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CHAPTER ONE - BASICS OF LIFE INSURANCE

This text is furnished solely by C.E.I.S. as a reference to be used in Continuing Education.  It is to be used as educational material only and it is not intended to provide advice—legal or professional.  The readers of this text must consult their own legal advisor for legal advice on any information contained herein.

(NOTE:  The use of the male gender, i.e. “he,” “his,” “him” etc., is used in this text to designate a person of either sex for simplicity purposes, as having to refer to “he/she,” “him/her,” is rather clumsy and it certainly is not intended in any way to denigrate the important contributions those of the female gender make to the life insurance industry.)
DEFINITION
 Insurance transfers an existing exposure and, through the pooling of similar loss exposures, reduces risk.

Another definition widely accepted:

 Life insurance is a device to spread the cost of financial loss resulting from death from an individual to a group through an insurance company by transferring the cost so the financial loss to any one individual is small.

POOLING OF THE RISK

There are many other definitions of Life Insurance, besides the two stated above, but the “spreading of risk” and the “transfer of risk” are the two most common and most accurate in discussing life insurance in today’s society.

The very basic element of these definitions is the pooling of risks, the sharing of losses by members of a group.  There are various ways to share the risk in Life Insurance, but principally it is an arrangement where the members of the group “insure” each other, or the risk is transferred to an organization that assumes the risk and pays the losses of the group.  In life insurance, the first arrangement is called a “mutual” arrangement, hence the Mutual insurance companies.  The second organization is known as a “stock” life insurance company.  While these are simplistic definitions and descriptions of stock and mutual companies, obviously there are other important elements involved.
For this purpose of this discussion, the very heart, the “essence,” of life insurance—indeed, all insurance plans—is the pooling of the risks and losses.
Textbooks often use the example of a fire insurance policy, as it is the easiest to understand when describing the pooling concept.  If—for example, obviously—there are 1,000 individual homes in the community, each is worth $100,000 (for simplicity purposes as few communities would have houses this cheap…) and they are all built the same with the same loss exposures, ergo, the same probability of being destroyed by fire.  The probability of a loss of a home would be remote, probably near 1 in 1,000 each year. However, to the owner of the house, a loss of $100,000 would be disastrous.  Using these assumptions, if each homeowner paid an annual contribution of $100, there would be large enough fund to reimburse the homeowner suffering the loss.  Actually, each homeowner is assuming a loss of $100 in order to eliminating the risk of losing $100,000.  Even though each homeowner contributes a “premium” of $100, and pays it year after year, it would still be a small sum when related to the possible loss.
Applying this basic principle to life insurance, if there were a group of persons in equal health, same age and each having the same prospect for longevity, the members of this group could agree that the group would pay $100,000 to the beneficiaries of each person who dies during each year.  Simply (very simply) put, it could be in the form of an assessment paid by each member in the group as the death occurs.  

What are the chances of an individual member of the group dying in any one year?  To determine the probability of death, if all members were 35 years old, 21 of them could be expected to die, taking the information from the Commissioners 1980 Standard Ordinary Mortality Table (referred to as the “1980 CSO Table”).  Therefore, ignoring expenses, cumulative assessments of $210 per person would provide the funds for payment of $100,000 to the beneficiary of each of the 21 deceased persons.  Obviously, if the death benefit were to be twice as large, the assessment would be twice as much.
Please note that the actual premium within a group would be a much more complex calculation of premium, for many reasons, which will be discussed later in more detail.  One important factor is that the 1980 CSO Table is a sex-divided table, i.e., the mortality of males and females are different.  For example, using the same Table, a female at age 35 would pay an assessment of $165 (compared to the $210 for the male).  
It is important to be aware that the CSO Tables (yes, there are many, such as male-female, smoker-nonsmoker, etc.) are used as guidelines for the smaller companies.  The larger insurers will have developed their own mortality tables based upon their insured losses, which would reflect the type of business sold by this insurer, the geographical location of their insureds, etc.  
ASSESSMENT INSURANCE
Before one can understand the complexities of today’s life insurance plans, the starting point must be the simplest and most easily understood type of life insurance, such as the “Assessment Insurance” plans.  Actually, this is probably the oldest form of life insurance, as the Ancient Order of United Workmen “way back” in 1868, levied an assessment of $1 per member in order to pay a death benefit of $2,000 upon the death of the union member.  Originally, the assessment was levied after the payment of each death claim, thereby making sure that there would be enough funds to pay future death claims.  Later, the assessments made were on an annual basis.
In the very early years, the assessments were the same on all members, regardless of age as they felt that there would be a “flow” of new members at the younger ages, which would offset the aging of existing members.  Before long it became apparent that this theory did not hold water as with age the older members died “quicker,” i.e., deaths do not occur evenly at each age as death increases more rapidly the older the person.  For instance, if a group were made up of 20-year olds, and 50-year olds, the average age would be 35.  However, the mortality tables show that males who have a death rate of 3.02 per thousand at age 40, this would increase to 6.71 at age 50.  The fact that the average age will continue to increase as everyone gets older and the average age would increase as the number of new entrants could not compensate for the increase in mortality of existing members must be taken into consideration.  Combining these problems would lead to an increasing in assessments just to cover present mortality.
Another problem reared its ugly head—that will be addressed in various forms and situations later—created by the fact that as the assessments increased in amount (and sometimes, frequency), young and healthy persons had a tendency to withdraw from the society.  This happens even today, where the young and healthy seem to feel that they are indestructible and immortal.  Therefore, the average age increased with the comparable increase in assessments to the point to where it was impossible to attract new members.  This is known as “anti-selection” or “adverse selection,” which is in reality the process in life insurance when an applicant who is uninsurable—or, at least, a greater than average risk—attempts to purchase a policy at a standard premium.  This is the principal reason that insurers soon discovered that they needed qualified persons to screen applications, a practice now known as “underwriting.” 
The first change many societies imposed on their members was the grading of the assessment depending upon the age of the member at time of entry.  The problem with this is that the assessment remained level as the member grew older and the mortality risk increased, working a hardship upon the younger members.

Next, the assessments were increased, as the member got older.  While this may seem to be the perfect solution—the older paying more because the risk of loss is greater at the older ages—over the horizon, the problem comes, riding on a galloping black horse, called “adverse selection.”  Healthy member withdrew from the plan, which created an abnormally high assessment for the older members.  The assessments would become so high that the older members could not afford to pay them, but at their age, they were the ones who needed the plan, as they were the ones that would be using the benefits the most.

The final attempt by some societies was to reduce benefits with advancing age but the assessments would remain level.  While this then created a block of “insureds” who were progressively getting older, their benefits were decreasing at the age, again, where the benefits were the most needed as they were the most likely to die.  This is not totally a bad idea, as it is found today in some forms of group insurance.  
These plans are not important today, in the field of life insurance, and those old assessment plans have become insolvent or they have reorganized using more modern principals of life insurance.  

YEARLY RENEWABLE TERM
Yearly renewable term insurance is much like assessment insurance, and is used mostly with group insurance and reinsurance, but for the insurance needs of today’s societies, the appeal is quite limited.  However, it needs to be understood, as it is the basis for understanding the more complex and modern forms of life insurance.
Yearly renewable term insurance is the simplest form of insurance, providing life insurance on an annual basis but allows the insured to renew the policy each year without having to provide evidence of insurability.  The time that the policy may be renewed without providing evidence of insurability is limited to a specified time or to a specified age.  If the insured does not die during the specified period, the policy is completed and the insured no longer receives benefits in case of death.  The premiums paid to the insurance company that were not received in claims, are used to pay the claims of those insureds that die during the period of insurance.
The cost of insurance protection that is not paid in claims is an important element in the financial operations of a life insurance company.
CALCULATION OF PREMIUM
It is outside of the scope of this text to go into detail as to how life insurance premiums are calculated for many of the life insurance plans.  However, it is important to understand the premium calculation procedure so that premium and reserve problems in respect to various products can be better understood.  
Basically, the yearly renewable term insurance premium is determined by the mortality rate of the age (attained) of the individual, such rate is determined, as described above, from a mortality table such as the 1980 CSO Mortality Table, or from the mortality experience of the insurance company.  

For purposes of illustration, the 1980 CSO Table shows representative mortality as follows:
AGE



MALE 


FEMALE

10



 0.73



0.68

20


`
 1.90



1.05

30



 1.73



1.38

40



 3.02



2.42

50



 6.71



4.96

60


         16.08



9.47

70


          36.51


         22.11

80


          98.84


         65.99

90


         221.77


        190.75



 99


       1,000.00

   
       1,000.00
Again, very simply put, this illustrates that a male age 30 shows a mortality rate of 1.73—of 100,000 persons, 173 of them will die within the year.  Therefore, for each $1,000 death benefit per deceased there will be $173,000 in claims.  Each female would contribute $1.38 for the cost of the same benefit amount (ignoring expenses).
For the second year—remember, the premium for yearly renewable term increased by age (and mortality)—there would be 99,827 out of the original 100,000 and if they were to be insured for another year, they would be exposed to the death rate at age 31 (which is 1.78), so (theoretically) that would produce 178 death claims totaling $178,000.  Divide that sum equally among the 99,827 participants and each would then require a premium of $1.78. 
Limitations

The limits of Yearly Renewable Term (YRT) life insurance is readily apparent—anti-selection as discussed earlier.  The fact that the premiums increase with age creates the atmosphere of charging “too much” at older ages, therefore the older insureds have a tendency to discontinue their coverage.  Not understanding the nuances of life insurance premiums can easily lead an older person to look back at all of the premiums that they have paid and see that since they are still alive (obviously) they feel that they didn’t get much for their money.  The fallacies in this thinking are obvious, but they do exist.
Actually, the premiums at the older ages are adjusted to make up for the increasing chances of anti-selection, so not only do those older policyholders pay the mortality premium, they pay an additional amount—a “loading”—because of the added mortality risk of those who keep the policy in face of higher and higher premiums.

Additionally, there are no “living” benefits such as cash values, policy loans, etc., so essential to the modern version of life insurance.  However, it is interesting to note that when the interest rates were quite high, insurance companies created YRT policies that were sold in conjunction with Mutual Funds or other investment vehicles, in effect creating a whole life policy with increasing premium that, along with the cash value, fluctuated with the cost of living.  

This is not to belittle the value and the use of YRT life insurance as it can provide life insurance protection, usually for a short period of time, such as the length of an obligation, for instance.  One can get the maximum amount of protection for a short period of time at the lowest cost, but using YRT.  Incidentally, reinsurance (the assumption of mortality risk by another insurance company, usually of large and/or substandard policies) uses YRT premiums in reinsuring the net amount at risk for mortality risks.  The higher and increasing cost does not usually come into play in reinsurance as the reinsured policies are generally “recaptured” later by the original ceding company.
LEVEL PREMIUM INSURANCE

This type of life insurance policies provides the basic protection for a basic premium, but the objections to YRT insurance had to be overcome; ergo, a life insurance policy that will have premiums that will remain level for the term of the policy was developed.  It is apparent that if level premiums were to be paid for a life insurance policy, the premiums would have to be more than the anticipated mortality rate in the early years and less than the anticipated mortality rate in the later years.  Saying this another way, the early premiums are more than adequate to pay incurred claims, but later premiums are inadequate to pay incurred claims—combined, so theoretically the level premium should be sufficient to pay claims at any time the policy is in force.  
During the early years of the level premium plan, the premiums in excess of what is necessary to pay claims (“redundant premiums”) are held by the insurance company for the benefit of the policyholders.  These premiums are called the “reserve,” which is defined as the amount that must be accumulated by the insurer and maintained by them so that future obligations can be met.  Legally, these reserves are called legal reserves, which are, technically, the total liability account of the insurance company.  These reserves are lumped together for accounting purposes, but for purposes of individual policy discussions, they will be treated as an individual account part of an accumulated fund established as a credit of the various policyholders.
The excess part of the premiums paid in the early years of the policy are accumulated by the insurer at compound interest and the total amounts are then used to supplement the later-year premiums that, obviously, are otherwise inadequate.

PREMIUMS & RESERVES OF TERM POLICIES
As discussed, there are two types of term policies—level term and yearly term.  The differences in the premiums throughout the life of the policy can best be illustrated by a graph.
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The area from age 25 to age 45 shows a difference between the level premium and the YRT premiums of $1,000 of life insurance, such difference indicates the deficiency of the premium.  After age 45, it is apparent that the deficiency is much larger—which is caused not so much by increase in mortality, but is a function of compound interest of the reserving of the premium.  At age 65 this “reserve” is exhausted simultaneously with the exhaustion of the coverage.  What has happened is that the reserve, which includes the investment earnings that is earned on the reserve for supplementing the deficient level term premium, is used up after age 45.  
ORDINARY LIFE INSURANCE
One might think that ordinary life (a.k.a. “Whole Life”) would produce premiums and reserves identical to level premium term insurance.  Both products have level premiums, but there the similarity differentiates.  Term insurance has a “contingency,” i.e., the insured may survive the policy—while the policy may terminate, the insured may not.  Ordinary life, however, has more than a “contingency,” it has a “certainty.”  The certainty is that (according to the mortality tables) everyone will die by age 99 (or 100).  
Will everyone die before or on their 100th birthday?  Of course not but few are left.  True story—the Chairman and founder of a substantial Midwestern life insurance company came to his office every working day until he passed at the age of 97.  His goal, as he would tell anyone that asked, was to outlive his life insurance policy. Not quite.
Basically, by the time that an insured has reached age 99, the reserve under his/her policy must have accumulated an amount which, when combined with the last annual premium and interest on the premium, will equal the face amount of the policy.  What happens is that the long-living policyowners pay off their own death claims, and, indeed, the aggregate premiums paid by those who live a long time, might be more than the face amount of the policy.
Cost of Insurance

For a level premium policy, the reserve that is accumulated by the payment of premiums and the interest earned thereon is part of the face amount of the policy that is paid when the insured passes.  From the view of the insurer, the actual “out-of-pocket” insurance is the difference between the face amount of the policy and the reserve.  This is known as the net amount at risk.”  As the reserve increases, the amount at risk decreases, so as the death rate increases the net amount of risk decreases, producing what is known as the “cost of insurance.”  
Just as a note of interest, when a life insurance policy is reinsured under an YRT basis—the insurer pays the reinsurer an YRT premium for each year the policy is reinsured—the amount that is reinsured is the net amount at risk.  Therefore, a reinsured policy would decrease in amount each year as the reserve increases, until finally the original writing company has no need for reinsurance on that policy.
To illustrate the difference between whole life and yearly term premiums, the following chart shows the difference using a male age 30.
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This graph looks odd because of the sudden increase in YRT rates at the older age—due to the increase in mortality between ages 70 and 99.  The annual premiums, using the 4.5% interest factor and 1980 CSO Male Table, would show a level premium of approximate $7.00 per thousand of face amount (rounded).  
Under the level premium plan, it is safe to say that a $1,000 policy does not provide $1,000 of insurance.  Actually, the insurance company is never at risk for the full face amount of the policy, even in the first year as the amount of actual insurance is always the face amount of the policy less excess premiums that have been paid by the policyholder.  While the insurance company holds these excess premiums, they are also available to the policyholder in an ordinary life policy, in the form of a cash value.  The policyholder can withdraw these funds at any time through surrender or loan (discussed later); therefore, the cash value is considered as a “savings” or accumulation account.
The “Savings Account” of a whole life policy has been the driving force behind the variations and modifications of the modern version of life insurance.
A level premium policy does not provide pure insurance, but provides a combination of decreasing insurance and increasing cash values; in any year, their sum is equal to the face amount of the policy.
The following graph shows that the “reserve” or savings element, plus the net amount at risk, equal the protection element at any given age.  However, by age 95 or so, the protection element of the policy has diminished to where it is inconsequential, and by age 100, it has disappeared.  At age 100, the policyholder would receive a check from the insurance company for the total face amount of the policy.  Note that the actual differences would not be as evenly divided as shown on the graph, because of the increase in mortality rates at older ages.
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The combination of protection and the accumulated cash values is the same for all level premium plans (except term plans).  Types of ordinary life policies differ only in the proportion in which the two elements are combined.
THE IMPORTANCE OF THE LEVEL PREMIUM PLANS
The importance of the level premium concept cannot be over-emphasized.  The level premium impact on insurers accounts for most of the assets of the life insurance companies in the United States— exceeding $3.1 trillion and growing at a rate of $100 billion per year.  The other major contributor to this incredible growth is the reserves for annuities and pension plans.
The level premium plans gave birth to the system of cash values and other surrender options that has made the life insurance policy so flexible and so important to the economy of the nation.  The cash value concept has made the life insurance policy highly flexible and valuable.  It permeates our economy in many ways—including using life insurance as collateral for credit, even in million-dollar credit lines.

Still, the greatest significance of the level premium plans is that it is the only financial arrangement where insurance protection can be provided to the entire life-span without the cost of such protection becoming prohibitive.
STUDY QUESTIONS
1.  Insurance reduces risk by

A.  pooling similar loss exposures.


B.  pooling premiums so that the last exposure pays for all claims.


C.  not accepting questionable risks.


D.  eliminating fraud and misrepresentations.

2.  Insurance


A.  is a form of gambling.


B.  is not regulated by governments.


C.  transfers an existing exposure.


D.  companies are eleemosynary institutions.

3.  Perhaps the oldest form of life insurance is

A.  yearly renewable term insurance.


B.  whole life insurance.


C.  reentry term insurance.


D.  assessment insurance.

4.  The simplest form of life insurance is


A.  whole life insurance.


B.  Variable  life insurance.


C.  yearly renewable term insurance.


D.  endowment insurance.

5.  If a mortality table shows a mortality rate of 3.02 for a male age 40, that means that at age 40


A.  for every 100,000 persons, 302 of them will die within that year.


B.  for every 100,000 persons, 302 of them will survive that year.


C.  for every 100,000 persons, 30 will die within that year.


D.  for every 10,000 persons, 302 of them will die during that year.

6.  The principal limit of Yearly Renewable Term is that premiums increase with age, therefore this creates

A.  a level premium plan.


B.  anti-selection.


C.  an atmospheres of non-trust between the insured and the insurer.


D.  an endowment plan.

7.  Term insurance has a “contingency” of the insured surviving the policy, but ordinary life insurance has a

A.  “certainty” that everyone will die by age 99-100.


B.  “possibility” that some will live past age 99.


C.  “probability’ that the insured will die within one year.


D.  “conception” that the insured will live past age 62.
8.  The feature that has been the driving force behind the variations and modifications of the modern versions of life insurance is


A.  the commissions structure.


B.  cost.


C.  the “savings account.”


D.  the improvement in mortality.

9.  The reserve plus the net amount at risk in a life insurance policy, equals

A.  the claims reserve.


B.  element of protection.


C.  the asset allocation.


D.  the gross premium.

10.  The only financial arrangement where insurance protection can be provided to the entire life span of an individual without the cost being prohibitive, is

A.  level premium plans.


B.  renewable and convertible term insurance.


C.  re-entry term insurance.


D.  Universal Life insurance.

ANSWERS TO STUDY QUESTIONS

1A     2C     3D     4C     5A     6B     7A     8C     9B     10A
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CHAPTER TWO - TERM INSURANCE
BASICS OF TERM INSURANCE
Term insurance provides protection for only a specified and limited period, and if the insured dies during while so insured, the beneficiary will receive the death benefit amount.  If, however, the insured survives to the end of the insured period, the policy terminates and there is nothing paid to the insured.  The length of these policies varies, and can run from one year to 20 years, or to age 65 or above.  Basically, these policies insure for the time stated only, or they may give the insured the option of renewing the policy for successive terms without providing evidence of insurability.  
Term insurance is carefully underwritten and restrictions can be imposed on the amount of insurance and/or on the minimum age of issue, the length of the renewal period, etc.  The principal reason that it is so carefully underwritten is simply that there is considerable exposure for little premium.  If, for instance, a person discovers that he has a terminal disease that he believes he can hide from an insurance company, he would apply for term insurance as he feels he would “get more bang for the buck.”  There would be little reason for him to apply for a cash value or permanent policy that would demand a higher premium outlay.  This does create an underwriting problem by its very nature, as often the insurance company does not receive enough premiums on the policy to enable it to require additional underwriting information.
Term insurance is, obviously, temporary insurance, and in many ways is comparable to types of property and casualty insurance.  In auto and homeowners insurance, for example, premiums paid for the protection are considered as fully earned (at the end of the policy year) whether there is a loss or not, and the policy has no further value once the policy term has been completed.  With term insurance, the same situation applies and there is no obligation on the part of the insurer unless the insured dies during the policy term.

Following the conception voiced previously, that term insurance insures only against a contingency. The term premiums is relatively low, even though it carries a high expense loading and allowance for adverse selection—which is possible because term insurance contracts, as a general rule, do not cover the older ages when death is most likely to occur and when the cost of insurance is high.
Renewing a Term Policy

Many, if not most, term insurance policies have an option to renew for a specified period or periods of time, which generally are all the same length of time.  The YRT policy is renewable for successive periods of time of one year each.  Term policies for longer periods of time—10-20 year term typically—usually are renewable under certain stipulations.  Basically, the renewal may occur without evidence of insurability or medical examination if the premium has not lapsed and the insured so notified the home office of the insurer of his intention to renew prior to the expiration of the policy and by the payment of the premium for the new (attained) age.  These premiums are usually included in the policy.
The unique feature of this type of term policy is, of course, the right to renew without additional medical information being required.  Otherwise, if evidence of insurability were required with renewal, any changes in the health status of the insured would create a non-renewal.  These changes that would not be acceptable to the insurer for renewal purposes could be caused not only by ill health, but also by change of occupation or geographical location, or some other reason, and if this would happen, the chances are very slim that the insured would be successful in obtaining like coverage anywhere else.  Therefore, it is obvious that the renewal feature of a term policy is designed to protect the insurability of the insured.

With the renewable term policy, the premium increases with each renewal as it is based upon the attained age of the insured, and we all know what happens to mortality at older ages.  Interestingly, at age 50, the term insurance premium would be higher than the premium for a whole life contract that was acquired when the insured was 35 or younger.  Each term policy renewal renews at the attained age, so they will increase rather substantially at the older ages.  The schedule of renewal premiums will be part of the insurance policy and the company cannot change them while the policy is still in force.  

The evidence of insurability is usually provided in the form of a certificate or similar form that is to be attached to the insurance policy; however, some insurers may issue a new policy with each renewal.  

There are insurance companies that specialize in term insurance—not as many now as there used to be years ago when insurers engaged in a “term war—but life insurers as a whole seem to have mixed feelings about the product.  It does fulfill a real need for many persons who otherwise would have no life insurance at all.  

The major concern of the insurers is the possibility of selection against the company at time of renewal, and the selection becomes greater the older the insured becomes.  It is the “old story” of anti-selection (or adverse selection).  Because the premium rises so rapidly at the older ages, those in better health or with fewer infirmities may drop the insurance, while those who are in poor health will pay the premiums, often no matter how high they may be.  This leaves a block of business of poorer risks, and since the premiums are based upon the average health of a person at that particular age, this would mean that the premiums are, then, inadequate.  Because those of poor health will often (sometime must) renew, while those who in good health will not (generally, they will purchase other coverage at a lower price), the mortality experience among the surviving policyholders will deteriorate faster than expected.  The result is that every dollar that is used for protection on a term policy has a tendency to cost middle-aged or older policyholders more than under any other type of policy.

Because of this, companies usually do not allow renewals to be available over a certain specified age—such as 65, 70 or 75—plus limitations on YRT policies are even more stringent as coverage is restricted to 10 or 15 years, or to age 65, whichever is earlier.
As a general rule, renewable term insurance is acceptable to both the insured and the insurer as long as it does not extend into the older ages.

Convertibility

Besides offering renewability, most term policies are also convertible—permitting a policyowner to exchange the term policy to a permanent type of insurance without evidence of insurability.  Many term policies are both, renewable and convertible.  
Convertibility is important to those who want permanent insurance but are unable at the present time to afford the higher premiums for the permanent insurance, still they need immediate protection.  There are situations where a policyowner just simply wants to postpone purchasing permanent insurance until a later date, for whatever reason.  With some of the interest-sensitive permanent insurance plans available, the individual may want present protection but wants to wait and see what the “market” does, for example.  Then, if the policyowner becomes uninsurable for some reason, he still can purchase permanent insurance at a later date (albeit at a higher price which at the younger ages is not particularly significant).

Actually, convertibility is more important that renewability as it guarantees access to a permanent plan, not just to coverage or continuation of temporary protection.  

There are two types of convertibility: attained age and original age.  With the attained age conversion, the premiums for the permanent plan would be based upon the age of the policyowner at which the conversion occurs.  The original age conversion (also called “retroactive conversion”) uses the original date of the term policy and premiums on the permanent insurance would be based upon the age of the policyowner when he was first insured under the term policy.  

Original Age Conversion
Some insurers allow conversion on a retroactive basis (Original Age) at any time within a specified number of years after issue.  When the conversion is effective, the premium is that which would have been paid had the policyholder taken out the permanent plan originally.  Because of this, there usually is strong motivation for a policyowner to convert retroactively.  Additionally, there can be better features in a policy that is issued at the original age.
However, it may not be as advantageous as there must be a financial adjustment of a payment by the insured—which can be substantial if the term policy has been in force for several years.  After all, an insurance company is not an eleemosynary (charitable) institution.  There are a variety of methods used to compute this adjustment, but the most popular method is that the payment will be the greater of (a) the difference in cash surrender values under the exchanged policies, or (b) the difference in the premiums paid on the term policy and those that would have been paid on the permanent plan, plus interest on the difference at some specified rate.  These methods are not uniform, and some companies require a payment that is equal to the reserves difference in the two policies, plus a charge (as high as 8%) to compensate for the investment loss on the difference.

These arrangements may seem complicated—and they can be—but the message is that the insurer simply wants to be in the same financial situation that it would have been if it had issued the permanent policy first.  

So, what is the advantage to the policyowner to convert retroactively?  Actually, very little, as while the insured will pay a smaller premium, they will, in effect, pay it over a longer period of time.  On an actuarial basis, the two sets of premiums are equivalent.  Do not forget that the insured pays the company the interest it would have earned had the larger premium been paid from the beginning.

Which is the preferred method of conversion?  The insured should strongly consider the state of his health.  The insured would not be wise to convert retroactively (which entails paying a substantial sum to the insurer) if his health was impaired.  The sum that the insured would pay would become part of the reserve under the contract and would not increase the amount of death benefits in case the insured succumbs to an early death.  All the additional payment would do is to reduce the effective amount of insurance.  

If this seems confusing, it is actually a simple matter of continuing the death benefit at the term premiums (lower than with a permanent plan) and because of health problems, there is a greater chance that the insured will not outlive the term period.  So, why pay more for the same death benefit?

Occasionally, the “dream” client may appear—someone who has surplus funds to invest in insurance, in which case the insured would probably be better off if he bought additional insurance, or prepaid premiums on existing policies.  This is accomplished by prepaying fixed premiums by the use of premium deposits, or by discounting future premiums.  In either case, the funds deposited with the insurer are credited with interest (at some designated rate) and sometimes, the deposited funds are credited with interest earned by the company in excess of the designated rate.  When the insured dies, the balance of such deposits is returned to the estate or designated beneficiaries (in addition to the policy’s death benefits).  Companies vary as to allowing withdrawals of these funds on the policy anniversary or premium due dates.  Some allow withdrawals only in case or surrender or death, and some do not credit interest and may even penalize the insured if the funds are withdrawn—but these companies are in the minority.
When to Convert

A retroactive conversion must take place within a certain number of years after the policy has been issued.  If the policy is no more than a 10-year term, for instance, a conversion can usually be accomplished pretty much at the desire of the insured.  If the policy term is longer than 10 years, then the policy will usually state when the conversion can take place—always prior to the end of the policy term.
The reason for the time limit is the old bugaboo of adverse selection.  There always is some sort of adverse selection in most conversions as those in poor health at the time of conversion are more likely to convert and pay the higher premiums, than would those who are in good health.  Therefore, it can be reasonably assumed that since conversion must be made some time before policy expiration, a higher number (percentage) of policyowners will elect to convert as they may not be too sure of their future health.  Not surprisingly, statistics indicate that the death rate of those who convert are higher than normal (expected).  Therefore, premiums for convertible term insurance are higher than those for term policies that do not allow conversion.

