





























either as ordinary income or as cap-
ital gains. The program analysis
showed that, assuming all ordinary
income, the LSV was $2,569,618
(Page 3, Col. §), and assuming cap-
ital gains eligibility, the LSV was
$2,584,809 (Page 3, Col. 10). Pages
2 and 3 are shown in Exhibits 3 and
4, respectively. (The LSV is already
a present value so no discounting
of these values is required. The
opposite will be true for calculat-
ing the IEV, as next discussed.)

Step 3: Intrinsic Economic Value.
Next, the Intrinsic Economic Value
(“IEV?), the after-tax value of keep-
ing the policy in-force until death,
is determined. Based on an in-force
illustration provided by the insur-
ance company, the net present value
of the future costs and benefits of
keeping the policy in-force is calcu-

lated at the assumed discount rate. '

In this case, these costs consisted of
future premiums plus gift taxes
resulting from taxable gifts of the

age. The second life expectancy calculation
is made under IRS Table. 90CM (identified as
IRS Table 90CM in the program). This is the
IRS valuation table used in valuing such estate
planning tools as grantor retained annuity trusts
and unitrusts (“GRATs” and “GRUTs") and char-
itable remainder trusts (“CRATs” and "CRUTs"),
and it should be familiar to sophisticated advi-
sors. This table is gender neutral (unisex), and
is based on the insured’s nearest age. The third
life expectancy calculation is made under
the Commissioners 2001 Standard Ordinary
Mortality Table (identified as 2001 CSO in the
program). This table is commonly used in life
insurance computations. It is gender specific,
and is based on the insured’s attained age.
The fourth life expectancy calculation is made
by the life settlement provider (identified as
Provider Average LE in the program). This LE
will usually consist of several life expectancies
received by the provider from life expectancy
companies, and the program averages those
LEs. All LEs are rounded to the nearest whole
year.
The assumed discount rate is the rate used
in determining Net Present Value ("NPV”) cal-
culations throughout the LSNC model. This
rate can be defined as the rate of return the
client expects to earn from the client’s invest-
ments [see Ibbotson, Stocks, Bonds, Bills and
Inflation ® Valuation Yearbook, chapter 2
(Ibbotson Associates 2004)]. Ideally, calcu-
lations would take into consideration discount
rates above and below the assumed rate to
show best and worst case scenarios (see
Exhibits 8 and 9, showing Life Settlement Num-
ber Cruncher Pages 5A and 6A, respective-
ly, for an example).
22 There is an alternative method that could be
used to make this analysis, a Net Future Value
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annual term cost (this was a private
split-dollar case). To determine the
total costs of retaining the policy, the
NPV of these future costs was added
to the current CSV investment in the
policy, which was $0. Then, these
NPV costs were subtracted from the
NPV of the death benefit in any given
year to arrive at the IEV, assuming
the insured died in that year (Page 4,
Col. 11). Just as with the LSV, this
column is a series of present value
numbers, and thus directly compa-
rable in any year to the LSV. Page 4
appears in Exhibit 5.

Step 4: Comparison of LSV and
IEV. The IEV is then subtracted from
the LSV to arrive at the economic
gain or (loss) from the life settle-
ment. This column (Page 5, Col. 3
assuming all ordinary income, and
Page 6, Col. 3 assuming capital gains
eligibility) shows the difference
between these two values in any
given year. (Pages 5 and 6 are illus-
trated in Exhibit 6 and Exhibit 7,

(“NFV") analysis. With an NFV analysis, the
LSV is accumulated at the assumed interest
rate (the same rate as the assumed discount
rate). Next, the future cash outlays for future
premiums and income and gift taxes (if any)
plus the current cost of keeping the policy
(i.e., the current cash surrender value) are
also accumulated at the same rate. The NFV
of the costs is then subtracted from the future
benefits, i.e, the policy death benefit (already
a future value), to arrive at the IEV. Then,
because the LSV and the IEV are both now
on a future value basis, the LSV can again
be compared with the |[EV to determine if
there is a projected gain or loss from the
life settlement. in short, an NFV analysis is
just the flip side of an NPV analysis, and
either analytical method is valid. However,
each method has its own distinct calcula-
tions, present values for NPV, and future val-
ues for NFV, and it would be an error to
attempt to combine these two different ana-
lytical tools. Most financial modeling is done
on an NPV basis.

