowitz v. Federal Kemper Life

Assurance Co., 57 F.3d 300.(CA-3, 1995).

17 |t-is not sufficient to rely on the promoter's
assurances that the inslirance company
knows all the details and has approved the
transaction. Even those relatively few insur-
ance companies that have intenticnally
allowed policies to be issued. with non-
recourse premium financing have also refused

_to "endorse” or "approve” the promoter’s pro-
gram or the specific transaction. The advisor
and the insured must confirm and document
that full disclosure has been provided in the
avent the insurance company subsequently

~

increases the insured’s risk of liabil-
ity. While most insureds may see this
only as a technical violation of the
law by the person selling the insur-
arice, it has potentially adverse con-
sequences for the owner as well,
including the voiding of any profes-
sional liability insurance in the trans-
action, This woild make monetary
recovery against the broker or agent,
in the event of a lawsuit, less likely.

Violations of state insurance

‘statutes on ‘wet ink’ viaticals.

Many states have enacted model
statutes prohibiting the sale of life
insurance as an investment for the
benefit of a disinterested third
party. Furthermore, to guard
against so-called wet ink viatical
transactions (i.e., the sale of a
newly-issued policy to a life set-
tlement company “almost before
the ink is dry”), the National Asso-
ciation of [nsurance Commission-
ers’ {“NAIC”) Viatical Settlements

‘Model Régulation has been adopt-

ed by a number of states'to prohibit
the sale of insurance policies with-

" in 24 months of the policy issue

date.?2 This restriction applies to
both policy owners and licensed life
insurance agents and brokers.
There are two risks involved:
First, unless the state where the
policy is issued has provided a writ-
ten opinion to the contrary, the
“free” insurance transaction may
be invalid as a “step transaction”

decides to file an action to void the contract
or deny the death benefit. See SEC v. Mutu-
al Benefits Corp., et al., 408 F.3d 737 (CA-11,
2005}, and the accompanying state actions
on this case for examples of legal transac-
tions involving fraudulent applications. See
also the fraud provisions of the NAIC Viati-
cal Settlements Model Act, 1 1 1F(1) and
1F(2)(4).

18 For instance, as the Office of the General
Courisel Opinion for the New York State Insur-
ance Department noted, “The policies are
arguably not obtained on ftheir] own initiative
as required by New York nsurance Law.”

19 Query: Does thetrust or other entity have a
Chawia-type Insurable interest issue? See
note 15, supra.

20 Soo note 13, supra.
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violation of the state’s prohibi-

tion of wet ink viatical sales.
Second, the “free insurance”

transaction may provide addition-
al grounds beyond contract law for
the state or'the insurance compa-
ny to invalidate the transaction as
an illegal “intent to settle”—i.e.,

a disguised, illegal life settlement

transaction in violation of the

insurable interest rules.2
Proving intent can be difficult.

It can be expensive to defend, too!

What are some of the factors that

might evidence an illegal intent to

settle? Here are a few:

* The insured’s signed anthori-
zation permitting a subsequent
sale to a life settlement
company. '

e The almost universal presence
of a life expectancy evaluation
before the loan is granted to
predetermine the value of the-
policy to the investors.

® The profit motive for the
insured and the other investors
detailed in a careful reading of
the documents.

* Marketing materials describing
the insured’s financial benefits
for allowing the investors to use
his or her “excess insurability.”

e Letters and e-mails from advi-

" sors and promoters detailing
the steps to follow to benefit
from the transaction.

_» The reality that the original

“insurable interest” owner
rarely—if ever—intends to, or
actually does, repay the loan
and accrued interest, pay future
premiums, and keep the policy.

21 Haderlie, TCM 1987-525 ; Wentz,. 105 TC 1
{19985).

22 NAIC Viatical Seitlements Model Regulation
Rev. 3/16/04; 27 states have adopted the NAIC
Viatical Settlements Model Act, and it is pend-
ing in eight others. Section 10 provides, "It
is a violation of this Act for any person to enter
into a viafical settlement contract with a two-
year period commencing with the date of
the Issuance of the insurance policy or cer-
tificate....”

e The overall facts and circum-
stances show the insured par-
ticipated in the investment of
money in a common enterprise
involving an expectation of
profits based solely on the
instigation and efforts of a -
third party or parties.2

Potential securities law Issues

Potential violations of federal or
state securities law. In addition to
insurance law issues, advisors must
consider these programs as possible
securities transactions. Insureds,
their advisors, and . insurance
agents/brokers may face significant,
long-term financial exposutre if the
non-recouise preminm financing
transaction is a security but not

structured to be fully compliant with

federal and state securities laws.
" One of the more serious and

often overlooked transaction risks

is the possibility that the insured,
the trustee, and the advisors are
participating in the issuance, sale,

or solicitation of unregistered secu--

rities in violation of sections 5({a)
and 5(c} of the Securities Act of
1933. This risk should cause great
pause because transactions falling
undeér securities law may require
very specific disclosure in the trans-
action and many additional statu-

tory remedies.

In May 2003, the Eleventh Cir-
cuit affirmed a U.S. District Court
finding in SEC v. Mutual Benefits
Corp.? that “...thése viatical set-
tlement contracts qualify as
‘investment contracts’ under the
Securities Acts of 1933 and
1934....
tors and officers of the Mutual Ben-
efits life settlement company were
subject to both civil and criminal
penalties for the illegal sale of
unregistered securities and securi-
ties fraud.

The insured may think, “I
haven’t done anything wrong if I
sell my policy two years from now

” As a result, the direc-

and receive part of the proceeds.”

Similarly, most advisors and life

insurance agents will argue that
they are merely selling insurance.
However, when the entire trans-

“action is viewed from a broader
‘perspective, it has all the elements

of an investment under the classic

Howey? test: '

* An investment of money,

* With the expectation of profit,

e Based solely on the efforts of a
third party or parties.

- Indeed, prior.to the Mutual Ben-
efits case, the investment firm UBS
carefully packaged several blocks
of life insurance contracts as pri-
vate placements under the acronym
of “LILAC?” (“life insurance lever-
aged annuity contracts”). Most
promoters have not been so care-
ful. Now, after the Mutual Bene-
fits decision, the costs of being

- wrong on this particular issue are

even higher. There is added risk

-of not only an unlimited right of

rescission of the transaction for
investors, but also the possibility
of criminal prosecution. The secu-
rities classification risk is even high-
er if the “loan™ comes from a.secu-
rities-regulated entity, such as a
hedge fund. In addition, the rep-
resentations made to the hedge fund
by the client, trustee, or promot-

ers may give a cause of action to the

hedge fund and its ultimate
investors as in Mutual Benefits.
Moreover, any misrepresentations
can give rise to a claim of securities
fraud by the insurance company,
lender, or third-party investors.
Prior to the Muiual Benefits case,
the settlement industry consistent-
ly cited a district court decision,
SEC v. Life Partners, Inc.,? as the
basis for insurance regulation of

the settlement business. Despite the .

Life Partners decision, the SEC has
persisted in its opinion that invest-
ments in settlements are securities.
The precedent of the Mutual Ben-

efits case creates a cavalcade of
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potential securities issues for every-
one in the chain of the transac-
tion.?8 Competent securities coun-
sel should be part of the team
assessing the risk of any non-
recourse premium loan or life set-
tlerment transaction.