If the term policy is only renewable, the time limitation may be that it must be renewed before age 60 or 65.  Sometimes the policy will state that the policy must be converted within a specified period before the latest date that it can be renewed.

It should be noted that conversion might be allowed after the time limit, but only with evidence of insurability.
There are some term policies that automatically convert at the expiration of the term period, to a specified permanent plan.  However, there is a question as to whether this effectively reduces adverse selection because those policyholders who are healthy will probably decline to continue the insurance.

RE-ENTRY TERM

Because the element of adverse selection is so troublesome, insurance companies invented a term insurance policy that charges higher premiums to those of poor health when they renew their term insurance, ergo; the degree of adverse selection is reduced.
A discussion of re-entry term can become complicated, but it is a policy that is subject to two different premium schedules.  One, the lowest, rate is based upon mortality tables that apply to those individuals who have recently given evidence that they were in good health (“Select” mortality).  These rates are available just as long as the insured can provide new evidence of insurability at renewal dates (and/or other dates as specified by the policy).

The other, higher, premium schedule is based on rates that apply to insureds that have not produced evidence of insurability for 15 or 20 years after the initial evidence (“Ultimate” mortality).  Therefore, if the insured cannot provide evidence of insurability at the renewal date, then they will have to pay the higher premium immediately and into the future, unless, of course, they can show that there has been an improvement in their health.

On the face of it, this seems to be a logical choice—in order to get lower premiums, the insured must be healthy, and in order to get these premiums, the insured should be willing to pay higher premiums if/when his health deteriorates.  However, there is always the question as to whether the insured fully understands what can happen if they purchase re-entry term.  As anyone with teen-age children knows, young people believe they are immortal so they would never have to pay the higher rates.  However, if their health does deteriorate, they will then have to pay the higher (ultimate) rates and (in all probability) they will not be able to buy insurance from another insurer.  Looking back at that point, they could see that the single premium schedule term insurance was a real bargain, but by then, it is too late.

Do not feel that re-entry term is a “rip-off” as for those who actually do remain healthy into their retirement years; this can be a very economical way to buy insurance.  But, if their health deteriorates at the expected rate, i.e., that of the population in general, insurance can be costly.  Statistics indicate that with most person’s  health starts to decline around ages 45 to 50 and if they live their normal life expectancy (50% of them will, statistically) they could live 40 or 50 years with impaired health—and they would be paying the higher term rates for more years than they paid the lower rates.
As a general rule, re-entry term initial premiums are about 10% lower than those for a regular renewable term policy (with guaranteed future rates).  If, however, the insured suffers an illness or injury and his health deteriorates, the new premium may be as much as twice, what the renewal premium would have been under the traditional renewable term policy.  Therefore, they could easily end up paying much more premiums for many more years than they would have if they had just purchased a renewable term.

A professional approach to marketing re-entry term could involve comparison of the high rates of various insurers for similar coverage.  Once the insured cannot provide the necessary evidence of insurability, however, the lower premium schedule is meaningless.  Comparisons can be made by making pro-forma cash flow simulations of both the high and the low premiums, for each policy under consideration, and at a range of dates that the premiums would increase.  Practically, however, this is rarely performed.  Those who have absolute faith in their good health extending into the distant future—and there are many of them, nearly all young—look upon re-entry term as a real “bargain” and they are really not too interested in comparisons of anything that suggests that they may not be as healthy as they would wish in the future.
One other important aspect is whether the insurer considers the new policy that is issued if the insured can no longer qualify for the re-entry lower premiums, as a new policy.  If they do, there is a possibility that the new policy may have a new contestable period of one or two years.  In any event, as any good agent knows and would communicate to his client, -

if the insured should die while the policy is contestable, the claim will be investigated much more thoroughly; plus it will take longer to settle than for an 

incontestable claim.
LONG-TERM TERM INSURANCE
Most of the discussion of term insurance so far has been generally in the area of short-term policies, or with renewability features.  However, there are some very popular term policies that are written for a longer period of time and have distinct features different from those of shorter duration.  These policies usually allow the insured to purchase waiver-of-premium and accidental death benefits, similar to that offered with permanent plans.
A term-to-age-65 policy, for instance, provides protection on a level premium basis from the age at issue to attained age 65.  The length of the policy is somewhat shorter than the life expectancy of the insured, but the termination date is usually that of the date of retirement; therefore, it covers basically the period of time that the insured is earning a living.  Since the term is shorter, the premium is less, than a comparable permanent plan.  It is customary (indeed, in many states it is required) for there to be a cash value and surrender values.  There may be a conversion privilege offered, to be exercised usually prior to termination date—typically at age 60.  
INCREASING AND DECREASING TERM INSURANCE

This discussion has centered on level death benefits throughout the term of the policy.  However, as anyone who has ever purchased a car or home or borrowed a large sum of money can attest, there are policies with decreasing amounts of insurance.  Used in credit life situations, decreasing term policies decrease either uniformly or according to some schedule.  “Mortgage Redemption Life Insurance,” for instance, is a form of decreasing term insurance where the face amount decreases periodically to reflect the amount of the mortgage remaining after each mortgage payment.  Some specialty policies mirror the decrease in debt exactly, while others simply decrease the policy in approximate amounts to closely reflect the debt decrease.  
This type of coverage can be written as a policy, as a rider to a policy or as a combination with another policy.  

Increasing term insurance, which is actually a rather-old product, has taken on a new life in recent years, particularly with arrangements such as split-dollar plans that may consider borrowing or encumbering the cash value of the underlying policy.  This type of plan can be used to provide a uniform death benefit for the benefit of the beneficiaries by making a provision that there will be an automatic additional amount of term insurance purchased each year in the same (or approximate) amount that the cash value increases.

Increasing term insurance can be provided on a year-to-year basis through the fifth dividend option.  This dividend option makes available the use of the dividend to purchase one-year term insurance.  There are a couple of forms of this, one of which applies the dividend as a net single premium to purchase as much one year term insurance protection that the dividend can buy.  Another form purchases one-year term insurance in an amount equal to the policy’s cash value with the excess dividend portion applied tone of the other dividend option—often used with split-dollar insurance plans .  The purpose is to assure the beneficiary payment of an amount equal to the policy’s face amount if the insured dies, even though the cash value may be totally pledged—hence the use of increasing term insurance.
THE PLACE OF TERM INSURANCE IN TODAY’S MARKET
Even though term insurance may be the oldest form of life insurance, except possibly the assessment plans, it still has a place in today’s societies.  There are those who maintain that all life insurance should be term insurance as it fills all life insurance needs.  This theory gained some traction in the marketplace 20-30 years ago when it became fashionable to market yearly renewable term with the slogan of “buy term and invest the difference.”  This led to several insurers entering the additional field of “investment” by either forming their own mutual funds or contract with various mutual funds.  At that period in time, the typical cash value of whole life policies were only credited with 3% growth each year, while other investments were producing investment returns of around 10%—sometimes even higher.  This required that life insurance agents become dually licensed—securities and insurance licenses—and this also meant dual regulation with the SEC concerned with the securities and the Insurance Departments concerned with the life insurance.  This dual regulation will be discussed in more detail when the Variable Life Insurance plans are explored later in this text.
To this day, there are agents who will encourage a whole life policyholder to cash in their policies and replace them with term insurance.  Insurance companies discourage this type of indiscriminate use of term insurance which /has led to an impression by the general public that life insurance companies want to sell only permanent insurance so that they can receive more premiums, thereby increasing their assets and income.  Regardless of public perception, there are certainly valuable uses for this product.

WHEN TERM INSURANCE SHOULD BE USED

From the previous discussion, it is obvious that there are two areas where term insurance may be or should be used.  Since term insurance provides temporary protection, then that is one of the areas where it should be used—to provide temporary protection.
The second area where term insurance is suitable is when the need for insurance may be permanent, but the insured simply cannot afford permanent insurance to provide the coverage that is needed.  As an example, if an insured wants insurance to pay off a large debt in case of his untimely passing, it might be nice to have permanent insurance as then when the debt is paid off, he will still have life insurance regardless of his state of health at that time.  However, often the insured can only afford the term insurance premiums.  As a corollary, consider that driving to work every day behind the wheel of the large Lexus, many people can only afford a Corolla that will get them to work just as well as a Lexus or any luxury car.  There are times when one cannot afford what they would like or even what would be best for them, so they have to find another way that they can afford.
It is certainly advisable, if term insurance is purchased, to purchase term insurance that is convertible.  This can be the best of both worlds as the insured may later be able to convert the term insurance to a permanent plan when they can better afford to do so.  The basic premium between convertible term and non-convertible term is so slight that rarely will an applicant refuse this feature.  

The policy should be renewable as well, as the financial status of the insured may remain the same in the future.  Renewability and convertibility features serve different functions, but they work together well and should be used in all term policies.

Temporary Protection Needs
It was mentioned above that a person might only need temporary protection, particularly when insurance is needed to “hedge” a loan.  A term policy in the amount of an obligation serves a dual purpose:  (1) it protects the lender or lending institution against the possible loss of the principal, thereby making the loan easier to obtain and often on better terms if the loan is protected against loss by premature death of the debtor; (2) it protects the estate of the insured against having to repay a loan if the insured should die before the obligation has been fulfilled.
There is actually a plethora of situations where temporary protection is not only desirable, but also needed.  While most people are familiar with mortgage redemption insurance where the mortgage is paid off if the mortgagee dies while there still is a mortgage, other uses can include corporations purchasing a form of key-man insurance when they are engaged in experimental products that would provide funds; so that the corporation can be reimbursed for any losses they may suffer if there is a death in those most heavily involved in the experiments.  Movie studios will cover their principal actors—and sometimes their directors or producers—for the period of time that the movie is in production.  

A perhaps more mundane type of temporary protection is needed by parents who need the protection while the children are still dependent, but not so much when they are “all grown-up.”  This, by the way, can be accomplished by term insurance on the parents or a larger amount on the breadwinner during the child-rearing years, or sometimes it is better accomplished by the use of decreasing term being superimposed on a permanent insurance plan.

Younger persons who fully expect their financial situation to improve in the future often use term.  While young professionals are getting established, it is often wise for them to purchase insurance that will provide funds to cover their debts and other expenses, in addition to family needs (particularly if there are children), at the lowest premium available, with the ability to convert at a later time to more permanent type of insurance.  Term insurance can be used in the same manner for young persons who are entering the business world, especially if they have executive possibilities and ability.

Supplement to Group Insurance

Many employees that are covered by group life insurance as part of an employee benefit plan are hesitant to purchase individual life insurance.  In many cases, the employee that has a good benefit program has the attitude that the employer is “taking care of him” whether he is injured or becomes ill, or unable to work, and will provide adequate life insurance for the protection of his family.  Unfortunately, in most cases, the group life insurance is only for $50,000 or less, and while that seems like a lot of money for many young working persons, an individual could not even leave a mortgage-free house to his family if he should die early.  
Employees should be aware of how much of the group life insurance they can convert after an involuntary termination of employment—strike, lay-offs, plant closing, work reduction, etc.  They should purchase term insurance in at least the amount of their group life insurance plan while they are still employed.  

OBJECTIONS TO OTHER FORMS OF INSURANCE

Anyone who has been in the life insurance field for any period of time has heard some of the objections to whole life and other forms of permanent insurance—some may have used these arguments in attempts to sell permanent insurance.  
The most often used—and the easiest to explain to a prospect—reason not to buy permanent plans is that it is more expensive.  A person buys life insurance so as to leave money to his beneficiaries in case he dies early or during his income-producing years and that should be the only purpose of life insurance.  That is what term insurance covers and why should anyone pay more so that the life insurance company can invest his funds along with a jillion other insured’s premiums, when the prospect can invest it himself and get a better return without having to pay an intermediary?  Plus, if he needs the money for a good reason, he will not have to invest the savings in the premium—it can be spent for whatever he wishes.
The argument is basically that why should anyone pay in advance for something that they may not need or live to enjoy.  Term insurance, however, is a method of “paying as you go and you get what you paid for.”

OK, there is a lot to the argument that the insureds would be better off with term insurance, if they are sure that they are going to die within a short period of time.  But what if they get “lucky” and they live to a ripe old age?  As they get older, the health deteriorates, and they will probably not be able to get life insurance after the end of the term life period, and they can use funds for estate purposes, future debt settlement in case of death, even burial costs.  The possibility of living so long that the premiums paid in exceed the total premiums paid under a level premium plan is relatively high.
The factual argument is that with a level premium plan, the insured is protected against living too long and having to pay extravagant premiums.  Since, in reality no one knows when they are going to die, the level premium plan shifts some of the premium burdens of living too long to those who die early and who have a very large return on their premium outlay.  

The old story, worth repeating, is where an agent attempting to sell life insurance, was asked by his prospect, “Exactly how much life insurance should I buy?” The agent replied, “I can tell you exactly what you need, and I only need to know two things — your date of birth and your date of death.”

Perhaps the most intellectual (?) argument against permanent insurance is that policyowners are overcharged because the reserve under permanent plans of insurance is “forfeited” to the insurance company when the insured dies.  Therefore, it is contended, the death benefit should be increased by the amount of this reserve.  
If, as suggested, the reserve is to be paid in the event of death, in addition to the death benefit, this destroys the level premium concept, the heart of which is the reduction in the net amount at risk as the reserve increases.  If the reserves were to be paid in addition to the death benefit, premiums will obviously be inadequate as they are calculated on the assumption that the death risk is a decreasing risk.  
OK, you may know of a policy that will return the reserves in addition to the death benefit, however check the premium—it will be increased accordingly.  Remember, 

Life insurance companies are not eleemosynary institutions.

BUY TERM - INVEST THE DIFFERENCE
The “buy term and invest the difference” philosophy as extolled by some, needs further consideration and discussion as it is based upon the proposition that individuals can invest their funds as efficiently and profitably as can the insurer, and usually at a higher rate of return.  There are some arguments for this as an individual can “play the market” and if he is knowledgeable (and lucky), he can probably “beat” the investment return for the insurer as the insurer is restricted as to where it can invest its assets.  Their restrictions are regulated tightly by insurance regulations and they are rather conservative for the protection of the policyholder.  The Departments of Insurance do not want to see insurance companies go into receivership or bankruptcy because of risky investments.  Therefore, there is some truth to the assertion that an individual may do better than insurers in their return on investments.
Those who preach the “buy-term-and-invest-the-difference” philosophy use this argument, and therefore they recommend that an individual buy term insurance and the difference in what they would have paid for level premiums, they can invest in a separate program.  Some recommend that all such investments be in government bonds, some recommend investing in investment trusts or mutual funds, or even in common stocks.

What Kind of Investments?
It may be necessary to determine what kind of investment program best serves those that ascribe to the term-and-investment philosophy.  Textbooks (quoting experts) maintain that any investment program should have safety of principal, yield and liquidity.  Each of these should be discussed separately.
Safety of Principal

This is, so to speak, a ballgame in the insurer’s ballpark!  Throughout the years the life insurance business has a solvency record that is better than any other type of business organization.  True, there have been insolvencies but in every case, the Insurance Departments have been able to either find a buyer for the company or its business, or have assigned blocks of businesses to other companies.  Even when the Baldwin United Life Insurance Company was taken over by the Department of Insurance many years ago, leaving thousands of annuity owners fearing for their own investments in annuities, the worse that any annuity owners suffered was that there was no increase in annuity assets for a year or so, and then the annuities were taken over by other companies and the annuity owners lost no more investment income.  Few, if any, industries could perform as well.
The insurers are required to concentrate on quality investments and government bonds (federal, state and local), high-grade corporate bonds and real estate mortgages, and there must be diversification by regulation.  Investments are diversified as to type of industry, distribution, maturity, etc.  The individual policyowner’s reserve is commingled with all of the other policyowner reserves; therefore, each policyowner has a pro-rata share of each investment unit in the insurer’s portfolio.  This affords the maximum of security of investments and they are collectively beyond the reach of any individual investor.  The only way that an individual investor could match the safety of principal of the insurance companies, would be if they could invest in federal and state government bonds, which would sacrifice yield in deference to safety, and few investors would want to do that, even if they could.
Yield

Life insurers measure their investment yield by a percentage of their mean ledger assets—the net investment income without capital gains or losses, and after deducting investment expenses but prior to deducting federal income taxes—and they earned over 9% during the past 10 years, reaching 9.87% in 1985.  However, these rates have been declining since 1985 as general investment returns have dropped for all sectors of the economy.  So, it is possible for an individual investor to do as well as an insurance company by investing in common stocks or other equity investments, particularly if unrealized capital appreciation is considered—and many investors have done as well.  Still, it is rather unlikely that the typical life insurance policyowner can do as well as insurance companies over a long period of time.  Plus, a very important factor, 

annual increases in cash values are not subject to federal income taxes as they accrue, while the earnings from a separate investment account would be taxed to the owner as ordinary income.
Liquidity
This is where the life insurance policy “shines.”  Simply, the policyowner’s investment can be withdrawn at any time without losing any of the principal through surrender for cash or through a policy loan.  This means that the insured never has to worry about liquidating assets during a market downturn—and the policy loans cannot be “called” because there is inadequate collateral.
True, there are some types of investments that are quite liquid, but no market-value investment can come close to the liquidity of the obligations of the life insurance contract.

Otherwise -
One more, but important, point.  As anyone who knows anything about life insurance can attest, one of the most important reasons to buy life insurance is the “forced savings.”  This is what many, many have discovered when they bought term and “invested” the difference—the difference just did not get invested.  For life insurance, when the savings feature is combined with the protection feature, there is a considerable incentive for the insured to save.  
Contrast the situations where if an individual purchased, say, bonds for investment on a regular basis, they may skip a month, or two, or three, if they either feel that they need the money to buy something else or some other disposition of money is more important at that time.  Conversely, if they set aside a predetermined amount each month to a savings account that if not paid, could mean that they would lose valuable protection that might be irreplaceable (particularly if there are health problems)—they are much more likely to put the amount into the “savings account” each month, like clockwork.  With forced savings, if the insured did not save, they would have no other way to preserve their protection.
Summary

All investments have their place in an individual’s financial and/or estate planning programs but life insurance is normally the very foundation of such a program or plan, and rightfully so.
STUDY QUESTIONS

1.  If the insured dies while insured under a term policy


A.  the beneficiary will receive the death benefit amount.


B.  the beneficiary will receive the difference between the reserve and net amount at 



risk.


C.  the death benefit is always a pro-rata share of the face amount decreased by a 



factor involving the number of years that the policy has been in force.

D.  the beneficiary will receive the face amount plus any cash value.
2.  The renewability of a term policy is designed

A.  to keep premiums down.


B.  to provide continuing commissions.


C.  to protect the insurability of the insured.


D.  to provide nonforfeiture values.

3.  In a term policy, there are two types of convertibility;


A.  attained age and original age.


B.  issue age and mortality age.


C.  permanent and temporary.


D.  cash value and non-cash value.

4.  A retroactive conversion must take place within a certain number of years after the issue date, which date


A.  must fall within 3 years of issue date.


B.  will always be at the date of policy expiration.


C.  will always be prior to the end of the policy term.


D.  will be designated in 5-year increments.

5.  A term policy that is subject to two different premium schedules would be

A.  a re-entry term policy.


B.  a limited term policy.


C.  a yearly renewable term policy.


D.  an adjustable term policy.

6.  In many states, a long-term term insurance policy


A.  is outlawed.


B.  can be required to have cash values and surrender values.


C.  must be of a duration in excess of 25 years.


D.  must only be a decreasing term policy.

7.  “Mortgage Redemption Life Insurance” is a form of


A.  decreasing term.


B.  increasing term.


C.  level term.


D.  adjustable term.

8.  Increasing term is often provided on a year-to-year basis through


A.  mortgage redemption life insurance.


B.  estate planning trusts.


C.  the fifth dividend option-use of dividends to purchase one-year term insurance.


D.  group insurance.

9.  In the study life insurance, it is important to remember that life insurance companies


A.  are always mutual companies.


B.  are not eleemosynary institutions.


C.  are regulated entirely by the federal government.


D.  receive all of their profit from investment income.

10.  Earnings to an individual from a separate investment account is taxed to the owner as ordinary income; annual increases in cash values are

A.  taxed at capital gains rates.


B.  not subject to federal income taxes.


C.  are subject to federal income taxes.


D.  taxed as ordinary income every five years only.

ANSWERS TO STUDY QUESTIONS

1A     2C     3A     4C     5A     6B     7A     8C     9B     10B
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CHAPTER THREE - WHOLE LIFE INSURANCE
“Whole life insurance” terminology is used to designate the policy that provides protection for the “whole of life.”  There are two types of whole life policies:
1.  ordinary life, where the premiums are paid throughout the insured’s lifetime, or

2.  limited-payment life where premiums are to be paid only during a specified period of time (20-pay life, etc.)

The reason for there being a difference is simply because many life insurance policies are purchased with the insured not intending to pay the premiums for the rest of his life or, for whatever reason; he only wants to pay premiums for a certain number of years.  Another reason could be that because of dividends, premiums will only be payable for a period shorter than the life expectancy of the insured.  For retirement purposes, life insurance is often purchased to provide protection until retirement, at which time the policy will be surrendered and an annuity purchased.  There are many other reasons, but the point is that life insurance should be viewed, not as a policy that absorbs premiums and provides death benefits for the lifetime of the insured, but as an extremely flexible plan that provides the maximum protection for the lowest premium and which can be adjusted to meet the changing needs of the insured regardless of how long he may live.  

There are many forms of life insurance, as this text describes, but basically, the ordinary life insurance is the most basic of all of the policies and is the most popular product.  There is no doubt that an ordinary life insurance can not only provide the foundation for a financial or estate planning program, it can serve as the entire program in many cases.
The ordinary life insurance policy is comprised of several basic and highly important features.

Permanency of Protection

Ordinary life insurance provides permanent protection—it never has to be renewed or converted and the length of the protection does not expire.  As long as the policyowner continues to pay the premiums, the protection will remain in force.  This particular feature is so important that many years ago agents often called it “permanent insurance.”  This is so important because nearly everyone will need protection against premature death as long as they live, some more so than others.  
In some ways, ordinary life insurance is really endowment-to-age-100, i.e. the face amount of the policy is a matured endowment if the insured lives to age 100, and pays the face amount of the policy whether the insured lives to age 100, or not.  Actually, some companies will offer an “endowment to age 95” in lieu of an ordinary life insurance policy.  Amazing that so many people will buy an endowment to age 95 instead of an ordinary life insurance policy…

The ordinary life insurance policy has also been described as a level premium term to 100, provided that the assumption would be that all insureds that live to age 99 would die before their 100th birthday.

Less Expensive

Think about it (if you haven’t already)—since the premiums for an ordinary life insurance policy assumes that the premiums will be payable throughout the lifetime of the insured, the lowest premiums are therefore, produced.  When premiums are calculated, the actuarial assumptions produce a net single premium, which is the base premium for a life insurance policy, and these assumptions do not include the manner in which the periodic premiums are to be paid.  Also, at each age the net single premium is the same for ordinary life insurance and any form of limited-payment life insurance.  Of course, the longer the period over which the single-sum payment is spread, the lower each payment will be.  
The net annual level premium (simply put, which does not take expenses and other costs into consideration, but is the simple cost of death at that particular age plus interest on the accrued premium) of an ordinary life insurance policy would, of course, be less than the net annual level premium for a 20-pay life issued at the same age.  Limited payment insurance policies justify the higher premiums by providing certain benefits, such as, principally, the lifetime protection but premium payments are limited to, for instance, 20 years.  
However, if the objective of the insured is to be provided with the maximum benefits of permanent protection at the lowest premium-dollar-per-dollar-of-protection, then the ordinary life insurance contract best serves the insured.

Cash Value
As explained earlier, an ordinary life insurance policy accumulates a reserve, such reserve eventually equaling the face amount of the policy.  For limited payment plans, the reserves are higher that those of ordinary life because they must equal the face amount much earlier.  However, all things considered, ordinary life still produces the most combined benefits of protection and savings.  
The cash value accumulated under an ordinary life insurance policy can be used as surrender values, paid-up insurance, or extended term insurance.  Generally, cash values are not available during the first couple of years of insurance because of the insurer’s cost of putting the business on the books—administrative cost and commissions— except, of course, for single-premium policies and some other limited-pay policies, in which case the first year premiums are high enough to exceed the first-year expenses to create the policy and still maintain the policy reserves.

As this text goes more deeply into variable products, the success of variable products has been because of the low interest rate credited on cash values of whole life insurance products—typically, 3 to 5 percent, during a time of increasing return on other investments.  The reason that the companies have kept this guaranteed rate so low is that companies are required by law to invest in conservative investments, government bonds, etc, so the insurer must earn a rate that they can guarantee regardless of economic fluctuations.  

POLICY LOANS
COLLATERAL

The cash value of a life insurance policy serves as collateral for a policy loan in the same way a house serves as collateral for a mortgage loan.  Therefore, in order to borrow $1,000, there must be at least that much cash value in the policy.  Actually, there must be slightly more because, typically, a 100% loan is prohibited in order to protect the insurance company.  The policyowner could borrow nearly 100% of the cash value, but a small portion would be deducted, equal to one year's interest.  For example, if the policyowner wants to borrow the full cash value of $1,000 and the interest rate for the loan is 8%, the insurer will keep 8% of $1,000 or $80 and lend the balance of $920.

As described in a later section, Variable life policies typically restrict the amount that may be borrowed to an amount less than 100% of the value of the separate account.

INTEREST

The low interest rate traditionally charged for policy loans is one of the features that have made such loans attractive, with a 4% to 6% fixed rate being common in the past. With the overall interest rates at the lowest in many years, it is still attractive, provided the insurers keep their interest rates “in the ball-park” of other commercial loans.  In any event, they will probably always be much lower than credit card loans (debt) and that would make these very attractive to many of today’s consumers.  Variable interest rates are also available, tied to a financial indicator such as the rate on U.S. Treasury bills or Moody's long-term bond rate. When a variable rate applies, the policy specifies when the insurer will adjust the rate, such as on the first day of each calendar quarter.

DIRECT RECOGNITION

Direct recognition is the immediate consideration of present interest rates, mortality experience, and expenses in premiums currently charged.  This is critical to the formulation of Current Assumption Whole Life and Universal Life products.

Under the Direct Recognition principle, a policy loan can have a significant negative impact on dividends paid under participating policies.  When determining the dividend to be paid on a particular policy, companies that use direct recognition take into account the interest rate the insurer earns on the loan and the dividend interest rate the company has assumed it would have earned on the cash value if part of it had not been borrowed. The difference reduces the dividend.

Insurers believe direct recognition is a fairer proposition for all policyowners because it rewards those who do not borrow money.  Under this arrangement, non-borrowers "earn" the higher dividend because all cash value is left with the insurer for earning purposes.  Borrowers receive a smaller dividend because not all of their cash value is available to the insurer to earn interest.

