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Today’'s Agenda

1. Understanding Life Insurance Policy Types And History
2.Selecting The Best Policy Through Policy Suitability

3. What Has Gone Wrong With Life Insurance And Why<e
4. How Carriers Make Money On Life Insurance

5. What Next?

6. Managing A Life Insurance Policy Over Time

Questions And Answers Throughout
Please Ask Me Questions
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Part One - The Basics
Understanding The Actual Policy

Secondary \elle]e][S Index
Term l} l} Guarantee l} Universal l} Universal
Universal Life Life Life

Term Insurance

e Easiest life insurance to understand. You pay a premium for a death benefit only.
Term insurance policies often

contain a Conversion provision
that allows the insured the opfion
to convert the Term policy to

a Permanent policy at current
age and insurance rates, without
providing evidence of insurability.

* Level Term insurance coverage is coverage for a specific period (up to
30 years) for a level premium, which is usually guaranteed, after which
the coverage is often dropped. These level Term policies can offen be
continued, usually after a re-insurance process, called re-entry. At re-entry
the insured must submit fo another underwriting process. The cost of the
confinued coverage for the additional tfime period will increase because
of the increased age of the insured. If the health of the insured has
deteriorated, it may dramatically increase.

e Term insurance policies offen contain a Conversion provision. This allows the insured the option fo convert the Term
policy to a Permanent policy at current age and insurance rates, without providing evidence of insurability. This is a
very important provision, especially if the policyholder has suffered a change in health.

e Terminsurance is typically used for short term coverage. Often it is used for those who have a large insurance need
but lack the cash flow currently and will convert the coverage to Permanent coverage in the future.

Whole Life Insurance

* A Whole Life policy provides a guaranteed death benefit as long as

premiums are paid, as well as a guaranteed cash value. Most Whole Life Bonds 71.50%
policies also provide for additional cash value through dividends. Mortgages 11.90%

¢ The investment portion of a Whole Life policy goes into the General Policy Loans 4.00%
Account of the life insurance company composed primarily of long term Cash & Short Term 3.20%
bonds and mortgages, as dictated by various state insurance laws. Investments

*  Whole Life contracts pay dividends considered to be a return of premium Stocks 3.70%
paid when premiums received turn out to be more than the company Real Estate 0.70%
needs, because fewer insureds die, expenses are lower, or portfolio returns Other Invested 5.00%
are more than expected. Dividends can fluctuate above and below the Assets

dividends shown in the current illustration. Average General Account Portfolio
* The dividends that are eamed on a policy can be used in a number of ways: of the 25 largest insurance carriers.
¢ Toreduce premium
e Takenin cash
¢ Purchase "paid up additions”
e Left with carrier at interest

* Repay loans on the policy
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Whole Life contracts can be blended with a Term portion, typically through the use of a Term Rider. This lowers the
cost of the policy, but also lowers the guarantees in the policy as the cost of the Term portion is not guaranteed.
Typically these plans are designed so that over time the Term portion is replaced with paid up base Whole Life
coverage, until the entire contract has been converted. The ability to convert the policy is driven by premium paid
and dividend performance and the amount of Term coverage that is to be converted. In some situations where
there is a high Term component it is offen impossible to convert all of the coverage over and the policy death benefit
in the later years will drop, or the cost to maintain death benefit will increase.

12.50%
11.50% Insurance companies provide a sales
illustration which shows how a policy might
10.50% \ perform under various condifions and
\ with different dividend options. With a
9.50% Whole Life policy the illustration will show
\ﬂ guaranteed cash value as well as the
8.50% cash value growth attributed to dividends.
\\_/\ The illustrations usually show the outcome
7.50% A based on current dividends which may
\/ \_/—- or may not occur. It isimportant to
6.50% understand that Whole Life policies will
5.50% ‘ ‘ ‘ ‘ ‘ ‘ perform differently with different dividend
S aaaxnsas8s53 o228 assumptions.
223222 3RRKRIRKRAKRRR

Whole Life Dividend Rates for Major WL Carrier

Although Whole Life policies have fixed premiums, premium does not always have to be paid out of pocket. As
mentioned, dividends can pay the premium or even a portion of the premium. The premium can also be paid

from the cash value of “paid up additions”, those little paid up policies within the contract that are purchased with
dividends. If the dividend or other sources are not enough o pay the policy premium, the premium can be paid by
a policy loan. Often, this occurs automatically — a feature know as Automatic Premium Loan (APL).