The risk of failure to comply with

the Patriof Act. Some countries have

more favorable tax laws regarding

investor-owned life insurance that -

make U.S.-issued life insurance poli-
cies particularly attractive. Conse-
quently, foreign investors have
entered both the non-recourse pre-
mium financing market and the life
settlement arena. For any transac-
tions funded by entities outside the
U.S., the insured’s advisors may
need to help the insured and the
trustee stay fully compliant with

anti-money laundering regulations -

and the Patriot Act.

Tax risks .
Along with the insurance and secu-
rities law risks, clients and advisors
must consider how the transaction
will be taxed. There are many
uncertainties here as well, as the
following discussion illustrates.

The unknown tax cost of the
unpaid loan. There does not appear
to be any clear or certain guid-
ance regarding the tax conse-
quences related to non-payment of
the loan. For example:
¢ If the insured decides to “walk
away” from the policy at the
" end of the second year and
transfer it to the lender in full
satisfaction of the debt, is
there reportable income and, if
s0, in what amount for the
forgiveness of debt?2e
¢ Is there taxable income or gifts
to the trust or trust beneficiar-
ies for the annual value of the
insurance protection during
the two years that the trust

EGTATE PLANNING

owns the coverage? If so, how

is it measured and reported?20

An argument can be made that
any “free” insurance benefit should
be taxed as ordinary income and
that income tax may be due on
100% of any forgiven loan balance,
including all accrued interest and
any waived fees or charges: The tax

opinions will vary from advisor

to advisor and from transaction to
transaction.-

On bebalf of the insured, tax
counsel might argue the position
taken by some promoters in their
marketing materials: that the loan
obligation is real and the investors
intend to enforce. it by either (1)
requirinig full repayment or (2)
transferring policy ownership in
full satisfaction of the loan. In the
opinion of the promoters” attor-
neys, any gain to the insured will
be taked, if at all, as a long-term
capital gain transaction.?

Conversely, the IRS might argue
that the insured paid nothing for
the insurance and has received a
taxable economic benefit. The IRS
might also argue the insured also
received an illegal rebate in the form
of free insurance, cash or other com-
pensation, and was an investor in
the transaction. As the recipient
of an illegal rebate, the insured may
be liable for ordinary income tax
on the value of all benefits received,
including the value of any initial
inducements, advances, and the
total amount forgiven.

The Sutters2 case bolsters that
potential IRS position. In Sutter,

the Tax Court held that Mr. and
Mrs. Sutter must include, as
income, the fotal premiums paid

for the “free” insurdance that was

funded by an agent’s commission
leveraging scheme. In this case, the
agent set up a financing company
to loan the first year premium on
4 non-recourse basis. The agents
received commissions in excess of
the loans, and the insureds received
free insurance. The insureds then
allowed the policies to lapse at
the beginning of year two. The Tax

" Court held that the taxable value
.of the “free” insurance was the pre-

miums paid.3?

In the past, an insured might ask
his or her attorney for an opinion
letter for protection against penal-
ties in the event of an IRS challenge.
With the publicatien of IRS Cir-
cular 230, however, an opinion let-
ter may be either unavailable or pro-
hibitively expensive. It may expose
other parties in the transaction to
IRS penalties as well.3* The authors
baven’t seen any “more likely than
not” opinion letters from insured
clients’ counsel affirming the tax
and nen-tax claims of promoters of
“free” insurance.

Additional tax risks—charitable

‘variations of investor-initiated life

insurance (‘HLI). Investors are also
involving charities in their efforts
to acquire life insurance policies
that would not otherwise be avail-
able because the investors lack an

insurable interest in the insureds.
‘One variation of non-recourse pre-

23 |n its advisory opinion, New York State said,
“...it appears that the arrangement is intend-
ed to facilitate the procurement of policies
solely for re-sale. It is our view that & plan of
this nature does not conform to the require-
‘ments of New York Insurance Law.” Office of

the Genaral Counsel Opinion, supra note

18. :

2 See, e.9., SEC v. W.J. Howey Co., 328 U.S,

293 (5.Ct., 1948), and SEC v. Edwards, 540
U.S. 389 (S.Ct., 2004), regarding whether a
transaction involvas a “security” or an “invest-
ment contract” covered by the Securities Act
of 1933 and the Securities Exchange Act of
1934,

25 SEC v. MutGal Benefits Corp. et al., 408 F.3d

7837 . (CA-11, 2005), aff'g 323 F. Supp. 2d
1337 ($.D. Fla., 2004). Technically, a viatical
settlement is a life setliement transaction
involving insureds with a life expectancy of
less than 24 months. In the opinion of the
authors, the finding in the Mutual Benefits
case applies to all life settlement transactions,
including the possibility that many—if not all—
non-recourse premium financing transactions
may be classified as disguised life.setile-
ments. '

SEC v. W.J. Howey Co., 328 U.S. 293 (S.CL.,
1946),

2

@
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mium financing transactions
involves promising modest bene-
fits to a charity or university in
order to market to its list of wealthy
older donors and alumni.ss This
allows the promoters to identify
clusters of potential insureds
through a single source. The pro-
moters typically convince the
donors to allow the investors to use
their “excess insurability” by prom-
ising the charity an expected pay-
ment estimated at 2% to 5% of the
eventual death benefit after pay-
ment of all expenses and a guar-
anteed profit to the investors. In
essence, the charity is paid 2 mod-
ést finder’s fee. Meanwhile, the
charity may not be aware of its
potential exposure under the secu-
rities laws, the potential 100%
excise tax on money going into one
of these schemes,3 the potential
harm to its reputation, or the risk
to its tax-exempt status.

The risk of estate tax on the death
benefit. Because the investors are
looking for insureds with a pro-
jected life expectancy of 120
months (ten years) or less, advisors
must evaluate the risk that the
death benefit will be included in the
insured’s taxable estate if he or she
dies during this period. For exam-
ple, do the mechanics of the loan
and any options or veto rights given
to the insured or his trustee con-
stitute retained powers under IRC
Section 2042, or other Code sec-
tions, causing inclusion of the pol-
icy in his or her estate? If Section
2042 applies, is there a possibility

27 SEC v. Life Partners, Inc., 87 F.3d 536 (CA-
D.C. 1996), rehearing den., 102 F3d 587 (CA-
C.C.. 1996).

28 For an expanded discussion of these issues,
see Rowland, "The Brewing Storm: Securities
Regulation and Lifetime Settiements,” J.
Financial Service Professionals, pp. 76-84
(May 2003).

‘29 See Gans and Soled, "A New Model for Iden-
tifying Basis in Life Insurance Policies: Imple-
mentation and Deference” (10 be published),
which notes that the IRS may take the posi-

that Section 2035 may also apply
when the policy s transferred to
the investors? This can add three
years to the risk of estate inclusion.