INTEREST PAID ON BORROWED VALUES

As detailed later in this text, for Universal and Variable life policies, insurers might pay a lower interest rate on the borrowed portion of cash value that is serving as collateral for a loan.  That is, the typically higher current interest rate is paid on cash values that are not collateral and a lower rate, often the guaranteed rate, is paid on the portion borrowed. Additionally, Universal Life policy loans might be "wash loans" with the interest charged on the loan canceling out the interest paid on the cash value that serves as collateral.

Policies other than Universal and Variable life also have arrangements for paying a lower rate on loaned cash values. Some companies, for example, pay 1% less on the loaned values than on the remainder of the cash value.

LOAN REPAYMENT

Because borrowing cash values represents a loan, repayment is expected, even though the loan need never be repaid.  The policyowner may continue paying interest on the loan indefinitely. The negative consequences for not repaying loans from cash values include:

· Reduction of the death benefit by the amount of the loan and any interest due if the insured dies with the loan outstanding.

· Reduction of the surrender value if the policyowner wants to terminate the policy and take the entire cash value. 

· Effect on dividend payments in par policies, described previously.

· Reduction of interest earned, described previously.

· Potential depletion of values, (causing:) 

· Lapse of Universal or Variable policies.

If a policy is about to lapse because of outstanding loans and/or interest due, the insurance company must notify the policyowner in time to repay the loan or make premium payments to keep the policy in force.

REINSTATEMENT CLAUSE

The reinstatement clause allows the policyowner to reinstate a policy that had lapsed, under certain requirements. The most important requirement is to furnish evidence of insurability and pay past-due premiums.

“Evidence of Insurability” is required by the company to prevent adverse selection.  Otherwise, it would be common for an individual to allow a policy to lapse, and then discover that it would be for their benefit to keep the policy in force (they have just been diagnosed with a fatal disease, for example).  The insured is required to furnish evidence of insurability that is satisfactory to the company.  While good health is the usual requirement, the company may also require information on the travels of the insured, occupation, financial condition, etc.  An example frequently used is of an insured that is in prison and sentenced to the gas chamber. He might be in good health now…

What is interesting about this provision is its relationship to the incontestable clause.  If a policy is reinstated, what happens?  Does the incontestable period start all over again?  While laws are really not very clear on this matter, the general practice is that the incontestable clause is also reinstated, making the policy contestable again but only to statements made in the reinstatement application.  While other jurisdictions state that the original incontestable clause is still in effect (period dated from policy date), there are a few jurisdictions that take the view that the reinstatement (itself) is a separate contract that has no incontestable period.  Fair?  Hardly, because this also means that the policy can be contested for fraud at any time.
For the Suicide Clause, courts have been almost unanimous in holding that the suicide clause does not run again.  

In respect to past-due premiums, there is a legitimate argument that there should be no premiums due for past mortality charges as no coverage was provided during the lapse period.  Therefore, some jurisdictions limit the past-due premium to the increase in reserves between the time of lapse and reinstatement.

Incidentally, reinstatement is not permitted if the policy has been surrendered (or continued as extended term insurance) and the full term of the policy has expired.  If the extended term portion has not expired, most companies will reinstate the policy with little or no evidence of insurability.  Regardless, reinstatement seldom is allowed if more than 5 years has elapsed since the policy lapsed.

NONFORFEITURE PROVISION

The nonforfeiture provision is applicable only to life insurance policies with cash values (although there are other types of insurance that may have this provision, such as some Long Term Care Insurance policies).  This provision outlines the options that are available for the insured to collect the cash value if the policy is terminated.  It also explains the method that is used to determine these options.

“Nonforfeiture” gets its name as, historically, early insurance policies had no cash values, so any excess premium paid after mortality and expense charges were deducted, was “forfeited.”  This is not allowed in the United States and insurers must comply with the Standard Nonforfeiture Laws, which also require the policy to state what mortality table is used and the interest rate in calculating the nonforfeiture values.  A table in each cash-value policy is required that shows the cash surrender values and other nonforfeiture options for the first 20 years.  (Nonforfeiture options are discussed later in the text)

These laws set forth the situations under which a life insurance policy must have nonforfeiture values and they also stipulate the minimum required values and effectively, require that all policies that collect more than mortality and expense charges and provide nonforfeiture values.  It should also be pointed out that the stated interest rate for nonforfeiture values is not the “rate of return” of the policy.  Universal Life and Current Assumption Life policies are different, as cash values are derived using the so-called retrospective approach.  

The differences between the prospective method of determining cash values for traditional policies, and the retrospective method used for UL and Current Assumption products, is quite technical and beyond the scope of this text.  It is mentioned here as a note of interest.  When actuaries were trying to develop an insurance policy wherein the cash value accumulation could compete with other non-insurance products, the Standard Nonforfeiture Laws would prove to be a major stumbling block.  Finally, at an international reinsurance meeting in Monte Carlo, through the genius of American actuaries and a German actuary meeting privately, this retrospective method was developed and the Universal Life insurance policy was “invented.”

NONFORFEITURE OPTIONS

Since the cash value in the policy belongs to the policyowner, they will not be forfeited even if the policyowner is not able to pay the premiums.  Therefore, the policy offers options as to how to how the policyowner can receive the cash values.

CASH SURRENDER

The policyowner may receive the cash surrender value of the policy. This involves withdrawing the entire cash value and surrendering or terminating the policy.  The insurance company deducts any outstanding loans, interest on loans and unpaid premium before paying the cash value to the policyowner.

Cash value policies include tables showing the cash surrender value for every year the policy is in force, which is the basis for the amount due the policyowner.  However, Universal life policies have only a minimum cash value guarantee and a Variable policy has no guarantee at all.  These policies might include an illustration of potential cash values based upon assumed rates, but, unlike the tables in traditional policies, there is no guarantee that those potential values will be available at any given time.

PAID-UP INSURANCE

Another nonforfeiture option is to use the cash value to buy paid-up insurance.  This provides a reduced amount cash value life insurance for which the policyowner never pays another premium.  The paid-up policy is the same type of insurance as the basic policy from which the cash value is being used.  No riders or other provisions added to the original policy are included.  Cash values accumulate in the paid-up policy and the policy earns interest. If the original was a participating policy, the paid-up policy will also earn dividends.

The amount of the death benefit for the paid-up policy depends upon how much coverage the cash value will buy.  Any outstanding loans and interest are deducted first and the insured’s attained age is used to determine the cost.  Administrative expenses will be small because it costs insurers very little to provide a paid-up policy from cash values.

EXTENDED TERM INSURANCE

The policyowner may use cash values to purchase extended term insurance.  In this case, the death benefit is the same as the original policy (unless a loan is outstanding) and the "extended term" is the number of years and days of coverage that can be purchased with the available cash value at the insured's attained age.  Policies that have guaranteed cash values include a table showing how long the term will be, based upon these factors.

If there is an unpaid policy loan, the insurance company deducts the amount of the loan and any interest due from both the cash value and the death benefit amount before determining the length of the extended term.  For example, if the original policy has a $100,000 death benefit, a cash value of $20,000 and an outstanding loan with interest of $5,575, then the death benefit of the extended term policy will be $94,425 and the cash value used to purchase the policy will be $14,425.

The outstanding amounts are deducted from both the cash value and the death benefit to protect the insurance company.  If the insured should die soon after opting for the extended term insurance and before repaying the policy loan, the insurer would have lost the loan amount completely since there is no longer any cash value as collateral. If a policyowner simply stops paying premiums and does not choose a nonforfeiture option, insurers automatically set up the extended term insurance unless the policy also includes the automatic premium loan provision described earlier.  This nonforfeiture option provides the most insurance protection for the cash value available.

ANNUITY - RETIREMENT INCOME
A recently popular use of surrender values is to apply the surrender values to the purchase of an annuity or retirement income.  If the policy does not give the insured the right to take the cash value in a life-income method, the insurer will allow the insured to do so upon request.  
The reason for the popularity is that many persons purchase life insurance for protection during the child-rearing ages, and after the “chicks have left the nest,” they start planning for retirement.  Life insurance is the perfect vehicle for this.  As a general rule, the cash value of an ordinary life insurance policy that was purchased at age 25 will be about 50%-60% of the face amount at age 65, at age 35 it would be somewhere around 40% to 55%.  Therefore, if the insured is 35 when he purchases a life insurance policy with a face amount of $50,000, the cash value at age 65 would be approximately $25,000, which would produce a life income amount of approximately $150 per month.  OK, this may not sound like much, but when this is added to the Social Security benefits and any other retirement benefits (such as from an employer), it could be quite attractive.  In today’s world (and in tomorrow’s), $100,000 is not be really a lot of money, but it could produce as much as $300 a month at age 65.
Some care should be exercised when approaching this retirement feature with a prospective insured, as the individual may feel that by taking the cash value at age 65 would in some way, interrupt the program.  In some cases, this would be true, particularly if the life insurance program was intended to provide protection at the older ages.  Of course, the cash value could be taken later if the situation changes—more proof of the flexibility and the value of ordinary life insurance.

CONVERSION PRIVILEGE
The right to convert to another form of insurance in another flexible feature of ordinary life insurance, and the policy will contain a provision allowing the insured to exchange the policy for another type of policy, usually under certain conditions.  Even if the policy does not specifically address this privilege, an exchange can usually be negotiated with the insurance company, and the conversion is nearly always permitted without evidence of insurability if the new policy calls for a larger premium.
Conversely, most companies will not allow a higher-premium policy to be exchanged for a lower-premium policy without evidence of insurability.  There really are two reasons for this:
1. With such an exchange, future premium income would be reduced and the insurer would have to return part of the reserve to the insured, which would then increase the actual amount at risk, and

2. There always are suspicions as to poor health when this is requested.  A person who has just been diagnosed with a fatal or life-threatening disease would want as much protection as possible at the lowest possible premium—such as converting a whole life policy to a yearly renewable term policy.
Conversely, if the insured is converting to a higher premium policy, the net amount at risk will be reduced more rapidly and the problem of adverse selection disappears.

The ordinary life insurance policy is the lowest-premium form of fixed premium permanent insurance so it can be converted to other forms of permanent insurance without evidence of insurability.  This adds to the attractiveness of the policy for those who want a more-limited term and higher premium policy, but cannot afford it at that point in time.  Ordinary life is superior to level premium term insurance in these situations, as if the financial status of the insured does not improve as desired, the insured still has the protection plus a modest cash surrender value, but if the conversion is ultimately completed, there will be little in the way of a financial adjustment.

THOSE DEVILISH DIVIDENDS

Originally, dividends were issued by mutual insurance companies but in later years, dividends became more popular so now even stock companies offer participating policies.  The US Supreme Court, years ago, rules that “dividends” paid on a participating life insurance policy is simply a return of the overpayment of premiums.  Why, then, did companies not only continue to offer them, stock companies also offer dividends?  There can be several reasons, one offered by many agents is that since the larger insurers were mutual companies, they advertised and marketed so aggressively that the general public interested in life insurance policies, would look for dividends, and would compare dividend returns in determining what policy to purchase.
During the 60’s and 70’s, many new life insurance companies were started that offered high dividends, such amounts to be “determined by the Board of Directors”.  These “dividends” were offered on “special” policies, and were supposedly based upon the profits of the company.  There probably are many of these old policies still in force, although most of them have either been dropped or cashed out, but in any event, they are now illegal because of the way that they were misrepresented by the agents.

Today, insurers offer dividends as it allows the insurer to maintain a stronger contingency margin and they still can adjust the cost downward after a period of coverage has been evaluated.  The policyowner dividends are based upon the favorable experience of the company, such as higher than expected investment returns, or lower loss ratios or lower expense ratios.
These dividends are declared annually, with investment results accounting for the largest portion of the dividends.  The amount cannot be guaranteed and it is illegal for an agent to present projections of future dividends as if they were guaranteed or certain (as the old “special policy” salesmen routinely did).  Not advertised widely is the fact that dividends have been reduced during the 1990s.

Dividend options may be chosen by the policyholder, and the choices are:
1. used to reduce premium payment,

2. used to purchased additional fully paid-up insurance (paid-up additions),

3. accumulated by the company to earn interest on behalf of the policyholder, 

4. used to purchase term insurance, or

5. used to increase premiums and make the policy paid-up at an earlier age.

CURRENT ASSUMPTION POLICIES

The principal difference between “Current Assumption” policies and participating policies is that the participating policies are adjusted according to past experience of the insurance company, while the current assumption policies are adjusted according to anticipated experience of the insurance company.  In affect, they discount in advance for expected favorable results.  
Note:  Do not confuse the current assumption policies with Current Assumption Whole Life policies, which are a variation of the whole life policy.  See discussion in the following chapter.

LIMITED PAYMENT WHOLE LIFE

With a limited payment whole life policy, the policy remains in full force for the “whole of life” but premiums are paid for a limited period of time only.  After that point, the policy becomes fully paid-up.  For definition purposes, a policy matures when the face amount is payable, usually at death.  A policy expires when the term of the policy expires and there is no benefits payable, such as in term insurance.

Premiums for these types of policy are typically 10, 15, 20 or 30 year, or to age 65 or similar age.  Because the premiums for these types of policies are (comparatively) high, there is not much demand in the individual life insurance market, however, limited payment policies can be used in business situations where it is important that the policy be paid-up within a certain time frame.

Single premium whole life policies are those whole life policies where, as the name implies, the entire premium for the life of the policy is paid from inception with a single payment.  As one can imagine, the cash value of the single premium policy is substantial from the date of the policy.  Because of the high premiums, these policies are not frequently sold but are used for special situations.

JOINT LIFE INSURANCE
The joint life insurance policy is simply a life insurance policy that is written on more than one life, and is often called the “first-to-die” joint life policy.  There are similar policies written on two lives and if benefits are paid upon the death of the second person, then it is a “second-to-die” policy, but it is much better known as a “survivorship” policy.  These policies are often used to fund federal estate taxes of wealthy couples where their Wills are constructed so that they make maximum use of tax deferrals at the first death.  Joint life policies are also used for funding business buy-sell agreements.
Actually, joint life insurance policies can cover two to as many as twelve lives, but because of the expense and the administrative headaches, most companies limit the policies to 3 or 4 individuals.  Some companies will issue insurance on more lives if they have a related business interest.  Generally, the policies are either ordinary life, limited pay life, or under a Universal Life policy.  Rarely are they written on a term basis as the separate term policies could cost more than a joint policy and the ordinary life, limited pay or UL would offer protection to survivor(s).

The premiums is usually larger than the combined premiums on separate policies that provides an equivalent amount of insurance—the premium for $200,000 coverage on two lives is larger than the combined premiums for two $100,000 policies.  The reason is that the joint policy will pay $200,000 upon the death of the first to die, but under the two-policy format, they would only pay $100,000 upon the death of the first to die.  Besides, a joint life policy costs less than two separate policies with half of the benefits.
The joint life policies offer conversion to single-life policies on separate lives if the conversion is on the same plan as that of the joint policies and the conversion is the result of divorce or dissolution of a business; or conversion by dividing the amount of insurance among the insured lives (equally or unequally); and dating the new policies as of the original date of issue of the joint policy.

Business partners or stockholders in a closely held corporation often use these policies.  A problem that could arise in these cases is that since the insurance usually terminates upon the first death of the partner or stockholder, the remaining members of the firm may not only be without insurance, their health may be so that they cannot become insured.
However, some insurers have special joint life policies designed for buy-sell funding, some offering a short period of extended coverage for the surviving partners or shareholder, and further, they guarantee their insurability under a new joint life policy much like the previous one.  Some offer joint life policies that allow uneven allocations of death benefits to coincide with the unequal ownership interests.

While joint life policies are sometimes offered to husband-and-wife jointly, especially if there is going to be a need for funds upon the first to die, such as for death taxes, the problem of the survivor losing insurance coverage under the policy can cause problems.
STUDY QUESTIONS
1.  The most popular form of life insurance is

A.  ordinary life insurance 


B.  term insurance.


C.  Universal Life insurance.


D.  endowment policies.

2.  The most important feature of whole life insurance is

A.  it is the cheapest type of life insurance for the purchaser.


B.  it provides permanent protection.


C.  that cash values are provided for the first year that are equal to the premium.


D.  that premiums are paid for a minimum of 20 years before they endow.
3.  The cash values accumulated under an ordinary life insurance policy can be used as

A.  surrender values only.


B.  paid-up insurance only.


C.  extended term insurance only.


D.  surrender values, paid-up insurance or extended term insurance.

4.  When a policyowner applies for a policy loan, the collateral for the loan


A.  is waived.


B.  is the cash value of the life insurance policy.


C.  is the separate account and subaccounts.


D.  is the face value of the policy.

5.  The immediate consideration of present interest rates, mortality experience and expenses in current premiums, therefore a policy loan can have a significant negative impact on dividends paid under a participating policy; this is called


A.  direct recognition.


B.  value-assumed consideration.


C.  the net amount at risk.


D.  the formulation of the cash value.

6.  In reinstating a life insurance policy, the most important requirements are to pay the past-due premiums and


A.  produce evidence of insurability.


B.  to use the cash value to purchase a higher face amount policy.


C.  to pay the agent first-year commissions on the reinstatement.


D.  the waiving of pre-existing conditions.

7.  The nonforfeiture provisions applies only to life insurance policies

A.  written by a mutual company.


B.  with a face amount (death benefit) of less than $1 million.


C.  written in California, Texas and Florida.


D.  with cash values.

8.  Many purchase life insurance policies for protection during the child-rearing ages, and afterwards 


A.  the policy is voided.


B.  the insured must provide evidence of insurability to continue the policy.


C.  the cash value may be used to purchase an annuity for retirement.


D.  the policy may be returned to the insurer for a full premium refund.

9.  When dividends are declared by a mutual company, the largest portion of the dividends is a result of 


A.  investments of the insurer.


B.  mortality experience of the insurer.


C.  state requirement as exactly how much dividend must be provided.


D.  the reduction of expenses through the contesting of claims.

10.  Joint-life policies that provide coverage for several persons are usually 


A.  provided to a large family.


B.  provided to business partners or stockholders in a closely-held corporation.


C.  written only by mutual companies.

D.  are guaranteed issue as they closely resemble group insurance.

ANSWERS TO STUDY QUESTIONS
1A     2B     3D     4B     5A     6A     7D     8C     9A     10B
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CHAPTER FOUR - GROUP LIFE & OTHER LIFE POLICIES
SPECIAL WHOLE LIFE POLICIES

The “Special” policy discussed here is not the same “special” policy discussed earlier with the “dividends as declared by the Board of Directors” feature.  However, this newer “special” is rather controversial also.  These “special” policies have a premium rate that is lower than the regular forms, and in recent years, they have been offered in order for insurers to compete in the price-competition world.

These special lower rates can be justified by limiting the death benefit to a minimum amount, or by limiting the issuance of the policy only to preferred risks that have a lower mortality than among regular insured lives because of more rigorous underwriting requirements, or some combination of both.  There is controversy about taking the “cream” of the applicants, as those that are left are then “substandard” to some degree.

The minimum amount is used because it reduces the expense rate per $1,000 of insurance.  Since the expense of issuing a policy consists of many items with fixed prices, such as medical reports, attending physician’s reports, inspection reports, MIB reports, issue and accounting costs, etc., that remain somewhat constant regardless of the size of the policy.  Therefore, if the average size of the policy can be increased, the expense rate per $1,000 of face amount is lower.  A class of policies in which the minimum face amount would be, say, $50,000, could be expected to produce an average amount double that of the other classes in which the minimum amount is $10,000.  Some companies do not offer their “special” policies in less than $50,000 or $100,000 and up to $1,000,000, so the savings in expenses is quite substantial.  Then, since the gross premiums is lower, expenses and commissions and premium taxes are lower also—often the commissions on special policies are lower than on other whole life policies.

The difference in premium between the usual ordinary life policy and a “special” policy can range from $2 to $3 per $1,000.  
The reasoning for offering such policies is that if a person takes out a policy that is so large that its expense ratio is lower than the average, why should they not be given some benefit in respect to the savings?  The same philosophy applies if the applicant is a better-than-average risk.

There are a variety of arguments against offering such “discounts,” however it makes sense that if the principle of offering a lower rates to superior risks is sound, then what is wrong with extending this principle to other policies—even, the argument goes, to other forms of insurance besides the whole life types?

Perhaps the most telling argument against the practices is that it is contrary to the basic insurance principle of averaging and to get average results, there must be large groups.  Such groups would then consist of people with varying prospects of living longer  in the same group, therefore some insureds would bear more than their theoretically share of mortality costs while others will contribute less than their fair share.

However, it does make sense when the objection is that by placing larger policies or superior risks in a separate class with a lower premium rate inevitability results in a higher cost of insurance for smaller policies and insureds who cannot qualify as preferred risks.

When it was determined years ago that smoking affected mortality, special rates that were introduced for non-smokers.  That meant that the remainder were “smokers” and were substandard risks so they should be charged higher premiums.  Insurance companies had difficulty in convincing smokers that they should pay higher premiums, with the inevitable result that the non-smokers received preferred rates, while smokers (it was even advertised) received the “standard” rates.  Remember the discussion on anti-selection and adverse selection???

MODIFIED LIFE INSURANCE

A Modified Life insurance policy is a whole life policy with the early premium (from 1 to 5 years) considerably lower than the typical whole life policy and with higher premiums after the modified period.  Some policies charge 50% of the usual premium for a period of 3 or 5 years, and then charge the higher premiums.

There are two types of modified life policies that are highly advertised and considerable premium has been generated with these policies.  The principal type is used for “senior” citizens and sold usually in units of $1,000 or $10,000 and are sold primarily to be used for final expenses.  These policies may have either no premium for the modified period – 1 to 3 years –or a very low premium.  The health questions are very simple and there is little, if any, underwriting, as the premium is loaded for the extra mortality.  However, the big difference between these policies and similar modified plans is that if there is a death during the modified period, then the beneficiary will receive only the return of premium.  Most states now require that those plans that offered this plan must contain an accidental death benefit of the face amount, or a multiple thereof during the modified period—otherwise these plans could not be considered as “life insurance”.  
The second type is not as prevalent now as it once was.  It is offered to substandard risks, and the original plan would accept any person with no evidence of insurability.  There was a premium during the modified period (some offered reduced premiums) and in most respects; the plan was identical to the senior plan discussed in the previous paragraph.  If the insured lived past the modified period, any serious health problems would either have been resolved, or the insured would have died, and in which case the beneficiary received the premiums paid (the insurance company kept the interest on the premiums).  Eventually, there were a very few health questions asked, such as previous or present episodes of cancer, heart attack, or being hospitalized within the past 6 months (or similar period).  Interestingly, prior to these questions being asked, one company’s actuary insisted that the agents could actually accept anyone in a “cancer ward.”  While technically and actuarially this may have been correct, the company management elected not to market this product in that fashion.
ENDOWMENT POLICIES
Most endowment policies mature at ages less than 100, other than that they are identical to whole life policies.  Therefore, endowment policies are simply a variation of whole life insurance whereby they provide level death benefits and cash values that increase with duration and the purchaser may specify the maturity date of the policy.  
A whole life policy provides a survivorship benefit at age 100 that is equal to the death benefit that would have been payable had the insured not survived that long (As few do).  Endowment policies simply do the same thing in respect to providing survivor benefits, but they provide them at younger ages.  The maturity date can be quite flexible and they are available in 5- year increments, starting at 10 years and stopping at 40 years.  Others may mature at a specific age of the insurance, such as 55, 65, or 70—or even older.  

Many years ago, one large life insurer advertised heavily in magazines and newspapers about a “retirement” policy where an individual could purchase a policy today that would pay monthly stipends at age 65.  This was, of course, nothing more or less than an endowment policy that matured at age 65.  Actually, this is why this plan was devised: to pay a death benefit during the accumulation period that is equal to the “face amount” of the policy.  By purchasing such a plan, there was a guarantee that funds would be available whether or not the insured survived the maturity date.  The market was basically the mature individuals who wanted earlier cash value accumulations that they could use during their own lifetime.
There was another popular usage of endowment policies—saving for children’s educations.  After WWII, many young families used their GI insurance for their life insurance needs, but used a 15 or 20-year endowment policy for funding their children’s education.

During the late 1970s and early 1980s, many persons were losing interest in long-term fixed dollar premium contracts, which included whole life insurance and in particular, endowment contracts.  This was during the time when tax-sheltered investment in real estate was extremely popular with the result that the public was looking more to shorter maturity contracts and investments, primarily because of the fear of runaway inflation.  

In 1984 the federal income tax law was changed to eliminate the tax-free buildup of flexible premium endowment policies’ cash value.  Congress was afraid that life insurance policies, endowment and Universal Life policies in particular, that developed high cash values, were being used by the wealthy as a method of accumulating wealth by using the tax advantages of life insurance (there is little doubt that they were and a lot of insurance was sold because of the tax advantages).  This was during the time that Congress was trying to eliminate “tax shelters,” real or perceived.  
This concern led to the development of a test for flexible-premium life insurance, the “corridor test,” as determined by Section 101(f) of the Internal Revenue Code.  (This will be discussed later in respect to interest-sensitive products).  This eliminated the tax preference enjoyed by flexible premium endowment policies, but it did grandfather in those in force prior to 1985.  Not being content to leave well-enough alone, Congress then added Section 7702 to the IRS Code which extended the test to all life insurance policies, including fixed-premium endowments purchased after October 1986.

Endowment policies have not been very popular since 1984 and only a few insurers now offer endowment policies.  Those that are available now are used for tax-qualified plans and other types of financial planning.  However, it is interesting to note that in other countries, especially those with high savings rates, endowment policies are very popular and are used for funding retirement and for children’s education.
ADJUSTABLE LIFE INSURANCE
As young families looked toward the future, particularly their children’s educational needs, it was apparent that a family’s financial needs varied throughout their lifetime.  Life insurers were particularly sensitive to this need—after all, providing funds for the future is what they do—and they introduced whole life insurance that can be adjusted when needed during the life of the policy, hence, the Adjustable Life Insurance policy was born.  

Adjustable Life policies can be shaped to provide anywhere from short term insurance to single premium whole life insurance, but most importantly, the policyowner has the right to reconfigure the policy at specified times, and to do so without the policyowner having to assume any of the mortality or investment risk.  
Adjustable Life policies have the same guarantees as cash value, mortality and expenses as regular whole life, but the premiums, face amount and cash value are subject to change.  In most cases, the changes can be made without evidence of insurability, however if the amount at risk increases, evidence may be required, such as a substantial increase in the death benefit or a substantial decrease in premium for the same face amount.

Situations that can trigger adjustments to the policy include increased children’s educations costs (private school or college), losing employment, starting a new business (or having a business fail), a career change, or retirement.  The largest number of adjustments would involve lowering the premium so as to lower the cash flow during a period of time when income has been reduced, expenses have been increased, or both.  Once the children are grown, oftentimes the policyholder will direct that the premium be increased so as to have more funds for retirement.
Adjustable life was first introduced in the mid 1970s, prior to the introduction of Universal Life in the 1980s.  Since that time, Universal Life is a recognized superior product to Adjustable Life, particularly because of the investment feature during a period of increased interest earnings.  Adjustable Life has basically disappeared from the scene and the name has become synonymous with Universal Life Insurance.
CURRENT ASSUMPTION WHOLE LIFE INSURANCE

A current assumption whole life (CAWL) provides a “bridge” between traditional insurance and interest sensitive “new generation” products.  In effect, a CAWL is called “interest sensitive whole life” by some, and also called “indeterminate-premium whole life” by others.  The CAWL provides non-par whole life insurance under a more modern “transparent” format.  Generally, the policy will use interest rates that reflect the new-money rates and will also use the current mortality charges in determining the cash value.  While more traditional whole life policies use dividends as a means of passing to the policyowner any changes in assumptions used in the pricing of the original policy, CAWL uses changes in the cash value and premiums to reflect the changes in the company expense and interest criteria from that guaranteed inside the contract.  

