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Peter N. Katz, JD, CLU, ChFC
Life settlements are often considered a

personal insurance and estate planning
tool by financial service professionals and
are sometimes overlooked by those who
specialize in the areas of business insur-
ance and executive benefits. Yet business
and executive benefit situations are very
frequently the catalyst for life settlement
cases because a change in business person-
nel or in the condition of the business
itself can cause a decreased need for life
insurance. If some or all of the life 
insurance might otherwise lapse or be 
surrendered, a life settlement should be
considered as a method of obtaining addi-
tional value for these policies.

When an Owner Leaves
Perhaps the most common business sit-

uation that can initiate a prospective life
settlement is when an owner exits the
business through retirement or a lifetime
buyout. Frequently, the business will
have a key person insurance policy in
place that was purchased to offset the
loss that would have been sustained by
the business had this person died prema-
turely. In addition, the policy proceeds
could be used to fund a buyout of the
owner’s interest in the business. Many
buyouts are set up as cross-purchase
arrangements, so it is fairly common to
find policies that are no longer needed in
the hands of co-owners as well.

While in some instances the exiting
business owner will have a use for some
of the coverage, a significant portion of
the insurance may no longer be needed.
Another factor that makes retention of
the existing coverage difficult, if not
impossible, is that a very large percent-
age of policies bought for buy-sell
arrangements and key person needs are
term insurance. So in addition to hav-
ing a decreased need for coverage, the
rising cost of the term insurance may be
quite unappealing, if not altogether
unaffordable, especially for an aging
retired business owner.

A Living Buyout
In a recent case, the 74-year-old

founder and, at the time, one-third
owner of a large successful manufactur-
ing business retired. The company
owned $5 million of term insurance on
his life that had been acquired some
years before. Prior to simply letting the
policy lapse, upon the suggestion of a
financial adviser, a life settlement was
explored and it was determined that
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About Life Settlements 

What is a life settlement?

A life settlement is the sale of an existing life insurance policy that is no longer needed,

wanted,or affordable, to a third party, usually an investment company, for an amount

greater than would be received if the policy were lapsed or surrendered. Life settle-

ments, by creating a secondary market for unwanted insurance policies, have evolved

into an innovative, creative, and efficient way to maximize the value of these policies.

What types of policies qualify?

Most any type of policy is eligible including term, universal life, whole life, variable life

(requires a broker-dealer), survivorship, and even group term, if convertible.

Who are the most likely candidates?

The most likely policies to gain additional value through a life settlement are on insureds

age 65 and up,especially if they have had a decline in health since the policy was written.

How does a life settlement differ from a viatical settlement?

The precise definition varies from state to state as the current legislation lacks unifor-

mity. For the most part a viatical settlement is defined to be the sale of a policy on a

person who is terminally ill; usually, this means a life expectancy of less than 2 years. A

life settlement is the sale of a policy on a person who is not terminally ill.Typically, the

insured in a life settlement transaction has a life expectancy of between 5 and 15 years.

The most common
business situation that can
initiate a prospective life
settlement is when an
owner exits the business
through retirement or a
lifetime buyout.



the policy could be sold for approxi-
mately $1 million. The proceeds helped
the company complete the buyout of
the retiring founder.

A life settlement of this policy could
have been just as valuable had the
arrangement been set up as a cross pur-
chase because the co-owners could
have similarly used the proceeds to help
fund their purchase of the retiring
owner’s interest. For this company
there was also a collateral benefit; the

life settlement proceeds left the compa-
ny’s balance sheet and cash-flow situa-
tion in a healthy enough position so it
could expand. Shortly thereafter it
acquired a smaller company, which
probably would not have been possible
if the company was strapped with an
additional $1 million obligation to a
former owner.

Keep Part, Sell Part
A life settlement can also be valuable

in situations where there is still an
insurance need but it has decreased.
Another recent case involved a retiring
business owner who sold his business,

which owned $4 million of key person
term insurance on his life. The retiring
owner wanted and could afford to keep
only $1 million of coverage. His health,
having somewhat declined since the
policy was bought, meant that new cov-
erage was not an attractive option. The
policy was split up, with the insured
keeping $1 million and selling the bal-
ance in a life settlement for $400,000.
The sales proceeds allowed him to
afford a conversion to permanent insur-

ance with funds left over to supplement
his retirement income.