Furthermore, if the insured
must approve the transfer of the
policy to trigger loan forgivéness
or to repay the loan, will this pos-
sibility include the policy in the
insured’s taxable.estate under IRC
Section 2042 or 2036 until the
transfer and thereby cause Section
2035 to apply? If the insured has
a sincere desire to continue this
life insurance as part of his or
her estate plan (as opposed to sell-

ing the policy for.a profit), the

added tax risk of inclusion in the
estate is a high price to pay for this
flex1b111ty

Practical considerations

In addition to the tax, regulatory,
and liability risks with these trans-

actions, there are other potential -

drawbacks. Some are documented
in the details of the transaction. In

fact, most of the programs require.

the insured and the trust to formally
acknowledge certain transaction
costs, including the following.

Confidentiality and qualifying for
the non-recourse loan. The investor
group will require your authoriza-
tion to obtain your client’s medical
records, evaluate your client’s life
expectancy and, assuming the loan
18 not repaid, have the right to con-
tinue to mornitor your client’s health
until the death benefit is paid.
While the insurance company
wants your client to live a lorig time,

tion that “The Participant’'s basis in a life insur-
ance policy must bie reduced by the entire
acquisition cost.” Therefore, “the basis'is like-
ly to be very low at the two year point—indeed
most of the premium is typically devoted to
such costs during the policy's early years.”
Some analysts suggest that, at a minimum,
these transactions will be governed by the
split-dollar Regulations, with annual reportable
income determined under either the economic
benefit regime or the toan regime for each
year that a death benefit is provided untl\
the loan is repaid or cahcelled.

3

<

the investors want your client to

live only more than two years from
the date the insurance becomes
effective. Because many of these
arrangements allow re-sale to a

group chosen by the lender or

investors, there is no way to guar-
antee that these buyers have ade-
quate safeguards to protect the con-

~fidentiality of the client’s health
information and to prevent or veto

the re-sale of the policy to unde-
sirable individuals or groups.
Although the risk of an investor
arranging for an insured’s death may
be very slim, it is greater when the
owner-iivestors may sell or re-sell
their policies to individuals or other
parties without complying with the
confidentiality safeguards required
of reputable institutions. Also, there

are “clearly litigated cases where

one party has procured life insuz-
ance on the life of another, and then

engaged in nefarious, life-altering -

actions to facilitate the death ben-
efit payments under the policy.”

" The cost of repaying the loan and

keeping the policy. It is very

unusual for an insured to partici-
pate in a “free insurance” premi-

um financing program with the pri-
mary intent of repaying the loan
after two years and keeping the
insurance for the originally stat-
ed “insurable interest” purpose. In
general, the purpose of the repay-
ment option is to give apparent
legitimacy to-the insurance trans-

_action and not to encourage tepay-

ment. In fact, the insured usually
has lower-cost private or com-
metcial recourse financing avail-
able as an alternative. The decision
to use higher-cost non-recourse
financing is yet another indication
that the insured never intended
to pay premiums after the second
policy year.

Even the most compliant and
professional non-recourse preémi-
um financing programs general-
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ly expect to earn at least a com-

pounded 15% return on equity for -

the investors. Many programs
impose a much higher actual cost
of repayment through a combi-
nation of exit fees and .other
charges to dramatically discour-
age repayment. While a viola-
tion of state usury laws does not
create direct liability for the
insured participating in the trans-
action, the high rate of interest
charged should give pause for
advisors to review the econom-
ics and give added weight to the
concern that the transaction may
actually be classified as an invest-
ment governed by the SEC.

The “zero future insurability’ risk.
Does the insured clearly understand
that the use of histher “excess insur-
ability” may do more than prevent

him/her from obtaining addition-

al insurance in the future? It may
also prevent the insured from
replacing his or her personal and
estate planning insurance if updates
are desired. In a tightening rein-
surance market, the toral of all
insurance—both existing .and
applied for—is used to determine
the amount of new or.replacement
insurance available. While this is
almost universally disclosed in
the documents for these transac-
tions, the implications—especially
with regard to replacement cover-
age—may not be fully understood.

The lack of errors and omissions

coverage risk. The many regula-
tory issues identified above are
heightened for an advisor with an

insurance or securities license. All

proféssional liability policies have
prohibitions and coverage exclu-
‘sions for transactions involving
rebating, “wet ink™ transactions,
providing false information to
msurance companies, and securi-
ties violations. In addition, most
Liability policies exclude coverage

ESTATE PLANNING

for any work involving settlements
or viaticals. In the event of a prob-
lem, the insured and his or her trust
are not likely to be able to look to
the promoter’s errors and omissions
coverage for recourse because most
of these issues fall outside the pol-
icy coverage as exclusions. Thus,
the advisors and, ultimately, the
insureds will bear these risks alone,
and clearly, the insureds who qual-
ify for and participate in these

fransactions have much to lose.

What options should advisors
consider and what should they
recommend to clients?

Reputable agents with clients whose
primary objective is to acquire per-
marient life insurance as part of their
estate plan will continue to ask with
regard to premium funding, “Are
there any ‘good’ non-recourse pre-
mium loan transactions that ade-
quately address the risks and pre-
serve my client’s options?”

Even if clients and advisors can
get comfortable with a particular
transaction from a legal, tax, and
regulatory point of view, and have
reasonable certainty that the trans-
action does not pose significant lia-
bility, traditional planning tech-

niques may offer lower costs to

provide insurance coverage with
far more certainty and less poten-
tial litigation liability. For exam-

3. Some transactions are structured to disguise
the loan and treat the insured as an investor
in & partnership or limited liability company,
In those cases, the insured's investment inter-
ast terminates at the end of policy yeartwo
when the insured chooses not to purchase
the other investors’ interests.

TCM 1998-250.

33 The soiution recommended with some non-
recourse premium transactions is to draft a
non-grantor irrevocable trust to isolate any
tax fiability within a trust whose only asset is
the insurance policy. After two years, the frust
signs over the palicy In full payment for the
toan, leaving the trust with no assets to pay
any incomg tax or penalties. The promoters
tell the insured this will insulate him from per-
sonal liabitity. However, this may give rise 1o
a potential IRS tax shelter attack, particular-
ly if anyone other than the client’s attorney
makes this recommendation. It may also be

93

B>

congidered a conspiracy to evade income

tax.

ple, assume that a 75-year-old man
wants to purchase $10 million of
fife insurance for estate planning
purposes. For comparison with
non-recourse premium financing
loans accruing at 15% per year, the
advisor might consider the fol-
lowing options: _

- » Alternative #1: A high early
cash value policy. The client
could purchase a high cash value
product instead of non-recourse
premium financing. The annual
premium on this policy is
$675,373: After two years, the
client will have paid a total of
$1,350,746 in premiums. If, after
two years, the client decides he
no longer needs insurance cow-
erage, he can surrender the poli-
cy for $1,114,063—the cash value -

“at the end of policy year two. This

enables him to walk-away with a

‘net balance sheet cost of only

$236,683 for the two years of
insurance plus the option of con-
tinuing it. By choosing a tradi-
tional alternative, the client has
the additional option to keep the
insurance after year two simply
by paying the year three premi-
um, because there is no loan to
repay.

* Alternative #2: A minimum
premium guaranteed universal life
(‘GUL’) policy with a ‘catch-up’
option. With this alternative, the

3 Circular 230 (Rev. 6-2005) (31 C.F.R. Subtitle
-A, Part 10 revised as of 6/20/05) basically
allows the IRS to hold accountants and attor-
neys legally responsible not only for whatthey
present in their tax and legal opinions, but

- also for any omissions of material Information.