Because CAWL policies are “unbundled,” much like Universal Life, there is a stated allocation of premium payments and interest earnings to the mortality charges, expenses and cash values.  Contract this with the traditional whole life policy, where the policyowner has no idea as to how these funds are allocated.

To be specific, the premiums paid are charged for expense charges, and the remainder is a (net) addition to the policy fund.  This is added to the previous policy fund balance and any interest (at the current rate) that has accumulated on the fund.  From this fund total, a mortality charge is made, and the remaining amount is the year-end fund balance.  This balance, less any stipulated surrender charges, would be the net surrender value if the policy were to be surrendered.  

The CAWL can be either a low-premium plan, or a high-premium plan.

CAWL Low-premium Plan

The initial indeterminate premium is lower than that of a traditional ordinary life policy and the policy has a provision that allows the company to “redetermine the premium using either the same or other (new) assumptions for future mortality and/or interest, within the guaranteed assumptions in the policy.”  When the premium is redetermined, it, combined with the existing account value, will be sufficient to maintain a level death benefit for the life of the policy (if the new assumptions are proven correct).  If these new assumptions are higher or lower than those used at the time of issue, the premiums will be either higher or lower – if they are the same, the premium will remain the same.

If the new premiums are lower than the previous premium, there are three options available to the policyowner:

1. The policyowner may pay the new (lower) premium and keep the previous death benefit.  (The usual choice).

2. The policyowner may elect to continue to pay the previous premium, maintain the same death benefit, and pay the difference into the fund.

3. The policyowner may continue to pay the previous premium, but use the difference to purchase an increased death benefit.  If this option is used, the insured may be subject to evidence of insurability.

CAWL High-premium Plan

If the premium is higher than the previous premium:

1. The policyowner may pay the new (higher) premium and keep the previous death benefit.  

2. The policyowner may elect to continue to pay the previous premium, but accept a lower death benefit that can be paid-for by the new higher premium.

3. The policyowner may continue to pay the previous premium and keep the same death benefit, using some of the cash value to pay the additional premium.  This option is usually available only if the account is at a determined level for at least 5 years in the future.

The high premium plan is, as the name implies, relatively high, however, there is a guarantee that the premium will not exceed a stated amount.  Some of the policies offer a vanishing premium concept which states that the “vanish” will continue as long as it is greater than the minimum cash value.  Policyowners have been known to confuse the “may vanish” in this option, with a paid-up life policy where the policy has no more premiums to be paid.  

There are many variations of this policy, some of short-lived duration.  The principal difference between the CAWL and Universal Life is that the CAWL has a required premium, making it easier for companies to administer, and the company has a greater control over the cash value buildup.  One of the principal advantages in the mind of many is that it “forces” the payment of an established premium amount.  One of the well-established advantages of life insurance as a savings or investment vehicle is that many people do not consider themselves (and probably rightfully so) as having the personal discipline to pay flexible premiums.

In the CAWL policy, current interest rates are used to enhance the accumulation account; however, the CAWL does not have the flexibility of premium of Universal Life policies.  The insured/policyowner assumes some of the investment risk and a small amount of the mortality risk.  Moreover, as indicated above, if the experience does not turn out as well as expected, the policy can be periodically downgraded on each redetermination date.  Conversely, if the experience is positive, the policyowner then participates in the positive effect (one might say that it was earned because the policyowner assumed these risks, or a part thereof, so it is only fair that he is rewarded).  If the experience is favorable, costs can be much less in the long run, than the original projections.
DEBIT INSURANCE

Dating back to England in the 17th century, debit insurance was the major type of life insurance sold in the U.S. until the beginning of the 20th century.  Also called Industrial insurance, it was sold in small amounts, usually no more than $2,000, and was sold door-to-door by “debit” agents who had their own territory – called a “debit” because the insurance agent would accept the payment (usually weekly, then later monthly) and then “debit” the insured’s record for the premium payment.  In today’s market, debit insurance usually applies to any type of insurance sold through home marketing.  

Debit insurance has lost its appeal as $2,000 does not go far today and the premiums are relatively high compared to other permanent insurance.  Debit insurers have received bad publicity because their premiums are so high; however, the principle reason that premiums are high is that the persistency is not good, as the lapse rate is very high.  Many debit customers drop the insurance for a month or so if finances become tight, and then start again when they have a few dollars available.  Today most of the companies are called home service life insurance companies, which is an appropriate name, and most of their “debit” insurance is monthly debit ordinary which are ordinary life policies written for amounts of $5,000 to $25,000, usually with premiums collected monthly at the policyowners home, although some policyowners make monthly payments regularly at the local insurance office, or they mail the premiums monthly.

It is fully expected that debit insurance will continue to decrease as group insurance has replaced much of the debit insurance.  There has also been considerable legislation restricting the marketing and provisions of debit insurance, with the result that much of the profit of this business has disappeared.

FAMILY POLICY

A Family policy is a policy or a rider on a contract that provides for whole life insurance for the father or mother and with term insurance for the other family members.  The coverage on the spouse and children can be a specified amount of insurance, or it can vary by age.  The amount of life insurance is often measured by a “unit”, typically $1,000 of coverage per unit for spouse and children, and $5,000 per unit for the principal insured.  

The premium for a family policy typically will remain level, regardless if there are additional children, and is based upon an average number of children.  This could prove inexpensive coverage if there are several children or expensive if there is only 1 child.

JUVENILE INSURANCE

Typically, Juvenile Insurance is a whole life policy issued on the application of the parent or other responsible person, on the life of a juvenile.  Most juvenile policies are written on children who are at least one month old and the applicant controls the policy until the child reaches the age of 18 (usually) or upon the death of the applicant, whichever comes first.

The purposes of juvenile insurance are many, but principally it is used for guaranteeing a college fund if the applicant should die prior to the child entering college, or at least there will be a cash value that can be used for college purposes.  It is also frequently used to guarantee that there will be some life insurance for the child even if the child becomes uninsurable later.  

Many agents and financial planners insist that it is better to use the funds that would go to pay the premiums on a child, for the purchase of additional coverage on the “breadwinner” under the theory that there is little “financial” loss that will occur in the death of the child, and only the death of the breadwinner will cause a financial hardship.

BURIAL INSURANCE

Burial insurance is also called “Pre-need Funeral Insurance” by some of those in the business, as it is felt that “burial” is a small part of the final expense of the insured (undoubtedly true).  This policy provides that a fund will be made available for final expenses, and in most cases, it is used to fund a prearranged funeral.  The funeral provider (usually a funeral home) agrees to furnish certain services and articles for the funeral, including casket and in many cases, even a burial plat, for the amount of the policy.

These policies are usually sold to persons between ages 65 and 70, and provide $2,500 to $10,000 of coverage – frequently a single premium whole life policy.  
There were considerable concerns about these policies as some consumer advocates believe that the funeral companies were taking advantage of older persons because they were easily confused and did not understand that they were dealing with a life insurance agent.  The NAIC has since changed its advertising and disclosure model regulations to include funeral insurance, with the result that complaints have diminished significantly.

GROUP LIFE INSURANCE

Group life insurance is an important part of the life insurance industry, accounting for about 40% of all life insurance in force by amount with an average certificate of $32,000.

GROUP INSURANCE REQUIREMENTS

While the minimum size of a group was typically 50 lives a few years ago, it is now usual for states to require a minimum of 10 lives required by state law and by insurance companies.  The larger the group, the less expense per person is incurred.  

Participants

Generally, only active, full-time employees are eligible for group coverage, usually specified by occupation classification of those that must be included in the group, such as “salaried employees” or “all hourly employees.”  The employee must be actively at work for a normal number of hours per week (usually 30 hours) at the employee’s regular job at the date the employee becomes eligible for coverage.  

Probationary Period

Employees usually have a probationary period, usually one to six months, during which they are not eligible for coverage.  After this period, under a contributory plan (the employee pays part of the premium) the employee has an eligibility period in which they must apply for insurance without submitting evidence of insurability.  This period is usually for 30, 31 or 45 days.  If the plan is noncontributory, then there is no eligibility period as all employees automatically go on the plan when they have completed the probationary period.

Coverage Period

The coverage period is usually the length of time that the employee remains with the employer (assuming the plan stays in force with the employer and the employee pays their share of the premium, if any).  The employer has the right to continue coverage for an employee temporarily off the job and upon termination; coverage is usually afforded for 31 days.

Benefit Amount

Typically, the employee does not specify the benefit amount and the amount is usually (1) a set amount for all employees, (2) a percentage of the employee’s income with the employer, (3) an amount that is designated for the position the employee holds (job title), or (4) a function of the employees length of service.  Insurers do not usually write insurance for less than $2,000 on an employee, most companies require $5,000 or $10,000, or more.  Most companies allow for additional insurance over the normal maximum with evidence of insurability.

Convertibility

Employees usually have the option to convert their group life policy into an individual cash value policy within 31 days after termination of employment or after the employee ceases to be a member of an eligible position.  The death benefit is paid under the group policy within 31 days after the insured has withdrawn from the eligible group.

Waiver of Premium

A typical waiver of premium is used with group life insurance plans, and the premium will be waived as long as the insured can prove disability periodically.  

Type of Insurance

Group life insurance is basically yearly renewable term insurance.  Group premiums are paid monthly, except with some small groups when premiums may be paid quarterly.  Premiums are usually guaranteed for one year only, but often for competitive purposes, the premiums are guaranteed for a longer period of time.  

Employee Contributions

For contributory plans, employee contributions are usually at a set rate per $1,000 of coverage at all ages.  In most states, employers are required to pay at least a portion of the premium, and some states restrict the amounts that can be paid by any one employee, commonly 60 cents per month per $1,000 of coverage, or 75% of the total premium for that employee.

Supplemental Life Insurance

Supplemental life insurance may be provided to employees, normally contributory and the amounts of insurance available are banded.  Generally, the maximum is a multiple of the employee’s salary.

Credit Group Life Insurance

A common form of group insurance is Credit Life insurance, which provides a benefit that is equal to the unpaid amount owed to the institution by the consumer.  The creditor, which is usually a bank or a finance company, is both the policyowner and beneficiary of the policy.  The debtor usually pays premiums, but if there are dividends, they are paid to the creditor.  Needless to say, group credit life can be very profitable to the lender and there has been considerable abuse.  States have reacted, most states now have maximum rates that can be charged, and most, if not all, states do not allow the purchase of credit life insurance to be a prerequisite for obtaining a loan.

Accelerated Death Benefit

Group life insurance often includes an accelerated death benefit, which pays a portion of the face amount of the policy in case of the terminal illness of the employee.

Taxation of Employee

Under U.S. law, the value of the first $50,000 of employer-provided group term life insurance is non-taxable as income to the employee, but amounts over $50,000 may be taxable.  If the employee contributes towards the plan, then the amount of the contributions are allocated to the excess coverage.  The formula for determining the taxable amount to an employee is as follows:

1. The total amount of group term life insurance for the employee in each month of the taxable year.

2. The $50,000 is subtracted from each month’s coverage.

3. The IRS furnishes a Uniform Premium Table and the appropriate rate is applied to any balance for each month.

4. Then from the sum of the monthly cost, the total employee contributions for the year are subtracted.

When a group has less than 10 lives, IRS Regulation 1.70-1(c) requires that all full-time employees who provide adequate evidence of insurability, must be included unless they “opt” out.

Under the U.S. Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA), the $50,000 tax exemption is not available to key employees if the plans discriminates in their favor, either in eligibility or type and amount of the benefit; but are not discriminatory if all benefits to the key employees are also available to all group members.  Plans will not be discriminatory if they have a uniform relationship to the total compensation of the group members, or the basic rate of compensation of each employee.

For those retired employees, they may be provided group life insurance coverage if the plan continues a portion of the term life insurance, or cash-value life insurance is provided, or a retired lives reserve is established.  

Group cash-value life insurance is the simplest method of providing coverage for retirees, and is usually expressed as either a flat amount or a percentage of the previous group coverage.

Group Paid-up Insurance

Group paid-up insurance has been popular and is a combination of accumulating “units” of single-premium whole life and decreasing units of group term life.  Usually this is on a contributory plan and the employees contributions go toward units of single premium whole life insurance.  The employer’s contributions provides an amount of decreasing term insurance, when added with the amount the employee pays for, equals the total amount for which the employee is eligible.  Then at retirement, the term insurance portion is discontinued and the paid-up insurance remains in force on the employee for the remainder of his/her life.  

Group Ordinary Insurance

Group ordinary insurance can be any traditional plan (except group paid-up) that provides the cash value life insurance to employees, where the employer pays the cost of the term portion, and the employee (which the employee may refuse to accept) pays the cash value portion.

Group Universal Life
Group Universal Life has the typical guaranteed interest rate, a fixed death benefit and loan option, plus the flexibility and added returns of the newer life insurance products.  Group Universal Life (UL) is the same as individual UL, except that Group UL is generally issued (up to a certain amount) without evidence of insurability and is usually high enough to meet the needs of most employees.  Group UL products usually pay low, or no, commission, plus administrative charges is lower than individual plans.  Generally, these plans are 100% contributory; therefore, the plans are very portable.

Retired Life Reserves
Retired life reserves (RLR) is a group reserve accumulated before retirement in order to pay premiums on term insurance after retirement.  The employer can make tax-deductible contributions to this reserve on behalf of the employees, and these contributions are not taxed as income to the employees.  RLRs can be administered through a trust or by a life insurance company and as long as there are employees participating in the plan, the reserve cannot be recaptured by the employer.  If an employee dies (or resigns) prior to retirement, the individual’s reserve value is used to fund the RLR for others in the plan.  The plan must be nondiscriminatory and limits the amounts to $50,000.

Supplemental Coverages

Either supplemental coverages are generally available, through the insurer of the group, or by another insurer, that offers supplemental benefits, such as accidental death, or accidental death & dismemberment.

Some plans also offer Survivor Income Benefits where proceeds are payable in monthly income benefits only.  Beneficiaries are not named but are covered by specified beneficiaries in the policy, and benefits usually continue as long as there is a surviving beneficiary and sometimes are discontinued if the survivor remarries.

Dependent Life insurance may be offered whereby the spouse and/or unmarried dependent children are insured for usually a small amount of life insurance. 

STUDY QUESTIONS
1.  “Special policies” are “special” inasmuch as


A.  they are guaranteed issue.


B.  they pay no commissions.


C.  they have a lower premium than regular forms.


D.  they are cash value term insurance policies

2.  A whole life insurance policy with early premiums considerably lower than normal in the early years, and increased premiums in the later years, is


A.  a special policy.


B.  a modified life insurance policy.


C.  an early endowment policy.


D.  a decreasing term insurance policy.

3.  The principal difference between a whole life policy and an endowment is


A.  the whole life policy can mature at ages less than 100.


B.  the whole life has cash values, the endowment does not.


C.  the endowment can mature at ages less than 99-100.


D.  that no commissions are paid on endowment policies.

4.  A policy that can be shaped to provide anywhere from short term insurance to single premium insurance, and the policyowner has the right to reconfigure the policy without having to assume any of the mortality or investment risk, is

A.  an adjustable life insurance policy.


B.  a Variable  life insurance policy.


C.  a Variable  endowment policy.


D.  a current assumption whole life policy.

5.  The life insurance policy that provides non-par whole life insurance and uses interest rates that reflect the new money rates, plus using the current mortality charges, is called


A.  an adjustable life insurance policy.


B.  a modified life insurance policy.


C.  a Variable  annuity.


D.  a current assumption life insurance policy.

6.  With group life insurance, a typical plan will have eligibility requirements, which include limiting insurance to


A.  executives of a company only.


B.  active, full-time employees.


C.  any employees, regardless of status.


D.  only those employees who can pass a stringent physical examination.

7.  Another eligibility requirement typically used for group life insurance is


A.  the employee must be male.


B.  the employee must not be of child-bearing age or physical condition.


C.  the employee must pay for 90% of the premium.


D.  the employee must have worked full-time for a period, usually 6 months,



before they are eligible to join the group.

8.  Employers may offer life insurance for some amount, for example $10,000, but if an employee wants more coverage

A.  the employer must pay 100% of the additional premium.


B.  the employee cannot, for any reason, be insured for more than $25,000.


C.  usually they can obtain it with evidence of insurability.


D.  an employee may obtain as much as $100,000 with no further action.

9.  Under the law, employer-provided life insurance is non-taxable as income to the employee, 


A.  up to a maximum of $50,000, unless the employee contributes to the premium, 



and then taxes are determined by a formula.


B.  up to a maximum of $10,000 coverage per employee.

C.  with a maximum premium for each certificate holder of not more than 25% of



the employee’s annual income.


D.  but the employer must not pay for any of the premium.

10.  When a group plan sets aside a reserve that accumulates prior to retirement, for the purpose of paying premiums on term life insurance after retirement, this is called


A.  retired life reserves.


B.  group retirement endowment.


C.  term life to age 100.


D.  parlaying.  

ANSWERS TO STUDY QUESTIONS

1C     2B     3C     4A     5D      6B     7D     8C     9A     10A
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CHAPTER FIVE - VARIABLE INSURANCE POLICIES
When the topic of “modern” life insurance policies arises, thoughts turn immediately to variable insurance policies and interest-sensitive insurance policies.  There are those in the industry that firmly believe that some day agents and brokers will sell only Variable  contracts and the traditional life insurance policies with fixed premiums and guaranteed values will no longer be available.  However, there will always be a demand for the traditional life insurance policies with its guaranteed policy values.

Statistically, the industry reports that in 1993 (for example) there were more than 31 million traditional policies sold, but only 700,000 Variable life and Variable annuity were sold.  Further, there are life insurers that are not in the Variable insurance field, sticking to their fixed products, and so far, they have not lost much (if anything) in market share as fixed products continue to dominate the life insurance market.
Various consulting and industry organizations that keep track of such matters, report that from 1989—when Variable  life insurance started “taking hold”—to 1993, sales of Variable  life insurance as measured by premium income, have doubled.  From 1993 through 1994, sales of Variable annuities increased almost 50%—when informed of this rapid growth, one should look at the interest rates on all investments that year—and not surprisingly, Variable Universal Life insurance grew by 64% that same year.  

What was happening during this period of time?  No surprise, during the decade of 1980-1990, sales of traditional life insurance decreased by a little over 4 million policies.  Following this same trend, according to the American Council of Life Insurance, 1991-1992 Variable life insurance sales increased 30 percent while the traditional whole life policy sales decreased by 2%.  The ACLI also reported that from 1984, when there were less than 500,000 Variable Universal Life policies in force, to 1993, the number increased to 1.2 million.

What is happening?  One should remember that if a company sold one widget in 1994 and then sold 200 widgets in 2004, the increase would be a 200% increase!—point being that Variable policies are relatively new products, so every additional sale is expected—otherwise they would have been pulled from the market.  The concern for some insurers is the reduction in traditional whole life sales and in-force numbers, while Variable products are increasing.  So what really is happening is:

The market, i.e. consumers, wants the same investment opportunities with their life insurance and annuities that they have with their personal savings.

DEFINTION OF VARIABLE CONTRACTS

NOTE:  during this discussion, the terms “variable contracts”, or “variable policies”, are used, sometimes interchangeably, but in most cases, since variable contracts include both Variable life insurance products and Variable annuities, the descriptive “Variable contracts” can be either.  This text relates to life insurance products; however, in some situations discussions of both are appropriate, such as market interest, taxation and regulation.

“Variable” in the context of life insurance and annuity contracts, simply refers to the investment performance of the contract.  “A Variable  life insurance policy is an investment-oriented whole life insurance policy that provides a return linked to an underlying portfolio of securities…Variable life insurance offers fixed premiums and a minimum death benefit. The better the total return on the investment portfolio, the higher the death benefit or surrender value of the Variable life policy.” Dictionary of Insurance Terms, 3rd Edition.
The big difference is that the guaranteed rate of return may fluctuate—sometimes even monthly—and at any point in time, the policyowner knows what they are realizing as a return on their policy.  This is not the case with a variable contract as the investment return varies according to the value of the underlying securities.  If the market rises, this is advantageous to the policyowner, if the market declines, this is a disadvantage.

Recent statistics indicate that since about 1925, inflation has averaged 3.2 percent annually, and during this period, common stocks have had an average return of 10.5 percent, government bonds have had an average annual return of 4.9 percent.  Conclusion:  no investment vehicles have matched stock-based investments.  

Low investment rates have had a positive effect on equity based financial products, in particular mutual funds and variable contracts.  The lower the investment rate, the more popular mutual fund-type investments become as low interest rates push savers from fixed interest accounts—CDs in particular—into mutual funds.  Conversely, if interest rates increase, those savers will jump back into fixed interest products.  (Note:  will this be the case for traditional and variable contracts—will higher interest rates create more of a demand for traditional plans?)
Life insurance companies, incidentally, are not sitting on their hands and, as a matter of fact, most variable contracts now include a fixed interest option among the various investment choices offered, plus many contracts now offer not only a fixed interest account, but also a money-market account.  This allows those policyowners who are concerned when the interest rate rises, to transfer assets out of equity accounts and into fixed interest accounts where they will remain until the policyowner decides to move them back into equities.

Interestingly, during the 1980s, when interest rates declined to very low levels, many expected that when rates started to climb, mutual funds investors did not “bail out” of mutual funds as expected.  When the interest rates started to rise in the mid-1990s, many investors decided to say with equities and the sale of CDs was nowhere as high as was expected.  
THE MARKET FOR VARIABLE CONTRACTS
Perhaps the most telling reason for the interest in variable contract today is that many consumers are well educated and they fully understand the relationship between investment risk and reward, and most of them either are in the mutual fund market or understand it well.  These are the people that will understand and appreciate the investment opportunities in variable contracts.
Because these persons are, as a general rule, well educated, the insurance producer must be able to educate others in regards to life insurance protection and mutual fund investing.  

THE ROLE OF MUTUAL FUNDS
Mutual funds and variable contracts are explicably intertwined and as explained in detail later, mutual funds are the primary investment vehicle for variable contracts.  Mutual funds have been around for more than 50 years, as evidenced by the fact that in 1940 the Investment Company Act was written to regulated “open-end investment companies,”—mutual funds.  They became popular in the early 1980s because of the successful marketing of mutual fund managers who convinced many consumers that they were, indeed, “user friendly.”  The result was gratifying for mutual funds as many persons who were just “savers” poured their savings into mutual funds in order to take advantage of the higher interest rates.  
When the interest rates declines in the later 1980s, those who had invested in fixed-interest financial instruments (read “life insurance”) chose to move their assets to mutual funds, with the end result that mutual funds grew rapidly, to where there are now over 4,000 different mutual funds, up from about 200 only 10 years ago.  What is particularly interesting is that since the Variable annuity (who preceded Variable life) was first “invented,” around 1976, since the late 1980s, they have become much more popular.  This was, of course, not coincidental.
During this same period of time (late 1980s) life insurers were taking a beating on sales of their traditional insurance products.  Those that were in the Variable product lines increased their products; many of those that were not in that market, entered of established agreements with companies that had those products.  

With additional competition, insurers wanted to make better products, so they expanded the account options, to the point that today, variable contracts can offer ten or more separate accounts within one contract.  To make them even more attractive, the flexibility was increased by allowing contract owners to transfer their assets between the various funds—at little or no extra cost.

Recognizing that not everyone is familiar with investment terminology and practices, the variable contract providers/insurers provide customer support.  Programs such as “asset allocation,” “dollar cost averaging” and “diversification programs” help consumers make investment choices available with variable products.
PRODUCER’S INTEREST IN VARIABLE PRODUCTS

An agent who markets variable products must not only be licensed by the state Department of Insurance, but must also hold a Series 6 or 7 registration with the SEC.  LIMRA has reported that the numbers of those agents who hold the SEC registration have decreased and that there are some that are “dually-licensed” that do not market variable products.  In the same vein, Securities firms that have added variable products to their portfolios have noticed reluctance to market variable products by their representatives.  
The reason for the lack of interest on both insurance and securities representatives is attributed to the lack of understanding of each other’s products.  This is entirely understandable; as life insurance agents often have difficulty is working with the investment risk and the seemingly-multitude of regulatory and compliance issues.  Conversely, the securities dealers who are familiar with the investment part of variable contracts have a difficult time in understanding the risk protection part of the product.

The sales-reluctance should not create any kind of impediment to either the insurance agent or the security dealer.  This is really human nature—one will market successfully those products that are familiar to him.  As collateral, think of the millions of dollars spent by the life insurance industry attempting to get property and casualty agents to sell life insurance, with minimum success, or health insurance agents selling life insurance, and vice-versa.  
Nevertheless, this should be good news for the life insurance agent as minimum interest by security dealers means more opportunity to those who are willing to market “modern life insurance”.
CONTRACTUAL AND CURRENT GUARANTEED RATES
In respect to traditional whole life insurance plans, the guarantee that an insurer will offer on these policies must be safely guaranteed regardless of the economic situations of the country, and as mentioned earlier, this has been in the range of 3-5%.  One thing to keep in mind is that these guaranteed rates are guaranteed within the contract (hence, “contractually guaranteed).  These rates are the base for crediting the policy’s cash value.  In today’s market, however, particularly with interest-sensitive products, (defined as a newer generation of life insurance policies that are credited with interest currently being earned by the insurance company on these policies) the cash value is credited with the higher of the contractually guaranteed rate, or a “current” guaranteed rate.  The current rate is adjusted to reflect the changing economic conditions, i.e. the prevalent interest rates.  If the current rate falls below the contractually guaranteed rate, then the contractually guaranteed rate will be applied to the policyowner’s contract.
Contracts that function this way also guarantee a death benefit that is equal to higher of the contractual death benefit or a current benefit. 

In today’s market, policies that are not interest-sensitive are usually participating policies, where excess earnings are distributed to policyowners as dividends.  Using the paid-up additions dividend option can also increase the policy’s face amount.
With the traditional whole life policy, the death benefit consists of the net amount at risk the first year, decreasing to age 100, and the difference between the decreasing net amount at risk and the face amount, is the cash value.  With interest-sensitive whole life, the net amount at risk is only part of the death benefit at issue date, but the cash value grows according to the growth of the underlying assets (hence, unevenly) until age 100, when the cash value equals the death benefit.  The death benefit of the interest-sensitive plan is not level in the early years, so if the insured dies during the early years of the plan, the death benefit would be based on the contractually guaranteed interest rate or a current benefit, which is based on the high current rate.

UNIVERSAL LIFE INSURANCE
UNIVERSAL LIFE

Historically, Universal Life (UL) was first mentioned as a concept in 1946 and then later in 1964 in actuarial articles in industry publications.  Regardless of its actuarial origin, the first published concept of the modern UL was presented at a conference in 1975.  The following year, a small company in Atlanta offered the first UL policy, but because of adverse tax problems, it discontinued sales.  In 1979, E.F. Hutton Life (then Life of California) offered UL, and while it was welcomed with open arms by many, others loudly and continually voiced opinions that it was (1) bad for the companies because it made them into nothing but “banks,” (2) it was not good for the consumers as it was too difficult to understand, plus a multitude of other reasons, and (3) it was not good for the agent as the commissions were going to be lower and they were going to have to be under dual regulation (insurance and SEC).  

