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The following discussion is meant to help person®usidering life insurance
policies on their own lives or that of loved ones.It is also addressed to the advisors
and insurance agents counseling insured personst i intended to aid
understanding of: what life insurance is; the diffeent kinds of life insurance; how to
analyze life insurance as an investment; financingptions available to pay life
insurance premiums; and current market trends. Thediscussion covers many
topics in a summary way and is definitely no subdtite for customized advice from
an investment advisor or insurance agent based omalysis of individual needs:

Question: What is life insurance and what are ttegamtypes of life insurance
policies?

Answer: A life insurance policy is in essence atcact between a policy owner
and an insurer, in which the policy owner pays puens over time, and in which the
insurer in exchange promises to pay a benefit upermeath of an insured person. There
are two periods of life insurance: term and permargee€'What You and Your Family
Need to Know About Personal Insurance"--Greenwiclaiicial Management Website
Term insurance contracts afford the policyholdirilnsurance coverage on an insured
person for a defined period. Of all types of imswe policies, term life offers the least
expensive coverage per year in the short term.coh&acts are typically renewable
without further underwriting until the insured réas a certain maximum age, such as 75.
Many policyholders abandon term life as they gréaseenand premiums skyrocket. “One
year term” means that the rate resets upward geary “Ten year term” means that the
rate is locked for the first ten years, jumps ic@iat that time, then increases
incrementally in each year thereafter (and simjlét “twenty year term,” etc.). Some
term life policies are convertible into permaneoliges, usually whole life, at the rates
prevailing when converted.

With permanent insurance, in contrast to term ttie, policyholder can maintain
coverage until the death of the insufeassuming premiums are paid as required; the
premium payments are exactly level or relativelyele In effect, you pay much more in
early years than you would with term life, in exaba for the benefit that your premium
doesn’t keep going up (exponentially) as it doeth werm life, and for the equity you
develop in your policy, called “cash value.” Whtife and universal life policies can
develop this cash value, but term life by defimtieever will. In the event that a
permanent life insurance policy is “lapsed,” opaléd to expire (usually after exhausting

1 . . . . .
Investment in financial markets involve risk antlras cannot be guaranteed.

% In the past, life insurance coverage under thgdeavas assured until age 100; more recently,
some policies offer a rider extending coverage finidely past age 100 until the death of the insure
person.



any cash value available to keep it in force),itfs@irance company issuer receives a
windfall, as there will never be a death claim &yp A certain rate of lapse is assumed
in most insurance company underwriters, allowirentho price policies more
aggressively; such assumptions are a sensitiveentatinsurance companies and aren’t
bandied about.

There are in turn two kinds of permanent insuradepending upon who takes
the risk concerning overall rates of mortality auininistrative expenses. In “whole
life,” the insurance company takes the risk thattkdeates or administrative costs may
exceed actuarial expectations, and obliges itegifractually to accept a level (or
“constant”) periodic premium payment from the pgliolder in return for providing a
certain death benefit. In “universal life,” theligyholder takes the risk that mortality
rates or administrative expenses may go up, atfteicase of at least one reputable
insurance company, the policyholder also has endjayeenefit if mortality or
administrative expenses go down (mortality ratesetzeen declining historically, owing
to better sanitation and nutrition and advanceseédicine and pharmaceuticals).
Universal life contracts are much more flexiblerthehole life, allowing many variations
in contributions over time. Because the premiumsimiversal life are typically arranged
to be low in the early years and to increase rgpidlater years, the lapse rates on
universal life are extraordinarily high.Some universal life policies offer for an annual
fee a “guarantee” rider, which provides that magand administrative charges will
never increase beyond those stated in the offituatration.

Finally, there are two kinds of universal life:rstiard and variable. In standard
universal life, the cash value of the policy is gumeed to advance at a certain minimum
rate, assuming the expenses stay the same; thramegucompany makes the investments
itself (primarily in bonds and bond-like instrumghtor the group of policyholders. In
variable universal life, the policyholder decidesiovestments from a menu of mutual
funds or variable annuity sub-accounts (held inesgated custody for the benefit of the
policyholder) and can make periodic changes; hbeepolicyholder takes the mortality
risk and all of the investment risk, with the go&kuperior performance.