35 In North Carolina and Texas, for example, leg-
islators changed the definition of “insurable
interest” to allow charities and other tax-
exempt entities to participate in lILI transac-
tions. In other states, lobbying continues with
key legislators to change the insurable inter-
est law and allow IILI transactions for their
favorite charity or university.

28 The Senate passed § 20-20 which would
impose a 100% federal excise tax, retroac-
tive to 5/4/05, on ¢haritable death benetfits
associated with versions of investor-initial-
ad life insurance. On 5/8/06, the Board of The
American Council of Life Insurance ("ACLI")
votad 26.to 4 in favor of a 100% éxcise lax
on the resale of life insurance policies less
than five years old.
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client could pay the minimum pre-

. mium required to purchase a GUL

policy with a catch-up provision.
The premium catch-up provision
would allow the client to extend
the policy’s premium and death
benefit guarantees either to a des-
ignated age or for [ife.

In this example, the minimum
annual premium to maintain the
policy for two years is $279,635.
I, after two years, the client decides
that he no [onger wants the insur-
ance, he can walk away, having
paid total premiums of only
$559,310. However, if the client
decides to keep all the insurance,
he can “catch up” to an age 100
guarantee by paying level annual
premiums of $477,570 beginning
with policy year three.3 By com-
parison, if the client is allowed to

repay the non-recourse premium

tinancing loans, the cost to con-

tinue the policy will include not

only the premiums and the loan
repayment, but also the accriaed
interest and any other charges
imposed by the lender-investor.,

* Alternative #3: Second-to-die

convertible term insurance. If the

75-year-old man is married and his
wife is also age 73, they can apply
for a survivorship life (“second-to-
die”) policy. Some carriers offer this
type of policy on a term basis with
an option to convert to permanent
insurance later. In this scenario, the
client would purchase a second-to-
die convertible term policy with an
annual premium of $77,100. If,
after two years, the client decides
he no longer needs the insurance,
his total cost is only $154,200.
On the other hand, if the client
decides to keep the insurance, he

37 See Harrison, "Casey Jonéas, Who's Driving
That Insurance Train,” a very thorough paper
presented at the 2005 ACTEC Summer Meei-
ing. See also DiMassa and Winton, "Two
Arrested in Homeless Life Insurance Scam.
Pair are accused of obtaining policies on two
men who later died in hit and run accidents,”
LA Times (5/19/06). ~
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can convert the term policy to per-

manent insurance in year three

without taking a new medical exam
or providing any additional under-
writing information because the
conversion to a permanent policy
is contractually guaranteed. The
premium on the converted perma-
nent insurance is $297,772 annu-
ally, making this the least expen-
sive option. In addition, most estate
plans defer the payment of estate
tax until the second spouse’s death,
making second-to-die coverage the
policy of choice to provide tax-free
cash when it is needed.

s Alternative #4: Non-recourse
premium financing. In a “clean,”
“fully disclosed” premium financ-
ing transaction, the client would

_take out a premium loan on a non-

recourse basis. Using the numbers
in the earlier example, when the pre-
miums, loan interest, loan insurance,
trust fees, and exit fees are factored
into the loan, the client would be
faced with a repayment obligation
of $1,434,523 and out-of-pocket
origination fees of $14,064.

If the client does not want the
insurance after two years, his costs
will include both the amount paid

in origination fees and income tax

on some or all of $1,434,523
when the loan is forgiven. Assum-
ing a 35% tax bracket, the client
could pay as much as $502,083
plus $14,064 in fees—a total cost
of $516,147. However, if the
client decides to repay the loan
after two years and keep the insur-
ance, he or she must repay
$1,434,523 plus the year three
annual premium of $442,838. In
this example, the client’s three-
year average outlay after repay-
ing the loan is $630,475.

Whkat is the driuing force behind
these 'free’ insurance
transactions?

Considering all the potential draw-
backs and the attractive alterna-

tives that offer the same flexibili-
ty without the risks, one might ask,
“Why would anyone consider one
of these transactions?” The first
word that comes to mind is
“greed.” Promoters of these “some-

‘thing for nothing” insurance
. schemes expect to earn millions

of dollars in commissions by sell-

ing and then re-selling large:
-amounts of insurance. Similarly,

greed can induce clients to act on
the promise of something for noth-
ing without an adequate under-

_standing of the risks. It is natural
to seek out the “best deal,” but |

advisors must also ask, “Is the best

- deal the right deal for my client and
- what are my potential exposures?”

A checklist for non-recourse
prenium finascing transactions
The following list of guestions,
although not comprehensive, can
help clients and advisors analyze
most non-recourse premium financ-
ing transactions: _
1. Is there any direct, indirect,
or potential violation of the appli-
cable state’s insurable interest
rules?3® {Consider who might have

and who has standing to bring this .

issue up.) ‘

2. What is the risk of the policy
being contested due to a material
or fraudulent misrepresentation or
omission by any party in the trans-

action?

10

3. Will the two-year incontesta-

bility provision be unenforceable
due to either lack of an insurable
interest or compelling circum-

stances, such as fraud or adverse

impact on the public interest?

4. What indemnification provi-
sions have the client or the trustee
signed that might make the insured,

the insured’s trust or the estate

liable for the investors’ losses if the
death benefit is not paid?

5. What is the potential for,and
estimated cost of, litigation with
the insurance company, the SEC,

PREMIUM FINANGING
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the state attorney’s office, the IRS,
the investors, or disinherited ben-
eficiaries?

6. Are there any cash payments
or other inducements that may be
treated as (1) illegal payments to

“an unlicensed insiirance agent, {2)

illegal rebates, (3) benefits making
the insured an “investor™ subject
to civil or criminal pénalties under
securities law, or {4) payments mak-
ing the insured liable for improp-
erly participating in a private secu-
rities transaction? )

7. Have all parties—insured,
trustee, advisors, and insurance
agent/broker—made full disclosure
of all requested and relevant details
to the insurance company and its
represéntatives? '

8. Is the insured both aware of,.

and comfortable with, the loss of
confidentiality regarding his or her
health status and medical records

until the death benefit is paid to the -

investors? :

9. Does the program violate the
state’s prohibition on viatical set-
tlements as an illegal “intent to set-
tle” or as a two-year “step trans-
action”?

10. Do the marketing materi-
als—including faxes, correspon-
dence, and e-mails—increase the

risk that the transaction may be’

CSTATE PLANNING

challenged by the state insurance
department, state or federal attor-
neys, the SEC, unhappy future
owner-investors, or others?

11.Ts the loan truly non-recourse
or do transaction circumstances or
details create a recourse loan situ-
ation? Does the fact that the
arrangement is structured as. a
recourse loan make a meaningtul
difference in the outcomes?

12. What are the tax costs for
any benefits received, insurance
provided, and loans forgiven?

13. What is the full repayment
cost if the insured decides to keep
the insurance? Does the transac-
tion make ecomonic sense? Will the

client, after all costs and tax expo--

sures, and lacking a guaranteed
market at a set price, make or lose
money? How do you know?

14. Does the transaction {includ-
ing any subsequent re-sale) consti-

‘tute the illegal sale of an unregis-
tered: security with potential

liability against everyone who
assists or participates in the trans-

‘action? N .