It is often said, “Timing is everything.”  During the early 1980’s interest rates on newly invested funds were higher, much higher in many cases than those earned on established investment portfolios.  This gave UL a head start on the traditional cash-value products with their interest rates of 3 –3 ½ %.  However, what goes up, must come down, and when interest rates declined, so did the popularity of UL.

Universal Life policies offer flexibility:  flexible premium payments and adjustable death benefits.  After the first (minimum) payment, the policyowner can pay whatever they wish into the policy, and at whatever time they wish, and in some cases, the policyowner can skip paying altogether if the cash value can cover the premium charges.  Moreover, to top it all off, the policyowner can adjust the death benefit with very little difficulty (with one caveat: if the death benefit increases, the insurer may ask for evidence of insurability).

As happens so frequently, companies geared up for the expected bonanza of increased sales and premium income.  However, again typically, many companies believed that since this product “sold itself” and there was so much administrative cost (many projections and other required consumer information) that the agents should be able to live with lower commissions, especially since they would be selling so many policies.  

The agents did not share the production hysteria of so many companies at that time and commissions were not dropped as much as the companies expected.  And to make matters worse, administrative expenses were higher than anticipated by many companies.

As mentioned earlier in this text, UL policies are “transparent” since the policyowner can see exactly how the funds are distributed.  They are furnished with many illustrations and examples of the fund distribution and expected returns, and while the policyowner cannot evaluate the adequacy of many of the assumptions, they certainly can see where the money goes.

 The principal difference between the CAWL and UL is that UL polices have neither fixed premiums nor fixed death benefits.

The movement of funds in UL follows the following schedule (Note that the term “policy period” is used, instead of typical mode of payments, such as monthly, quarter, annual, etc. The reason is that this is a flexible contract and the premium-paying period does not have to be a predetermined time period):

· The policyowner pays a minimum premium to the company.

· The company subtracts expense charges for the first policy period. (This is called “front-end loading” and some UL policies do not have this charge at this time.)

· The company then subtracts the mortality charge on the insured’s age and the policy’s net amount at risk.  Premiums for any supplemental benefits (Accidental Death, etc.) are also subtracted.

· The remaining amount is the initial cash value of the policy.

· The cash value is credited with interest that then becomes the end-of-period cash value.  

· UL policies generally have high surrender charges.  The cash value less the charge is the cash surrender value.

· The second policy period (usually this is a month) starts with the previous cash value.  The policyowner may (or may not) add additional premium at this time.  If the previous period’s cash value is sufficient to cover the mortality and expenses charges (current) then no premium is necessary.  However, if it is not sufficient, the policy lapses unless additional premiums are paid.  

· For the second policy period, the cash value at the end of the first period is increased by any premium payment, and then reduced by the expense and mortality charge, increased again by interest at the current rate.

This process continues until the policy lapses or surrenders.

DEATH BENEFITS

An Adjustable Death Benefit

When traditional types of life insurance are written with a certain death benefit (such as $100,000)-that face amount of the policy remains in effect as long as the policyowner pays the premium, but if no premium is paid, the insurance can terminate. One important feature of Universal Life policies is that the death benefit is adjustable-it could be $100,000 at the beginning of the policy period, but it might drop down to $50,000 at some point and later rise to $175,000. Within certain limitations, the policyowner controls these adjustments.

With this adjustment feature, no new policy is needed to reflect the different amount of insurance; the adjustments are made to the existing policy. When the policyowner increases the death benefit, some insurers require proof that the insured person is still insurable—in good enough health to meet the insurer's standards.

Death Benefit Options: 

At the onset of a Universal Life policy, the policyowner chooses one of two death benefit options:

OPTION A

The first choice, Option A, provides a level death benefit similar to traditional life insurance policies. This level benefit is stated in the policy, but the insured still has the option to increase it or decrease it during the policy period.

When the death benefit is selected, the premium is determined, with part of it destined to pay for the insurance coverage (the death benefit) and part to be deposited into the cash value account to earn interest. The policyowner pays this same premium regardless of whether the death benefit is increased or decreased during the policy period. (An exception is when the policyowner exercises the premium-paying flexibility of Universal Life, discussed later.)  Thus, the policy provides a level death benefit and a cash value account that accumulates interest.

It is important to differentiate between the death benefit-the insurance protection-and the cash value. For a Universal Life policy to receive the special Internal Revenue Code (IRC) tax considerations that apply to insurance policies, there must always be an amount at risk until the insured reaches age 95.  (To reiterate, the amount at risk refers to the amount for which the insurer is at risk, and is the difference between the face amount [death benefit] of the policy and its cash value. If a policy with a $100,000 death benefit had cash values of $20,000, the amount at risk would be $80,000.)

As the policyowner continues to pay premiums, the cash value increases while the amount at risk for the insurer decreases.  In times when earnings are high, it would be possible for the cash value and the amount at risk to be nearly the same.

If the cash value begins to approach the amount of insurance, the death benefit must be raised.  The Internal Revenue Code dictates a certain minimum amount at risk that must be maintained in order for the policy to continue to be treated as life insurance and not as an "investment.”  This minimum amount is often referred to as the tax corridor or the risk corridor. 
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(Face amount illustration only, policyowner may raise of lower death benefit)

OPTION B

The second death benefit choice, Option B, provides for an ever-increasing death benefit that is made up not only of the amount of insurance, but also the amount of the cash value account.  For example, if the original death benefit (at the onset of the policy) is $100,000 and the cash value is $45,000; when the insured dies, the beneficiary of the policy will receive a $145,000 death benefit. 

The insured's death at any point results in a death benefit equal to the $100,000 insurance (on this example policy) plus whatever the cash value is at the time of death.
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Because it is known from the beginning that the death benefit will increase, the premiums for Option B would be greater than for Option A so as to pay for the increasing amount of insurance protection. An individual could choose to pay the same premium for an Option B type of policy as for an Option A type policy, but the cash values would grow at a reduced rate, resulting in values more like those shown in the following illustration.
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THE CASH VALUE ACCOUNT

CHARGES TO THE ACCOUNT

The Insurance Premium:  Of each premium paid, a portion pays for the life insurance protection.  This amount, based upon mortality rates for the particular individual, is typically taken as an adjustment to the cash value account once a month.  Then, as previously discussed, another portion goes to the cash value account to draw interest.

Loading:  Not all of the remaining payment draws interest, however, because sales and administrative expenses must be paid.  This charge is called a “load” or “loading.”

Expenses may be deducted as front-end loads or back-end loads.  In a front-end loaded policy, the insurer deducts a certain percentage from each premium payment before crediting it to the cash value account as discussed above.  If the load is 6%, and the premium payment is $1,000, $60 would be deducted, leaving $940 for the cash value account.

Recent Universal Life policies are more often back-end loaded, which means the entire premium payment is deposited into the cash value account.  The back-end loading comes into play if and when the policyowner performs certain transactions in the cash value account, such as surrendering the policy for its cash value.  The advantage of back-end loaded policies is that the cash value account has more money to earn interest in the early years.  The disadvantage is that some back-end loads are quite high.

Some insurers offer the equivalent of a no-load arrangement, whereby the insurance company takes a percentage of current earnings, similar to no-load mutual funds. 

Other Charges:  Insurers may also charge a flat fee to cover the cost of maintaining and servicing the policy.  This may be an annual fee or a monthly fee. Some insurers have first year charges that apply in addition to all other policy charges.  After the first year the policy is in force, these charges no longer apply.  As examples, first year charges may be:

· Up to one dollar per thousand dollars of insurance coverage.

· No excess interest paid on the first $1,000 cash value, which in effect is a charge because that interest is lost to the policyowner.

· A flat monthly fee paid in addition to any other policy charges.

Insurers provide the Universal Life policyowner with an annual statement that shows exactly what transactions occurred and what charges were assessed during the year.

SINGLE PREMIUM UNIVERSAL LIFE

Like whole life policies, Universal Life insurance may be purchased with a single premium paid at the policy's inception.  The benefits of paying a single large premium are the same as those for whole life and could be magnified as the result of the current interest rate paid on Universal Life cash values.  Of course, all of the cautions about maintaining the risk corridor in a Universal Life policy must be observed.

THE ADJUSTABLE PREMIUM

Most Universal Life policies are purchased not with a single premium, but with periodic payments spread over a number of years.  At the risk of being repetitive, it is important to remember that whereas traditional life insurance policies have a fixed level premium; payable on a regular schedule, Universal Life offers an adjustable or flexible premium.  This feature permits the policyowner to raise, lower and even skip premiums.  However, lowering or skipping premiums is possible only if enough cash value has accumulated to pay for the pure insurance costs and any administrative charges.  If the cash value is not adequate, a payment must be made to keep the insurance in force.

THE IMPORTANCE OF PREMIUM FLEXIBILITY

When a Universal Life policy goes into effect, a minimum level premium payment is established.  For the policy to have any cash value, obviously, some premiums must be paid. As stated earlier, once the cash value grows adequately, this amount can be used to keep the insurance protection in force whether or not the policyowner pays additional premiums.  

As an illustration of the importance of flexible premiums, assume an individual purchased a Universal Life policy with a death benefit of $200,000 with an annual premium of $1,000 and several years later, the cash value grew to $15,000.  At this point, the policyowner's first child enters college and the policyowner wants to skip the annual premium on the policy.  The policyowner can do so because there is adequate cash value to pay for the insurance protection. (See the illustration on the next page.)

The policyowner could continue to skip payments for several years while the cash value account takes care of the insurance protection, or the policyowner could make reduced premium payments.  Of course, at some point, the cash value used to pay for the insurance protection could dwindle to the point that no additional funds would be available for insurance protection.  At that point, the policyowner must make a payment or the insurance lapses—there is no further coverage.  In addition, since the cash, value account was reduced during the years, and since no premium payments were made; the policyowner cannot rely upon those funds to be available for other purposes.

INCREASING THE PREMIUM PAYMENT

If the insured’s financial condition, in the above example, improves, and the policyowner may wish to rebuild the cash value account.  Although the original insurance (minimum) premium was $1,000, the policyowner elects to pay $1,500 annually.  By increasing the premium payments, the policyowner benefits because the cost of insurance protection remains the same, as the additional paid premium goes to the cash value account to earn interest (assuming they have not increased the death benefit).  However, remember, the so-called risk corridor—the IRS-dictated minimum of insurance protection to cash value—must be maintained in order for the cash value account to continue receiving favorable tax treatment. At any time, the policyowner can revert to the original premium payment amount or stop paying premiums entirely.

An Illustration of Adjustable Premium and Death Benefit illustrates one of many ways a Universal Life policyowner could adjust the premium and the death benefit over many years. Notice each adjustment can be made independent of the other; that is; the premium can be changed without affecting a death benefit and vice versa, as long as the cash value account is adequate to make the desired adjustment. A summary of the transactions follows the illustration.
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At age 30, the insured purchases a Universal Life death benefit of $100,000 for a $500 annual premium. This coincides with the birth of a child.  At $500 per year, the cash value grows moderately. When the insured is age 33, the policyowner receives a $1,000 windfall, which is deposited into the cash value account with the usual premium.  At age 36, the policyowner withdraws $500, but continues to make level $500 payments and the death benefit remains at $100,000.

At age 40, the insured increases the death benefit to $150,000 and begins making $900 premium payments.  At age 42, the insured skips one premium payment, then resumes paying at age 43.  At age 44, the policyowner increases the premium payment to $1,500 per year, retaining the $150,000 death benefit.

At the insured's age 48, the child enters college.  The insured withdraws $4,000 that year and the next year, while continuing premium payments.  At ages 50 and 51, the policyowner withdraws $4,500 each year.  At 52, after the child graduates from college the insured continues paying premiums and keeps the $150,000 death benefit, making no further withdrawals.  At age 55, the insured lowers the premium payment in anticipation of retirement and drops the death benefit to $100,000.  At age 60, the insured makes no more premium payments, and lowers the death benefit to $50,000.  At that time, the cash value is sufficient so that no further premiums are required.

USES FOR THE CASH VALUE ACCOUNT

Withdrawals: Universal life policyowners are permitted to make withdrawals from the cash value account.  Withdrawals of only a portion of the cash value (rather than all of it) are sometimes called partial surrenders because the policyowner is surrendering or giving up part of the policy.  The withdrawal is made from the cash value account, so that portion of the cash value is surrendered.  Most Universal Life policies also reduce the death benefit by the amount of the withdrawal.

Withdrawal Charges: While this illustration shows the cash value account reduced to $3,000, in reality it would be reduced even more because of fees charged for the withdrawal.  When a policy is back-end loaded, this is one of the situations where the expense loading applies. Front-end loaded and no-load policies are also likely to assess a charge for withdrawals.

Taxation on Withdrawals:  Policyowners who make partial withdrawals from cash value accounts may or may not have to pay taxes on the withdrawal, depending upon the circumstances.  For policies at least 15 years old, the portion withdrawn is not taxed unless it is greater than the amount the policyowner has put into the policy.  For example, if premiums paid total $20,000 and the policyowner takes out $20,000, there is no tax due since $20,000 represents a return of capital on which the policyowner has already paid taxes.  If the same policyowner withdraws $21,000, however, taxes are due on the $1,000, which is considered interest.

Policies that have not yet been in force 15 years when a partial withdrawal is made, are subject to more complex rules dealing with the specific age of the policy, how much has been paid into the policy and the amount of the withdrawal.

Paying and Receiving Interest:  Because a withdrawal is not the same as a loan, the amount withdrawn does not have to be repaid, nor is any interest charged the policyowner for using the withdrawn sum. From the insurance company's viewpoint, withdrawal is simply a return of the policyowner's money. Since the money is no longer in the policy's cash value account, no interest is earned on the amount withdrawn.

Repaying Partial Withdrawals: The policyowner is permitted to return the amount withdrawn to the Universal Life cash value, but repayment does not restore the death benefit to its original level.  The insurance company might permit the policyowner to restore the original death benefit, but usually will require proof that the insured is still in good health and insurable.

In addition, whether or not the death benefit is restored, repayment of the withdrawal is considered to be a premium payment and is subject to whatever fees the insurer normally charges.

Costs of Withdrawing and Repaying

At first glance, partial withdrawals from a Universal Life policy might seem immensely preferable to borrowing money—whether from an outside lending institution or from the policy itself—since no interest is charged and the policyowner can return the money to the policy later.  However, careful consideration should be given to the actual costs of a withdrawal that will be repaid to the cash value account:

• Fee paid to the insurer at withdrawal.  

• Reduction of the death benefit (cost to the survivors).

• Loss of interest on the money while withdrawn.

• Charges assessed by the insurer when the amount is returned to the cash value account.

Even apart from the reduction in the death benefit, the other costs can be considerably higher in the long run than a loan. 

In many cases, it will, indeed, be worthwhile from the policyowner's point of view to make partial withdrawals. However, policyowners need to be well informed about the cost of this decision.

Total Withdrawals 

Universal life policyowners also may withdraw all of the cash value. However, as stated earlier, payment for the insurance protection is periodically taken from the cash value account.  If the entire amount is withdrawn, no money is available to continue the insurance coverage.  Therefore, the policyowner must make another premium payment to keep the insurance in force. Insurers are required to notify policyowners if the insurance protection becomes endangered.

Some insurers charge a penalty if the policyowner removes all of the cash values in the early years of the policy. This typically involves taking back all or part of the excess interest earned during the previous 12 months.

Note:  Withdrawals are discussed in more detail in Chapter 8.

STUDY QUESTIONS
1.  Variable life insurance is gaining in popularity because


A.  it is much cheaper.


B.  the commissions are higher so agents work harder to sell them.


C.  they are much more profitable for life insurance companies.


D.  consumers want the same investment opportunities with their life insurance



that they have with their personal savings.

2.  With Variable  life insurance, the better the total return on the investment portfolio, 


A.  the higher the death benefit or surrender value of the Variable life policy.


B.  the higher the commission paid to the agent.


C.  the higher the general account of the insurer must be.


D.  the lower the death benefit of the policy.

3.  The primary investment vehicle for variable contracts is


A.  the stock market.


B.  corporate bond funds.


C.  mutual funds.


D.  certificates of deposit.

4.  A life insurance agent that markets variable products 


A.  must only have a life insurance license.


B.  must only have a series 6 or 7 SEC registration.


C.  is not allowed to market health or annuities.


D.  must have both an insurance license and series 6 or 7 SEC registration.

5.  With ordinary life insurance, the base for crediting the cash value is (are)


A.  the higher of the guaranteed rate or a current rate.


B.  the contractually guaranteed rates.


C.  the current rates.

D.  the types of investments in the cash value account.

6.  Universal Life offers


A.  flexible death benefits only.


B.  flexible premium payments and adjustable death benefits.


C.  guaranteed level premiums and adjustable death benefits.


D.  contractually guaranteed rates.

7.  Universal Life policies are considered “transparent” because


A.  they must be accompanied by a prospectus after the sale.


B.  the policyowner can see how the funds are distributed.

C.  they really are nothing but whole life with a mutual fund, and that is readily



transparent.


D.  the investment portion of the cash value is guaranteed.

8.  Universal Life Option A

A.  provides a level death benefit.


B.  provides a fluctuating, adjustable death benefit.


C.  provides for an ever-increasing death benefit.


D.  has guaranteed level death benefit and contractual cash values that grow at a 



guaranteed rate of 5% per year.

9.  Universal Life Option B


A.  provides a level death benefit.


B.  provides an ever-increasing death benefit.


C.  provides a fluctuating and adjustable death benefit.


D.  provides for no death benefit as all premium goes into the cash value fund.

10.  A Universal Life policyowner wants to get all of his money out of the policy, 


A.  he can withdraw all of the cash value but then no money is available for death



benefits.


B.  he may withdraw all the cash value and if the policy has been in force for more



than 5 years, all of his premium will be returned.


C.  he cannot get any of the cash value out, but at his death, full death benefits will



be paid.


D.  he can withdraw all of the cash value and the death benefits will then increase by 



the amount of the withdrawal.

ANSWERS TO STUDY QUESTIONS
1D     2A     3C     4D     5B     6B     7B     8A     9B     10A
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CHAPTER SIX - VARIABLE LIFE & REGULATIONS
SEPARATE FUNDING
To set the stage in the explanation of separate account funding, an important part of any discussion on variable contracts, it should be reiterated that the obligations of an insurance company are held in the general accounts of the insurer, and consist of conservative investments which mirror as closely as possible, the liabilities and guarantees of the insurance company.  An important point is that the accounts that are the foundation of the policy reserves of the company, these assets are subject to the claims of creditors.  Therefore, if the company ever becomes insolvent and the assets are then subject to the claims of its creditors and policyowners—hence the conservative investment instruments.
There have been situations where insurers have collapsed because of investments in below-investment grade securities, primarily because the insurer wanted to produce higher-yielding financial instruments.  As a result, the assumed rates used in variable contracts by insurers came under close scrutiny by consumers and regulators.  Therefore, separate accounts should be well understood as it is such an integral part of variable contracts.
SEPARATE ACCOUNTS
Separate accounts are simply separate accounts into which life insurance policy cash values and deferred annuity accumulations are invested.  These accounts are separate from the company’s general accounts, hence their name, and are maintained only for the purpose of a mechanism so that contract owners may participate directly in the investment performance of the account.  Since the returns vary according to investment performance, they provide a variable return.  The policyowner’s return, plus or minus, in the separate fund is related to the performance of the assets that make up the fund.  These accounts are not guaranteed by the insurer and the returns on these investments are not guaranteed.
So, what does this do?  The separate account 

is a means of transferring the investment risk from the company to the 
policyowner.

Creditors
Since the accounts are separate from the general account of the insurer, the separate accounts are protected from the claims of creditors.  Therefore, even if the company is bankrupt, the assets underlying the policyowner’s cash value are protected from creditors.  However, while obvious, it must be pointed out that the assets can also be “lost” by changes in the conditions of the market.  
When several insurers collapsed in recent years, the subsequent legal battles were publicized and very favorable attention was drawn to this characteristic of variable contracts.  They pointed out that even though many, if not most, consumers purchase variable contracts because of the opportunity to directly participate in the invested assets, they are assured that they will not lose their share of those assets, even in the company should become insolvent.

INVESTMENT CONTROL
While the protection against creditors is a major plus for variable products, there is no doubt that the greatest reason to purchase a variable contract is the owner’s participation in the investment.  Since the asset performance is the responsibility of the owner, there is always the possibility of gains that can far exceed what an insurer can provide because of the restrictions on the investments of an insurer.  It is almost routine for an owner to realize twice the investment return that he would get under a guaranteed rate.  
INVESTMENT CHOICES

The first variable contracts allowed the policyholder only three investment options in which to invest the funds, such as a stock fund, a bond fund and either a treasury or money-market fund, which were essentially mutual funds run by the insurance company and set aside as a separate account.  The policyholder could put all of the funds into one of these choices or distribute the funds amount the options.  Initially there usually was a minimum requirement of at least 5 or 10 percent of income funds that had to be allocated to any investment option that was selected.
MANAGEMENT COMPANIES AND UNIT INVESTMENT TRUSTS

The resemblance to mutual funds by separate accounts is not coincidental as both are covered under the Investment Company Act of 1940, which says:
· if separate account funds are used to purchase securities directly, i.e., the insurer is acting as the fund manager, then the separate account is considered a management company;

· if the separate account funds are used to purchase shares in a mutual fund that is managed by a party other than the insurer, or by a management company that is a separate division of the insurance company, then the account is considered as a unit investment trust (UIT).

Unit Investment Trust

A UIT operates like a holding company with the investors as its clients.  The UIT managers usually purchase shares of other management company investments and then pass the gains and losses on to their investors, i.e., they do not actively manage their own portfolios and they do not trade securities.
Management Company

A management company operates as the name implies—it actively manages the accounts.  Some insurance companies, or “sister” companies, i.e., companies owned by the same holding company, etc. have their own independent management companies.  Usually they offer the companies’ mutual funds as “subaccounts” within one of their own accounts.  Within a single separate account, an insurer may offer as many as 6 or more subaccounts.  An example could be where an insurer owns a separate account (UIT), which purchases shares in 4 funds in the insurer’s management, (such as an equity fund, a growth fund, a bond fund and a money-market fund.  They also offer two funds through another independent management company (such as a balanced fund and an international fund).  The second management company trades directly with the public.  Therefore, the separate account allows purchase of shares in six subaccounts.
Some insurance companies have variable contracts that could offer separate accounts through either a UIT(s)—in which case the insurer is just the conduit through which the policyowner and the mutual fund can operate—or they can deal directly through an open-end investment company(s).  Does one system outperform the other?  Not necessarily, but clients may have a preference (and it could make a difference in a sale).

While the prospectus that is presented to each prospective variable contract purchaser will explain the nature of the fund for each separate account, there is another easier way to tell—Unit Investment Trusts will usually be named after the mutual funds that support them, while separate accounts that are actually mutual funds but owned by an insurer, will usually have the name of the insurer in the account name.

To purchase separate accounts (a.k.a. “variable accounts”) for either Variable life and/or variable annuities, the owner of the contract selects the separate accounts where they want their assets from their policy invested.  If the owner does not like where the assets have been placed, usually the contract will allow the owner to transfer funds between the separate accounts once the contract has been issued.  If the separate account is a UIT which invests in other mutual funds, these funds are then subaccounts of the separate accounts.

Why “Unit?”  Each variable contract purchases units that represent an undivided interest in the separate account assets.  The value of variable contracts are determined by simple mathematics—the number of accumulated units multiplied by the unit value on a given valuation date.  “Valuation date” is usually construed to be every day that the New York Stock Exchange is open, although some contracts refine it to be only those days in which there has been enough trading in the separate accounts to affect the value of the account.  
When a contract owner pays a premium, that premium is divided by the unit value as determined at the close of business that day, as follows:

First, the value of each unit is equal to the value of all of the securities in the separate account divided by the number of outstanding units.  If the fund is valued at $400,000 on June 1st and there are 200,000 units outstanding, then the unit value is $2.00.
Next, the number of units that was purchased is equal to the premium paid divided by the unit value on that day.  If the contract owner paid a $100 premium on June 1st, he would acquire 50 units ($100 divided by $2.00 per unit, equals 50 units.)

The next step would be to determine the value of the contract, which is the total units owned, multiplied by the unit value at the end of the business day of the valuation.  If the contract owner now owns 835 units (which includes the 50 units just purchased) on June 1st, then the value of the contract on that day is 835 units times $2 per unit, which is now $1,670.

This process is repeated at any time that the contract holder wants a valuation of his contract.  The prime numbers are the fund value, the number of outstanding units, the unit value and the number of units owned by the contract holder.  The fund’s values fluctuate with the market, which will be reflected by the value of the contract.  Therefore, every day there are changes in the number of outstanding units as premiums are paid and distributions are made.
Unit value changes are usually measured in small increments and in those situations where the cash value of the policy is distributed among several subaccounts, the total value of the contract is determined by adding the subaccount values.

REGULATION OF VARIABLE CONTRACTS

Most of the regulations of investments, including variable contracts, stem from the Great Depression of 1929.  A brief history of what happened helps to understand why such regulation is needed.
During the early 1900s, there were a lot of technological changes, such as electricity, the automobile, and the ability of man to fly and land in one piece.  These marvelous inventions became business opportunities, and everyone was optimistic about the country’s financial future, in spite of the recent First World War.  This created a “bull” market that was the longest in American history. 
As the bull market grew and some investors became rich, Americans who had never invested in the market, decided that it was an easy way to make money.  One of the most attractive devices to “play” the market was margin trading, which was simply borrowing money in order to buy securities.  This trading reached unbelievable levels of a reported 90% or more of the stocks being bought with borrowed money.  This, of course, created no problems as long as the stock prices kept growing, or at least stayed level.  However, obviously, if the stock prices collapse, then the stock becomes worth much less than the borrowed funds that the investor must repay.

In the summer of 1929, stock prices continued to climb, not for business reasons such as the growth of corporations, but because of the demand created by so many buyers clamoring to buy too little available stock.  After the stock reached a high in September, the stock market could no longer support these artificially inflated prices, “black September” occurred, and the rest is history.  

Of course, after the crash, Congress had a mandate to make sure that this never happened again, hence the creation of laws regarding investments, investing, banking, and a multitude of regulations so that future generations did not have to go through another depression.

The Securities Act of 1933 was one of the first regulations passed as a result of the crash of Wall Street, and this Act required issuers of securities to provide sufficient information to investors so that they could make informed decisions on investments.  This was to be accomplished by issuers to register their information with the federal government and to make it available to prospective investors via a “prospectus”.  This was a rather hard law for the times, as it outlawed fraud, which was committed in connection with the initial underwriting of securities, but most importantly, it required that a prospectus be delivered to every person who has expressed an interest in a security.
Congress also determined that in their opinion, one of the reasons for so many banks failing was that commercial bankers were actually engaged in investment banking.  Therefore, a banking act of 1933 banned banks from being in the securities business.  

A subsequent Act (1934) created the Securities and Exchange Commission (SEC) who was given the task of overseeing the industry.  The Act also regulated the conduct of those persons engaged in the secondary trading of securities, but this was amended later by the establishment of a self-regulatory body to help police the industry, with the result that the National Association of Securities Dealers (NASD) was created to regulate over-the-counter trading in a similar fashion to the way the stock exchanges regulate their members.

Therefore, anyone who wants to sell securities—which definitely includes mutual funds and variable contracts—must first be registered with the NASD.  Mutual fund and variable contract sales require a Series 6 (Investment Company/Variable Contracts limited Representative) registration, or a Series 7 (General Securities) registration that is required in order to sell all levels of securities. 