Life Insurance Retirement Plans
Life settlement opportunities exist

beyond buy-sells and key person insurance.
When a successful physician retired 2 years
ago, his qualified plan owned a $1 million
whole life insurance policy on him. At first
he “bought” the policy from the plan after
borrowing out the cash value, intending to
keep up the insurance through dividends
and interest payments. When the dividend
scale was reduced, it soon became clear
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Share Your Expertise
with Other 

Society Members!

• Is there a particular subject that
you’re an expert in and think fel-
low Society members would ben-
efit from learning more about?

• Are there topics that you feel
don’t get enough coverage, that
you’d like to bring to the attention
of other members?

Then we encourage you to submit
articles for possible publication in this
newsletter! Manuscripts or proposals
for articles can be submitted to Editor
Doug Brisco, who will review them for
suitability for publication. Doug’s con-
tact information appears on page 7.

Articles should focus on practical
applications of topics and trends within
the financial services industry.The
length of a typical article is approxi-
mately 1,500 words. Authors should
follow the guidelines prescribed by the
Society for preparing submissions; you
can find our Article Submission Guide-
lines online at www.financialpro.org. Just
log in as a member, click on “Publica-
tions,” then “Sections Newsletters,”
and then “Call for Articles.” You can
also request a copy of the Guidelines
by contacting Managing Editor Cynthia
Laufenberg at 610-526-2559 or
claufenb@financialpro.org.

Authors are not required to
transfer copyright to the Society but
will be required to sign a release grant-
ing the Society permission to publish
the article if it is accepted.We will con-
sider reprinting a previously published
article that meets our criteria, provided
written permission to reprint it can be
obtained from the copyright holder.
Please note that our policy does not
permit us to provide compensation for
articles contributed to the newsletter.

We look forward to receiving
your contributions! ■
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that the costs to carry the policy were
going to be burdensome. In a life settle-
ment transaction the doctor was able to
net $125,000 and be free of the loan, inter-
est, and premium payments. Additionally,
he used a portion of the proceeds for a
long-term care policy on his wife.

Bankruptcy
Sometimes a business misfortune drives

a life settlement transaction. The 69-year-
old founder and major stockholder of the
35-year-old company he had taken public
found himself in the unpleasant position
of having his company subjected to reor-
ganization in bankruptcy when market
conditions and foreign competition drasti-
cally undercut his business. His remaining
stock in the company was now nearly
worthless and, although retained as an

adviser, he was replaced as CEO. In addi-
tion to a number of company-owned poli-
cies being dealt with in the bankruptcy
proceedings, he personally held some $20
million of insurance that had been paid for
by the company through a bonus arrange-
ment. Dictated by his new life situation,
he no longer wanted or needed these poli-
cies personally but rather was looking for
cash to help maintain his lifestyle. These
universal life policies had approximately
$2.8 million of cash surrender value. A life
settlement brought him $6 million and
the ability to continue living in the man-
ner to which he had become accustomed.
The company-owned policies could also
be settled some time in the future as the
bankruptcy reorganization proceeded.

Deferred Compensation 
and Split-Dollar Plans

Life-insurance-funded executive ben-
efit arrangements, such as deferred
compensation and split-dollar plans,
are also often drastically impacted by
the departure of a key executive or
business owner. While policies bought
for deferred compensation plans are
often, but not always, retained to pay
benefits or reimburse the company for
those payments upon death, in some
situations a life settlement may be a
more attractive option.

Split-dollar plans that were intended to
be rolled out with minimal tax conse-
quences may no longer be given such favor-
able tax treatment. In addition, those poli-
cies may not be as attractive to keep as eco-
nomic benefit costs escalate through age
and less favorable government term rates.
Finally, Sarbanes-Oxley concerns can cause
the abandonment of split-dollar plans on
senior executives of public corporations. A
life settlement can provide an exit strategy
previously unavailable or allow an exit from
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When Business Situations Change
continued from page 5

A life settlement can be
valuable in situations
where there is still an
insurance need but it 
has decreased.

Taxation of Life Settlements 
Because there are no rulings or cases directly on point, the tax treatment of life set-
tlements is uncertain. One common view is that: (1) amounts received up to basis
are nontaxable, (2) any gain up to the cash surrender value is ordinary income, and
(3) any additional amount received is treated as capital gain.This is illustrated in the
following example:

A policy is sold in a life settlement transaction for $150,000. Cumulative premi-
ums were $70,000 and the cash surrender value was $100,000. Under the prevailing
view $70,000 is received as nontaxable return of basis, $30,000 as ordinary income,
and $50,000 as a capital gain.