The bottom line: a permanent life insurance podiogitains implicitly an
important option relevant to an investor. Thisiapis the right to keep the policy in
force indefinitely at a pre-agreed premium ledgegardless of changes in health status.
When the health status of the insured personltfalisw what an insurance underwriter
anticipated in setting the policy premium ledgecrsthat life expectancy is significantly
shortened, then the potential desirability of tbeqy from an investment perspective
increases. This option is the very foundationtler life settlement market, to be
discussed below.

3 Some have inferred from information provided bg thsurance Information Institute that the
lapse rate on universal life policies is approxishat  90%. See
http://www.lisassociation.org/visaamembers/newesfiisanews 5_march 2007 Be Alert to_The Truth_
About_Stoli_Alert.pdf a polemic piece by the life settlement trade eission.




Question: What are the potential tax benefits sfqament life insurancé?

Answer: There are significant tax benefits reldtetife insurance for high net
worth persons. Virtually every serious exercistaand estate planning considers life
insurance as a component. We will discuss henedotential tax benefits you can
obtain through life insurance policies. Each issidered uncontroversial and well-
accepted by law.

The first large tax break regards the “death be&fedhich is the money payable
to the beneficiary of a life insurance policy imde when the insured person dies. The
death benefit, paid in a lump sum, is entirely egefrom income tax. The benefit can
be very helpful when there is estate tax to payassets are tied up in illiquid
investments, especially where the family desirdsald onto those assets or sell them at
the best time and price. If the beneficiary degitteannuitize the death benefit, then the
future interest portion but not the principal vk taxable.

The second tax benefit is growth of the cash vafuitbe policy without income
tax (since a Tax Court decision in 1963). The cadbe is the equity in a whole life or
universal life policy. The growth of the cash \alg untaxed, and no federal tax report
goes out to the policyholder or the IRS, even tlhoilng investments made by or on
behalf of the policyholder might otherwise leadealization of ordinary income or
capital gains. This benefit does not apply, hasveto term life, which does not develop
cash value. So-called “dividends” normally repreggemiums paid earlier on a whole
life policy; these are not subject to income tahesi.

A third advantage is that the policyholder may ddsaow against the cash value
of a life insurance policy, to the extent of angmiums paid to date, without tax effect.
[Limits: where borrowing exceeds premiums paidwben the policy is deemed a
“modified endowment contract” (MEC). Advisors uByatructure tax shelter oriented
policies to include periodic premiums equal to tf@ximum non-MEC amounts.]
Typically, interest paid is credited back to thdigyos cash value, so the borrowing is
effectively free or of minimal cost.

A fourth benefit is exemption from estate taxtloa estate of the insured, when
the future proceeds to a beneficiary (or benefiegrare transferred to an irrevocable life
insurance trust (ILIT). (Alternatively, your intded beneficiary could apply for and
purchase insurance on your life, assuming thaopenss an “insurable interest.”) A
properly structured trust places the property detgirobate and the estate tax system.
Exception: if you transfer property to an ILIT, kilie within three years, the transfer may
be subject to estate tax as made “in contemplatiaieath.” Your trust and estates
attorney may establish “Crummey powers” within thA to allow your contributions to
qualify for the $12,000 per person ($24,000 foraxned couple) annual exclusion from
gift tax. However, the cash value of an existingiqy transferred to an ILIT could still

* This memorandum does not present expert tax advisemized to the needs of a particular
individual or family. The author does not practagcounting or tax law. To receive such expert eglvi
please contact your accountant or tax attorney.



be subject to gift tax or reduce your lifetime exsibn. Frequently, ILIT’s provide a tax-
efficient way to transmit wealth upon death to mtiext generation.

Background on estate taxes: For tax year 2008,ruhddederal Unified Estate
and Gift Tax, up to $2 million is excluded from ergon’s estate (minus amounts used up
during that person’s lifetime, for example, by gjiftthis excluded amount is scheduled to
increase in future years up to $3,500,000 in 2008 maximum marginal estate tax is
45%. The estate (but not gift) tax is slated taseein 2010, then returns back to a
$1,000,000 exclusion and maximum 55% rate in 2Qbdler a crazy-quilt “sunset”
provision that Congress enacted. Unless you éxpealie exactly in 2010, not planning
for estate taxes could be costly. Eliminationhef Estate Tax has been a stated priority
of the Bush Administration, but the Democrats happosed it, and this is a presidential
election year. A likely political compromise woube to preserve the $3,500,000
exclusion (or slightly greater amount) after 2088her than to allow the sunset provision
to take effect. The current financial and fisaais obviously reduces greatly the
possibility of imminent elimination of the Estataxiin the near future.