Universal Life “Chassis”

Cash Value Investments Premium Deposited Policy Expenses

Current Assumption UL (CAUL): Based Into Policy e Cost of Insurance (COl)

on Fixed Interest rates e Policy loads

Variable UL (VUL): Based on Separate

* Administration charges
Accounts that are mutual fund clones

) * Rider charges
Indexed UL (IUL): Based on returns in an

Index, with a floor and a ceiling * Investment fees and expenses

* M&E Risk charges
e Surrender charges

e Loaninterest

Cash value in policy | > Each month, charges are
grows tax deferred. deducted from the policy
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Universal Chassis Is An “Excel Spreadsheet”

Annual Current Gross Investment Gross

romiom | "load | Charge | Couel, | Cots | Iyedment | | Feest | Change | Wihdrowels | Accumuaton | toens | “Grec” | *ane”
1 66 | $27.750 $971 $10,140 | $8,400 $0 $1,346 $116 25 0 $9,444 0 $51,770 $0
2 67 | $27,750 $971 $10,140| $8,316 $0 $2,104 $181 39 0 $19.650 0 $49.,630 $0
3 68 | $27,750 $971 $10,140 | $8,225 $0 $2,923 $252 55 0 $30,679 0 $47,460 $0
4 69 | $27.750 $971 $10,140 | $8,127 $0 $3,809 $328 71 0 $42,599 0 $45,260 $0
5 70 | $27.750 $971 $10,140| $8,021 $0 $4,765 $411 89 0 $55,482 0 $43,020 | $12,462
6 71 $27,750 $971 $10,140 | $7,907 $0 $5.799 $500 109 0 $69,404 0 $40,740 | $28,664
7 72 | $27.750 $971 $10,140| $7.783 $0 $6,916 $597 130 0 $84,449 0 $38,430 | $46,019
8 73 | $27.750 $971 $10,140| $8,511 $0 $8,087 $698 152 0 $99.815 0 $36,100 | $63,715
9 74 | $27.750 $971 $10,140 | $9,497 $0 $9,273 $800 174 0 $115,256 0 $33,740 | $81,516
10 75 | $27,750 $971 $10,140 | $10,434 $0 $10.466 $903 196 0 $130,928 0 $31,330 | $99.498
1 76 | $27,750 $971 $120 $11,729 $0 $12,083 $1,042 227 0 $156,571 0 $0 $156,571
12 77 | $27.750 $971 $120 $12,769 $0 $14,094 $1.216 264 0 $183,075 0 $0 $183,075
13 | 78 | $27.750 $971 $120 $14,589 $0 $16,134 $1,392 303 0 $209,584 0 $0 $209,584
14 79 | $27.750 $971 $120 $16.876 $0 $18,153 $1.566 340 0 $235,614 0 $0 $235,614
15 | 80 | $27,750 $971 $120 $19.575 $0 $20,117 $1,735 377 0 $260,703 0 $0 $260,703

Universal Life “Math”

Ending Surrender Value in Year 11 $156,571
Plus Premium in Year 12 $27,750
Minus Premium Load and Admin Charges in Year 12 $1,091
Minus Current Cost of Insurance $12,769
Plus Investment Earnings in Year 12 $14,094
Minus Investment Fees and M&E Charges in Year 12 $1,480
Equals Gross Accumulation Value in Year 12 $183,075
Minus Surrender Charge in Year 12 $0.00
Equals Surrender Value $183,075

This shows the actual projected outcome for a Variable Universal Life policy
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(Current Assumption) Universal Life (UL) Insurance

e During the late 1970's and early 1980’s, short term interest rates skyrocketed. The public
clamored for an opportunity to participate in this high rate of return, and Money Market
funds were born. Money flowed out of existing Whole Life policies info these newly
formed Money Market funds.