NASD Conduct Rules

The National Association of Security Dealers (NASD) Conduct Rules, by which any licensed representatives – including those who sell variable insurance products –; cover a very wide range of subjects. However, any person who sells variable products needs to be familiar with these rules.  There are the following nine topics covered by these rules.  A summary of the contents of these rules describes the topic.

2100 General Standards.  This topic defines the established standards of marketing securities and is illustrated by a number of “Don’t Do” examples.  Unethical practices are described, including withholding, trading ahead, front running and intimidation.

2200 Communications with Customers and the Public.  Details the proper methods of ethical communications and how to achieve full disclosure.  Discusses the proper ways to use rankings, confirmations, forward materials and disclose financial conditions.

2300 Transactions With Customers.  Discusses “suitability” – recommending certain products for specific situations and needs and goals of the clients.  Also provides directions as to how to deal with customers.

2400 Commissions, Markups and Charges.  This topic discusses discounting of securities (must not), the differences between members and nonmembers, and a discussion of charging for services rendered.

2500 Special Accounts.  Handling of discretionary accounts and margin requirements by broker-dealers.

2700 Securities Distribution.  Very broad discussion of underwriting terms, conflicts of interest, securities taken in trade, transactions with related persons and price disclosure in selling agreements.

2800 Special Products.  Rules on direct participation programs, variable contracts, investment company securities, warrants, and options, including index options.

2900 Responsibilities to Other Brokers or Dealers.  When a member of the Association has a financial interest in the business of another member, under what circumstances do they provide financial disclosure to the other member, and to what extent.

3000 Responsibilities Relating to Associated Persons, Employees and Other’s Employees.  The supervision of Registered Representatives, surely bonds, etc.

SEC OBJECTIONS TO VARIABLE LIFE INSURANCE

The SEC has had problems with the Variable life insurance concept since it was first introduced, which is understandable as it suddenly faced the prospect of having literally thousands of new representatives and agents selling an (obviously) investment product, to the general public.  So one of the first things that it decided was that all insurance companies selling variable contracts must be registered as investment companies and the agents selling the variable products be licensed as both life insurance agents and securities agents (representatives).

One of the major concerns of the SEC was the maximum compensation to agents for the sale of the product.  The SEC first proposed a sales load that would not exceed 8 percent of the sale price.  Since securities are usually sold on a cash-sale basis rather than on an “installment” sale basis, this created problems for the insurance companies.  Eventually the insurance companies and the SEC compromised on a 20 percent load on the first year’s premium, which, according to the actuaries, is the equivalent of an 8 percent load during the lifetime of the policy.

The next major problem was in determining if insurers would be allowed to permit flexible-premium policies.  The SEC would not, initially, budge from their position, so the first generation of Variable life insurance products were all fixed premium products, with the only difference between the variable products and traditional insurance was the variable investment provision where the policyowner could select among a limited number of investment choices, with the death benefit varying as a function of the portfolio’s investment performance.
PROSPECTUS

The SEC requires that Variable life insurance cannot be sold without a prospectus accompanying any presentation.  They require a prospectus very similar to that required of new stock issues.  It is a complete, full disclosure of all of the provisions of the contract and includes expenses, investment options, benefit provisions and the rights of the policyowner under the contract.  It is rather lengthy and in detail, with the result that most purchasers of Variable life are not excited about reading it, but they should, as it contains information that is not available anywhere else.  It should also be noted that the prospectus for Variable life contains much more information that is available for traditional insurance policies.  
The prospectus provides details on various charges and expenses, such as

· Operating expenses

· Marketing expenses

· Taxes and Fees

· Cost of insurance charges

· Surrender charges

· Investment charges

· Investment performance

Expense Information
The prospectus goes into great detail as to the expenses charges levied by the insurer against variable insurance contracts, including commissions paid to soliciting agents, state premium taxes, administrative charges, collection charges, and any fees for some specific future event.

Administrative charges usually vary between the first year of the contract and all renewal years due to the added expense of first year commissions plus charges for underwriting and policy issue, etc., and these expenses vary between $15 to $50 a month.  The second year administrative charge is usually the same as the first year, and thereafter it drops to around $5 to $10 a month.  If there is a maximum guarantee on these administrative fees (or not) the prospectus would reflect that.

The prospectus also specified the cost-of-insurance charge, which is the manner in which charges are made against two-asset account to cover the cost of insurance.  The prospectus states exactly what rate will be used to determine these charges and specifies if there is a maximum rate above the intended rate.  It also spells out the way that charges are levied against the separate account, which usually is the fees association with managing the various fund type of accounts.  There can also be charges to establish and maintain trusts that are necessary in managing the assets, and these are specifically noted.

Surrender Charges
The surrender charge applicable to policy loans is plainly and clearly detailed in the prospectus—which should be known to the owner of any type of insurance, not just variable.  Surrender charges are applicable only if the policy is surrendered for its cash value, or if it is allowed to lapse or, in some policies, if the policy is adjusted to provide a lower death benefit.  
Surrender charges are usually levied during the first 10 to 15 policy years, and the actual number is stated in the prospectus.  The surrender charge applies only to policies that are surrendered before the insurance company’s first year (front-end) expenses have been recovered.  Surrender charges may be referred to in the prospectus as “contingent deferred sales charges”.
LIFE INSURANCE LICENSING
Since Variable life insurance, variable Universal Life insurance and Variable annuity contracts are forms of life insurance, states require that agents have a life insurance license in order to sell these products.  States do vary as to requirements as some require a special separate variable contracts license, while others allow variable contract sales if the financial representative has a valid life insurance license and is properly registered with the NASD.
RISK TOLERANCE
Also like mutual funds, separate accounts offer a choice in investment strategies and objectives.  For instance, a money-market fund may be the right choice if the party is security-minded and the interest rates are declining, similarly for a bond fund.  If the interest rates are high and the market is doing well, a contract holder may have the objective of taking more chances and receiving a higher return on their assets by investing in corporate bonds or preferred stock.  It is very important that a representative marketing variable products understand what the consumer’s objectives are and that they understand the various degrees of risk.
This is called “risk tolerance” and polls have shown that the consumers consider this as a very important responsibility of the representative selling variable contracts.  The client will have to make choices as to investment objectives, so determining where the assets should be invested depends greatly upon the risk tolerance of the individual, in addition to the separate account’s investment objectives.  This can be difficult to determine, and companies who offer variable contracts usually can be of assistance to the representative to determine the risk tolerance of their clients.

VARIABLE LIFE INSURANCE
HISTORY OF VARIABLE LIFE INSURANCE

Variable life insurance (VLI) was first offered in the U.S. in 1976 with only limited success.  Equitable Life Assurance Society was a pioneer in VLI in the U.S., and suffered through four years of discussion, development and negotiations with the Securities and Exchange Commission (SEC) before the product was approved.  Four years later, John Hancock, followed by Monarch Life, offered VLI products.  Today, many insurers offer some versions of this policy.

There were two basic approaches to Variable life, the Equitable plan and the New York Life plan.  The Equitable plan was patterned after a popular British policy and it consisted of a fixed premium from which an amount equal to the amount that is needed to cover expenses and to fund a decreasing term policy.  Any excess amount is then invested in equities, such equities being held in a UIT.  Annual increases in the separate account that exceeds an assumed rate of return are used to purchase paid-up additions on an annual basis.  In the years when the earnings in the separate account exceeds the assumed interest return, paid-up additional are purchased, with the result that the death benefit increases in value as these paid-up additions are added to the guaranteed face amount.  However, if earnings in any policy year are less than the assumed interest return, some of the paid-up additions are surrendered and their cash value is used to make up for the deficiency in the interest.

The New York Life plan does not use the paid-up additions method used by Equitable, but its policy determines changes in the variable death benefit are determined by an actuarial computation that uses the relation of the cash value to the separate account’s performance.  This is the basis of most Variable life products today—any change in the cash value of the policy (increase or decrease) has a direct impact on the amount of the death benefit.

Since these policies were introduced, there have been a lot of Variable life design changes, primarily the expanding the type and number of separate account options available to the policy owners.  One of the more recent changes has been the option of allowing policyowners to direct their premiums into an account where the investment decisions are made by a professional money manager.  

There is very little difference between Variable life insurance and traditional whole life insurance in respect to how they function.  Both of them are permanent policies and both have a stated face amount consisting of the net amount at risk (NAR) and the cash value of the policy.  The policies mature usually at age 100, but the IRS’s definition of life insurance states that policies may not mature or endow earlier than age 95, so many companies do not use age 95.  
Cash Value Loan Provision

Both policies have a cash value loan provision and the contract owners can borrow from the cash value (unless the policy is a modified endowment contract as described below), and do so with favorable tax ramifications.  Variable life does limit the amount of the loan to an amount less than the cash value, ranging from 75% to 90% of the cash value.

Like traditional life insurance, the policyowner has access to the cash value by way of the policy loan but a policy loan affects the earnings on the cash value.  The policyowner accrues indebtedness at the interest rate as stated in the policy, which is the yield that is applicable to the assets that are proportional to the cash value offset by the outstanding loan, so when the policy loan interest rate is lower than the investment earnings on the portfolio, the insurer has a lower effective investment return.  The only time that an insurer can have a financial gain from policy loans is when the policy loan interest rate is more than that earned by the portfolio backing the policies.

Policy loans can be repaid in part or in full at any time, but there is no requirement that the loan be repaid in cash at any time during the policy period, but any portion of the loan not repaid will have compounding interest.  Just like traditional insurance, when the outstanding loan plus accrued interest is equal to the remaining cash value, the net cash value becomes “zero” and the policy is terminated.

In discussing loans from contracts, this would be an opportune time to discuss TAMRA and regulations regarding “modified endowment contracts.”

MODIFIED ENDOWMENT CONTRACTS

Congress enacted the Technical and Miscellaneous Revenue Act of 1988, commonly referred to as “TAMRA,” and which revised the definition of a “life insurance contract” for tax purposes.  One of the principal purposes of this act was to discourage the sale and purchase of life insurance for investment purposes or as a tax shelter, and by doing so; they created a new class of insurance, known as modified endowment contracts or MECs.

Life insurance has traditionally had a very favorable tax treatment, but if the policies do not meet the qualifications set forth in TAMRA, then the policyowners will not receive this favorable tax treatment.

Basically, if the policyowner makes a loan or withdrawal from the policy, the amount that is loaned or withdrawn will be taxed first as ordinary income and then as return of premium – if there is a gain of more than premiums paid.  In addition, there is a 10% penalty tax imposed on this amount if the policyowner is less than 59 ½ years old.

So as not to be classified as an MEC, the policy must meet the “7-pay test” (discussed in detail later).  Briefly, this states that if the total amount paid into a life insurance contract by the policyowner during its early years, exceeds the sum of the net level premiums that would have been payable to provide paid-up future benefits in seven years, then the policy is an MEC—and it can be an MEC at any time during the first 7 years—and it will remain an MEC during the duration of the policy.

Sound complicated?  It is!  Therefore, the determination as to whether a policy is an MEC is the responsibility of the insurance company and its actuaries.  

The potential for abuse or misuse particularly exists with single-pay life insurance policies, limited pay policies and Universal Life policies, especially since many consumers purchase these policies for tax benefits instead of protection.  Therefore, insurance companies and their producers must be aware of this law and its implications.  
Using a MEC
Even though the modified endowment contract loses, some of the tax advantages of a life insurance policy, it still retains the death benefit and in certain situations, this can be worked to the policyowners advantage.

If the problem for the policyowner is Estate planning, a VUL MEC can be used to an advantage as the policyowner can pay one (or several) large (usually very large) premiums and then later contribute more premiums should the policyowner find it helpful or if the need should arise.  The policy still has the security-based growth, and when the policyowner dies, the funds go directly to the beneficiaries without going through probate first.  The VUL becomes a valuable planning tool!

However, no one should ever recommend such a plan without discussing the tax consequences to the prospect and if there is the slightest indication that the prospect does not completely understand the situation, it is imperative that they consult a tax professional.  

Scheduled Premiums
Both require that premium payments of a specified amount on a scheduled basis be made, otherwise the policy may lapse.  Note:  Universal Life does not have a specified premium amount or schedule of payment.
Standard Contract Provisions

Most of the standard provisions are the same, such as the 2-year incontestability clause, exclusion for suicide and cash value nonforfeiture options.
Face Amount

Here is a difference—Variable life insurance has a guaranteed face amount, however it may fluctuate above the amount guaranteed, whereas the traditional whole life policy has a guaranteed level face amount.
Guaranteed Cash Value

While both types of plans have cash values, the traditional whole life has guaranteed cash values, variable insurance does not have any guarantee.  This is the main difference in the policies.
Policy premiums under variable insurance contracts are often subject to an administrative charge with the balance of the premium going into the cash value account.

Investment of Premiums
With Variable life insurance, the premiums are invested in separate or subaccount(s) and can be identified as the investment or “property” of the contract owner, while traditional whole life insurance requires that the premiums be invested in the general account of the insurance company, and thereby losing it’s identity with the policyowner.  
Liability Reserves

With both plans, however, the insurer’s liability reserves are maintained in the general account of the insurer.
Computation of the Cash Value
At the risk of being redundant, the big difference is the method by which the cash value is determined.  As explained earlier, the assets that make up the investments of the Variable life and other variable products, are kept separate—segregated—from the other general accounts and other assets, and are managed in separate accounts.  This way the performance of the invested assets is passed on to the contract owners.  Neither the interest rate nor the cash values are guaranteed with variable products.
This means that the cash value of a variable contract directly affects the death benefit and the ability of the policy to deliver “living” benefits in the form of surrenders or loans.  To be succinct, a variable contract allows the contract owner to enjoy both insurance protection and investment opportunity.

STUDY QUESTIONS

1.  The investment risk in a variable policy or deferred annuity is transferred from the cash value/annuity accumulation by means of 


A.  the separate account.


B.  mutual funds.


C.  direct transfer from the insurer’s general accounts.


D.  certified check.

2.  One of the advantages of the account being separate is


A.  the insurer has total control of the assets.


B.  there is a commission paid on the securities transaction that is more than the insurance



commission.


C.  the assets never go down, they always increase.


D.  that they are protected from claims of creditors.

3.  A entity that operates like a holding company with the investors as its client is 


A.  a management company.


B.  a Unit Investment Trust.


C.  a separate account.


D.  an insurance company.

4.  When an insurer offers a single separate account, typically


A.  they may also offer a maximum of two subaccounts.


B.  they may offer as many as 58 subaccounts.


C.  they are not allowed to offer “subaccounts.”


D.  they may offer as many as 6 or more subaccounts.

5.  Each variable contract purchases units


A.  that represent an undivided interest in the separate account assets.


B.  which are basically death benefit net amount at risk for the face amount.


C.  of stockholder’s shares in various industrial corporations listed on the Exchange.


D.  of a special fund consisting of premiums paid by the insured  which never vary.

6.  Any agent who wants to sell securities, which include variable contracts


A.  must first be registered with the NASD and obtain a series 6 or 7 registration.


B.  must establish a separate corporation or LLC for securities sales.


C.  must first contract with a major securities dealer and void his insurance license.


D.  must take a minimum of 30 hours of classroom education in securities, plus obtain a 



professional designation from the American College.

7.  It is very important that a representative marketing variable products understand what the consumer’s objectives are and that they understand the degrees of risk; this is called


A.  client interrogation.


B.  client preparation.


C.  risk tolerance.


D.  consumer orientation.

8.  The Technical and Miscellaneous Revenue Act of 1988 (TAMRA) discourages the sale of life insurance for investment purposes or as a tax shelter, and by doing so they created a new class of insurance, 


A.  Modified Endowment Contracts.


B.  Single Premium Variable Life Insurance.


C.  Special Variable Contracts.


D.  ERISA contracts.

9.  If a VUL MEC is used for estate planning, one of the advantages would be


A.  the VUL MEC has the full tax advantages of any other life insurance policy.


B.  the commissions are much higher for a VUL MEC, than just for a VUL.

C.  the VUL MEC would then have a guaranteed level death benefit.


D.  the funds in the plan after the death of the policyholder, goes directly to the



beneficiary without having to go through probate.

10.  Another difference between Variable Universal Life and Whole Life policies, is


A.  a security dealers license is necessary to market whole life, but not VUL.


B.  VUL has a 1-year incontestability clause, whole life has 2-years.


C.  VUL has a guaranteed face amount, whole life has a flexible face amount.


D.  Whole Life plans have guaranteed cash values, VUL does not have any such



guarantee.

ANSWERS TO STUDY QUESTIONS
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CHAPTER SEVEN - POLICY PROVISIONS & RELATION TO DEATH BENEFITS.
POLICY PROVISIONS OF VARIABLE CONTRACTS

Certain mandatory provisions are part of a variable contract.  Some of the typical provisions that apply to both variable and traditional insurance have been discussed, but there are other important variable provisions that need to be understood.

Guaranteed Minimum Death Benefit
Variable life policies provide that the death benefit must be equal to the initial face amount as a minimum.  While the cash value of the policy is not guaranteed, the initial death benefit is guaranteed and this provides a sense of security to the policyholder.
Separate Accounts
This states that the cash value of the policy will be determined by the separate account(s) activity of the funds that are held in one or more separate accounts.  This is the “heart” of the policy and it allows the policyowner to participate in above-average investment returns and still have the protection of life insurance.

Redetermination of the Death Benefit

The policy’s face amount—death benefit—must be calculated annually and the method of recalculation is provided (paid-up additions/surrenders, or the cash value increase/decrease method).  

While this is a flexible feature, it offers some permanency to the policyowner as the death benefit will remain constant for a year—until the amount has been redetermined.  It should be pointed out, though, that this may not always show an increase as if the market drops significantly at the time of redetermination, or shortly before, the death benefit could be lower for that year.
Revaluation of the Cash Value

The separate accounts change daily according to the investment value increase or decrease, however the cash values supporting the policy are only determined (revalued) on a monthly basis.  
This also can be a risk factor, as changes in the direction of the market can affect the cash value, but in this case, it would only be for a month.  This could work for or against the policyholder.

Entire Contract

This provision is written into every life insurance policy and means that the policy itself, including a copy of the application, is the entire contract and if it is not written in the contract, it does not exist.
Free Look Provision

Except for short-term nonrenewable policies, such as temporary policies and travel insurance, life insurance policies have a provision which allows the policyowner to examine the policy and provides for a full refund of premiums if the policy is returned to the insurer, usually within 10 days after delivery or within 45 days after the application was completed.

Incontestability

Variable life has the same two-year contestability period as traditional life insurance.  Misrepresentations discovered on the application are grounds for voiding the contract and the insurer must then return the premium.  Once the contestability period expires, the policy cannot be voided by the insurer.

Misstatement of Age or Gender

If there is a misstatement of age or gender, the premiums will be adjusted to reflect what they should have been—identical to all life insurance products.

Assignment

As with all life insurance plans, variable contracts can be assigned to another party, either on a temporary basis, as collateral for a loan, or assigned permanently and completely.  Insurance interest does not need to be established between the insured and the new owner.
Assignment can be used for personal or business reasons, such as a gift to a friend or relative, or as the transfer of key-man insurance for a business after the person retires or is terminated.

Reinstatement

The policyowner may seek to reinstate a policy, particularly if the policy has been surrendered by mistake and the policyowner wants to keep the benefits of the original policy.  To qualify for reinstatement, the original policy must not have been surrendered—if the original policy was canceled and the cash value distributed to the owner, reinstatement cannot, of course, be accomplished.
Reinstatement may be possible if the request is made within a certain time frame (usually three years) after the original policy’s default, a written request for reinstatement is submitted, evidence of insurability is furnished and a reinstatement premium is paid with the application.  The reinstatement premium usually consists of all past-owed premiums (plus interest usually), unless the company agrees to some other premium.

As a rule, Variable life insurance reinstatements will allocate the premium according to the original separate accounts allocation request, unless it is modified.

Grace Period

The same 31-day grace period as with traditional life insurance is used with variable insurance.  Note, however, that Variable Universal Life has a different type of grace period, as discussed later.
Exchange

Unique to Variable life insurance policies, the insurer must allow for the exchange of the policy for a fixed benefit policy at any time within the first 24 months of the policy’s life, provided premiums are fully and timely paid.  The new fixed benefit policy must:

· have the same initial death benefit as the variable policy;

· have the same issue date and age at issue as the original variable policy;
· be issued with a permanent plan of insurance that is substantially comparable, that is offered by the insurer in the residence state of the insured;

· be issued with premium rates that were in effect at the time the original Variable life policy was issued;

· include all riders and incidental insurance benefits that were included with the original policy; and

· be issued with the same cash value as would have existed is the actual premiums had been paid into the new, fixed policy.

Note:  The 24-month minimum time for conversion is determined by federal law; states have the right to establish a longer minimum period.

This provision provides a prospective purchaser of a Variable life plan a sense of security, particularly if they do not know if the variable plan is right for them.
Policy Loans

Adjustable Policy Loan Interest Rate provisions are required to target the maximum interest rate to be not more than the greater of Moody’s Corporate Bond Yield Average as of two months earlier, or the interest rate that is used to calculate the cash value, plus one percent.  Variable rates must be redetermined a minimum of once a year, but not more than once every three months.
Life insurers are required by law to notify policyowners requesting a loan of the initial loan rate, and they must also notify them with “reasonable” advance notice of any increase in the loan rate on outstanding loans.
Further, insurers that use the variable rate method must also offer the fixed interest rate method as an alternative.
Under the laws of most states, policy loans must be available after the policy has been in force for three years, and they must permit loans of at least 75% of the cash value.  Insurers can base the policy loan interest rate on a fixed interest basis, but it cannot exceed 8 percent annually, or on a variable interest basis as discussed above.
Policy loans are often used in estate planning situations and policyowners must understand that there are certain criteria involved, such as outstanding loan indebtedness and interest will be deducted from the death benefit at death.  In case of surrender or election of a nonforfeiture option, the indebtedness plus interest will be deducted from the cash value.  If, for whatever reason, the outstanding loan balance exceeds the cash surrender value, the policy will be cancelled if the excess indebtedness is not repaid within 31 days of the notice.  The policy may stipulate that the loans must be greater than a certain amount, and particularly applicable to variable plans, loan amounts will be withdrawn from a separate account and loan repayments will be deposited into a separate account.
Description of Benefits

The cover page of a life insurance policy contains descriptions of the policy and with variable insurance, the variable nature of the product itself must be not only printed on the cover page, but the differences between the conventional whole life and Variable life must be highlighted, including the death benefit, cash value, methods of determining benefits, and the guaranteed interest rate credited to funds allocated to the company’s general account.  
Investment Objective Provision

Variable life insurance policies must contain a provision that states that a separate account’s investment objective cannot be changed without the approval of the state Insurance Commissioner (or Department of Insurance).
RELATION OF DEATH BENEFITS AND INVESTMENT PERFORMANCE
Since the primary purpose of life insurance is to provide death benefits, it was inevitable that superior investment performance would be reflected in increased death benefits as a method of combating inflation risk on death benefits.  This is, of course, true only for long-term investing, as inflation can exceed increases in the performance of investments over a period of 2 to 3 years.  How to link the death benefit to the investment performance of a particular portfolio was a troubling problem for the creators of the early-generation Variable life policies.  Soon the insurance companies settled on Target Premium methods, and then two additional methods.
Target Premiums

Regardless of the method chosen, as described below, all the early contracts requested the purchaser to select a target level of investment performance as a reference that investment performance would be measured against.  Performance of the target level would be used to fund incremental increases in the death benefit, whereas performance below the target would require that the death benefits be adjusted downwards to reflect such adverse performance and which would then help to make up for the deficit.
Level Additional Model

This system uses excess investment returns (returns in excess of the target rate) to purchase a level single-premium addition to the base policy.  In effect, the face amount/death benefit will increase when investment performance equals or exceeds the target rate.  This method does not cause as rapid an increase or decrease as the constant ratio method (below) but it does not require an ever-increasing investment return to support increases in death benefits.  Additional coverage is added more slowly, but once the increases are added, they are more “solid”.  This means that downward adjustments in death benefits are less rapid, and less likely to accelerate in future years.  This method also allows a minimum value guarantee that would equal the coverage amount when the policy was first in force.
Constant Ratio Method

This method uses any excess investment earnings to be treated as a net single premium, and used for purchasing a paid-up additional amount of coverage.  This way, the paid-up additional coverage is not a level death benefit amount, but is a decreasing death benefit.  This maintains a ratio between the death benefit and the policy reserve that satisfies the corridor test (as discussed earlier).  
Like the level additions model, there is a minimum death benefit guarantee that is equal to the beginning face amount of the policy.  If the contract has lower returns than the target level, the policy reserves will decrease to a point below the level that is necessary to maintain the guaranteed death benefit amount.  The policy must remain in force long enough so that the investment returns will exceed the target rate in order to raise the reserve to the level that will support incremental increases in coverage, before the policyowner will see death benefit increases.
So far, the history of Variable life insurance policies shows that there have been many more years where earnings were higher than the target rate, than when the earnings were lower.  There is no guarantee, but it is expected that overall investment earnings will exceed the target amount during the majority of the policy years.
STUDY QUESTIONS

1.  Variable contracts require that the death benefit be calculated annually and the method is provided in the policy, such action is called


A.  yearly recalculation.


B.  redetermination of the death benefit.


C.  Unit Investment Trust disbursement.


D.  annual asset valuation procedures.

2.  Policy loans for variable contracts are available and under most state laws


A.  are available after the policy has been in force for 10 years and can be 100% of the



cash value.


B.  are available immediately and can be as much as 95% of the cash value.


C.  are available after three years and loans may be as high as 75% of the cash value.


D.  are available at any time but can only be for 25% of the cash value.

3.  Variable life policies provide that the death benefit


A.  must be equal to the initial face amount as a minimum.


B.  must be equal to the initial face amount as a maximum.


C.  will provide 10% of the initial face amount, in 10% increments the next 9 years.


D.  must always be not less than $100,000 or more than $1,000,000.

4.  The cash value of a variable policy is


A.  determined by the investment history of the insurer’s assets.


B.  illusory but not flexible.


C.  equal to the net amount at risk less the reserve.

D.  determined by the separate account activity of the funds in those accounts.

5.  Paid-up additions, surrenders, cash value increase or cash value decrease, are all used to


A.  redetermine the death benefit annually.


B.  to calculate the taxable portion of the investment income of the policy.


C.  determine the tax basis for capital gains taxation.


D.  establish the loss ratio for the calculation of premium for the following year.

6.  In a Variable life product, the separate accounts

A.  change annually.


B.  change bi-weekly.


C.  never change.


D.  change daily.

7.  To qualify for reinstatement, the original variable policy


A.  must have been in force for at least 5 years and then surrendered.

B.  must not have been surrendered.


C.  must not have any policy loans against it.


D.  must first be totally voided, and the policyholder must present evidence of insurability.

8.  A Variable life insurance policy may be exchanged for a policy with a fixed benefit 


A.  after the policy has been in force for 5 years.


B.  any times within the first 24 months if the premiums are fully and timely paid.


C.  but for a lesser face amount and the policy has had to been in force for 3 years.


D.  only if the policyowner become incompetent to handle their own business affairs.

9.  The purpose of a target premium for a Universal Life policy was


A.  for competitive purposes only.


B.  so that the insurance department examiners can determine the experience easier.


C.  to establish a reference that investment performance could be measured against.


D.  so that substandard extras could be used if needed for underwriting purposes.

10.  “Level Additional Model” and “Constant Ratio Method” are used to


A.  link the death benefit to the investment experience of a particular portfolio.

B.  determine the tax basis for investment separate account for income tax purposes.


C.  determine the amount of income that is subject to income tax tax-free.


D.  determine two factors:  persistency and commission structure.

ANSWERS TO STUDY QUESTIONS
1B     2C     3A     4D     5A     6D     7B     8B     9C     10A
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CHAPTER EIGHT - VARIABLE UNIVERSAL LIFE

Variable Universal Life (VUL) is discussed in a little more detail than other types of policies because it is the most versatile of the life insurance products and is very popular.  VUL is a policy that has the premium flexibility and policy adjustment features of Universal Life with the investment options of Variable life, which helps to explain the popularity.