Question: Can an insurance policy ever be wortlertban its surrender value?

Answer: Traditionally, the money value of a permnife insurance policy
equaled its cash value minus surrender chargasy)f However, more recently, an
alternative valuation of a permanent life policy—simes higher—is available through
the secondary market for viatical settlements #&rdettlements.

Question: What is a viatical settlement? What Ide settlement?

According to industry nomenclature, a “life settlamt’ is the sale of a policy by
the policy owner to a third party, except for “véa settlements.” Viatical settlements
entail the sale of a policy to a third party, whtre life expectancy of the insured person,
as certified by a physician, is two years or fess.

The secondary market for viatical settlements &tttined significant size in the
wake of the first wave of the AIDS crisis, in ttad 1980s. Numerous ill men sought to
sell permanent life insurance policies in orderaige money for medical treatment while
still alive. The possibility of selling the polidgr more than its cash value became
tangible because at that time the life expectaf@iDs victims was considered very
short and the disease invariably terminal. Therldevelopment of a cocktail of

® The Health Insurance Portability and Accountability Adt1996 provides for tax free treatment
of the proceeds from viatical settlements. The geds from such payments, when handled as specified
under the law, are free of federal income tax. d@ytrast, an Accelerated Death Benefit (ADB) is
sometimes provided by the insurance policy camdea similar insured person with two years or leks
certified life expectancy, under the terms of @ridttached to the original policy. The procekdm an
ADB are generally considered to be “ordinary incdmeSee “New Tax Free Treatment of Viatical
Settlements,'CPA Journal Onling2008),http://www.nysscpa.org/cpajournal/1997/0597/fea(fB®.htm




medications that could inhibit the HIV virus fomig periods led to a vast change in
expected mortality for AIDS infected persons. Agsult, many investors in pools of
such policies were disappointed, and the spondasah investments were often sued.
As an unsavory residue from this era, other sp@nsere later accused of creating
insurance mills in which known AIDS infected persabtained new life insurance
policies by providing fraudulent medical informatioThe subject of “viatical
settlements” retains an unsavory reputation in squagters. However, both life
settlements and viatical settlements have legigsates; trust fiduciaries increasingly
feel a responsibility to consider the life settlemmarket as an alternative to surrender of
a life insurance policy, where discontinuance im¢peonsidered.

Out of the market for viatical settlements, a déf@ market arose for life
settlements, particularly for those with chronineks and highly reduced life expectancy
(but greater than two years), and to seniors agedtaeventy or greater. Even for such
seniors, there is the possibility but not the getyathat any given policy on an insured
person might find a market bid from some investeater than the policy’s surrender
value.

Question: Who are the major players in the lifdlsatent market?

Answer: The life settlement industry, althoughatielely young, is stratified
(both by practice and to some extent by regulatioto) distinct categories of activity,
although occasionally these overfap.

Those who arrange or facilitate the sale of agddécy to a life settlement
provider, or another life settlement broker, arewn adlife settlement brokersSuch
brokers are not the contractual buyer of sellgyadicies; they are arrangers. In life
settlements, the brokers act as agents of thedifdement provider, not the consumer, a
fact that is not always clearly understood. Tleeeseveral hundred licensed life
settlement brokers in the different states.

Those who act as the contractual purchaser o$déifdements are considerie
settlement providersnder the laws of many states. In the majoritgasfes, life
settlement providers are not principals eitherugiothey can be; they typically act as
agent of behalf of end investors. There are apprately twenty to twenty-five rather
active life settlement providers.

Life insurance agentgenerally speaking, act on behalf of the insueazarriers
they are appointed with; this is a murky area, haxeand the agents also have specific
responsibilities to consumers under state lawserdgmay be either “independent”™—
associated with multiple carriers—or “captive.” plige agents include the majority of
those associated with Northwestern Mutual Life Bedropolitan Life. Independent

® For discussion by the leading trade associatidifeirsettlements, the Life Insurance
Settlements Association (LIFA), sha#p://www.lisassociation.org/public/glossary.html




agents, especially smaller ones, are not allowetk&b directly with insurance carriers,
but instead must deal through a wholesaler caltegtaeral agency.”

End investorsn life settlements buy life settlements to haidf to resell. Among
the most aggressive investors in recent years bese German mutual funds dedicated
to life settlementd. Europe lacks a developed market in universaitiéerance policies,
so fixed income investors seeking life settlemgagastunities must look to the US.