From 1981 to 1986,

the percentage of
Whole Life policies sold
dropped from 78% of the
marketplace to 30%, as
the sale of Universal Life
policies grew.

e The insurance industry, being market driven, came up with a product that would
combine the high rates of return existing in that day with the tax advantages of life
insurance.

e For the first fime there was total fransparency in a life insurance product.

* A Universal Life policy allows adjustment 10.50%
of both the face amount of the policy \
and the premium level funding the policy . \
- subject to minimum funding levels to 8.50%
start the policy. Underwriting approval is oo \_/\
needed if death benefit is raised. Universal \

polices stay in force as long as the cash 6.50%
value in the policy is adequate to cover < o H
the expenses in the policy. \\

e When first infroduced, all of the policies e ——
sold were sold based on projected current 3.50% ‘ : :
assumptions — the interest rate being paid
at that point in time and the current costs
being charged on the policy. The current crediting rate over the last 28 years for a top tier Universal Life carrier is
shown above. Rates have fallen over the years. If policy performance expectation during policy lifefime was based
on current crediting rate at fime of sale, the policy cash value would not have earned nearly what was expected.
Most of the policies sold in the last twenty eight years, if sold with a premium expectation based on these current
assumption projections, turned out to be underfunded and many lapsed or will lapse without additional funding.

1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2006

2001
2002
2003
2004
2005
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016

Because so many Current Assumption Universal Life policies were underfunded and many lapsed, the insurance industry
came up with a new feature in Universal Life polices — the Secondary Death Benefit Guarantee.

(Secondary Death Benefit Guarantee) Universal Life Insurance (GUL)

¢ A new generation of Universal Life policies with death benefit guarantees took the market risk out of Universal Life
policies; however it took the premium flexibility that was an advantage away.

e With a guaranteed death benefit policy you have a stated premium that must be paid in full and on time or the policy
death benefit guarantee will be compromised - typically lowering the age to which the policy is guaranteed. Each
carrier has different policy designs but in most situations if a premium is missed or late, a “catch up” premium can be
paid to put the policy guarantees back on track. However, these policies should not be thought of as flexible premium
and if purchased should be purchased with the understanding that a fixed premium will be paid each and every year.

* One disadvantage of these newer generation policies is that the cash value growth is typically much less than
with a Current Assumption product. The product is designed to provide a guaranteed death benefit, not develop
significant cash value. If you look at a sales illustration of one of these policies you will see that the cash value will
often go to zero at some point. At this point the policy is running on the death benefit guarantees, not the cash
value, which has been exhausted.

* Changes fo the reserve requirements for GUL policies occurred in the beginning of 2013. The cost of GUL policies
increased or the policy death benefits were shortened.
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Variable Universal Life Insurance

¢ Introduced in 1985 by Pruco Life, a subsidiary of Prudential Life.

e Like Universal Life, had a flexible premium.

¢ The most important difference was that the owner of the policy, not the carrier, invested the cash value.
* Caosh value is invested in Separate Accounts that are mutual fund clones.

e Like Universal Life, the VUL policy will stay in force, for as long as the cash value in the separate accounts will pay
all policy costs. But unlike the Universal Life policy, a VUL policy investment could actually lose money, making the
product more unpredictable.

e Variable Universal Life policies have been used as investment vehicles.

. . . Run to age 110
*  When funded to reach a certain goal the investment return will have a

large impact on the premium needed. The chart to the right shows the 4% Net $34,727
annual premium needed to run a VUL policy to age 110, assuming a 65
year old Male underwritten as a Standard Non-Smoker.

6% Net $30,811

e Al VUL policies have a Fixed Account option that allows for a 8% Net $27,750
guaranteed rate of refurn.

