STOLI: Fact and Fiction

Gombating STOLI Without Vinlating Consumer Rights

by Michael Freedman
he subject of stranger originated life insurance (STOLI)
I has dominated much of the life insurance industry’s pub-
lic discourse in recent months. But, for all the talk about
STOLPDs risks, industry participants and state regulators have had
remarkably little substantive discussion about what STOLI is and
what it is not. Advisors are being asked to understand and act on
an important issue without a clear definition of STOLIL
The misconceptions are mainly coming from life insurers and
their trade associations. These insurers are portraying STOLI as
a far-reaching and uncontrollable threat to their long-standing
business practices and assumptions. The goal is to stamp out the
competitive forces of a secondary market for life insurance, us-
ing STOLI as a “Trojan horse.” Carriers are deliberately equat-
ing STOLI with legitimate secondary market transactions. By
creating a perception (albeit wrong) that all or most life settle-
ments and all non-recourse premium financing transactions are
STOLL carriers have been advocating for broad anti-secondary
market legislation and have engaged in market conduct that pre-
vents consumers from getting the true value of their life insurance
policy.
A reasoned analysis demonstrates that STOLI is a clearly de-
fined and isolated phenomenon that has nothing to do with le-
gitimate life settlements or non-recourse premium financing,

No Stranger, No STOLI

So let’s begin with what STOLI is. As the name suggests, STOLI
consists of a life insurance policy that is initiated by and for the
benefit of a disinterested third party. The insured is used only as
a pass-through to get the policy issued. Such transactions violate
insurable interest laws by placing control of the policy in the
hands of a stranger from the moment the policy is issued.

The stranger is an investor in the policy. At the policy’s incep-
tion, the stranger controls the ownership of the policy and death
benefit, leaving the insured with little or no benefit of the policy.
In one scheme condemned by the National Association of Insur-
ance Commissioners (NAIC), investors provided funds for the
purchase of insurance on seniors and received 95% of the death
benefit from policy inception. By its very definition, STOLI in-
volves a stranger at policy inception. Life insurers deliberately
broaden the definition of STOLI to implicate any policy that’s
issued in which the owner is aware of the policy’s market value
and, in some cases, where the owner is simply made aware of
the secondary market. Some insurers are denying new insurance
for a person who has sold a policy, because the previous sale
evidences an awareness of both the secondary market and the
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specific market value of their policies. Carriers are denying the
new insurance even when the sale was for the purpose of pur-
chasing new insurance, but dont prohibit replacement of life
insurance where the previous policy is surrendered for merely
cash value. But in such cases, where an applicant is simply aware
of the secondary market, there is no stranger present. The policy
would be issued to the policyowner and would be for the benefit
of the policyowner. There is no limitation or loss of control of
the policy. It is as far from STOLI as any life insurance transac-
tion can be.

To be aware of the secondary market is to be aware of ba-
sic property rights in life insurance. It involves exploring one’s
lawful options to exercise that right in the secondary market at
a later date. Sound public policy and good business practices
should not punish the well-informed consumer and cannot pun-
ish one’s lawful intentions. No stranger, no STOLI.

Non-Recourse Premium
Financing is Not STOLI

Another STOLI misconception involves new forms of premium
financing of life insurance. For more than 30 years, life insurance
carriers and their agents have promoted the sale of life insurance
using loans to pay premiums. These large face policies (usually
$2 million or more) and premium financed loans are marketed
as effective estate planning for high net worth individuals who
are 65 and older.

Non-recourse premium financing only differs from traditional
programs by allowing a policyowner to use a policy’s market val-
ue as collateral for a loan to finance the premiums. It eliminates
the need for other collateral to secure the indebtedness. Non-
recourse premium financing simply allows owners to borrow
against their assets by making the policy’s market value available
the moment ownership begins.

Such lending may be new to life insurance premium financ-
ing, but it is commonplace when the asset being acquired is the
only asset that’s needed to secure the indebtedness. The same
principle applies to mortgage loans that allow homeowners to
pledge the real property as collateral. The principal also applies
when a car is purchased, which is the only collateral needed to
secure the loan.

Non-recourse premium financing is not STOLI since no
stranger is present at policy inception. Just like with a non-fi-
nanced, or traditionally financed policy, the policyowner retains
control of the policy, names the beneficiaries, and retains all oth-
er rights under the policy. The lender has an insurable interest
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up to the indebtedness, but the policy is not for the lender’s
benefit, ownership, or control.

Legitimate lenders have no interest in controlling collateral
assets. They are in the business of lending money, securing their
risk, and getting back the loan amount, plus interest. That’s what
lenders do. As we can see with the current mortgage loan crisis,
it’s bad business when lenders and their investors end up owning
the collateralized assets through default.

Contrary to what life insurers are saying, non-recourse pre-
mium financing offers significant consumer benefits. You would

“Life insurers deliberately
broaden the definition of
STOLI to implicate any pol-
icy that’s issued in which
the owner is aware of the
policy’s market value and,
in some cases, where the
owner is simply made aware
of the secondary market.”

think that carriers would welcome a policyowner who is using
the market value of the policy to secure a loan to take out new
life insurance. Instead, the life insurance trade associations are
trying to punish consumers who are aware of the true value of
life insurance and the property rights of assignment of life in-
surance, even though a number of insurers are promoting non-
recourse or hybrid premium financing programs now.

How to Recognize STOLI

STOLI exists when the investor (or stranger) initiates a policy
purchase for their own benefit. These programs typically prey on
unsuspecting consumers and carry clear earmarks of abuse. For
example, in unscrupulous premium financing transactions, an
investor, who is disguised as a lender, reserves the right to call the
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loan at any time, or mandates that the insured offer the policy to
the lender before disposing of it. The investor (who is disguised
as a lender) and not the policyowner, controls the policy and its
benefits.

Other trademarks of STOLI involve loan amounts in excess
of the premiums being financed; usurious terms that subject
the borrower to excessively high interest rates; or a requirement
to surrender a percentage of the death benefit. In these cases, a
default on the loan and loss of the policy is practically assured
because the terms are such that the loan is unlikely to be repaid.
The pre-arranged sale of a policy is also a form of STOLI that
is prohibited by both state settlement laws and the prohibition
against wagering on human life.

Clearly, true STOLI is a challenge to the industry. Nobody
should be comfortable with strangers driving insurance trans-
actions. Already, state regulators have taken several practical
steps to curb STOLI abuses. A number of states have clearly
defined the key indicators of STOLI through bulletins and
guidance to insurers and others. The National Council of In-
surance Legislators (NCOIL) has taken major steps to address
STOLI in its model act. With its Life Settlements Model Act,
NCOIL has sought to define STOLI accurately; added new
measures for insurers to root out STOLI during the applica-
tion process; and included important consumer protections
to prevent abuses in premium financing. The NAIC recently
amended its settlement model, which has been harshly criti-
cized because it fails to define STOLI fails to help carriers
detect and prevent STOLI, and fails to provide consumer pro-
tections against STOLI transactions and for glaring procedural
irregularities by the NAIC in the development of the model
act’s amendments.

The fact that insurers continue to blur the lines around STO-
LI suggests that they have less than the purest of motives. If
the industry were truly focusing on consumers™ best interests,
it would not try to punish the informed consumer. Instead, it
would support meaningful STOLI protections that do not come
at the expense of legitimate pro-consumer secondary market ac-
tivity.

Michael Freedman is senior vice president of Government Affairs
with Coventry. With a primary focus on the continued growth of the
secondary market for life insurance in the United States, Mr. Freed-
man represents Coventry and the secondary life insurance market
before government officials. For more information, call 877-836-
8300.
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