Clients sometimes ask: why not deal with the enesiors, cutting out the
middleman? However, for the most part, the endsiors wish to deal exclusively with
wholesalers, namely, the life settlement providérse brokers add value by providing
access to numerous life settlement providers. HNewehe client’s best interests are
served when life settlement commissions are redsemad fully disclosed. In the end,
receiving the highest possible net price is thd,goal the intermediaries are a means.

Question: What is the tax treatment of life satdats?

Answer: There are several questions regardintgth&reatment of life
settlements that have not been clearly resolved.

The proceeds of a life insurance policy, payabla iamp sum at death, are
generally exempt from income tax to the beneficfatyowever, if the “transfer for
value” rule is violated, this income tax-free treant is lost. The transfer for value rules
are complex, but the market consensus is tha¢ adiftlement investor is not entitled to
income tax free treatment of the death benefit.

If income tax might be payable on receipt of lifisurance proceeds by an
investor, there is then the problem of calculaiagn, which turns in part on establishing
a cost basis. The IRS has held in several situstioat premiums paid to keep a policy
in force may be included in basis, but against aasiments a deduction should be made
for the value of the insurance benefit receiV8dAs a practical matter, the IRS guideline
appears to be that basis is increased (or decnelagedigmentation (diminution) in the
cash value of a policy, not by the mere paymemremiums.

If a life settlement is a capital asset in the Isapidthe life settlement investor,
and it is held for at least one year and a dapjght be eligible for favorable long-term

" This is driven by the US-German Taxation Treatiijol is interpreted to allow the transfer of
proceeds from life settlements without US withhoggtax.

8IrC §101.

%IRC 8101(a)(2).
19 See advice of the Chief Counsel of the IRS, CCB,204,001 (2004) and PLR
9,443,020 (1999)



capital gains treatment. This appears to be antq@esition, but it is not explicitly
supported by the Code, regulations, or privatetetilings, nor is it clearly presented and
resolved by case law.

Question: If I look at my policy as an investméaiy should | value it?

Answer: The valuation of an insurance policy i$edent in some key ways from
other financial assets. One key variable is tmenty of the death of the policy holder,
which is uncertain, but about which one can makestimate, especially with the help of
complete medical records from the insured. Sucbrds are in practice submitted to a
third party life expectancy estimator, of which abseven are established in the market.
A second key variable is the schedule of premiugmyaants laid out in the original life
insurance contract, as updated by an in-force pdligstration. Unless such premiums
are paid on schedule or at least within the alibifeace period, the policy will lapse and
become void.

The market standard for analytical software toake the value of life
settlements is Milliman [see www.Milliman.com]. &Milliman software takes the key
financial variables, as inputted by the user—thathe illustrated premiums to keep the
policy in the force and the life expectancy of theured—and from these, calculates a
present value and a predicted internal rate ofmetu

Question: How is life expectancy calculated?

Answer: The underwriting department of each insoeacompany calculates life
expectancy of a proposed insured, based on theitatirhealth questionnaire, complete
medical records, and a fresh medical exam and sapervised under the auspices of the
carrier. Investors do not have access to thiginédion gathered by the carrier. Instead,
investors seek life expectancy reports from inddpat third party life expectancy
consultancies. Of the life expectancy estimatarshably the foremost are American
Viatical Services, or AVS, and 2Bervices. AVS estimates of life expectancy, are
generally regarded as among the most conservafiievbstors; “conservative” in this
context means that their bias is toward longerd¥pectancies, allowing investors to pay
a lower price for each policy given some statedriml rate of return. 2%has been
moving toward longer life expectancies recentlytlpan response to newly released
insurance industry mortality data. AVS is expedtednnounce imminent further
revisions in the direction of greater conservatigdther life expectancy estimators in
include Fasano Associates, which is also considesadervative. Among estimators
considered more aggressive by some investors a®l BMI Midwest. End investors
differ to some degree in the credence given taqdatr estimators. A typical approach
of investors, though, is to request three estimateshich two must be from AVS and
21% Services.



Question: Suppose | intend to hold my policy fehart time and then sell it at a
profit, thereby repaying the loan. Is this perenit?