We strongly believe that the life settlement
offer after commissions should be included
in the model that is ultimately used by the
client in making the decision whether to “hold
or fold” (i.e., to retain or sell the policy)
because it bases the results on what the client
will actually receive net. If the actual amount
of the life settlement offer is known (whether
before or after commissions), it should be
used. If the actual amount is unknown at the
time, an estimated amount may be initially
used. In that case, the advisor should inform
the client that the life settlement offer is an
estimated amount, and he or she should rerun
the calculation when the actual amount
becomes available.
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respectively.) The years showing
negative numbers indicate a pres-
ent value loss from the life settle-
ment, assuming the insured dies
in any of those years. (This illus-
trates the truism that “Life insur-
ance is always a wise purchase—if
the insured dies early.”) Conse-
quently, it is better economically
for the insured’s family to hold
the policy rather than to life settle
it—if the insured is assumed to
die in or before year 8 (which is
before any of the insured’s projected
alternative life expectancies in our
example).

However, there is a crossover
point, at which the LSV becomes
greater than the IEV, and the dif-
ference becomes a positive num-
ber. This indicates a present value
gain from the life settlement—
assuming the insured lives until the
crossover year or beyond. In this
case, a gain is first realized in year
9 of the policy, at age 89. Accord-
ingly, if the insured is assumed to
live until that year, or any year there-
after, life settling the policy in year
3 (the current year) would be the
better economic choice.

The crossover point in this case
occurs between years 8 and 9, prior
to any of the three alternative life
expectancies calculated by the pro-
gram, and also just prior to the aver-
age of the life expectancies calculat-
ed by the life settlement provider. This
suggests that for this particular case
study, a life settlement is the better
economic choice, although it admit-
tedly is somewhat of a close call.

The discount rate chosen for the
NPV calculations can make a sig-
nificant difference in the resulting
values. The LSNC program con-
tains supplemental pages that allow
a comparison of the gain or loss
results at alternative discount rates.
These pages show that in this case,
the crossover point does vary based
on different assumed discount
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rates. At the lowest discount rates
shown (5% and 6 %), the crossover
point is between years 9 and 10,
which is after the life expectancy
calculated by the life settlement
provider, but still prior to the three
life expectancies calculated by the
program. Pages SA and 6A are
shown in Exhibit 8 and Exhibit 9,
respectively. Page 7 appears in
Exhibit 10.

Based on this analysis, the
client’s advisors decided that the
best economic result would be to
take the life settlement. The reason
is the client was expected to live to
at least her projected life expectan-
cies, and the life settlement would
produce a substantial present value
gain assuming she did so. Although
it was somewhat of a close call in
this case, “folding” seemed more
reasonable than “holding” at the
time that decision was made.

The outcome. Two years later,
Sarah unexpectedly passed away.
At that point, the trust beneficiar-
ies wanted to know why the trust
had received only a partially tax-

24 Qrdinary Income: The initial amount of gain
is the excess of the policy’s cash surrender
value (“CSV") over the policy owner's basis.
This amount will be taxed as ordinary income.
Capital Gains: Many practitioners believe any
gain in excess of CSV is due to “market forces”
and will therefore be taxed as long-term cap-
ital gains (based on the assumption that the
policy is a capital asset and has been held for
more than a year). It is important to note that
this belief is predicated primarily on the opin-
ion of a national accounting firm and has no
official Code or IRS sanction. Accordingly, the
calculation should illustrate the alternative tax-

ation of the gain in excess of CSV as either
ordinary income or capital gains so the client

and advisors can make decisions based on
both possibilities. There is also some ques-
tion as to whether basis, generally thought of
as total premiums paid reduced by the sum
of tax-free dividends and other tax-free dis-
tributions (referred to here as “cumulative pre-
miums paid”), must also be reduced by the
cost of the insurance protection (“COI”) pro-
vided by the policy. Many practitioners believe
policy basis equals cumulative premiums paid.
This conclusion is supported by the opinion
mentioned above, but this position also has
no official Code or IRS sanction. (In fact, the
IRS has taken the position in several private
letter rulings that basis must be reduced by

COl charges. These rulings have been criti-

cized by commentators as incorrect, and as
private rulings, they have no precedential
value.) So, in doing the calculation, a practi-
tioner may want to run the numbers both ways,
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able $2.6 million two years earli-
er, when in fact it could have
received $13 million tax-free had
the policy been kept in-force. The
client’s advisors were able to answer
this question by referring to the
Planning Analysis checklist, filled
out by the client prior to the life
settlement, and the Economic
Analysis report that each of them
had placed in their client files at the
time of the life settlement. A dis-
pute with the beneficiaries (and per-
haps even a lawsuit) was averted,
and just as importantly, the advi-
sors were confident that they had
performed their duty to the client
(now deceased) with the utmost
care and professionalism.