15. " Will a 100% federal excise
tax be imposed in the case of a char-
ity? .

16.1s a participating charity risk-
ing its reputation or tax-exempt
status in thga transaction?

17. Will the death benefit be
included in the insured’s estate?

18. Is the insured comfortable
with giving up the right to purchase
new insurance and to replace exist-
ing insurance for his or her own
personal planning?

19. Does the transaction com-
ply with the Patriot Act?

20. What risks to the advisor’s -
reputation and liability are associ-
ated with the transaction?

21. Will the transaction be cov- -
ered uoder the errors and omissions
insurance policy of the advisor,
insurance agent, or broker? -

22. Is the advisor comfortable
legally and ethically with the trans-
action?

23, Is it the right thing to do?

" By being fully informed of what
lies beneath the iceberg of non-
recourse premium financing, advi- -

sors and their clients can arrive
at the best solution—personally,
legally, and ethically—for all cen-
cerned. M :

38 if the insured’s advisofs can accurately esti-

mate life expectancy, they may recommend
paying a lower premium in order to maintain’
the death benefit for a reduced number of
years instead of age 100 {or longer).

39 Some states are revising thair laws to prohibit
investor-initiated life insurance as a viola-
tion of the insurable interest, viatical setile-
ment, and Iife settlement rules.
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Moneylatindering.com News
Aug 29, 2007
Life settlement plans remain a money laundering risk
By Brian Orsak

It sounds like the makings of the macabre thriller: drug traffickers, seeking to hide illicitly
obtained funds, buy up the life insurance policies of the ailing and elderly. The sooner those
former policy holders die, the greater the return on the criminals’ investment.

In a bizarre plot reminiscent of a B movie script, in 2001 and 2002 five men tied to a
Colombian cartel were indicted for investing $100,000 in drug proceeds with Jackson
National Life Insurance, a company that buys policies from holders wishing to cash in and
resell to investors who collect when the original holder dies.

One of the men was also later indicted for laundering money through. a similar investment
through the now defunct Florida company Mutual Benefits Corp., according to court
documents and an April 2007 story in the Life Settlements Report.

But while financial regulators have cracked down in recent years on the wire transfer of
illegally obtained funds—the Colombian cartel sent nearly $3 million in wires to U.S.
institutions, according to court documents—the growing secondary market for life insurance
policies remains a largely overlooked means for money launderers to place money in U.S.
banks.

“The life settiements business is a black hole,” said Kenneth Rijock, a financial crime
consultant with London-based consultancy World Check.

Born as a secondary market for terminally il! patients seeking to tap into the value of their
policies while still alive, the viatical and life settlements markets have grown into a multi-
billion dollar industry that have seen a “steep growth curve” in recent years, according to
Brian Casey, an attorney who follows life settlements for Chicago-based law firm Lord,
Bissell & Brook, LLP.

But because the institutions that provide/set up/arrange life settlement deals are not legally
considered insurance companies, no anti-money laundering checks are required of them.
That lacuna translates intd oppdortunity for launderérs and liability for banks, said Rijock.

“It became. a major target for money launderers because who's going to ever suspect a
check from a Fortune 500 life insurance company?” said Rijock. “You always think that when
someone cashes in a life insurance policy, someone else has named them as a beneficiary;
but you never suspect it might have been a business deal.”

Launderers might invest illicit. funds in life settlements both as a means to increase their
assets and to hide the origin of the money before placing it in a bank, said Greg Baldwin, a
partner at the law firm Holland & Knight in Miami who advises on anti-money laundering.

Wh_il'e life and viatical settlements might be managed by either companies or escrow agents,
whatever checks issued will appear to come from insurance policies, he said.

In and out



Launderers might also “park” their funds in life settlements by placing their money with a
company for a potential investment but then retracting the sum, feigning that they are no
longer interested in the deal. Refunds will be issued as checks, giving the appearance of a
normal transaction.

“One way or the other, you re going to géet a check, and if anybody looks into it, it's going to
look perfectly: legitimate,” said Baldwin.

Although many life settlement companies, such as Australia-based Life Settlements Fund,
have voluntarily set up AML programs, organized crime groups are using clever means to
obviate them, said Rijock.

In one case where laundering was uncovered, an organized crime flgure tied to
controversial, Russian tycoon Boris Berezovsky used both Netherlands Antilles and
G:_b.ral__tar«ba_sed companies to hide a $15 million investment in life settlement policies, a
deal that initially passed the inspection of a large U.S. law firm, said Rijock.

Another large viatical company with agents throughout Latin America discovered that a
reputed narcotics drug trafficker had placed numerous investments through the company
under the names of friends and family, and with the complicity of one of the company’s
agents, said Baldwin.

“The smart viatical company will have an anti-money laundering program to prevent that,
but the ones that want to play at the deep end of the pool, without a life preserver, will take
the money and ot ask any guestions;” said Baldwin.

But smaller life settlement companies, interested in early growth are not likely to spend
many resources on finding out who is buying and selling their policies, said Casey.

“Compliance isn't where they throw their money first,” he said.

The industry remains unaddressed, in part, because the U.S. Treasury Department decided
that investments that aren't redeemable within two years are less likely to be used to
launder money, said Baldwin. Life settlement investors base their investments on the life
expectancy, usually six months to a few years, of the original policy holders. But because
policy holders can outlive expectations, a single investment may last much longer than
originally estimated.

The Treasury’s view that launderers won't put their money in long-term investments is
mistaken, said Baldwin, because “the underlying premise is that money launderers are not
investors.”

“There are situations where people will invest dirty money and viaticals are one of them,” he
said.

Casey said he and others recommended to the Treasury Department while the agency was
drafting its Patriot Act regulations that it implement AML rules for life settlement companies,
but the agency considered the issue a low priority. And future regulations are unlikely to
come as long as there are few instances of laundering through life settlements, he said.

The U.S. Treasury did not return queries on regulating viatical and life settlements by press



time.

Even if life settlements are defined as insurance companies, and are thus subject to Patriot
Act and Bank Secrecy Act regulations, the learning curve will be slow.

“I don‘t think insurance companies have really full compliance programs yet,” said Ellen
Zimiles, chief executive of New York-based compliance company, Daylight Forensic &
Advisory. “It's all very green territory for the insurance industry, and the banks had the BSA
for a long time.”

Until regulation comes, financial institutions will have to monitor closely the brokers and
companies that deal with life settlements, she said.

*You have to know your broker, as well,” she said.



JOBAL & NATIONAL & REGIONAL

) -%Busmgg.s OPPORTUNTIES ©

UH!TE!} ET&TES HANKHBPTGH’ C-‘{)UHT
SUUTHERN DISTRICT OF FLORIDA

;Rs!mntm F‘manclal Grogp, vt al :,

02-33249-PGH
_Bebtor ot Chapler ¥

| Tristos fa soelling Fns rlaht tit!e ahd ﬂfE_‘f'_BS‘t In
| BD4 Life tnsurance Policle

5 _&ummn aala 1o ha ::ﬂm:lu_-:

TRUSTEE'S NOTIOE GF SALE

ith | a : valae of

$58,500,000 with $4,200,00L




v A00k SeuTH Froplvd SEMINAK ATreNvEL
T BY AMoke AR 200 SENRRZ ALNE ALE T

A

R, e R
/ e

o \w W -

THE. =~ GROUP

“The Pride of Choice”

PRESENTS

“A LIFE INSURANCE
CAPACITY TRANSACTION”

(The asset vou never knew you had)

pace 1 oL D



PO 0C000000000000000006800088000800000008008 _

_ The Facts

»  Life Insurance capacity is defined as the amount of life
insurance you could buy...but don't need, want or plan
to ever purchase.

