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CASE OF THE QUARTER
CASE #4
THE RECENTLY DIVORCED WITH A BAD IDEA

GOAL

Before divorce the goal of the individual was to see his ex-wife end up with as little as possible. After the divorce his goals were
for him to do okay with his half!

FAcCTS

Part of the client’s assets before the divorce was a $300,000 face amount life insurance policy. He told the agent he was getting a
divorce and wanted to know how to protect his assets. The agent sold him on buying a $1,000,000 face amount policy by using
the $20,000 of cash values in his $300,000 policy. The first year Surrender Value would be virtually zero and thus the ex-wife
would get 50% of this nothing. The client made the move and it was now one year later. He now discovers that he does not have
$20,000 a year to spend on premiums and that all of the $20,000 that he thought he had “hidden” would now not be the ex-wives
but would also not be his as the insurance company would keep it all, with the exception of about $4,000! He had paid $50,000 in
premiums over the years for the original $300,000 policy and the new $1,000,000 policy and he couldn’t even take a tax write off -
all that was left was $4,000!

SOLUTIONS

1. The client visited with the current agent and was told all they could do was surrender the policy. He'd get his $4,000 and no
tax write off. His CPA confirmed this.

2. Hethen called us and we suggested the following:

e Why not move the $4,000 to a deferred annuity using the same section of the internal revenue code that the agent had
used when he changed from a $300,000 policy to a $1,000,000 policy.

e  Section 1035 of the Code states that an individual can move funds tax free from one existing life insurance policy to a
new life insurance policy, from an annuity policy to a new annuity policy or from a life insurance policy to a new annuity.
It is not permitted to move from an annuity to a life insurance policy.

e By using 1035 to move the $4,000 to an annuity, we accomplished one of two things:

v" He can let his annuity sit until it is worth $50,000 and then cash it out and pay no tax. His basis was $50,000 so no tax
would be due.

v Or he can wait a few years and take an ordinary loss. An annuity can take a loss while a life insurance policy cannot.
It just cannot be a “step transaction”.

This is a hypothetical example for illustrative purposes only. The experience of this client may not be representative of the experience of all clients and is
not indicative of future results. Any tax advice contained herein is of a general nature and is not intended for public dissemination. Further, you should
seek specific tax advice from your tax professional before pursuing any idea contemplated herein. This advice is being provided solely as an incidental
service to our business as financial planner. Securities offered through ValMark Securities, Inc. Member FINRA, SIPC. Financial Planning and
Investment Advisory Services offered through B & E Investment Advisers, Inc. Business & Estate Advisers, Inc. and B & E Investment Advisers, Inc. are
separate entities from ValMark Securities.
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