Conclusions: Economic Analysis.
There are many issues that go into
determining a proper course of
action when considering a life set-
tlement. An advisor can (and
should) use the answers to ques-
tions about outside needs, emo-
tions, attitudes, tolerances, and
unique circumstances to provide
a more “refined” analysis prior to

first assuming basis equals cumulative pre-
miums paid and again assuming a reduction
by the cost of insurance. For more information
about the income taxation of life settlements,
see Magner and Leimberg, “Life Settlement
Transactions: Important Tax and Legal Issues
to Consider,” 34 ETPL 3, 8-10 (Apr. 2007).
Estate Taxes: Estate taxes may also be
imposed on the life settlement at the client’s
death. For example, this would be the case
where the policy is owned by the client indi-
vidually and not by an irrevocable life insur-
ance trust (“ILIT"). In that situation, the settle-
ment proceeds received by the client and
retained until the client’s death would be sub-
ject to estate taxes. If the policy is owned by
an entity such as a corporation, there would be
no direct estate tax on the life settlement pro-
ceeds received by the corporation.

The IEV does not determine the actual amount
or value of a life insurance policy. It is an
academic and mathematical valuation.

As indicated earlier, the NPV discount rate
assumed in calculating the IEV is very impor-
tant because it determines the NPVs of the
client’s costs and benefits. The discount rate
can be defined as the rate of return the client
expects to earn from the client's investments
[see Ibbotson, Stocks, Bonds, Bills and Infla-
tion ® Valuation Yearbook, chapter 2 (Ibbot-
son Associates 2004)]. Varying the discount
rate can have a significantimpact on the IEV
and ultimately on the comparison of the IEV
with the LSV. The higher the discount rate, the
lower the IEV in any given year and the earli-
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crunching the numbers. Once all
questions as to the nonfinancial ele-
ments have been answered in such
a way that a life settlement is still
a potential solution, it is impera-
tive that the client’s advisors have
in'place a consistent, documented
financial analysis process to answer
the hold vs. fold question. Both
types of analysis must be done in
every case in which the advisor is
involved, both to advise the client
properly, and to protect the advi-
sor when, inevitably, the client later
asks why a life settlement was not
taken, or the client’s beneficiaries
ask why it was. What is impor-
tant is that the process is diligent-
ly applied each and every time, so
that there is a carefully and thor-
oughly reasoned answer to the
question, “Should my client hold
or fold?”2e

The Life Settlement Checklist,
which appears in this article, sets
forth some of the factors to con-
sider in making the hold vs. fold
decision. l

er the LSV will exceed the |IEV. The discount
rate is expressed on a before-tax ("b/t”) basis
in the case study that follows in this article. An
after-tax (“a/t”) discount rate can be calcu-
lated by multiplying the b/t rate by 1 minus the
marginal income tax rate. For example, if the
b/t discount rate is 8% and the marginal
income tax rate is 40%, the a/t discount rate
would be 5%, calculated as .08 x (1.00 - .40)
=.048, rounded to .05, or 5%. Because the a/t
discount rate will be lower than the b/t rate, as
suggested above, the result of using the lower
rate will be a higher IEV in the calculations in
any given year and a correspondingly later
time before the LSV will exceed the IEV.
Mohoric and Kinney, “Life Settlement Mortal-
ity Considerations and Their Effect on Portfo-
lio Valuation,” Milliman and Phoenix Life Solu-
tions, Section I, pp. 7-8 (3/1/08).

Vadiveloo and Deloitte Consulting LLC, “The
Life Settlements Market, An Actuarial Per-
spective on Consumer Economic Value,”
ACORD LOMA Insurance Systems Forum
(5/23/08).
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2% There are many excellent articles that cover

other elements of the life-settlement process.
For further information, we recommend the fol-
lowing sources: Magner and Leimberg, supra
note 24, at pp. 3-12; The Advocate, “Six Things
to Consider When Evaluating Life Settlement
Opportunities,” Valmark Securities, Inc.
(2007)—to obtain a copy, please go to
www.valmarksecurities.com; “Cash in on Your
Life,” Kiplinger Magazine (6/10/08).
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