Answer: The answer has two parts. First, it ifl established under American
law that a valid insurance policy is a form of pedpy, like a stock or bond, which can be
sold by the insured or policy owner. Justice Qliwéendell Holmes wrote a famous
opinion in a Supreme Court case enunciating thixjple* Second, however, an
insurance policy can only be initiated by someohe Wwas an “insurable interest,” which
can be thought of in crude terms as the interesbofeone who would rather see the
insured person alive than dead. This could b@sedlelative, a spouse or a business
partner, for example. The law seeks to discoufggeculative” or “gaming” interests in
life insurance policies. If you take out a polmyly with the intention to resell the policy
at a later time, an insurance company may be aldegue that you lacked an insurable
interest in the life of the insured person. Tkisiground for voiding a policy in all fifty
states during the contestability period (the fivgd years of the policy, as defined under
state law), and in a few states the lack of inderatierest may arguably be a ground for
rescission indefinitely.

Question: How has the current credit crunch affddtee value of life
settlements?

Answer: There have been cross-cutting factord) positive and negative, but
mainly negative. The positive factor has beernr@serates. The interest rates on US
Treasury notes and bonds are very low, in partussthe monetary position of the US
Fed (as well as many foreign central banks) is eegommodative. On the other hand,
the spread between the yield on many risky fix@dine assets--including high yield
bonds and investment grade corporate bonds--antr&&uries has been rising. Life
settlements compete with such assets for invesimadd. As a result, the quoted yields
on life settlements have been rising sharply, ihyidhe money value of life settlements
has been falling. The credit quality of top inswra carriers in the United States has even
been questioned in the current chaotic environm@&tereas a life settlement might
have fetched a bid as low as 10% in October of 200 ently (October 2008) the same
investor may seek a yield as high as 14% to 15% same investors have dropped out
altogether.

Y The insured, John Burchard, had paid two insurgmeeniums on his policy, but he then fell
short of cash and needed to pay for surgery. Htethe policy to Dr. Grigsby for $100. Burchardcedi
with the policy in force. The issue presented wdetiver the death claim should be paid to Burchard's
estate or to his assignee, Dr. Grigsby, and theésidechinged on whether the assignment was valid.
Grigsby v. RusselR22 U.S. 149 (1911).



Question: What credit questions are relevant ingidering life insurance
carriers, and how can | get information on the atephality of carriers?

When you purchase insurance, you are seekingrisfénaa risk you face to other
people in return for your payment of cash premiuni® feel protected against risk, you
want to be assured that your insurer will pay yealid claims in the future. The
likeliness that a company will meet its liabilitisscalled “claims paying ability” or credit
quality.

There are two aspects to payment of claims. ¥hei$ willingness to pay, the
second, ability to pay. Willingness to pay is mararly relevant to an insurance policy
where there is some room for argument about wheltleee is a valid claim and for how
much. For example, if you suffer a collision, howch will your insurer pay to repair
or replace your car, and how promptly? In persamalrance, analogous problems come
up with disability: are you fully disabled, partiglor not all? In life insurance, there
isn’t much dispute about whether the insured igideanot. (Although suicide as cause
of death can be an issue, when barred from recawsdgr contract, usually for up to two
years after inception; missing person status cambéher issue.) The ability to pay is
the key question.

The longer an insurance policy is likely to stayarce, the longer a view the
policyholder must take of an insurer’s credit gtyaliln a permanent life policy insuring
a woman now 30 years old, the event insured agaleath, may not happen for 50 or
more years. It's hard to predict how a company beldoing in five years, let alone
fifty. Nevertheless, default by life insurance quanies on the claims of policyholders is
relatively rare, and there are numerous publishedsures of insurance company credit
quality available.

The insurance business is regulated by the indalidtates. Each state has a
Commissioner of Insurance. One crucial goal akstagulation is to verify the ability of
insurance companies operating in each state tealpays now and in the future. The key
credit measure the states concern themselves witbgulatory surplus,” which is the
stated excess of assets over liabilities. Forigtyeof reasons, a company may show a
significant regulatory surplus even though its salwy is questionable. A very good
resource for state regulation of insurance comgasithe Website of the National
Association of Insurance Commissionersyw.NAIC.org; with their Consumer
Information Service, you can check on the licensessumer complaints and financial
status of each insurance company operating in gtae¢. The NAIC’s Insurance
Regulatory Information System (IRIS) provides as@\that assists the commissioners in
detecting insurance companies that may face fiaapooblems. When an insurance
company messes up, and goes into receivershiphetietr rehabilitation or liquidation,
the claims of insurance policyholders (aside fr@msurance) rank higher in priority
than those of general creditors or shareholdespanally are not impaired. Also, the
different states have “guaranty funds” that protéaims by policyholders in the event of
insolvency up to certain maximum amounts. In eiguegcases, though, such as that of




Executive Life Insurance and its aggressive junkdostrategy, some policyholders have
had their claims impaired.

