
 
 

 
 
Wednesday, 11 December 2013                                   WRN# 13.12.11 
 
The WRNewswire is created exclusively for AALU Members by insurance experts 
led by Steve Leimberg, Lawrence Brody and Linas Sudzius. The WRNewswire 
provides timely reports and commentary on tax and legal developments important 
to AALU members, clients and advisors, delivered to your inbox as they happen. 
_________________________________________________________________ 
 
Topic: Another Federal Court Approves Rescission of STOLI Policy 
 
CITE: PHL Variable v. Sheldon Hathaway Family Insurance Trust and Windsor 
Securities, LLC; Case No. 2:10-cv-67.   
 
SUMMARY:  After uncovering material misrepresentations in an application, 
PHL sued and was able to both rescind a $4,000,000 policy and retain premiums 
paid to acquire a policy by a third party investor.   
 
FACTS:   Sheldon Hathaway, an illiterate retired welder living in Utah, became 
involved in a STOLI scheme when his neighbor, Sullivan, an insurance agent, 
showed him a brochure which promised “free insurance.”  It stated that if the 
applicant allowed his life to be insured, upon the sale of the policy after two years, 
he would receive $300,000. 
 
Hathaway had a home worth about $380,000, farmland valued at $340,000, some 
farm equipment, an older Jeep, and a Ford truck. His annual income from Social 
Security and company pensions totaled $30,000.  But Sullivan listed Hathaway’s 
net worth on the application as $6,250,000 and his income as $484,500.  The 
application also contained representations that premium financing would not be 
used to pay policy premiums, and that neither Hathaway nor the Family Insurance 
Trust had any intent or plan to transfer any interest in the policy to a third party.   
 
PHL requested rescission of the policy on the grounds that the policy was part of a 
STOLI scheme.  According to Utah law, STOLI is defined as “an act, practice, or 
arrangement to initiate a policy for the benefit of a third party investor or other 



person who has no insurable interest in the insured resulting in the requirements of 
Utah’s insurable interest statute not being met.”  
 
A policy may be rescinded due to a misrepresentation if  “(a) the insurer relies on 
the misrepresentation and it is either material or made with intent to deceive; or 
(b) the fact misrepresented or falsely warranted contributes to the loss.”  
 
Clearly, Hathaway’s life insurance policy application contained inaccurate 
statements of his net worth and assets. Likewise, the application contained 
misleading answers regarding Hathaway’s intention to assign rights under the 
policy and the financing methods used to fund the policy.   
 
The defendants claimed that Hathaway is illiterate and that therefore he could not 
have knowingly made the misrepresentations.  But the court noted that, under Utah 
law “an insured is under a duty to read his application before signing it, and will 
be considered bound by a knowledge of the contents of his signed application.” 
The court went further:  “Even if Mr. Hathaway was unable to read the completed 
application, no reasonable jury could find that Mr. Hathaway was unaware of the 
misrepresentations.  Mr. Hathaway knew, or at least strongly suspected, that the 
asset figure that Sullivan quoted to him was an overestimate.”   
 
Since PHL specifically requested information about Hathaway’s net worth, assets, 
and sources of financing on the insurance policy application form, that information 
is presumed to be material.  PHL would not have insured Hathaway for $4,000,000 
had it known the true extent of his assets.  Inflated asset and net worth figures in a 
life application distort the pricing policies of insurers, prevent an insurer from 
accurately fixing the cost of insurance and create the false impression of a 
legitimate need for a large face amount life insurance policy. 
 
False information led PHL to issue a policy that was totally unrelated to 
Hathaway’s actual insurance needs.  Accordingly, the policy insures against a 
number of losses (i.e. estate settlement costs and inheritance taxes) that Hathaway 
cannot suffer given his current financial situation.  Information about his financial 
state is therefore material to the question of how much insurance he needs.  PHL 
relied on material misrepresentations when it issued the policy on his life.  So, the 
court ruled that, regardless of the insured’s intent, PHL was entitled to have the 
policy rescinded. 
 
Was it equitable to allow PHL to keep the premiums paid by the third party 
investors?  A number of courts have allowed insurers to retain premium payments 
for insurance that was obtained fraudulently. Here, the court concluded that a rule 
requiring PHL Variable to repay policy premiums on a fraudulently procured life 
insurance policy “would have the perverse effect of reducing the defrauder’s risk 
relative to the honest policyholder; any defrauder could commit to paying 



premiums knowing that if the premiums ever became unaffordable, he could simply 
declare his fraud and receive all of the previously paid premiums back.” Such a 
rule “would be an invitation to commit fraud.” 
 
The court noted that defendant Windsor Securities was aware of the fraudulent 
scheme perpetrated on the insurer and was involved in the series of money 
transfers that obscured the true source of the funds for Hathaway’s initial policy 
premium. The court looked at PHL’s damages (e.g. underwriting costs, payment of 
compensation to insurance brokers, and attorneys’ fees) and concluded that forcing 
a return of premiums was not appropriate for two reasons: (1) It would not return 
PHL to its pre-issuance position and (2) Windsor would net an ill-gained profit.   
 
RELEVANCE:  Not only did this court allow the recession of the fraudulently 
obtained policy; it refused to further incentivize the fraud that would occur if it 
required PHL to return premiums to an entity implicated in a STOLI transaction – 
and stated so in no uncertain terms!  Take a guess as to what happens next with 
commissions the agents and brokers in this case were paid! 
 
WRNewswire # 13.12.11 was written by Steve Leimberg of Leimberg & 
LeClair Inc. and Leimberg Information Services, Inc. (LISI). 
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DISCLAIMER  
 
In order to comply with requirements imposed by the IRS which may apply to 
the Washington Report as distributed or as re-circulated by our members, 
please be advised of the following:  
 
THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE 
USED, AND IT CANNOT BE USED, BY YOU FOR THE PURPOSES OF 
AVOIDING ANY PENALTY THAT MAY BE IMPOSED BY THE 
INTERNAL REVENUE SERVICE.  
In the event that this Washington Report is also considered to be a “marketed 
opinion” within the meaning of the IRS guidance, then, as required by the 
IRS, please be further advised of the following:  
 
THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE 
PROMOTIONS OR MARKETING OF THE TRANSACTIONS OR 
MATTERS ADDRESSED BY THE WRITTEN ADVICE, AND, BASED ON 
THE PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK ADVICE 
FROM AN INDEPENDENT TAX ADVISOR.  
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The AALU WRNewswire and WRMarketplace are published by the Association for 
Advanced Life Underwriting® as part of the Essential Wisdom Series, the trusted 
source of actionable technical and marketplace knowledge for AALU members—
the nation’s most advanced life insurance professionals.  
 
 
 
 