> Your mere ability to acquire life insurance could be a
valuable asset, worth substantial dollars to you, your
family and/or your favorite charities.

» Life insurance capacity is limited in duraticn, subject
to health and financial constraints and, once passed
by, is gone forever.

> There are no obligations or out of pocket expenses fo
you, when engaging in “a life insurance capacity
transaction”.

NOTE: This is not an offer to sell fife insurance, securities or financing. This information Is for educational
purposes only. Consult your attorney, CPA andfor professional advisors -to defermine if any of the
information contained herzin is applicable for you. Life insurance may conly-be offered by a licensed
Insurance agent Legal advise can only be given by a licensed attorney. There are no guarantees which life
insurance capacity fransaction you will ba offered, if any.
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The Opportunity

To create dollars today by using a paper assef, (a life
insurance policy not yet issued from a major insurance |
carrier insuring your lifs) in a joint venture type of §
arrangement with one or more of the major financial
institutions that want 1o engage in these transactions.

The Transaction

You allow one or more of these financial institutions to enjoy § §

the benefits of a life insurance policy in exchange for (1)
them paying all premiums and expenses associated with it,
and (2) sharing a part of these benefits with you.

The Possible Benefits To You

= Income tax free death benefits (hundreds of
thousands to millions of doliars)

»  Up front program acceptance fees (hundreds of
thousands to millions of dollars)

»  Annual cash payments for a number of years
(hundreds of thousands to millions of dollars)

= Policy sale values at the end of a specified period of

time {hundreds of thousands to millions of doliars)

= Any combination of the above
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The Participation Requirements

The client is between the ages of 73 — 85+
Has no terminal or life threatening iliness
Is a non-smoker and relatively healthy for their age

Is interested in maximizing their financial position or
charitable intentions

Has excess, (unwanted, not needed) life insurance
capacity ($2 million or more} and wants to realize its
value

The Process-Short and Simple

| Step One

You complete our short, introductory application which only
allows us to retrieve your medical records, forward them to
the insurance company, funding institutions and life
expectancy companies for pricing and transaction offers
(about 2-3 months).

Step Two

You review transaction offers from the various funding
institutions and accept or reject them.

Step Three

If you accept, you take an insurance medical exam and you
complete transaction documents.

L NOT puuy Disceosed AsS ofF 0112007. .
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Life Insurance Capacity Transaction

~ Goals)

Maximize the amount of insurance possible
Obtain it from the right insurance company(ies)
Get if at the right price

Pair it with the right financial institution(s)

The, -

The organization that has the sales volume, underwriting
experience, deal exposure, and marketing clout to get you
the benefits others can not.
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Footnotes_

Life insurance policies are paper assets with 3 distinct
values; death bensfit values, cash values and capacity
transaction values.

This piece is all about “capacity transaction values”.

Capacily fransaction values, if any, are determined by
age, health, insurance underwriting, premium
schedules, net worth and the current mat kel piace.

Any capacity transaction contract offered from any
financial institution is equivalent to winning a “mini
lottery” and is considered extremely valuable and
beneficial to the recipient. Only one out of every two
individuals who apply will qualify.

You the client do not pick ahead of time which capacity
transaction you like best. This is determined by which
financial institution/institutions offer you a capacity
transaction for consideration.

The Group represents all the financial institutions
that engage in these transactions.
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Dear

Please find enclosed:
2 trust documents
W-9 form

Make clea

that up with'a 5/
process.

Also, please encloseitwois
payable te Tnsur i 7 |

Family Trust. These checksmustBe'your personalchecks and your signature
must appear on the check. We'have dlfeady sent:our Compdny check to you in the
amount of $200 as reimbursement for thest trust document charges.

As always, if'you have any questions at all concerning the attached documents, please
don’ffhesitate to let us know. '

or of Operations
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"FREE'" INSURANCE:
SOME THINGS I'D TELIL. MY MOTHER

Stephan R, Leimbery

The elderly (typically 70 or older) parents of some of my closest friends
have been approached by insurance agents selling what some call investor-
initiated life insurance, others call stranger-owned life insurance, and still
others call speculator-initiated (SPIN) life.

These senior citizens and their families come to me because I've written two
major text books on life insurance, lectured in the graduate divisions of two
law schools and throughout the country on the topic for over 40 years, and
provided advice and consuitation to Forbes, Foriune, the Wall-Street
Journal, and the New York Times, and BusinessWeek on insurance and
estate planning.

They also come to me because they know I have a better than average sense
of "smell" - and an exceptional track record predicting many "too good to be
true” insurance schemes that ended up in trouble.

Although the scheme takes many forms and is constantly mutating, "free"
insurance is pitched essentially this way:

We ask that you do two things for us:

The first is for you to make certain medical and other personal information available to
us.

The second is that you do something which we can't legally do directly. We can't buy
millions of dollars of new insurance on your life. That would be illegal. So we'd like you
fo take out the insurance for us by pretending to take it yourself out for your own needs.
Just tell the insurer you are buying it for “estate planning purposes.” (We may “puff
up” your wealth and/or income so you can qualify for a multi-million dollar policy and
make even more money).

In return, we'll provide you with millions of dollars of "free" coverage for two years.
We'll do that through no-risk financing which we'll arrange.

Now we know you don't really want or think you need any new insurance and that's fine
- withus. Because we both know, that's not what this is all about. At the end of the two



years, you can sell this two year old insurance to us and make a heck of a profit! In
many situations sellers have been geiting more than enough to easily pay off the premium
loans, interest, and - even after brokerage costs - make a very handsome refurn. Thal's
in addition to your two years' free insurance.

But wait - there's more! If all that's not enough, we will offer you an immediate "sign-up”
bonus of — say 2% of the death benefit! So if you buy $1,000,000 of insurance, you gef a
check for $20,000! Buy 35,000,000 of insurance, we'll write you a check - today - for
$100,000. W

And if you don't get an offer vou like, in a worst case scenario, we've arranged for the
lender to agree to take the policy in total payment of your debt. You'll owe nothing - no
matter how large your debt or how little the policy is then worth. And of course, you can
always keep the policy. You just have io pay back the loan, the interest, and other
charges and pay premiums from that point on.

One move time: You have no real outlay, no risk, and you may pocket hundreds of
thousands, maybe millions of dollars - merely by allowing us io take advantage of your
"unused insurance capacity.”

My friends want me to tell them this free lunch will taste as good as it looks.

So what do I tell them? I'd say:

Investor-initiated life insurance is FRAUD. It's theft by deception of the insurer - AND
it's a VIOLATION OF THE INSURABLE INTEREST LAWS of every state in this
country. It starts with a purchase the investors can't legally make on their own. Ask
them - they'll tell you! It's unlawful for strangers to buy insurance on your life. So your
participation makes YOU complicit in helping them do something illegal -
something the law clearly prohibits!