From the viewpoint of a “contract,” a VUL policy is Universal Life as flexible premiums, death benefit options (A and B) and the other standard provisions of a UL policy are present in a VUL policy.  There is really only one big difference, and that is the variable nature of the account value of the policy.  UL account values are gathered in the insurance company’s general account and then credited with a guaranteed rate of return, or a higher value if justified by the interest rates of the insurer.  VUL policyowners can place their cash value in any of a wide variety of separate accounts or subaccounts – including a fixed interest guarantee from the company’s general account.  (At this point there would be no difference between a VUL and a UL policy, except that they could later change the investment option to a separate account.)  The accounting for the separate account unit value is the same as with Variable life.

FEATURES OF THE VARIABLE UNIVERSAL LIFE POLICY

Even though the features and the benefits are the same as with UL policies, with the flexibility of VLI in premiums, a “mixture” of the two policies, various features and benefits should be considered.

As with any whole life plan, VUL policies provide lifetime insurance protection.

· For tax purposes, VUL is a type of life insurance, therefore net premiums goes into separate accounts where they earn a current rate of return, and earning are  accumulated on the same tax-advantaged basis as cash values of more traditional whole life policies.  Note, however, that if the death benefit is to be increased, the policyowner can pay additional premiums, but if the amount is above a certain amount, evidence of insurability may be required or the policy may become a modified endowment contract and lose its tax-advantaged basis. 

· Separate accounts are accounts into which the policyowner’s funds are invested and are called “separate” because they are separate from the company’s funds.  These funds earn a variable return.  As with mutual funds, these funds provide returns or losses based upon the performance of the separate accounts, and they are NOT guaranteed by the insurer and the returns on the separate accounts are NOT guaranteed.

· Policyowners can transfer funds from one account to other accounts, and without charge.  The number of transfers is established by the contract, usually between 4 and 12 a year.  

· VUL policies offer a multitude of account choices, often 10 or more, including a wide variety of stock accounts, multiple bond funds, managed funds and asset allocation funds.

· The cash value in a VUL policy is constructed of premiums paid, less fees charged, less periodic deductions for the cost of insurance, plus (or minus) returns generated by the individual policyowner’s accounts.  Obviously, cash values are not guaranteed by the insurer and neither the insurer or the policyowner (or the agent) can accurately predict future earnings.

· Death benefits are the same as with Universal Life – Option A or Option B.  While the insurers do not guarantee death benefits, many of the newer policies offer some protection against falling death benefits; some guarantee the death benefit to age 65.  Other companies offer guaranteed death benefit riders (with an additional, but quite modest, charge), which will guarantee that the policy will remain in force even if the cash value is zero.

· The expenses and charges of a VUL are “transparent” (or “unbundled” as some say) and take many forms.  Most VUL policies have a system whereby deductions are taken from premiums as paid, and these deductions cover marketing costs, premium taxes and other expenses.  First year deductions are shown and are designed to cover the marketing costs accumulated the first year.  Deductions are guaranteed not to exceed an amount stated in the policy, but can be lower.  VUL has a reputation of having high expenses charges when compared to UL or VLI and traditional policies, but recently policy expenses have decreased so now it is more “cost-efficient.”

· A policyowner must be given a prospectus (and a buyers guide in many states) at some stage while the policy is being discussed with the prospective policyowner.  The prospectus contains the specifics of the policy and the separate investment accounts and fees to be charged.  The policyowner also receives an annual report, which provides the latest status of all policy transactions, including cash values and deductions.

· The VUL policy form contains most of the standard provisions and options available under traditional insurance policies. 
STANDARD PROVISIONS

While most of the standard provisions of the VUL are the same as those of other life insurance policies, there are three provisions that differ, two that are unique to VUL, and certain riders are available.

Grace Period

Since the VUL is an “unbundled” policy, there really is no connection between the payment of the premium and the continuation of the coverage, but whether the policy continues is a function of the cash value.  If the cash value is insufficient to maintain the cost of insurance, the policyowner will be so notified that a premium must be paid.  From that date – date of notification – the required premium to keep the policy in force must be paid within 61 days or the policy will lapse.  Full coverage remains in force during the 61 days.

Reinstatement

If a VUL policy should lapse, it may be reinstated at any time within a stated period of time (usually 2 years), subject to specified requirements and conditions:

· An application for reinstatement must be sent to the company, signed by the policyowner.

· The policy must not have been totally surrendered, i.e. it must not have been surrendered for its net cash surrender value.
· The company may require evidence of insurability, and if so, it must be provided to the company.

· Premiums must be paid, which, with interest, are sufficient to keep the policy in force for a stipulated period of time (3 months usually).

Free-Look Provision

As required by law, after the policy is issued, the policyowner has a stipulated period of time (usually 10 days after receipt of the policy by the policyowner, or 45 days after the application has been signed) to return the policy to the insurer and receive a full refund of all premiums paid, no questions asked.  In some states, the refund will reflect earnings or losses in the cash value accounts, due to investment(s) performance, for the period of time that the money was in the control of the insurer.

Conversion Privilege

Unique to VUL policies, the VUL allows policyowners to exchange the VUL for a comparable non-variable plan, or they may transfer all values in the subaccounts of the VUL to the general and fixed account within 24 months after issue of the VUL.  The new policy, if the VUL is exchanged, will have the same effective date, same issue age and the same underwriting classification as the VUL.

Annual Report

At the time the policy is issued, it is impossible to project what the cash values will actually be because of the fluctuations of the investment accounts.  The SEC also requires “full-disclosure”, so for these reasons, the policyowner is sent an annual report that explains the current status of the policy, in full detail.  The annual report will contain the following information:

· death benefit;

· total cash value, by account and by percentage allocated to each account;

· net cash surrender value;

· total premiums that were paid since the previous report;

· policy loans and interest charged on loans made during the previous year, if any;

· partial surrenders made since the last report; and

· the transfers of funds among the accounts.

Semiannual reports are also sent to the policyowner, which show the 6-month performance of the cash value accounts in which the funds of the policyowner has invested and a complete listing of all investments in the policy.

Riders & Options Available

The same options that are available for Universal Life and some traditional products are generally available for VUL policies.  Following is a list of those that may be included:

· Waiver of Premium in case of disability;

· Cost of Living Riders (COLA) which may be either a rider or part of the policy and may or may not have a separate premium;

· Accidental Death Benefit;

· Accelerated Death Benefit;

· Term insurance rider;

· Family Insurance rider; and

· Guaranteed Insurability Rider (GIR), or option, which allows the increasing of the specified amount on each option date, without evidence of insurability and at standard rates.

TAXATION AND REGULATION

 The separate accounts within a VUL policy builds cash value within a life insurance policy, therefore a VUL receives the same favorable tax treatment as other cash value life insurance policies.

Even though it is regulated as a Security, it still retains its originality as a life insurance policy for taxation purposes.  

Obviously, premiums are not tax deductible.  Cash values accumulate free of current income taxes (but the legal guideline corridor ratio between cash value and death benefit must be maintained within the policy).

Death benefit proceeds are tax-free, and lump-sum benefits paid to a beneficiary are excluded from the beneficiary’s gross income for tax purposes.

Policy loans are viewed as a debt of the policyowner, and not as income or a taxable distribution.  Interest paid on a loan (for non-business purposes) is not tax deductible.  Also, if a policy fails the “7-pay test” it then becomes an “MEC” and loans and withdrawals are then subject to current income taxes plus a 10% penalty if the policyowner is under age 59 ½. (See discussions of modified endowment contracts, MECs.)

In some cases, surrenders, withdrawals, and the right to change death benefits options, can have tax consequences. For instance, upon total surrender, any amount received by the policyowner that is in excess of the total premiums paid into the policy, is treated as ordinary income and is taxed as such.

In total, taxation of the VUL benefits has created a very appealing product to many persons, particularly those who are in a higher tax bracket which was certainly one of the reasons that while individual life insurance doubled from 1986 to 1996, over the same period of time, Variable life insurance (including VUL) grew from approximately $65 billion, to $591 billion.

In order for a VUL policy to meet the definition of an insurance contract and obtain the favorable tax treatment, three tests must be met:

1. Cash Value Accumulation Test

When the cash value of a permanent life insurance policy exceeds the single premium that would pay for all future benefits, at that point the policy no longer meets the IRS definition of life insurance.  If a policy does not meet this cash value accumulation test, the policy is “disqualified,” with the disqualification retroactive to the policy issue date.  All income credited to that policy becomes taxable to the policyowner.

Since the insured or the insurance company’s producers do not have access to the mortality tables and the present value tables necessary to make this “test,” the insurance company’s home office will provide the necessary expertise to make sure that the policy meets the test and is considered as life insurance.

2. The Corridor Test

All VUL contracts contain a provision that defines the minimum of pure insurance protection in comparison to the cash value amount.  This minimum amount, technically guideline minimum sum insured, is the amount that is necessary to prevent the policy from violating the IRS Corridor rules.

To further make this complicated, the IRS considers the minimum sum insured by using a published ratio between the face amount of the policy and its cash value.  (See table below) For example, for those under age 40, the death benefit must be 250 percent as great as the cash value at that age.  The ratio decreases each year, eventually reaching 100 percent around age 95, at which time it is said to “mature”.
In the previous discussion of Universal Life, the illustrations show how the face amount increases after the cash value grows to a certain point, and after that point, the “amount at risk” continues to grow, with the “corridor” between the cash value and the death benefit.  The reason for the corridor is that if a policy matures before age 95, under the IRS Code it is no longer considered as life insurance.  Therefore, in order to maintain this ratio, insurance companies reserve the right to refuse additional payments of premium if they would cause the cash value to increase beyond the upper limits relative to the death benefit.  If the policy fails to meet the corridor test in any year, the policy is disqualified from inception and all income credited to that policy becomes taxable income to the policyowner.


3. The Seven-pay Test

Another test!  However, if a policy fails the 7-pay test, it still remains as a life insurance policy, even though it loses the tax advantages of policy loans and withdrawals.  This has been mentioned previously, during the discussion of MECs.  

Basically, the test considers that if the total amount a policyowner pays into a life insurance policy during its first years, exceeds the sum of the net level premiums that would have been payable to provide paid-up future benefits in 7 years, then the policy is a MEC.  Once a policy is an MEC, it will always be an MEC.  Moreover, to repeat the earlier discussion of MECs, if the policyowner receives any amount from a loan or withdrawal, that amount is taxed first as ordinary income, then as return of premium.  In addition, the 10% penalty if the policyowner is under age 59 ½.

One other point on taxation of VULs.  If interest accrues after a date of death because of a delay in settlement, the interest may be taxable.  If the interest-only settlement option is chosen, the tax exclusion does not apply, and it does not apply to any option selected by the beneficiary.

CORRIDOR RATIO

Ratio of Face Amount to Cash Value in order to meet the Corridor Test

Age


Percentage


Age


Percentage
Through 40

250%



60


130%

41


243%



61


128%

42


236%



62


126%

43


229%



63


124%

44


222%



64


122%

45


215%



65


120%

46


209%



66


119%

47


203%



67


118%

48


197%



68


117%

49


191%



69


116%

50


185%



70


115%

51


178%



71


113%

52


171%



72


111%

53


164%



73


109%

54


157%



74


107%

55


150%



75 thru 90

105%

56


146%



91


104%

57


142%



92


103%

58


138%



93


102%

59


134%



94


101%

                                                                        95


100%

NASD CONDUCT RULES

An outline of the NASD Conduct Rules was indicated earlier.  At this point, it would be advantageous to discuss some of those rules in a little more detail as they are very important to the marketing of Variable Universal Life.

· Advertisements and all sales literature must not attempt to mislead investors, in any fashion or in any way, and must be filed with the proper department of the NASD.

· Any discussions or communications with customers or potential customers regarding securities must be done in good faith, which means that there must not be any misleading information, omission of key information, exaggeration or other such guarantees, particular when comparing funds or accounts.

· Any recommendation given must be reasonable, and if the representative has an interest in any security’s or product’s success, this interest must be fully disclosed.

· The firm or the individual representative may not advertise in any other identity or name, or anonymously, and the firm must display their name prominently on all advertising and sales literature.

· If the product’s name does not adequately identify it as a Variable life insurance product, the representative must fully describe what the product is.  Further, an agent should never suggest that VUL policies or their separate accounts are mutual funds.

· As explained earlier, every prospect must be furnished a prospectus, either at the time of the first presentation, or mailed to the prospect in advance.

· Under no circumstances should the agent suggest, or even imply that the any variable product, including VUL, is a “short-term” or “liquid” investment.

· Obviously, the agent must be extremely careful about representing as to what is “guaranteed” and as to what is not, under a VUL or other variable product.

· Even though separate accounts are, for the most part, patterned after mutual funds – an agent must not represent or indicate that the separate accounts are mutual funds. However, it is deemed proper to use the experience of a mutual fund invested in the same products as the separate account so as to be shown what did occur with the mutual fund.

ILLUSTRATIONS

Because the variable products are rather complex and the outcomes are not readily and accurately forecast without considerable explanation and assumptions, it is rather difficult to describe to the average consumer exactly how a VUL functions.  The life insurance industry has a checkered past in using illustrations as a sales tool, so the  insurer’s representative or agent must be extremely careful and must always tell the prospect that all illustrations are hypothetical and based on assumptions, and are certainly not a guarantee of cash value accumulations.  A statement to the effect that the prospect understands that the illustrations are not guarantees, etc., is required to be signed by the prospect by some insurers as a precaution.  

Illustrations may use any combination of returns up to a maximum gross rate of 12 percent, but only if the present market conditions warrant such expectations and an illustration with a “0” return is also provided.  The major difficulty suffered by insurers today with existing blocks of Universal and other interest-sensitive life products is that the interest rates have declined recently, to levels beyond the comprehension of most people just a few years ago.  Unfortunately, in the past many illustrations were shown with an investment return of a level 10% interest rate.  

All illustrations must show that separate account returns are what determines the cash values as well as the death benefits, and they must show maximum mortality and expense charges.  

It is NOT appropriate to compare one policy to another based on hypothetical performances.  Further, a hypothetical illustration can only show the relationship between the cash value and the death benefit value, not whether it is “better” than another policy.  Illustrations comparing VUL to the “buy term and invest the difference” strategy is considered as appropriate, if the hypothetical returns are identical and other such stipulations are met.

SPECIAL NASD VARIABLE CONTRACT RULES

Variable contracts have special rules as part of the NASD rules and they apply mostly to the construction of the policy and not specifically to agent’s conduct.

Obviously, when the values of a contract can change daily, it is necessary that the value must be determined at a specific time, in this case when the payments have been received—they are considered to have been received when the application has been received.  This further emphasizes that all applications and premiums must be submitted to the insurance company’s home office promptly.

A representative may not sell contracts through another broker-dealer unless the other broker-dealer is also a member of the NASD.  This also means that an agent cannot sell a product that his broker-dealer is not licensed to sell or does not have a valid sales agreement.  

Sales charges may not be excessive and the NASD Rules set forth what is considered as “excessive.” 

When a sales charge has multiple payments, they cannot exceed 8.5% of the total payments due in the first 12 years of the contract or for total length if the contract length is less than 12 years.

If the contract has a single payment of the sales charge, the maximums are 8.5% of the first $25,000 (of the purchase payment); 7.5% of the next $25,000; and 6.5% for any amount over $50,000.

Section 2300 of the Conduct Rules addresses “suitability” which is the recommending of products for customers only when the product suits the customer’s needs.  This is addressed to some degree in the following section discussing the uses of VUL.

USES FOR VARIABLE UNIVERSAL LIFE INSURANCE

“Suitability” under the NASD Rules is a difficult prerequisite because of the changing economic climate in the U.S.  VUL can be “used” in many different ways and all the ways that it can be used, whether “suitable” or not for a particular situation, is beyond the scope of this text.  A few of the uses for VUL are addressed below.

· A person does not need a variable insurance policy unless they need life insurance – obviously.  Therefore, those who have legitimate life insurance needs can usually benefit from VUL.  Those that choose VUL are generally those with above-average incomes. 

· VUL is an important vehicle for those who use insurance to build or transfer their estates.  Life insurance is the best vehicle for transferring wealth with fewer hurdles, and the VUL product allows them to transfer their business interests to family members or to business partners.

· The VUL allows an insured to reduce (or skip) premiums when cash flow of the insured is reduced, and to channel excess dollars into the plan where earnings will be tax deferred.

· For an executive bonus plans, the VUL allows more flexibility so that a bonus does not need to coincide with a fixed-premium schedule, and the employee can determine how much coverage they wish and how the cash value is to be invested.  

· For buy-sell agreements, the potential of growing cash values and death benefits makes the VUL an attractive funding mechanism. As the business value changes, so can the coverage without having to lapse or create a new policy.  Additional premium dollars can be put into the plan to help fund lifetime buyouts if desired.

· For split-dollar plans, by using VUL, the premium can be reduced in the early years because of the creation of an immediate cash value.  Moreover, when the employer receives values as repayment of cash-value matching-funds, these values can grow through investments that the employer selects.

· VUL can also be used for deferred compensation.  It has the advantage of an above-average accumulation of funds that helps the employer to meet the promise to pay future benefits.  Since these agreements are generally renegotiated periodically, the coverage can be updated easily.

· If a person has securities or securities-based accounts, the VUL offers stability, and if a person already has life insurance, it would probably be better for them to add a VUL policy to their insurance portfolio instead of surrendering old policies.  

THE ATTRACTIVENESS OF VUL

Variable Universal Life has a variety of attractive features to consumers, but probably the most attractive feature is that of flexibility.  As any good financial planner can attest, few financial plans continue in a “straight line,” but fluctuate as circumstances change (as they always do).  VUL gives the policyowner the ability to fluctuate or remain static, depending upon the situation.

· VUL is also noteworthy because of its ability to compensate for financial difficulties, as the policyowner can skip or reduce premiums if things get “tight” financially, and there would be (usually) funds that would be available in case of an emergency.

· Policyowners not only control the amount and frequency of premium payments, but they also determine how the net premiums and cash values will be invested

· Americans are becoming more and more sophisticated investors and appreciate the value of professional fund management.  This professional fund management of the separate accounts is a very attractive feature, particularly if the individual has suffered through a period of making wrong choices in investments without professional guidance.  

· When the overall financial and economic conditions change – as they have in early 2001 – the separate accounts can change to meet these changes as the policyowners will make their investment choices based upon their personal and present objectives and the current performance of the fund(s) that they choose, with the knowledge that they can change funds as the situation changes and can adjust to economic swings.

TAXATION OF PROCEEDS
Death benefits paid to a named beneficiary as a single sum, are tax free.  This rule included the Variable Universal Life under the 1986 Tax Reform Act.  This rule still holds, even if because of cash value returns, the benefits exceed the guaranteed minimum.
Note, however, that the exclusion from tax does not extend to any interest accrued after the date of death if the policy proceeds are paid later than the normal period to pay claims.  The exclusion does not apply to an interest-only settlement option, or an option selected by the beneficiary.

STUDY QUESTIONS

1.  The major difference between a variable Universal Life (VUL) policy and a Universal Life (UL) policy is

A.  the treatment of the death benefit of a VUL is level and guaranteed, UL is not.


B.  the variable nature of the account value of the policy.


C.  UL has flexible account values, VUL account has no flexibility.


D.  the cost as VUL is much more expensive.
2.  Net premiums for a VUL

A.  goes directly to the general account of the life insurance company.


B.  goes directly into separate accounts.


C.  are payable only on an annual or single premium basis.


D.  are set and are not flexible.

3.  Death benefits of a VUL


A.  are set and never vary.


B.  may decrease but cannot increase without Ins. Dept. approval.


C.  are the same as UL—Option A or Option B.


D.  are always guaranteed for 15 years.

4.  The grace period for VUL


A.  is the standard 31 days.


B.  there is no grace period.


C.  is 61 days as if the cash value is not sufficient to maintain the cost of insurance,



the premium must be paid within 61 days.


D.  is based upon the death benefit—anywhere from 30 days to 6 months.

5.  VUL conversion privileges 

A.  allows a conversion only to a policy with a higher death benefit.


B.  are available only upon evidence of insurability.


C.  allows policyowners to exchange the VUL for a comparable non-variable 



plan or to transfer subaccount values to the general account within 24



months after issue of the VUL.


D.  allows for a conversion to a Variable life or UL with comparable values.

6.  The separate accounts within a VUL policy receives the same favorable tax treatment as other cash value life insurance policies because


A.  the congress wanted to promote the sale of VUL.


B.  the SEC wants to discourage security dealers from selling insurance.


C.  it builds cash values within a life insurance policy.


D.  the IRS or congress has not taken time to correct this.

7.  When the cash value of a permanent life insurance policy exceeds the single premium that would pay for all future benefits, then for tax purposes, it is no longer a life insurance policy; this test is

A.  the cash value accumulation test.


B.  the corridor test.


C.  the seven-pay test.


D.  the net amount at risk test.

8.  In order for a VUL to be qualified as a life insurance policy, the IRS also requires a VUL contract to contain a provision 


A.  stating that this contract is a life insurance policy.

B.  setting forth the tax savings since it is a life insurance plan.


C.  defining the minimum of pure insurance protection compared to the cash value 



amount.


D.  requiring the insured to file an exhibit to his Form 1040 each year.

9.  With a VUL, if interest accrues after a date of death because of a delay in settlement


A.  the interest will always be taxable at capital gains rate.

B.  the interest will not be taxable.


C.  the insurer may be in violation of SEC regulations and subject to a stiff fine.


D.  the interest may be taxable and if the interest-only settlement option is chosen, 



the tax exclusion does not apply.

10.   There are special NASD Variable Contract rules, which includes a rule that

A.  a representative may not sell contracts through another broker-dealer unless the



other broker-dealer is also a member of the NASD.


B.  a representative may not, under any circumstances, receives compensation in 



excess of 2% of the total annual premium.


C.  the values of the contract are considered to start 30 days after the insured has



received a duly executed copy of the contract.


D.  the representative may also have an insurance license but it must be with a 



mutual company.

ANSWERS TO STUDY QUESTIONS

1B     2B     3C     4C     5C     6C     7A     8C     9D     10A
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CHAPTER NINE - MANAGING VARIABLE PRODUCTS
THE PROBLEMS OF SUBACCOUNT FLUCTUATIONS
It must always be kept in mind that with a variable contract, there can be substantial changes in the cash value, lowering of death benefits, and the policy could even lapse if the investment accounts should drop.  A good business executive will always want to know the “down side” before making an important decision, so that he will know his choices in case things do not work out as intended.  This same attitude should be held by those who are making investment decisions, including whether or not to purchase a variable policy, and if so, what will happen if the market collapses and investment returns plummet—important and logical questions.
PROTECTING THE DEATH BENEFIT

Since the individual is looking at an insurance product, the death benefit that would be available to his beneficiaries in case of his sudden death is of prime importance.  If the individual is mostly interested in the return on his investments and seemingly cares little about the death benefit, perhaps they would be better served to invest in mutual funds.  However, for purposes of this text, the individual is primarily interested in the death benefit.  The best method would be to isolate the death benefit from the cash value, and since it is so important, it should be so isolated by guarantees.
GUARANTEED MINIMUM DEATH BENEFIT RIDER

Under a Variable Life insurance policy, the death benefit is guaranteed, so the problem does not really exist.  However, under Variable Universal Life policies the policy will be lost if it lapses because of insufficient cash values with which to pay the monthly deductions.  The cash value may become insufficient because the subaccounts, in which the premium is invested, have had poor performance, regardless of the premium payments made by the policyowner.  As with most insurance problems, there is a “rider” available that can solve the problem—the Guaranteed Minimum Death Benefit Rider (GMDB).  
What this rider does is what its name implies.  It keeps a VUL policy in force for the initial face amount even if the policy’s cash value is not adequate to pay the monthly deductions.  

Wording of this rider will vary by company, but basically the rider guarantees that the policy to which it is attached is guaranteed not to lapse as long as the rider is in effect and the policyowner has made premium payments at least equal to a stated minimum amount.  What has happened with the rider is that the VUL policy now has the death benefit guarantees of the Variable Life policy.  

Typically, the insurance company will express the required premium as a monthly amount even though the premium required may be paid on other than a monthly basis.  The aggregate premium that is paid, less any withdrawals or policy loans, must be at least equal to the sum of the premiums that are required.  

Every monthly deduction date, the insurer determines if the total of the premiums paid is at least equal to this required amount.  If it is, then everything is fine, but if it is not then the insurer will so notify the policyowner and give him a specified period of time—usually until the next premium is due—in which to provide adequate funds to get the premium up to where it should be.

If the cash value is not sufficient to pay the total monthly deduction charges while this rider is in effect, generally, the insurer will deduct as much as is possible from the cash value and will waive the remainder of the deduction.  The waiver will stay in force until the end of the coverage period as applied for in the application.

As stated previously, an insurance company is not an eleemosynary institution, so there is a cost for the rider which is to cover the cost of the guarantee.  However, because of competition, the additional cost may be lowered and, it is hoped, eventually eliminated, and replaced with an asset allocation limitation combined with the premium requirement.  In other words, by requiring that a policyowner maintain a certain fixed account or money market account allocation (the most conservative investments, obviously) the insurer can minimize its risk that it would have to pay a GMDB guarantee.
The GMDB is not the perfect solution, however, as it requires certain trade-offs, with the most obvious being the loss of some of the flexibility of the premium.  The Variable Universal Life policyowner should make sure that the cash value is sufficient to pay the monthly deductions, but the GMDB requires that the policyowner maintain a certain amount of premium payments regardless of the level of the cash value.
In addition to this requirement, the VUL policyowner’s access to the cash value is limited, and policy loans and withdrawals can affect the rider’s guarantee.  The total of the premiums paid into the policy (the aggregate amount paid) are reduced by any policy loan and/or withdrawals before it is compared to the total premium required.  Therefore, if the policy loan or withdrawal reduces the aggregate premiums to an amount below that that is required, then the policyowner could not take out the policy loan or withdraw funds without jeopardizing the guarantee of the GMDB.

Regardless of these restrictions on cash, value loans, or withdrawals, overall the GMDB rider is of immense benefits to some VUL policyowners.  Since they do not have to “worry” about the death benefits or the possible impact of a lower death benefit on his family, the policyowner may accept some market risks that he otherwise would not have taken, sometimes with impressive results.  Besides, just the fact that the death benefit is guaranteed is a very important means of reducing the volatility of Variable Universal Life.
ASSET ALLOCATION
Of all of the various methods for a policyowner to manage the value of their policy, the asset allocation procedure has the most effect on the Variable life insurance policy.  There are different approaches to asset allocation and they may seem rather technical, however the concepts are really not that difficult and should be understood by those who market Variable life products.
Basically, the asset allocation in variable products is a process of determining what percentage or amount of the assets to be invested by the customer best suits him—taking into consideration his objectives, the length of time that the investments are to be managed (time horizon), and his risk tolerance (as discussed earlier).  In effect, the asset portfolio is divided between various classes of assets that best match the policyowner’s objectives and his risk profile so the capital can be protected against negative developments; while at the same time, taking advantage of developments that can affect the assets positively.  Assets considered include stocks, bonds, cash, real estate, etc.
Each of these assets—stocks, bonds, cash, etc.—can be determined to have a potential return and a particular level of risk, and it usually behaves in a manner in response to market (and other) changes that are different than the response of other asset classes.  Asset allocation is generally considered as the most important decision made by an investor—where to invest the assets and in what proportion—and further, it has a more meaningful impact on reducing total risk than by selecting the “best” investment in any single asset category.
Obviously, assets can be allocated in any percentage that is believed to meet the needs of the policyowner and still stay within the risk-tolerance area of the individual.  There are three approaches, one for each aggressive, moderate and conservative investor.

