Veralytic

New Standards for Managing
Life Insurance as an Asset



Situation

m Life Insurance is often integral to planning ...

1 lncome Tax Free Death Benefit
1 Tax Deferred Growth of Cash Values

[1Non Taxable Withdrawals

1 Non-Taxable Loans

Loans from inforce insurance policies that are not
modified endowments, are received income tax free.
IRC Sec. 72(e)(5)(A)(i).



Situation

m Life Insurance is often integral to planning,.but
is the last, largest, most-neglected asset.

= Few know what they are being charged and
that these costs vary as much as 80%.

= Few know what they are actually getting in
performance.

m Actual results fallen short of client
expectations.

m Product suitability based on “flavor of the day”
marketing using hypothetical illustrations.



Product Suitability

Despite a confusing variety of products &
terminology, the performance of ALL life
insurance products is a function of:
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New Guidance

FINra ’
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Office of the
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U.S. Department of the Treasury

Uniform Law Commission

The National Conference of Commissioners on Uniform State Laws

N A I C National Association of
Insurance Commissioners




Illustration Model Regulation

LIFE INSURANCE ILLUSTRATIONS MODEL REGULATION
Table of Contents

Section 1 Pupose

Section 2 Authonty

Section 3 Apphcability and Scope

Section 4 Defirshons

Section 5 Policies to Be [lustrated

Section 6 General Rules and Prolubinons

Section 7 Standards for Basic Ilustrations

Section 8 Standards for Supplemental [llustrations
Section 9 Debvery of [lustrations and Record Retention
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1993 - “The goals ... are to ensure that illustrations do
not mislead purchasers of insurance and to make
illustrations more understandable.”

~

This regulation 15 15sued based upon the authonty granted the commissioner under Section [cite any
enabling lemslahion and state law comespondmg to Section 4 of the NAIC Unfar Trade Practices
Act]

Drafting Note: Insert the title of the cluef msurance regulatory official whenever the term
“commussioner” appears

Section 3. Applicability and Scope
Thus regulation apphes to all zroup and mdnadual hfe msurance policies and certificates except
A Vanable ife msurance

B Indnadual and group annwty contracts;

© 2001 National Association of Insurance Commussioners




Illustration Model Regulation

Proper Uses

LIFE INSURANCE ILLUSTRATIONS MODEL REGULATION

= Help policyowners understand-iow a policy works.

Authonty
Section 3 Apphicability and Scope

m Calculate the sufficiency/adeguacy-ef premiums.

m Establish a baseline for on
management.

m Incorporate in financial, e
planning.

Section 7 Standards for Basic Ilustrations
Section 8 Standards for Supplemental [llustrations
Delvery of li®:trations and Record Retention

Penaltes
Section 13 Separability
Section 14 Effective Date
Section 1. Purpose

provide rules for hfe mswrancg policy Lbﬁ ations that wall

The pwrpose of this regulahongis to,

T cons S B bns n 5 T,
state;-and/or-cash: ftow.

xequued’x connechon with ilustrations goals of thus regulation are to ensure hustrations

do not muslead purchasers of hife mswrance and to make lustrations more understandable. Insurers
will, as far as possible. ehnunate the use of footmotes and caveats and define terms used m the
tlustraton m language that would be understood by a typical person within the segment of the
public to wiuch the illustration 15 durected

Section 2. Authority

bassioner under Section [cite any
e NAIC Unfawr Trade Practices

Drafting Note: Insert the title of the cluef msurance regulatory official whenever the term
“commussioner” appears
Section 3. Applicability and Scope
Thus regulation apphes to all zroup and mdnadual hfe msurance policies and certificates except
A Vanable ife msurance

B Indnadual and group annwity contracts;

© 2001 National Association of Insurance Commussioners




Uniform Prudent Investor Act (UPIA)

m Uniform Prudent Investor Act (UPIA) imposes
new duties on life insurance fiduciaries:

Duty to Monitor. Subsections (a) through (d) apply
both to investing and managing trust assets. “Managing”
embraces monitoring, that is, the trustee’s continuing
responsibility for oversight of the suitability of
investments already made as well as the trustee’s
decisions respecting new investments.




Uniform Prudent Investor Act (UPIA)

= Uniform Prudent Investor Act (UPIA) imposes
new duties on life insurance fiduciaries:

mpartality r

........ t

Duty to investigate. Subsection (d) carries forward the
traditional responsibility of the fiduciary investor to

examine information likely to bear importantly on the
value or the security of an investment.




Uniform Prudent Investor Act (UPIA)

= Uniform Prudent Investor Act (UPIA) imposes
new duties on life insurance fiduciaries:

SECTION 7. INVESTMENT COSTS: “a
trustee may only incur costs that are appropriate

and reasonable in relation to the assets, the
purposes of the trust, and the skills of the trustee.”

ILED




Uniform Prudent Investor Act (UPIA)

= Uniform Prudent Investor Act (UPIA) imposes
new duties on life insurance fiduciaries:

SECTION 2. RISK AND RETURN
OBJECTIVES: “a trustee shall [have] an overall
Investment strategy [with] risk and return
objectives reasonably suited to the trust” and

“consider ... the expected total return.”




Regulatory Guidance

® New guidance: illustration comparisons are

“misleading” ...