Want some proof?




So Mom, fudge the facts on your application and 1’1l bring you a file in your next
birthday cake!

If that's not enough, here are more things I'd tell my mother:

1.

You are sclling away your "life." Once investors get the policy on
your life, no matter how much your family or business needs new
coverage (and the insurance company wouldn't issue the policy if they
didn't think your family or business really did need it), you may never
be able to get more or replace what is gone. The amount of
insurance that can be issued on a person's life is limited. If a new
policy is issued on through an investor initiated life insurance
arrangement, and later sold on the secondary market, you might not
be able to get additional life insurance in the futare if the need
arises.

If this is such a great deal for investors, why isn't it an even better
deal for your family? If insurance is really needed, why not buy and
keep it for your family - rather than have it go to strangers? Have you
checked to see if you really need the coverage? Life insurance may be
far more valuable to your famiiy than as a scheme for making what
looks like a quick buck.

Any incentive (car, cash, trip, or other "gift" to get you to buy the
policy) will be taxable to you immediately as ordinary income.

The "free" insurance isn't free at all! You may have to pay tax
each year on the economic value of the coverage that's
provided for you. There are several theories upon which the IRS



could base the tax - and reporting that income can be very expensive.

If you decide to turn over the policy to the lender and "walk away
from the loan," its highly likely that the IRS will treat discharge

of indebtedness as ordinary income. In other words, you may incur
significant income tax - and will have nothing to show for it.

If you sell the policy to a settlement company, your gain will be all
or mostly all taxable at ordinary income rates.

Your family may never get any insurance - even if you die within
the first two years. Why not? Because if the insurance company
discovers that the intent from inception was for you to sell the policy
to investors, the insurer may rescind (take back) the policy. Most
major insurers have stated publicly that they don't want to be involved
in these schemes. So if you shade the truth or misdirect or omit
essential information, your failure of candor may amount to what
lawyers call a "material misrepresentation.” The insurance company
potentially could void the policy after it is issued, based on a
theory of fraud or lack of insurable interest. Now you are (at best)

involved in expensive and aggravating litigation.

Worse yet, if you are found to be deliberately less than completely
honest in answering the questions you are asked - for instance if
you say or imply your intention in taking out the insurance is to
protect your family or your business, but the insurer later proves
(based on marketing materials and your own sworn testimony of what
- was said to you) that the intent all along was to re-sell the policy to
investors, you may have engaged in insurance fraud; in many
states, as 1 noted before, that’s a felony (eriminal) offense.

Your estate is potentially liable to investors for millions of dollars!
These arrangements are document iniensive. You are going to be
asked to sign many many documents. Those highly complex legal
papers are designed to protect the investors’ and lender's interests
(That's a polite way of saying that the provisions you agree fo are
stacked in favor of them — the investors and the lenders - and not
you!). You may be asked - perhaps in words that are not very clear -
even to a savvy attorney - to make certain guarantees to the lenders



and investors. If afier the investors have purchased the insurance on
your life, for some reason they can't collect, those investors may sue
your estate for he insurance they expected to receive - but didn't.)

No matter what you think you've been told, typically, the
investors are not bound to purchase the policy from you at the
end of the two years! You may not get anywhere near the amount
of the money you expect. After taxes, you may even suffer a
sizeable overall loss!

You bear almost all of the risk! The investors will not guarantee
that they will buy the policy from you at the end of two years.
Even if they do offer to buy it, they may offer much less than you
anticipated. Why? One reason is that the sooner you die, the more
profit they make. If your longevity - has for ary reason improved at
the end of two years, the policy on your life is not as valuable to them
as they originally predicted. The problem is that what they
decide at that time to offer you may not be enough for you to pay off
your debt (a bank has been lending you hundreds of thousands of
dollars to pay premiums for two years!).You'll still have to pay huge
interest charges, brokerage fees, and income taxes - if you have
any gain. And of course, if you turn the policy over to the lender,
you'll end up paying significant income tax because of the discharge
of your indebtedness.

In one case reported in the April 23rd, 2007 edition of BusinessWeek,
an 82 year old sold his $4.4 million policy for $1.1 million. But once
the loan that financed the premiums was paid, he was left with only
$361,256 - and after he paid a fee of $200,000 to the lender and
promoter, he netted only about $162, 000! For a $1,000,000 policy
for someone with a 7 year life expectancy, attorney Adam Balinsky, a
partner at Baker & McKenzie, estimated that a purchaser might pay
$250,000, But after paying various fees to middlemen that broker
policies, the seller would be likely to take home only about $150,000.
From those proceeds, the seller would have to repay the loan plus
various lender fees and interest of 12% to 18%. In the end, the insured
might only net about $42,000." And that, of course, is before state
and federal income taxes!



10.

11.

After you sell the policy to the investors (or let the bank take it
and sell it to investors), you are the only party to the contract that
hopes you live a lIong time. Make no mistake; this scheme is
nothing less than financial speculation on your life. Someone you
don’t know and have never met can profit by your early death. You
may receive calls as often as once a month — and the person at the
other end will be disappointed — if you answer the phone! You wili be
told (and will want to believe) that the odds are small of some investor
taking steps to profit by your early death. But no one in this deal will
- Of can assure you that it can't happen.

You should also know that the original investors have the legal
right (and often the intent) to sell the policy on your life -
immediately - to other investors. There's no legal limit to how
many times the policy on your life can be soid - or to whom. So the
policy on your life can end up in the hands of almost anyone (even
just one investor) and you will neither know or have any control
over who will be your beneficiary.

The purchaser of the policy will have permanent access to your
medical records. If you sell your life insurance policy on a
secondary market, you will have to agree that the purchaser
(including any subsequent purchaser if the policy is resold) has
power of attorney to access your medical records for the rest of
your lifetime.

What would I tell my mom to do about SOLI?

One word will do.

It's “DON'T!”

Stephan R. Leimberg, Esq. is CEO of Leimberg Information Services, Inc., an e-mail and
database service providing information and commentary on tax cases, rulings, and legislation for
financial services professionals. The 1998 Edward N. Polisher Lecturer of Dickirison School of
Law and 2004 recipient of the National Association of Estate Planners and Councils
Distinguished Accredited Estate Planner award, Leimberg was also awarded the Excellence in
Writing Award of the American Bar Association's Probate and Property Section. He is Editor,
Keeping Current, a quarterly publication of the Society of Financial Service Professionals, has



served as Adjunct Professor in the Masters of Taxation Programs of both Villanova and Temple
University Schools of Law, and is on the Editorial Board of The Estate Planning Journal.
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The enclosed information is confidential and intended solely for the person(s) identified on this cover sheet.
If you have received this Memo in error, please contact our office. Thank you.

Definition of Styanger Owned Life Insurance: The creation of new life insurance with the intent of
assigning directly or indirectly the policy benefits to investors who do not have an insurable interest, as
defined by state law, in the life of the insured.

Insyurable Interest. Under the Florida Constitution, the intended owner of a life insurance policy must
have an insurable interest in the policy at the time it is issued. When the state’s insurable interest
requirement is not satisfied, the contract does not qualify as life insurance and the policy is void o1
voidable under both state and federal law.