1. Fixed weightings, which is an allocation that is based on maintaining a fixed percentage of the portfolio in each of the three categories of assets.
2. Flexible weightings is where the allocation “floats” between selected subaccounts in response to the changes in the market as they occur, such adjustments are made based upon either an analysis of the market or market timing.

3. Tactical asset allocation is limited mostly to portfolio managers because it requires large investment portfolios.

The first two approaches, fixed and flexible weightings, differ mostly by the nature of the proportion of the assets in an investor’s portfolios.  It is possible to involve a combination of these two—or all three if the portfolio is large enough—but it is usually more practical just to use one approach.
Fixed Weighting Asset Allocation

Simply put, this system uses a fixed percentage of each of the categories of assets (stock, bonds or cash) and they remain relatively stable over time.  However, since the asset values fluctuate with market trends, the percentage must be adjusted from time to time to keep the desired fixed percentage allocations.  As an example, a portfolio might be 50% stock, 40% bonds, and 10% cash.  The adjustments are usually made manually, however they may be adjusted automatically, as described later.
With variable insurance products, the balance of assets can be adjusted as often as quarterly or as infrequently as annually as determined by the policyowner.  It should be kept in mind that asset allocation adjustments are made after any major market move.  For instance, if the stock market jumps, the example previously quoted could be adjusted to reflect such a move by increasing stocks to 60%, reducing the percentage of bonds to, say, 32% and cash to 8%.  However, in order to maintain the asset allocation percentages of the client, the stocks would have to be reduced back to 50%.  While the total value of the assets has increased, the percentage remains the same, so the dollar value of the stocks would be reduced—although the overall value has increased—so the bond holdings and the cash would both be increased in value also while still being returned to the original 50-40-10%.  An example can perhaps explain this better:
Original portfolio

Asset 

Asset value

Asset allocation

Stocks

$100,000

50%

Bonds

    80,000

40%


Cash

    20,000

10%
Total

$200,000

100%

After a drastic stock market increase, now the assets are valued:

Stocks

$150,000

60%

Bonds

    80,000

32%

Cash

    20,000

  8%
Total

$250,000

100%
Adjusted in keeping with the original intent:

Stocks

$125,000

50%
Bonds

  100,000

40%

Cash

    25,000

10%

Total

$250,000

100%

This method of asset allocation is relatively simple as it just reacts to changes in the portfolio classes and automatically rebalances it when investment activity makes it necessary so that the investor will always hold the same percentage.
Flexible Weighting

Flexible weighting is much more flexible, as the name implies, as it involves adjusting the selected weight for each asset in the portfolio at specified times and based upon the market analysis or market timing.  
To explain this method better, using the same assets as before

Asset 

Asset value

Asset allocation

Stocks

$100,000

50%

Bonds

    80,000

40%


Cash

    20,000

10%

Total

$200,000

100%

For purposes of this exercise, assume that inflation rates are expected to drop, and with such a drop this would usually result in increased (domestic) stock prices.  Therefore, the investor may want to anticipate this increase by changing the percentage allocations to expect a greater return in his portfolio.  The new asset allocation may look something like this:

Asset 

Asset value

Asset allocation

Stocks

$150,000

75%

Bonds

    40,000

20%


Cash

    10,000

5%

Total

$200,000

100%

Tactical Asset Allocation
This system is actually appropriate only for large institutional investors, but it is still noteworthy.  This is similar to the flexible allocation system described above, however it employs stock index futures and bond futures, e.g. when stocks are not as attractive as bonds, the stock future are sold and bond futures are purchased, and vice-versa.
This system is rather sophisticated and it relies upon financial models to alert the investor as to the market movement, therefore it relies upon a large portfolio.

ASSET CONCERNS

While these assets under discussion here consist of stocks, bonds and cash, in reality there are all types of each asset.  For instance, stocks can be common stocks, preferred stocks, stocks that are considered as “blue-chip”, international growth fund stocks, etc.  Bonds also have different classifications, such as municipal bonds, corporate bonds and US Government bonds.  Cash may be in the form of CDs. passbook savings, money market funds, etc.

If the individual is aggressive with his investments, to maximize income, he must be aware that he will have to take substantial risk to accomplish what he wants.  Usually the policyowner will not have to access the cash values for 10 or more years to any large degree, and therefore the cash value of the policy should consist of funds that are allocated to the stock subaccount.  The lengthy period of time that the funds are invested help to minimize the risks as much as possible.  

If the policyowner has a shorter investment period in mind—5 to 10 years—then a moderate growth allocation is in order with stocks dominating the portfolio, but bonds and cash will be larger in proportion than the aggressive portfolio.  The moderate investment portfolio is usually more diversified than the aggressive portfolio.

If a conservative growth portfolio is desired, then they should prefer a low turnover portfolio with mostly blue chip securities.  This would be appropriate for a policyowner who may need access to his funds for a short period of time—3 to 5 years—and the ultimate goal is nearly always the preservation of the portfolio.  Generally stocks are still the predominant investment, but of the blue-chip type.  

REBALANCING THE ASSETS AUTOMATICALLY

Under the assumption that the assets are balanced according to the wishes of the policyowner, then when they are “out-of-balance” because of the increase or decrease of any of the assets due to market conditions, then they must be returned to their original balance.  In actual practice, automatic reallocation is easy and cost-free.

Market activity can “unbalance” the portfolio so that it no longer expresses the wishes of the policyowner.  The preceding example of a portfolio that was out-of-balance because of market changes demonstrates how this is accomplished.  This is mentioned again because the next investment strategy discussed is not available with the automatic asset rebalancing.

DOLLAR COST AVERAGING

The dollar cost averaging technique is basic to those who invest regularly, and simply put, when prices are lower more shares are purchased, and when they are higher—fewer stocks are purchased.  This, when performed correctly, results in a lower average cost per share for the investor.  Perhaps the biggest concern of those who invest in accounts and subaccounts, is that if funds are transferred from one subaccount to another and then the value of the subaccount falls rapidly—this is certainly a legitimate concern.  This can easily happen because the value of variable subaccounts does fluctuate—that is the nature of the beast.

What dollar cost averaging can do is make sure that the average cost of purchased shares is lower than the average price of those shares while the market fluctuates.  This allows a policyholder to average out the cost of shares during the purchase period, by transferring automatically fixed-dollar amounts from one subaccount to another.

The purpose of dollar cost averaging is to provide the policyholder an average cost per share that is lower than the average price per share over the same period of time as the market fluctuates.  It does this by purchasing more units of the subaccount to which the funds are being transferred when the unit value is lower—and conversely, fewer units when the unit value is higher.

This concept can be best explained by the following example: In this example, the policyowner investor transfers $1,000 each month from the bond subaccount to the stock subaccount.  For this example, the stock subaccount’s unit value fluctuates as indicated below.

Stock


Stock

                          Date
Amount
  Subaccount
           Subaccount

Transferred

Unit Value

Unit Value

Jan. 1
$1,000


$8.50


$117.65

Feb. 1
$1,000


$8.00


$125.00

Mar. 1
$1,000


$7.50


$133.33



      Apr. 1
$1,000


$7.00


$142.85

May  1
$1,000


$6.50


$153.85

Jun. 1
$1,000


$7.00


$142.85

Jul. 1
$1,000


$8.00


$125.00

Aug. 1
$1,000


$8.50


$117.65

Sep. 1
$1,000


$9.00


$111.11

Oct. 1
$1,000


$9.50


$105.26

Nov. 1
$1,000


$8.50


$117.65

Dec. 1
$1,000


$9.00


$111.11

Total





          $1,503.31

AVERAGE PRICE PER UNIT 




$8.08



AVERAGE COST PER UNIT (12,000 ( 1503.31

        $7.98

Therefore, the average price per unit over the 12-month period was $8.08; the actual cost per unit was $7.98 — $.10 each for 12,000 units equal $1,200 total!    
While transfers may usually be made from any variable subaccount to any other account, dollar cost averaging transfers from the fixed account are not allowed.

As a general rule, there is no cost to the policyowner in respect to dollar averaging, and the policyowner can use this strategy over and over.  As stated above, automatic rebalancing and dollar cost averaging may not be implemented at the same time.

INTEREST SWEEP FEATURE

Many variable insurance products allow the “interest-sweep” feature where the insurer reallocates the interest credited to the fixed account to one or more of the variable subaccounts.  If the interest is to be “swept” into one or more account, the policyowner must indicate the subaccounts to which the interest should flow, the percentage allocation to each of the subaccounts and the time that the interest sweep is to occur (monthly, quarterly, semiannually or annually).  

The benefit to the policyowner is similar to the dollar cost averaging benefits, as the policyowner uses the interest that is credited to the fixed account and uses it to purchase variable subaccount units.  The funds that are reallocated using this method do not vary greatly, fewer units of the variable subaccounts are purchased when the value is higher and, conversely, more units of the variable subaccounts are purchased when the unit value is lower.  Therefore, the cost per share is lower than the per share price in a market that fluctuates with the result that the total value of the policy is likely not be much affected by any negative movements in the market.

USING MODERN LIFE INSURANCE FOR LIVING BENEFITS

“Living benefits’ is a term that is used to describe the use of life insurance benefits while the insured is still alive.  In today’s atmosphere, this dual function of life insurance is most applicable because of the cash values and the buildup of these values using variable products.  The traditional whole life policy provides living benefits as well but not at the rate of growth of the variable policies.

It must be kept in mind that these policies are more expensive than term life insurance; therefore, the proper clients for these policies are those that have interest in savings as well as having death benefits.  The most desired result of living benefits—considered by many as “forced savings”—is in saving for retirement.

Most Americans look upon retirement income as a combination of Social Security benefits, whatever savings has been gathered and invested, and perhaps a pension from an employer.  There is still a question as to whether Social Security will be around at retirement and if it is, what form will it take?  With the baby-boomers starting to gather Social Security benefits, the source of funding is questionable, but still, the American people seem to want to just avoid talking about it.  However, there are growing bodies of citizens who question whether it will be there when it is needed, and these are the ones that will make an effort to be more self-sufficient...  Life insurance plans can create a sense of security by the policyowner knowing that if he dies prematurely, his family will be taken care of, and if he lives to a ripe-old-age, there will be funds available to him so that he can enjoy his golden years.

The modern American is also faced with the threat of company-paid pension plans not being there when needed, in face of all of the mergers and acquisitions, plus bankruptcy of so many huge corporations—General Motors, for instance.  

This section discusses one way of saving for retirement while the insured is alive and also providing for the possibility of premature death and eliminating the problem of destitute family survivors.  This is, of course, the use of life insurance supplementing retirement income, using the tools of the various forms of life insurance.  While annuities are an insurance vehicle that is designed specifically for the purpose of providing retirement income, this discussion focuses on the additional security of providing a death benefit.  Other courses can discuss in detail the use of annuities and variable annuities.

NOTE:  The creation of cash values has been previously discussed, however in order to better understand the used of cash values specifically for retirement, some of the information may be repetitive.  

CASH VALUES

Cash values of a life insurance policy are a source of funds to which the policyowner has access, and they may take the form of either policy loans or cash withdrawals.

There are differences in the process of obtaining these funds, but permanent life insurance cash value is derived from two sources: premiums for the policy that are paid by the policyowner; and/or interest credited by the insurer to the cash value account of the policy.  

Since these two methods differ between variable and traditional products, the following discussion not only explains how cash values are decided, but also it demonstrates the flexibility of the modern Variable life policies as they relate to providing retirement funds.

WHOLE LIFE INSURANCE CASH VALUE

The policy cash values of whole life insurance policies are a result of the level premium system as was discussed in detail earlier in this text.  The early premiums are in excess of what is needed to cover a death claim that should occur during this period.  These excess premiums create a fund, known technically as unearned premium reserve.  This reserve can be drawn upon later in the policy duration when a death claim is more than the total of the premiums that have been received.   This reserve is approximately equal to the cash value of the policy.

UNIVERSAL LIFE INSURANCE CASH VALUE

The cash value in a Universal Life Insurance policy is created much as with a whole life insurance plan, i.e. the policyowner makes premium payments, but with the ULI policy, the insurance company deducts a certain percentage—the expense factor—and credits the remainder to the cash value.  The insurer also deducts the cost of insurance from the cash value, and if the policy is a declared-rate policy, that interest is credited to the cash value.  The cash value will increase if the premiums that are paid and the interest that is credited to the policy are more than the policy costs.  

When the insurer receives the premium and deducts the expense charges that are related to the premium, the balance is credited to the cash value each month on a specified date, called either the monthly deduction date or monthly anniversary day.  At that date, the insurer will add the interest to the cash value at the current interest rate used for this purpose, and the monthly deduction will be subtracted at that date.  Therefore, the monthly deduction is the total of the monthly cost of insurance and the monthly cost of any additional benefits that may be provided by a rider.  

This can best be explained by using an example.

The policy is a Universal Life policy with a face amount of $100,000, with a cash value in that policy at the last monthly deduction date of $10,000.  The premium is $600 which was made since the deduction date.  The expense factor is 4% and the insurance company is crediting 6.5% annually on its Universal Life policies.  The insured is 60 years old, so the current cost of insurance is .6667.

Calculation

1. Cash value at the last deduction date - $10,000.

2. Add the premium paid (less the premium-related factor)  - $576

3. Subtract the monthly cost of insurance by first determining the net amount at risk, ($90,000), times the cost per $1,000 of face value (.6667) -$60

4. Total to this point is $10,516 = cash value before interest is added.

5. Add the interest earned and accrued (since last deduction date) $68.35 ($10,516 x .0065 [6.5%])

6. The cash value on the current deduction date would be ($10,513 + $68.35) = $10,581.35

 





$10,000.00





plus 
       576.00




minus
         60.00




plus
         68.35

Total cash value on current date:
$10,581.35

ULI CREDITING OF INTEREST

The insurance company credits interest to the cash value in a Universal Life insurance policy and that contributes significantly to the growth of the cash value.  

The amount of the contribution is a minimum contribution that is stated in the policy, however in actual practice the actual amount will be higher—the current rate—depending upon the economy 

Just before Universal Life was introduced in the early 1970’s, interest rates were often double-digit, even though the credited interest rates were in the 3-4% range.  The difference between the credited interest rates and the current rate is excess interest.
The current interest rate is determined by the Board of Directors of the insurer, which means that since it is at their discretion, it may fluctuate widely but usually it reflects the general interest rates in the economy.  However, the current interest rate is highly competitive as the success of the company’s Universal Life insurance sales may hinge directly on the current interest rate, with the result that the current interest may be a little higher than the common interest rate used in other businesses.  

While the insurer’s mortality rate and actual expense ratio may make for good reading for investors in the life insurance company and for financial analysts, the consumer usually has little interest in those figures—mostly because they have no readily available numbers to compare them to—while, on the other hand, the comparison of Co. A’s current rate and that offered by Company B is easily ascertainable and understandable.  True, the current rate is not the entire picture when comparing ULI policies, but it does provide an easy comparative analysis.

VARIABLE UNIVERSAL LIFE

As explained in detail earlier, Variable Universal Life (VUL) policies are as flexible as Universal Life products, but the principal difference is in the way that the cash value grows.  With VUL policies, cash value depends entirely upon the subaccounts in separate account as determined by the policyowner from the offerings under the VUL contract.  

Separate Account

The separate account is the place where the Variable life policy’s net premiums go and it has no relation to the assets or liabilities of the insurance company.  The insurer accounts for these funds in their general account—, which means that the insurance company’s assets are not available to guarantee any result of the separate account.  On the other hand, the separate account funds are not available to the creditors of the insurer.  The separate account is just that—separate—and its performance relies entirely upon the fortunes of the separate account and nothing else.

Previously, the separate accounts were discussed and were broken into stocks, bonds and cash (money market fund), which were all that were available when Variable life was first introduced.  Investors wanted more, and many of them had experience with mutual funds, so they wanted the Variable life separate account to offer similar options so that their experience would approximate the experience of mutual funds.  Today, because of the demands of the consumers, separate accounts typically offer various types of investment options.

For the consumer their separate account can provide investment expertise through company-managed options and access to funds that are managed by experienced and highly regarded mutual fund managers.

Irrespective of the number and type of options, these investments are categorized by (1) capital appreciation, (2) income, or (3) growth and income.

In addition, the policyowner may also decide to allocate some (or all) of his net premiums to the general account of the insurance company.  Cash values that are allocated to the general account of the insurer receive interest at the rate that the insurance company receives.  Usually, the interest is allocated at the same rate that the insurer is crediting on its declared-rate Universal Life policies.

There can be several reasons for an insured to use the insurer’s rate that is credited to its Universal Life policies, such as a policyowner not being familiar with the workings of mutual funds—or in some cases, with any investment vehicle.  Others may not want “to fool with it” for whatever reason but often it is a situation where the individual may have many other investments and he may just want to keep some money separate.  Of course, it could be that the policyowner is just more concerned with the death benefit.

POLICY LOANS FOR VARIABLE LIFE INSURANCE
Policy loans as they pertain to whole life insurance have been discussed earlier with some reference to the Variable life products.  Variable life products have their own uniqueness.  Generally, policy loans are available with all forms of permanent life insurance, including variable Universal Life, in amounts of 75% to 100% of the cash surrender value of the policy.
Policy loans are received tax free by the policyowner, such amount will be paid back with interest, by either paying the insurer the loan amount or subtracting the amount from the death claim.

There are additional limitations in the majority of Variable life insurance policies because of the varying feature of the cash value.  For instance, it is possible for cash values to decline because of the decrease in the value of the underlying investments in the separate account; therefore, it is possible that a policyowner could have a loan outstanding that is more than the surrender value of the underlying policy.  Because of this possibility, insurers place limits on the amount that can be borrowed as a policy loan.

The amount that can be loaned with variable policies is usually limited to approximately 75% of the cash value.  Often this limitation is on the first 2-3 years and then it can be increased to as high as 90% at the end of the policy period with some policies.  

It should be remembered that in addition to these limits imposed by the insurer, the policyowner must keep sufficient funds in the cash value account so as to cover the usual monthly deductions made by the insurer.

The mechanics of a Variable life policy loan is that the loan amount is transferred to the general account of the insurer from the separate account.  The subaccounts that could be used for the transfer of these funds depend upon the instructions of the language of the policy.  Often policy loans are transferred from the separate account subaccounts for a policy loan, using the same proportion as the policyowner’s allocation of net premiums to the investment divisions.  For instance, if the policyholder designates 70% stock, 30% bonds, and 20% cash, then that is the formula for transferring funds from the subaccounts.
Since the funds are then transferred to the insurer’s general account, these funds no longer participate in the activity of the separate account—negatively or positively.

The interest rate credited to the general account will be specified in the policy, and the amount of the loan accrues loan interest, which may be at a fixed or a variable rate, depending upon the wording in the policy.

As with all policy loans, a policy loan from a variable Universal Life policy reduces the value of the policy as both the cash value and the death benefit are reduced by an amount that is equal to the policy loan, plus accrued interest.  

For cash values in the account that are drawing interest, insurers sometimes pay a lower rate on the amount borrowed against than on the amount not borrowed. For example, assume there is $10,000 in the cash value account. The policyowner borrows $6,000. The insurer might pay only its guarantee interest rate of 4% on the $6,000 borrowed, but continue paying the current interest rate (guaranteed interest rate plus excess rate) of 8% on the remaining $4,000.

Other insurers may treat a UL loan as a so-called wash loan because the interest rate the borrower pays and the interest rate the insurer pays on the cash value are the same, so each rate "washes out" or equalizes the other.

For example, suppose the current rate the insurer is paying on the cash value account is 7% and the policy loan rate 6%.  With a wash loan, the 7% rate would be reduced to 6% to match the loan rate.

WITHDRAWALS
For tax purposes, where withdrawals are allowed, withdrawals are usually free of tax up to the tax basis; withdrawals in excess of the tax basis are taxed.
Sometimes the policyowner wants to have access to his cash for a longer period of time and wants to avoid the payments of the interest charge.  This can happen for a variety of reasons, including the “whoops” factor where the policyowner misjudged how long he could have his money “tied up”.  One of the advantages of Universal Life and variable Universal Life is that withdrawals can be made (not allowed on whole life policies).  When one thinks about it, this makes sense for variable products because whole life insurance cannot allow the cash value to be diminished by a withdrawal as the whole contract is based upon guarantees.  Actually, as explained previously, policy loans are not “withdrawals” from the cash value of a whole life policy, but are, in fact, loans from the insurer.  
On the other hand, with Universal Life and its “unbundled” features, the cash value is not a guaranteed amount, therefore withdrawals can be allowed.

When a partial withdrawal of funds is made from a variable Universal Life policy, the question arises as to which subaccount the funds should come.  The determination is strictly that of the policyowner who so specifies.  Sometimes, for whatever reason, the policyowner does not make the determination, in which case the insurer takes the funds from the subaccounts in the same proportion that assets are invested (as with policy loans).

Which is best, policy loan or withdrawal?  The determination would depend upon the policyowner and his needs, but the principal determination would hinge on whether he is planning on using the money and then returning it to the policy.  A withdrawal is final, even to the point that if the policyowner makes a withdrawal and then decides to “repay” this amount, the payment would be treated as a premium payment and subject to any applicable premium charges—however, this is no “biggie” as it usually is some small amount, such as $25.  

In respect to limitation, policy loans have limitations, and so do withdrawals, but the withdrawal limitations are more demanding and they relate to the amount of the withdrawal, how often they may be made, and the charges that will be made for any withdrawal.  The good news is that these restrictions have gradually been reduced—or, in some cases, eliminated—but many insurers still limit the number of withdrawals permitted in a year.

The maximum amount that can be withdrawn is rather straightforward, i.e. the maximum is the cash loan of the policy less any loans that may be outstanding.  Conversely, the minimum is usually something in the $300 - $500 range.  The reason that there is a minimum is an attempt to restrict the number of small withdrawals because of administrative expenses.  Since a withdrawal is basically partly a surrender, a charge may be inflicted (providing another limitation).  A withdrawal decreases the cash value of a policy on an equal basis.

There are also limitations on some death benefits in case of a withdrawal: while the death benefit of Option A would not be affected, Options B and C death benefits are reduced in the amount of the withdrawals, dollar-for-dollar.  

There actually are certain benefits to policy withdrawals, as the policyowner may access funds from the cash value and not have to pay interest on the “loan”.  One thing to keep in mind is that the withdrawal is considered as a return of the policyowner’s cost basis for tax purposes, provided that the policy is not considered a modified endowment contract (MEC) as previously discussed.  Therefore, it avoids any income taxation if the amount withdrawn does not exceed the total of the premiums that have been paid by the policyowner.  
For tax purposes, any withdrawal reduces the policyowner’s cost basis.
STUDY QUESTIONS
1.  For an individual considering the purchase of a variable insurance contract, it must be assumed

A.  that the individual is more interested in income than in protection.


B.  that the individual is primarily interested in the death benefit


C.  the prospect knows the product very well, so little definition is required.

D.  that they already have considerable investments in other vehicles.

2.  Under Variable Universal Life policies, 


A.  the death benefit is guaranteed.


B.  the policy could lapse because there is insufficient cash value to pay the monthly



deductions.


C.  the monthly deductions can be paid with dividends, so there is practically no chance of



the policy lapsing because of insufficient cash value.


D.  the cash value always contains ample funds to provide the death benefit.

3.  When a policyowner purchases a guaranteed minimum death benefit rider,


A.  the variable policy becomes a whole life policy.


B.  the VUL policy now has the death benefit guarantees of a Variable life policy.


C.  in many cases, the extra premium is so high that the policy is lapsed.

D.  the Variable life insurance policy becomes a variable Universal Life insurance policy.

4.  If the policyholder purchases a Guaranteed Minimum Death Benefit Rider, the rider requires

A.  the policyowner to show evidence of insurability annually.


B.  that the policyowner maintains a certain amount of premium payments, regardless of the 



level of the cash value.


C.  a maximum cash value growth.


D.  the fifth dividend option be exercised.

5.  Of all of the various methods for a policyowner to manage the value of their policy, the method that has the most effect on the Variable life insurance policy is


A.  asset allocation.


B.  guaranteed minimum death benefit rider.


C.  annual redetermination.


D.  to establish a trust.

6.  In asset allocation, an allocation that is based on maintaining a fixed percentage of the portfolio in each of the 3 categories of assets, is


A.  Fixed Weightings.


B.  Flexible Weightings.


C.  Tactical Asset Allocation.


D.  Variable Reallocation.
7.  A investing technique that provides that when prices are lower, more shares are purchased, and when they are higher, fewer stocks are purchased, is


A.  Flexible Weightings.


B.  Tactical Asset Allocation.


C.  playing the futures market.

D.  Dollar Cost Averaging.

8.  An “Interest Sweep” feature of a variable contract is 

A.  when the insurer reallocates the interest credited to the fixed account to one or more of



the variable subaccounts.


B.  when the interest rate is the same for stocks, bonds and cash investments.


C.  when the asset allocation is the same for stocks, bonds and cash investments.


D.  when the insurer assumes a certain interest rate for the premium of a variable product,



and the premiums will be the same for all similar products.

9.  The difference between the credited interest rate and the current rate on UL policies, is


A.  never more than 2% by law.


B.  excess interest.


C.  superfluous interest.


D.  taxable to the policyowner at capital gains rates.

10.  When withdrawals are allowed on variable contracts, they are usually

A.  free of tax on any amount.


B.  free of tax up to the tax basis, taxed for amounts in excess of the basis.


C.  taxed for amounts up to the tax basis, free of tax for amounts over the tax basis.


D.  heavily taxed as any increase in cash values since policy inception then becomes taxable.

ANSWERS TO STUDY QUESTIONS

1B     2B     3B     4B     5A     6A     7D     8A     9B     10B
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CORRIDOR TEST FOR


	           LIFE INSURANCE CASH VALUE





		Death Benefit must exceed		Cash Value may not exceed


Age		cash value by this multiple		  this % of death benefit          .


0-40-			2.50					.40


41			2.43					.41


42			2.36					.42


43			2.29					.44


44			2.22					.45


45			2.15					.47


46			2.09					.48


47			2.03					.49


48			1.97`					.51


49			1.91					.52


50			1.85					.54


51			1.78					.56


52			1.71					.58


53			1.64					.61


54			1.57					.64


55			1.50					.67


56			1.46					.68


57			1.42					.70


58			1.38					.72


59			1.34					.75


60			1.30					.77


61			1.28					.78


62			1.26					.79


63			1.24					.81


64			1.22					.82


65			1.20					.83


66			1.19					.84


67			1.18					.85


68			1.17					.85


69			1.16					.86


70			1.15					.87


71			1.13					.88


72			1.11					.90


73			1.09					.92


74			1.07					.93


75-90			1.05					.95


91			1.04					.96


92			1.03					.97


93			1.02					.98


94			1.01					.99


95			1.00					1.00
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