Indexed Universal Life Insurance
¢ Designed to provide “upside” of equities while limiting losses.

e The product fies investment returns to a specific index such as the S&P 500® Index. It eliminates down years with losses
by providing a floor to the investment return. This floor might be as low 0% but will never be a negative return.

¢ In addition, there is a participation rate, a percentage factor that the actual index return is multiplied by to arrive at
the adjusted return. The chart below shows the credited rate outcome for a sample policy with a 100% participation
rate and a growth cap of 10% and floor of 0% at various actual index rates.

Actual Index Raie Podiz::z;;:ekate Equg:;::hi?:: = ilf’?joe;tc::f Frlc:)v;:ho:::;: Equals Credited Rate
18% 100% 18% Subject to Cap 10%
9.25% 100% 9.25% No Cap/Floor 9.25%
-14.25% 100% -14.25% Subject to Floor 0%

Life Insurance Time Line Recap

Current Secondary
Term * Whole Life * Assumption * Guarantee
Universal Life Universal Life

Need

Index
Universal Life

Variable

Universal Life

A4

Take
Advantage
of the Equity

Markets

Reaction To
Falling Interest
Rates

Market Crash
Of 2008

Early 80's High
Interest Rates

Life Long
Coverage
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Selecting the Correct Policy for Your Client
Through Policy Suitability

Premium Flexibility

¢ Isthere a need to have flexibility in premium payments?

e Are you comfortable that money for premium will be available each and every year?
* Is there a change coming that may affect cash flow?2

Variable Universal
. Indexed

Least Flexible Most Flexible

(Secondary DB Guarantee)

Universal Life

(Current Assumption)
Universal Life

Investment Risk

*  Whatis frust risk tolerance?
* Do you want to “invest” in the life insurance?
¢ Do you want to fry to lower cost by attempting to get a higher return2

(Secondary DB Guarantee) Whole Life (Current Assumption) Indexed Variable
Universal Life Universal Life Universal Life Universal Life

Least Investment Risk

Most Investment Risk

Cash Value Growth

e Do you want the ability to “trade up” in the future?2
e Is there a possibility that the policy will be surrendered in the future?

e Isthere areason that you may need liquidity? -
Whole Life Variable
Universal Life
Term (Secondary DB Guarantee) (Current Assumption) Indexed
Universal Life Universal Life Universal Life

Least Flexible Most Flexible

Death Benefit Guarantees

e Do you want the death benefit guaranteed?
* Do you want lower costs or cash value?2

Indexed Whole Life
Universal Life
(Current Assumption) Variable Term Secondary DB Guarantee)
Universal Life Universal Life Universal Life

Least Guaranteed

Most Guaranteed
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Part TWO - A Deeper Dive

What the Heck Is Going On with Life Insurance?

Email from a representative from a UL Carrier: From 2013

"Actuarial is currently doing an expense, mortality and interest study... COl's are anticipated fo increase up to the
guaranteed maximum and the preliminary results are showing that we will likely be increasing COIl's to near the
maximums, if not the maximums.”

Carriers with Cost of Insurance (COI) Increases — 2015 into 2018
Transamerica COIl Increase

Policies affected:
e TransMax
e TransUltra 91
TransUltra 93
TransUltra 95, 96
e TransMax Survivor 90, 91
e TransSurvivor Life 92
e TransSurvivor Life 95, 96

Effective with policy anniversary dates of August 1, 2015
 Policies issued between 1987-1998
e COlincrease from single digits to 40% plus

AXA (USFL) COl Increase

Policies affected
¢ USFL Nova
e Super Nova UL

Effective on the first policy anniversary following August 31, 2015
¢ Noft sure of COl increases

Legal & General
Banner COl Increase

Policies affected
e Continuity UL and UL 100
e Life Umbrella UL 120
¢ Advantra & OPTerm 20UL