There are two areas of tax uncertainty: 1) whether the basis (investment in the
contract) should be reduced by the value of the death benefit protection and 2)
whether capital-gains treatment is appropriate.

$50,000 capital gain on excess over
cash surrender value

$30,000 ordinary income up to cash
surrender value

$70,000 tax-free return of basis

$150,000 Total Sales Price



the split-dollar arrangement to occur earlier
than originally planned.

Conclusion
Because the life insurance policy

acquisitions that result from a business
enterprise can extend far beyond busi-
ness-owned policies, it is important for
financial advisers to cast a wide net in
their search for policies that may
require reevaluation when circum-
stances change. In addition to key per-
son situations, other arrangements,
such as pension and profit-sharing
plans, cross-purchase agreements, cred-
itor-assigned policies, and executive
benefit and bonus programs are impact-
ed by changing business situations.
Even personally owned or trust-held
policies for estate liquidity can be
impacted as well. Should it be deter-
mined that all or a portion of the life
insurance coverage is no longer needed,
wanted, or affordable, a life settlement
should be considered.

When businesses change hands, are sub-
ject to changes in their organization, or
have owners or executives who retire,
there are frequently life insurance policies
around that were purchased for purposes or
needs that cease to exist or are simply unaf-
fordable. Where there are no longer rea-
sons or the ability to keep all or a portion
of those policies, a life settlement should
be investigated to determine whether addi-
tional value can be derived from them. 

Note: Case examples for this article have
been modified to improve readability and
protect privacy. ■

Peter N. Katz, JD, CLU, ChFC, of
Avon, Conn., is codirector of national
accounts for  Life  Insurance Settlements,
Inc.,  a life settlement  brokerage  firm.
He has  spent  over 25 years in the
life   insurance   industry  in   home  office
and field  positions in  advanced markets,
executive  benefits, and product man-
agement.  Peter can be reached  at
pkatzlife@yahoo.com or (860) 673-3642.

Society of  F inancia l  Ser v ice Profess iona ls    7

BUSINESS & COMPENSATION PLANNING
is published four times a year by and for
Business & Compensation Section
members.This newsletter is designed to
provide a forum for ideas and topics
pertinent to business & compensation.
Statements of fact or opinion are the
responsibility of the authors and do not
represent an opinion on the part of
committee members, officers,
individuals, or staff of the Society of
Financial Service Professionals.

EDITOR
Douglas E. Brisco, JD, LLM, CLU, ChFC
Lincoln Financial Distributors, Inc.
Advanced Sales, MLB1
350 Church St.
Hartford, CT 06103
860-466-1846
debrisco@lfd.com

CHAIR
Stephen Libby, CLU, ChFC, REBC, RHU
Phoenix Life Insurance
220 E. 42nd St., Ste. 3105
New York, NY 10017
stephen.libby@phoenixwm.com

STAFF LIAISON
Cynthia Laufenberg
Managing Editor
Sections Newsletters
Society of Financial Service
Professionals™
claufenb@financialpro.org

Copyright © 2005

Society of Financial Service Professionals™

17 Campus Blvd., Ste. 201

Newtown Square, PA 19073-3230

Tel: 610-526-2559 

Fax: 610-527-4010

Email: newsletters@financialpro.org

Web Site: www.financialpro.org

The Society is pleased to announce the appointment of Douglas E. Brisco, JD, LLM, CLU,

ChFC, to the position of editor of the Business & Compensation Planning section newsletter.

Doug is second vice president of Lincoln Financial Distributors’ Advanced Sales department

in Hartford, Conn. He received his JD from The University of Connecticut School of Law and his

LLM in Taxation from Boston University School of Law. Prior to joining Lincoln, Doug was a mem-

ber of the Advanced Marketing department at Phoenix Life Insurance Company. He also worked

in the Trusts and Estates department of a major New England regional bank, as an estate planning,

tax, and probate attorney in private practice, and for “Big Eight” accounting firms.

Welcome aboard, Doug!

The Society Welcomes Douglas E. Brisco as the 
New Editor of Business & Compensation Planning