Insurance companies like other large borrowerg f@as to have their obligations
rated by private agencies. Unfortunately, eacmegéas its own rating scale. With
Standard & Poor’s (S&PMww.standardandpoors.cnPAA is the highest rating for
long-term obligations, then AA, A, BBB, BB, B, CCCC, C, and D (default); there are
plus and minus gradations. Any rating of BBB- boee is called “investment grade” for
bond investors. | recommend you consider companmislong-term ratings no lower
than A equivalent for term life and AA equivalent permanent life. Moody’s
(www.moodys.comrequires registration) three highest ratingsfae, Aa, and A, with
descending gradations of 1,2,3. The four highe#gs of insurance company “financial
strength” at A.M. Bestwww.ambest.com which specializes in insurance, are A++, A+
A and A-. Finally, Fitchyww.fitchratings.con has an Insurer Financial Strength
rating scaled like S&P. Generally, you pay morenpum to be insured by a higher rated
company. When you purchase insurance, your ag@titdo apprise you of the credit
ratings of your prospective insurer.

In the current market environment, and in the waikine massive ongoing
federal bailout of AlG, special diligence is in erdegarding carrier credit quality. In
addition to the ratings on long-term debt of eaatrier, one very relevant measure of
economicsurplus of a publicly traded insurance carrigtsgotal stock market
capitalization (equals shares outstanding time=egper share). This reflects the
market’'s best estimate of the value of the insugammpanies assets minus all of its
liabilities. Keep in mind that market capitalizatican fluctuate greatly, though, based
not only on the market’s opinion of an insurancepany but also to bearish of bullish
trends in the stock market as a whole.

Question: What is life insurance arbitrage?

Answer: Life insurance arbitrage consists of thalgsis of a life insurance
policy to an insured person, where the decisiowttéther to initiate or continue the
policy is determined by a hard-headed analysishadtiner the likely economic benefits
exceed the pre-determined cost of carrying thepalnd paying the premiums (and also
interest payments, if borrowing is involved) umilher the death of the insured or sale of
the policy into the secondary market.

Classical financial arbitrage entails the expladabof a risk-free profit by the
simultaneous buying and selling of securities imto markets. Such risk-free profit is
not available in the life insurance policy mark&tore loosely, though, the purchaser of
a policy may make sound comparisons of policiegpery equilibrated in terms of
illustrated cash flows, as to cost.

One factor facilitating arbitrage is the availépibf so-called “preliminary
offers.” In seeking coverage for an insured personapplicant may seek (through the
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insurance agent and the agent’s general agenagptiahs of willingness to make an
offer from ten or more life insurance carriers. th\guch a broad inquiry, there will be a
dispersion of results. Most results will fall idonilar underwriting territory—as with
the hump in a traditional bell curve—but there tgracally a few results in the tails of
the distribution, rating the candidate either maadre or less attractive as an insurance
risk. From the consumer point of view, it is thational to take the most aggressive
(lowest premium cost) offer that comes from a comypaith sufficient credit quality.
Such an outstanding offer might be the result afeuwriting error by the carrier, of
greater aggressiveness, by a desire to accommaxl@&eceptionally productive agent or
general agency, by a temporary “table shaving” @og or for other reasons. It's
important to keep in mind that insurance compac&siot compete over price on
individual policies, as the rates are set and dExmbrvith each state insurance department.
As a result, competition can take the form of conmggeto give the best possible health
risk rating to an applicant. The company makingediminary offer is not legally bound
to make a firm offer for life insurance after aluired forms have been submitted,
attending physician records received, and exanonsttonducted, but a preliminary
offer facilitates the final offer.

Sometimes, arbitrage of a life insurance policy e discussed in the context of
a possible premium financing scheme. However,rbed not be the case; the policy
owner may also intend to pay premiums without Ussng leverage.

Question: What steps have insurance carriers ta&erevent arbitrage of their
insurance policies?