Effective August 1, 2015
¢ Policies issued from 1995-2010

COlincreases for Legal & General were
the highest of all of the carriers that
raised COIl and ran as high as 600%.
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William Penn COl Increase
Policies affected
e Longevity UL 100 & Penn 100
e Life Umbrella UL 120
e Advantra
Most policies had guarantees for a period of fime
¢ 10, 15, 20 or lifetime

Other policies being evaluated for increases “later this year”
e Crusader 1 and 2
e Life Umbrella Series products — Band 1, Classic, Sterling, Gold, Umbrella
e Capitol UL

VOYA Cost Increase
Policies affected

ReliaStar
* GPUL
 Select Design
* Premier Design
e Security Design | and I
 Estate Design, Estate Design '97 and Estate Design NY

Security Life of Denver
* Strategic Accumulator
* Life Design Guarantee UL

Cost Increases
* Monthly Cost of Insurance
¢ Monthly Charge per Thousand of Specified Amount
¢ Percentage of Premium Expense Charge
* Monthly Expense Factor

AXA Athena UL Il COl Increase

¢ Policies were issued from 2004-2008
e Specified policies
* Policies issued to those age 70 and over
e Policies issued above $1M death benefit
e |f Policy has Lapse Protection Rider
¢ Is not affected if still on policy
« If not on policy, cannot be reinstated
¢ Can lower death benefit below $1M to avoid cost increase

Conseco lLife Insurance Company COl Increase

e Began sending letters to policyholders on a limited number of policies in February of 2016.
¢ Don't know what the increase amount will be.
e Increases started in March, 2016.
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Transamerica - Guaranteed assumption only inforce illustrations/new COLI increase

¢ In November 2015, Transamerica announced they will no longer run in force ledgers based on “current assumptions”
on a specific group of Universal Life policies. According to the carrier, they are no longer "“able to run non-
guaranteed rates on a number of in force products.” They told us that after *annual illustration testing” of their in force
products, going forward they will only illustrate “the guaranteed future interest rate and monthly deductions,” on that
group of in force policies.
* In early 2016, Transamerica raised the cost of insurance inside this specific group of policies.

Lincoln National

* Announced in May of 2016. Acting as administrative agent and reinsurer, raised the COl rates on a specific block
of universal life and variable universal life policies issued by Aefna Life Insurance and Annuity Company (now Voya
Retirement Insurance and Annuity Company.) Approximately 18 products affected with issue dates from 1983 to
2000, with many policies issued in the 1990’s.

* Announced in August of 2016 on policies issued between 1999 and 2007 on Legend Series Universal Life originally
underwritten by Jefferson Pilot (Lincoln Financial purchased Jefferson Pilot in 2006.) The majority of the changes were
increases, but also included some decreases, “reflecting Lincoln’s commitment to acting fairly and responsibly.”

Northwestern Mutual

¢ In October of 2016 the carrier announced that their 2017 Whole Life dividend scale would drop from 5.45% to 5% and
the expense charges in the Whole Life policies would see an increase. At the same time, they announced that their
Current Assumption Universal Life policies, would see a crediting rate drop "consistent with the 0.45% decrease to the
dividend interest scale rate.” Additionally, the company announced its Universal Life policies, both fixed and variable,
would see expense charge increases similar to those found in Whole Life policies.

In 2017 and 2018 Transamerica and Lincoln National have raised the cost of insurance on additional policies
and John Hancock and Phoenix have raised rates on policies.

Carrier Reasons For Increases
Transamerica

“Based on our curent expectations regarding our future costs of providing this coveroge"

Legal & General

“Investment returns have been at all time lows”...making it impossible to earn the investment income assumed in pricing"
“Averoge mortality on these blocks has been unfavorable”’
Voya

e periodically evaluate our costs of proving insurance coverage. As a result of the recent review of your policy,
one of the charges assessed against the policy will be odjusted."

AXA

“We reviewed our mortality and investment expectations...determined they are less favorable than was anticipated
when the current schedule of COI rates was established.”’