Factors to consider when determining whether the insurable interest law has been broken:

1. Sales and marketing materials.

2. The entity that guides and directs the transaction.

3. The terms of all written and related documents.

4. The time that lapses between inception of the policy and the assignment of the ownership or
beneficial inferest to an unrelated party.

5. All incentives related to the transaction including future promises or expectations.

6. The individual or entity that ultimately pays the premiums.

Questions your client may be asked during an investigation, deposition, or in coust:

1. Did the solicitation materials, or offers of financial rewards to purchase life insurance, lead the
insured to believe this was a no risk, no outlay, or low outlay profit making venture?

2. Did the insured have a plan to acguire new coverage, sell it later and use the proceeds to fund other
new coverage or old coverage?

3. Was the marketing initiated by or guided by investors, promoters, marketing people or their
associates?

*1 wish to thank Steve Leimberg, Esq., Editor of Leimberg Information Services, Inc. (LISI®), for sharing his research in the
preparation of this Memo.
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4. Does an examination of all the documents indicate intent for investors to own the policy for its
beneficial imerest via a life settlement or other means?

5. How much time clapsed between the policy’s inception and the assignment or transfer of ownership
or beneficial interest to the investors?

6. Were the insured, other family members, or other family entity provided with any financial
inducement, incentive, or rebates to engage in the plan?

7. Did the investors artange for a premoium loan or divectly or indirectly pay the premiumis?

8 Did the investors provide the trust document or other document(s) for the entity that would initially
own the policy?

O

Was the insured directly or indirectly reimbursed for any expenses associated with acquiring the
insurance?

10. Was a life expectancy evaluation completed for the benefit of investors ot lenders or their
representatives prior to or in conjunction with the formal application for life insurance?

11. What in depth discussions occurred with family members and advisors to determine the need for,
amount, type, and cost of life insurance?

12, What in depth analysis took place to identify the best policy and company to accomplish the client’s
insurance goals?

13. Do the circumstances of the transaction (loan or otherwise) make it highly unlikely the insured
would have the desire or ability to maintain the policy for the life of the insured?

The Two Year Incontestability Provision. Material nusrepresentafions regarding insurable interest will
allow the insurance company to rescind the insurance policy within two years of issue. The
incontestability provision was intended to provide the general public with assurance that the death
benefits would be paid to their intended beneficiaries. However, the incontestability provision was not
miended to allow intentional frand to be rewarded. Fraudulent misrepresemiations can allow the
insurance company to rescind the contract whenever the fraud is discovered.

In looking at stranger owned life insurance cases, coutts have 2 history of looking at the fotality of the
circumstances and facts to make its ralings based on substance over form and the economic reality of the

sitnation.

Are these life insurance transactions governed by securities law? To provide the investing public with
the greatest amount of protection, the definition of “securities” and the scope of authority are
intentionally broad. This applies fo both federal and state securities law and regulations.
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In our opinion, federal and state securities laws can apply to all sttanger owned life insurance
transactions. In particular, the Securitics Act of 1933 prohibits the offer or sale of mon-registered, non-
exempt securities. With regard to non recourse premivm financing, we discussed this securitization
concept in oux July 2006 Estate Plarning magazine article (Vol 33, No. 7) by using the classic test stated
in SEC v. W.J. Howey Co., 328 U.S. 293 (8. Ct. 1946). Inregard to other transactions where the
insured provides a portion of the premium in cash or loan collateral, it is easier fo see how the Jife
insurance transaction becomes a security under the three part Howey test:

1. There is an investment of money by each of the parties involved. (With non recourse
transactions, the insured invests the value of his nnused insuzance capacity.)

2. There is an expectation of profit by all parties.

3. The desired profit is expected to come solely from. the efforts of a third party or parties.

If the Howey test is satisfied, it is very likely that there was never an insurable interest in the issued life
insurance policy. Itis my undersianding that the SEC and the Commonwealth of Massachusetts both
have taken the position in the Lydia Capital case that the hedge fund was engaged in the frandulent sale

of unregistered secuities.

2007 Hybrid Premium Financing Transactions. After most major life insurance companies refused to
issue life insurance in conjunction with non recourse premium financing transactions, vatious investor
groups have developed alternative strategies to disguise the transaction. Recently, several life insurance
companies have approved transactions where the insured has “skin in the game”.

Example. The insurance company is told that the insured will be at risk for at least 25% of the loan
using his own collateral and that the policy will be putchased for estate planning and not with the
otiginal intent to sell. However, the insured is told that he/she will have no cost or obligation at any
time and that the insurance company has approved the transaction. As you would expect, the insurance
company is not provided with iwo secret documents. The first is a secret loan to the insured, usually by
the agent on a non recourse basis to cover his 25% collatetal requirement. The second document is 2
secret agreement to sell the policy after two years, repay all loans, and provide the insured with a profit
estimated at 7-8% of the death benefit. '

Stranger Owned Life Inswrance is not new. As Steve Leimberg reported in the June 2007 edition of
Keeping Current, the first SOLI lawsait ocourred more than 125 years ago! It is the case of Warnock v.
Davis (United States Supreme Court, 1881). It has never been overtned. It and subsequent cases
reflect the consistent attitude of the courts against life insurance policies procured as a form of policy
wager. The courts have been particularly opposed to schemes to disguise the intent of the purchase and
facts that indicaie a lack of good faith. [Note: the spelling of names has not been verified.]

1. Facts. Henry Crocer, age 27, purchased a large amount of insurance from Protective Life Insurance
Commpany of Chicago. On the same day he purchased the insurance, Mr. Crocer entered into an
agreement with Scioto Trust Association of Portsmouth, Ohjo. Scioto was a group of investors who
agreed o pay all the premiums and costs on a non recourse basis to Mr. Crocer. In return, Henry
gave up all rights to 90% of the policy and named his wife, Kate, the beneficiary of the remaining
10% of the proceeds. At Henry’s death, Scioto fulfilled its part of the bargain after receiving the
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death benefit by paving 10% to Henty’s widow, Kate.

2. The Htigation. The estate administrator sued Scioto for the remaining 90% of the insutance
proceeds. Scicto’s defense was that it had a valid agreement and it had fulfilled all the terms of the
agreement. The court acknowiedged that all the terms of the agreement were vahid. The court
further held that the life insurance policy was valid and, as the insured’s property, was assignable.
However, the court alse held that Scioto had no insurable interest in the policy. Consequently, it
became a wagering policy that gave the investors a “direct interest in the early termination in the
insured’s life”. ’

3. Insurable Inferest. Because there was no insurable interest, the policy with respect to Scioto was
deemed a mere wager in violation of public policy. The character of the transaction was not changed
by the fact that 2 portion of the proceeds were payable to the spouse, who had an insmable interest.

4. Public Policy. There was no fraud or deception with this transaction; however, as noted, the
{ransaction violated public policy. The Cowt said:

a. Although a policy can be validly assigned, “if the arrangement was a cover for a speculating
risk contravening the general policy of the law, it would not be sustained.”

b. And although it is appropriate to assign life insutance policy as collateral for a loan, it is
wrong fo1 an investor to receive back more than repayment of the loan and interest due.
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