Answer: The insurance carriers and their advodates any life insurance
policy that is initiated with the intention to réighat policy at a profit to investors as
Investor Owned Life Insurance (IOLI) or, more paijtrely, as Stranger Owned Life
Insurance (STOLI). The insurance carriers havertalumerous steps to inhibit writing
of IOLI/STOLI policies. First, they have reducduttassumption on the percentage of
life insurance policies that will lapse, which el the effect of raising the cost of
insurance, especially for those persons over @®tgears old. Second, they have alerted
their insurance agents that they will disciplinesé who promote life insurance arbitrage
schemes, including termination of appointment. rdhiihey have pursued in selected
cases actions in state courts to rescind existi@gnisurance policies, where they believe
there have been abuses in the nature of STOLIdeAfsom the possibility of investor
resale, the insurance companies have not raisedlgegtion to the traditional process of
comparison shopping of life insurance premium ctsta given policy, nor could they
ethically do so.
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Question: When does it make sense to borrow manemd a life insurance
policy?

Answer: It can make sense to leverage a life arste policy under several
scenarios:

1. Where there is a need for life insurance, buip@rary conditions require
borrowed funds to do so.

2. As part of a long-term plan to invest in life inaoce, where the
projected rate of return on the investment is highan the borrowing
rate.

Question: If I borrow to fund a life insurance pylj is my interest deducible?

Answer: No. Under Section 51(1) of the InternavBnue Code, interest
payments on a loan used to fund a life insurandeypare not deductible. Congress
considers life insurance a highly tax privilegedhicof investment and declines to afford
this additional benefit. [As | have also explairedine at the site WikiAnswers.com.]

Question: What kind of risk do | take if I borrowvfund a life insurance policy?

Answer: It depends on the type of loan. With alfateralized loan,” the
borrower posts hard collateral, such as cash, walsie in a life insurance policy, a
control agreement over a securities account, dresgate (and also, frequently, a
personal guarantee). Under a “full recourse” Ittenborrower personally guarantees the
full interest and principal of the loan, but theeaver posts no collateral other than the
life insurance policy itself. If you default orful recourse loan, the lender can sue you.
Under a “non-recourse” loan, the lender has nogmatsrecourse to you; the loan is
backed solely by the life insurance policy, withantaccompanying promissory note.
Under a so-called “hybrid” loan, the borrower gudegs, or backs with collateral, part
but not all of the loan. The risks of borrowingym@me home to roost in the event that
the policy loan becomes due, if the surrender andarket value of the policy is
insufficient to repay the loan in full, or if repagnt cuts excessively into the expected
residual value after loan repayment.

Question: Why would anyone guarantee a loan oratethlize it, even in part,
when a non-recourse loan is available?

Answer: There are three major reasons. Theiéi$tat life insurance carriers are
implacably opposed to life insurance policies fuhtg non-recourse loans. Their
insurance applications will ask if there is anyrbaring to fund the policy. If you
answer truthfully, as you must by law, the inswélthen ask much more detailed
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guestions of you, and your insurance agent, inolygihether the loan is non-recourse.
If the insurer discovers that it is non-recourbeytwill reject the application, as they
have a right to. The second reason is that irtteagss are much higher on non-recourse
loans. A fully collateralized loan may run at LIBG- 2%. A hybrid loan may run
LIBOR+ 5%. A non-recourse loan may charge an @sterate of LIBOR + 14% or a
fixed rate of 18-20%. Such extremely high ratel substantially eat into policy value
after repayment of debt, and they could well mékelife insurance packaged with the
loan a bad investment.

The fact is that only the lowest interest ratesmassibly support borrowing of all
or substantially all of the premiums on a life iremuce policy for the long term, such as
until the death of the insured person. This is walopllateralized full-recourse loan is the
only suitable choice for any person seeking torfagaa life insurance policy for the long
term.

Question: Why would a borrower consider a hybridgnam, then?

Answer: For some, the hybrid programs offer th&t lsembination of risk and
potential reward. Under such programs, the borranagy guarantee only % of the total
principal and interest (on a first loss basis) aray defer all interest payments for two to
three years. Under another variety, the borronaey guarantee only 1/10 of the
principal and interest but make regular intereghpents rather than deferring them. The
signal advantage over the non-recourse prograthatiy definition, a hybrid program
is approved by certain insurance carriers. Theeethe insured may declare on the
application, this policy is funded with a loan frahe carrier-approved hybrid program
and not face automatic rejection.

Question: Suppose | went with a non-approved @ogand did not declare the
financing on my insurance application, and the ppis subsequently put into force via
such borrowing? What could happen?