FINRA Rule 2210(d): “Any comparison... must disclose
all material differences...including investment objectives,

costs and expenses, [etc]...[because]

cause the communications to be misleading.”

omission... would




Regulatory Guidance

® New guidance: illustration comparisons
“misleading”, “fundamentally inappropriate”

TRANSACTIONS OF SOCIETY OF ACTUARIES
1991-92 REPORTS

FINAL REPORT* OF THE TASK FORCEfY
FOR RESEARCH ON LIFE INSURANCE SALES ILLUSTRATIONS
UNDER THE AUSPICES OF THE
COMMITTEE FOR RESEARCH ON SOCIAL CONCERNS

Purpose

FINAL REPORT OF THE TASK FORCE FOR
RESEARCH ON LIFE INSURANCE SALES
ILLUSTRATIONS: “Illustrations should not be used
for comparatwe policy performance purposes” because

doing so m_mndammdlxlmmmpnm 7

De meaningrul.
requircments well, espec H if several illus-
sC i0S lll strations inher (lyd not

139




Regulatory Guidance

® New guidance: illustration comparisons
“misleading”, “fundamentally inappropriate”,

°
a n d u n re l] a b le [ X X} policy. Independent of these reviews, a fiduciary bank must have risk

management systems and reviews that address the following

¢ Sufficiency of premiums: The bank fiduciary must determine whether
current premiums are sufficient to maintain the policy to maturity or to
meet the insured’s life expectancy.

¢ Suitability of the insurance policy: Consider replacing an insurance policy
if the bank fiduciary identifies concerns with the condition of the
insurance provider or if that provider does not meet the needs of the
grantor or beneficiaries. Also assess any tax changes that could affect the
suitability of the policy

* Carrier selection: The bank fiduciary needs to evaluate the carrier’s
financial condition. To the extent insurance carrier ratings are available,
they generally lag corporate and market events, and should be used

principally as indicators of a firm’s creditworthiness.

® Appropriateness of investment strategy: The bank fiduciary must evaluate
the appropriateness of investments of any segregated account to support

OCC Handbook:“This policy illustration is subject to a
high degree of fluctuation.”

romme—— o om paa

B Sy .
assists the trustee in monitoring the economics of the policy

Cenerally, while insurance companies are regulated by the state and maintain
a mandatory level of reserves, specific assets are not identified to support an
insurer’s promise to pay on a policy. Policyholders are subject to the
creditworthiness and liquidity constraints of the company. It is important that
a bank fiduciary perform due diligence on an insurance company issuing a
policy to ensure that it is sound, viable and able to meet future obligations

Cash value on permanent life insurance policies may be included as part of
the account’s assets if the bank has done a thorough review of the insurance

Comptroller's Handbook 39 Unique and Hard-to-Value Assets




Case Law

m Litigation involving life insurance on the rise.
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Best Practice Standards

Financial Planning Association (FPA) formed in
2011 a task force to define prudent selection
and proper management of life insurance.

Best Practices Standards finalized at West Point
in 2013 by representatives of most professions
who have clients who own life insurance.

Applies the same universal decision-making
framework to life insurance that is already
widely-accepted in the investment business.



Best Practice Standards




Best Practice Standards £

1. Define Roles

m Define Roles & Fﬁibilities of Each
Decision Maker

m Confirms Each Decision Maker Understands
their Roles and Responsibilities

m Addresses Perceived Conflicts of Interest



Best Practice Standards

2. Analyze Situation
m State Goals and Objectives
m Defines Decision-Making &work
m Confers Tax Strategy wi ) o 4 Advisor
m Confers Legal Structure witn Legal Advisor
m Confirms Insurability

m Confirms capacity to comply with Standards
or Prudently Delegate




Best Practice Standards

3. Strategize
m R - Risk Tolerances of Client
m A - Assets & Asset Class Preferences
m T - Time Horizons
m E - Expected Outcomes

A2



Best Practice Standards

4. Formalize Solutions
m Define Consistent with RATE

m Not constrained by compensation model,
distribution channel, proprietary products,
prevailing marketing practices, etc.

m Is consistent with prevailing industry
best-practices (i.e., avoids questionable
practices).

m Life Insurance Si Statement (LISS)



Best Practice Standards.
5. Impleme

Inforce Policy or

Recommended
Product

80% Cost Vai ianiv

Cash Ve
Historic
Underly..._ . _.
1 o | T
O FOLICY FREMILUM
CHRRGES EXFENZES LORDS

1. Policy Under Evaluation
2. Institutionally Priced Policies
3. Retail Policies




STEP &
MONITOR

Best Practice Standards

6. Monitor Plan
m Periodic Reports that Analyze Costs and

Compare ‘mance with Objectives
m Perform - Examinations for Conflicts
of Intere

m Periodic Reviews of Decision Makers and
Service Providers



Take-Aways
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Conclusions

m Life Insurance increasingly considered
and/or promoted as an asset.

= Following new guidance avoids “misleading”,
“inappropriate”, and unreliable insurance
industry practices.

= Following new Best Practice Standards
increases likelihood of meeting client
expectations.



Contact Us Veralytic

Text VERALYTIC to 22828 to join our e-newsletter or find us on social media

Barry Flagg @Veralytic Veralytic

Barry D. Flagg, CFP®, CLU, ChFC, GFS™
bflagg@veralytic.com

888-908-8242
www.veralytic.com
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Q&A Veralytic

Veralytic is an independent life insurance research company based in
Tampa, Florida. Veralytic provides objective, innovative research
solutions to help reduce costs and risk, improve consistency, and
document due diligence processes against possible lawsuits and
regulatory requirements. Our research reports are based upon a
patented "five star” rating system that benchmark suitability against
an ever growing database. Veralytic has been endorsed by the New
York Bankers Association (NYBA), accepted by the Financial Planning
Association (FPA), reviewed by the chief regulatory body of the
financial services industry, and trusted by financial advisors, brokers,
and fiduciaries across the United States.

For more information:

Barry D. Flagg, CFP®, CLU, ChFC, GFS™
bflagg@veralytic.com

888-908-8242
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