Conseco

“Increosing the cost of insurance rates because the Company now expects higher rates and numbers of insured
deaths than we had anticipated for policies such as yours. We have been experiencing higher claims costs for these
policies and expect this trend to continue in the future.”
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Sample COl Increase Analysis, From the ITM Twenty First Blog entry of 2/29/16

Transamerica Cost Of Insurance Increases: Is the Other
Shoe Now Dropping?

Posted on February 29, 2016 by Michael Brohawn, CFP®, CLU

In the past 6 months we have posted a number of blog entries concerning the rash of cost of insurance (COI) increases.
One of the first carriers to alert policy owners to a COl increase was Transamerica. We reported back in September of
2015 about the Transamerica increase and the effect on a policy we reviewed (See: Transamerica Cost Increase Causes
Premium to Maturity to More Than Double: A Case Study for Trustees.)

In November we reported that Transamerica informed us that they would no longer run in-force ledgers based on “current
assumptions” on some policies that were not subject to the price increase (See: Transamerica Now Making It Aimost
Impossible to Manage Their Life Insurance Policies). As we mentioned in that blog, Transamerica told us that after “annual
illustration testing” of their in-force products, going forward they would only illustrate “the guaranteed future interest rate
and monthly deductions” on this specific group of policies.

I happened to be involved in a review of a policy affected by that Transamerica announcement, and in the process of
following up on that policy last week | found out that Transamerica was now able to run current illustrations on that policy.
That is the good news.

The bad news is that the COI on that
particular policy will increase approximately

Monthly COI per thousand dollars

) ) i Year Age of death benefit coverage % Increase

100%, making the policy's economic Pre CO Post CO
efficiency questionable. To date the highest (e oS
increase we had seen for a Transamerica 14 89 2.103644 NA NA
policy was approximately 40%. The chart on 15 90 2415111 4.80131 98.80%
the right shows the pre- and post-increase 16 21 2.757187 5.48628 98.98%
COl for the policy, showing the COI'has 17 92 3.130776 6.23376 99.11%
essen’riolly doubled. This por’riculor pO|ICY is 18 93 3.534362 7.04206 99.25%
a SurV|vorsh|p'Un|ve'rsol Life pphcy |ssu§d in 19 94 3968182 791036 99 34%
2002. According fo information | received,

. . . . 20 95 4.430643 8.83617 99.43%
the policy owner will receive a letter alerting
him or her to the COl increase 45 days 21 26 4.920327 281697 99.52%
prior to the anniversary date. The policy 22 97 5.484253 10.94527 99.58%
death benefitis currently just over $15.5M. 23 98 6.082343 12.14441 99.67%
The premium to maturity solve, assuming a 24 99 6.715234 13.41104 99.71%
level death benefit, was $400,000 prior to 25 100 7.371911 25.05658 239.89%
the increase. After the increqsg the same The Cost of Insurance (COQI) is taken out as a monthly charge.
premium solve is $981,707, quite a hefty
jump in premium cost. The cost shown above is the cost per month for $1,000 of pure insurance

coverage (The Net Amount at Risk.)
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How Do Carrier's Make Money on CAUL Policiese
* Interest rate spread
* Cost of insurance (COl)
* Lapse rate
e Company overhead

Reason for Increases
e Low interest rate environment
e Poor underwriting decisions
Adverse selection
Less people lapsing policies
* Reserve requirements

Carrier Provided Options
e Pay more premium

Reduce the death benefit

Surrender the policy

(Paid up policy)

Now what?¢
* Lawsuits against carriers
* Probably more increases coming, but slowing?2
* Many people wondering what to do with their policy

What Do You Do¢

Life insurance needs to be managed:
* Annual reviews are a minimum requirement
* Look ahead and make all aware of any issues well before they become a problem

e |f you are a fiduciary, then you must make sure you document all around the policy
and make all decisiions for the benefit of the beneficiary
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Visit the ITM TwentyFirst Blog at blog.itm21st.com