Answer: The carrier could later argue that theqydbk voidable and seek to
rescind. The carrier would return the premiumsl paithe policy owner. It is well
agreed that the insurance carriers have groungsofay rescission—given a material
misstatement or omission on the policy applicatiduring the contestability period.

Question:What are the major trends that will affect the iifsurance business in
the coming years?
In recent years (especially since about 2004)speeulative element of life

insurance has been has been highlighted by thetlym@ivihe non-recourse and limited
recourse premium financing market. This has ledyped growth in the amount of life
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insurance put into force, particularly for seniorsexpect this speculative element to
recede.

As to life settlements of existing policies--oraaprelude to replacement by a
more suitable or more price efficient policy--thigtion will increasingly be considered
as an alternative to policy surrender. Moreovs,dvailability of this option is
unambiguously pro-consumer. Because overall mtyrtates continue to fall,
opportunities will arise to replace existing padigj embodying historic mortality costs,
with lower priced alternatives (holding credit gtabf the insurance carrier constant).

As to the role of financing, expect these trends:

1. The disappearance of non-recourse financing ap@ondor life insurance
financing--because of carrier and state regulgbposition, the drying up of
financing sources, and the prohibitive interestgdhat are charged even
when such financing is made available.

2. The continuation of certain “hybrid” programs wépproved carriers,
typically for transitional situations that do natlidor lifetime premium
financing, or where the possibility of a futureelgettiement is being kept
open as an option by the borrower.

3. The continuation of collateralized full-recoursadang as the only viable
choice for long-term lifetime funding of life insamce policies.

As a result of these trends, | foresee a massigknegby 30-50%) in the face
amount of new life insurance policies put into BarcSuch decline in new cases will put
additional pressure on the domestic insurance tngusghich already was suffering from
over-capacity. As a result of this competitivegsige, we will see a wave of
consolidation, including merger and acquisitioraigt and state efforts to rescue more
marginal carriers.

One potentially positive factor for the carriessme investor-owned policies may
be abandoned (lapsed), contrary to expectatiorgiwfaiepending on mortality
experience) could benefit the insurance compamerss

One trend that could favorably affect the valudéifefsettiements is the gradual
emergence of structures to pool life insurancecpsiinto securities. Such structuring is
capable of removing several objections that othegwiould inhibit fixed income
investors from taking on this asset class, inclgdire miscellaneous nature of the
documentation, the uncertainty of trade closure difficulties of servicing the pool of
assets, the risk of rescission, residual issués iasurable interest, and above all, the
continuing liabilities to pay premiums to keep pa@s in force. To the extent these
obstacles (or some of them) can be removed, tiked fncome investors would be able
to take on pure “mortality risk.” In return for @ining such protections from financial
intermediaries of sound credit quality, investomnd presumably be willing to pay a

14



handsome fee—that is, accept a lesser expectat-yaid the effect could be to broaden
the investor base for life settlements.

It is also possible that mortality risk itself cdule sequenced into tranches of
varying expected maturities and durations, as wolfateralized mortgage obligations,
and this slicing could further broaden investor dachand tighten the expected interest
spread over US Treasuries. In the future, it magndoe possible for investors to take on
exposure to life insurance risk via a total retsmrap scaled to established mortality
indices. Indeed, insurance companies could béledtad that have no customers;
instead, they would invest in synthetic exposurmtotality and match fund such assets
with appropriate liabilities. We can expect tha targe insurance carriers and especially
the reinsurers would participate in these developseas the synthetic securities so
created could offer powerful mechanisms for layoffgrisk and redistributing it to
outside investors.

In the current market, expect a return to greatgstesis on life insurance
fundamentals. Traditionally, some of the main megifor taking out life insurance
policies included: income replacement for surviygrevision of adequate liquidity to
pay estate taxes at time of the death of the idspeeson, and protection of businesses
against the risk of death of key persons (“Key &&rsnsurance), or to buy out business
partnership or LLC membership interests from thatesof a deceased person (“Buy/Sell
Agreements”). | believe these traditional motigbsuld be the governing ones in most
cases today where additional life insurance isdeonsidered.

Andrew Szabo CFA is Director of Research and Mamga@rincipal of Greenwich
Alternative Advisors LLC, with offices in Greenwi8woston and Palm Beach. Andy can
be reached at 917-796-8500 or by writingA8zabo@ GreenwichAlternative.com
Information on his firm can be foundwatvw.GreenwichAlternative.com
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