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Lesson One - The Universal Life Insurance Product

Introduction

As life insurance goes, universal life insurance is a relatively new product.  Developed and introduced in 1979, universal life insurance was the industry’s response to several factors that threatened the industry itself.  In order to fully appreciate universal life insurance and its place among life insurance products, it’s necessary that you have an understanding of the market and other conditions that prevailed at the time of its introduction.   
The factors that played a part in the development of universal life insurance were:

· Extraordinarily high interest rates in the economy
· The phenomenon known as disintermediation

· A Federal Trade Commission report that was critical of whole life insurance

· Precipitously declining whole life insurance sales trends

Traditional Products Met Customer Needs

For many years, the life insurance industry met the needs of its customers principally through the sale of three products:

1. Term insurance

2. Whole life insurance

3. Endowment insurance

Term life insurance offers policyowners pure protection with typically no usable cash values.  Generally as the insured ages, the premiums increase to reflect the greater mortality associated with increasing age.
Endowment insurance represents the other end of the spectrum from term insurance.  Endowment insurance provides a life insurance element that declines rapidly until it disappears entirely at the point that the policy’s cash value equals its face amount.  When the endowment policy’s cash value and face amount are equal it pays out the face amount to the policyowner, and the life insurance coverage under the policy ends.  Endowment periods were typically 10 years, 20 years or at the insured’s age 65.
The flagship product of the life insurance industry was neither term nor endowment insurance, however.  It was whole life insurance.  Whole life insurance represents a middle ground between term insurance and endowment insurance.  In a sense, it combines the cash values of an endowment contract with the significant death benefits found in term insurance and provides policyowners with important guarantees that extend throughout their life.  Despite the obvious benefits of whole life insurance and its formidable guarantees, however, whole life insurance had—and still has—detractors.  

Consumer Interest Group Influence

During the 1970s—the decade that witnessed the turmoil in the life insurance industry and the introduction of universal life insurance—consumer interest groups gained considerable recognition.  In 1972, the Fair Credit Reporting Act was passed giving greater voice and protection to consumers.  As these consumer groups found their voice, they eagerly engaged in battle with any institution that appeared vulnerable. One of those institutions was the life insurance industry.
As we will see, this clash had a certain inevitability about it considering the long-term life insurance commitments and the assumptions that need to be made to guarantee them. 

When life insurance company actuaries price their life insurance products, they base those prices on three factors:

1. Mortality—the rate of death of individuals in groups that the insurance company anticipates
2. Insurance company earnings—the income the insurance company can expect on premiums it receives

3. Insurance company expenses—the costs that the insurance company can expect to incur for all of its operations 

For purposes of insurance product pricing, past performance can give the actuaries some indication of possible future results.  There is no assurance, however, that past performance will be repeated.  In fact, the likelihood that the results achieved in the past will be repeated in the future is extremely remote.  As a result, actuaries do not know the mortality that will be experienced, the level of earnings that the company will enjoy or the expenses the insurer will incur in the future—a future that may be 100 years distant.

Faced with the task of determining adequate premiums for life insurance products with guaranteed values in an uncertain future, pricing actuaries took the only reasonable approach; they intentionally underestimated future earnings and overestimated future mortality and expenses.  The result was a higher product premium than might be needed.  If the actual results achieved by the company were more favorable than the assumptions, the insurer could refund some or all of the premium overpayment through dividends.  Since the assumptions were conservative, they were likely to give the insurer adequate safety.   

Because of the need to ensure adequate financial safety margins, it is not uncommon for an insurer to assume—for purposes of developing whole life insurance premiums—that it will earn only 2½% or 3% on the premiums it receives.  It was primarily this conservative assumption, springing from the need to provide for the insurer’s financial integrity, that caused many consumer groups to take issue with the insurance industry over whole life insurance.

Rising Inflation Characterized Economic Climate

The decade of the 1970s—the time during which much of this turmoil occurred—was a period of rising inflation that the Federal Reserve attempted to dampen by increasing the discount rate.  The discount rate is the interest rate at which the Federal Reserve bank makes temporary loans to any deposit-taking institution that needs the money.  It affects the cost of borrowing and the short-term interest rates available in the economy.  Since the discount rate had increased dramatically, the interest rate available to investors was correspondingly high—a level much higher than assumed in whole life insurance policies.  
Discount Rates in the 1970s Decade*
	Year
	Discount

Rate
	
	Year
	Discount

Rate

	1970
	5.5%
	
	1975
	             6%

	1971
	4.5%
	
	1976
	5.25%

	1972
	4.5%
	
	1977
	              6%

	1973
	7.5%
	
	1978
	           9.5%

	1974
	        7.75%
	
	1979
	            12%


*Federal Bank of New York  



Source: Global Financial Data, 2000

Growing Investor Sophistication

To make the comparison of earnings between whole life insurance and other savings vehicles even more invidious was the growing investor sophistication enjoyed by the increasingly large population of mutual fund investors.  While mutual funds had been available to investors for many years, the boom years of the 1960s caused small investors to flock to them in unprecedented numbers.  Intoxicated with the returns they experienced by investing in mutual funds, whole life insurance policyowners could not easily understand why their policies talked about a 2½% or 3% earnings level.
The high interest rates in the economy coupled with generous mutual fund returns had two direct results on the life insurance industry:

1. Whole life insurance sales levels fell as applicants turned to term insurance 
2. Whole life insurance policyowners took policy loans in record numbers

Rising Interest Rates Fueled Disintermediation
Whole life insurance policies in existence during this period guaranteed policyowners the right to borrow against their policy’s cash value at a 5% or 6% level, depending upon the policy.  (The policyowner’s state of residence at the time the policy was purchased determined the policy’s loan interest rate.)  Furthermore, the tax law in effect at this time enabled borrowers to deduct any paid loan interest from their income for tax purposes.  The almost inevitable consequence was wholesale disintermediation—the movement of funds out of banks and other savings institutions, such as insurance companies, to invest them at higher rates of return in mutual funds, stocks, money market funds or other investments.  
Since a policyowner could borrow from a life insurance company at a guaranteed 5% and invest the borrowed funds in a money market fund offering 12% or 13%, many did.  The policyowner enjoyed a substantial profit, and the insurer achieved only the 5% or 6% on its borrowed funds, rather than the much higher returns provided by other investments that were generally available.
Investing Borrowed Funds
Substantial leverage and resulting profit was available to the policyowner that was able to borrow funds from a life insurance company at a 5% guaranteed rate and invest them in a money market fund having minimal risk and paying much more than that.  These minimal-risk results could be significant as seen in the following table that assumes a money market fund paying 13% annual interest:

	Year
	Amount

Borrowed
	Interest

Paid

@5%
	Money Market Interest Earned @ 13%
	Net

Gain
	Total

	1
	$100,000
	$          0
	$             0
	$            0
	$            0

	2
	                0
	     5,000
	13,000
	8,000
	        8,000

	3
	                0
	     5,000
	13,000
	8,000
	16,000


In this case, the policyowner is earning an additional $8,000 each year with virtually no risk and with minimal effort.  Interestingly, this ability underscores the value of whole life insurance with low guaranteed loan interest rates—an irony that may have been lost on many policyowners.

Critical FTC Report Issued

By the late 70s, the life insurance industry could be described as embattled.  Consumer groups demanded to know why life insurance could not also provide the high interest levels found in other savings and investment vehicles and, at the same time, continue to offer its traditional guarantees.  Applicants were avoiding whole life insurance in favor of term insurance.  Whole life insurance policyowners were borrowing from some whole life policies and surrendering others.  What else could happen?

The answer to that question came in a July, 1979 Federal Trade Commission (FTC) report that labeled whole life insurance a bad investment that resulted in the loss by policyowners of billions of dollars.  An equally damaging press release accompanied the unfavorable FTC report, referring to “ill-informed and inappropriate life insurance choices.”  The superficiality of the report was irrelevant; the damage was done.  Whole life insurance sales, already badly affected by high interest rates and vocal consumer interest groups, plummeted.  It was into this environment that universal life insurance was born.     

Initially labeled a “flexible premium adjustable life insurance policy,” universal life insurance was introduced to the marketplace in 1979, the same year the FTC issued its unfavorable report on whole life insurance.  The product offers a level of flexibility previously unknown in the life insurance industry, and it responded to the critics of whole life insurance in two important areas: 
1. Current interest rates are applied to the policies’ cash value

2. Transparency is provided in the product with respect to expenses, mortality costs and interest crediting

Largely unnoticed in the introduction of this versatile and long-awaited product was the loss of many of the important guarantees that are integral to the whole life insurance policy.

Flexible Premiums

The universal life insurance product represented a significant change from any life insurance products that preceded it.  Earlier life insurance products were characterized by an inflexibility that applied to virtually every area: premiums, cash value, face amount.  If the policyowner wanted to reduce the premium for his whole life insurance policy, he could do so only by reducing the policy’s face amount.  Reducing the policy’s face amount, however, was a partial surrender that resulted in the release of cash value to the policyowner and possible income tax liability.  Similarly, the whole life policy offered the policyowner no way to increase the premium without purchasing additional life insurance coverage.  In a whole life policy, the three important elements of premium, cash value and death benefit are inextricably bound to each other; a change in one of these elements requires a change in the other two.

In contrast, universal life insurance separates each of the policy elements, causing the policy to be characterized as “unbundled.”.  Thus, a universal life insurance policyowner is generally able to change the amount of policy premium paid without changing the death benefit or change the death benefit without changing the policy premium.

When a universal life insurance policy is applied for, the applicant indicates on the application the amount of premium that he or she plans to pay and its frequency, i.e. monthly, quarterly, semi-annually or annually.  That premium is generally known as the “planned premium” and is the amount billed to the policyowner.  Except in the first policy year—a year in which the policyowner must usually pay at least the minimum premium—a universal life insurance policyowner may pay:
· More than the billed premium;
· Less than the billed premium; or

· No premium at all.
Furthermore, the policyowner may make premium payments at dates other than premium-due dates.  
Despite this premium flexibility, there are certain rules that apply to premium payments.  Although a policyowner may choose to pay no premium into the policy on a particular premium-due date, if a policyowner chooses to make a premium payment it must generally meet a particular minimum, such as $25 or $50.  The reason for the minimum payment rule is to reduce the expenses of premium collection.    

Universal life insurance changed the lock-step reliance of premium payments upon the other elements of the policy.  As a result, the policyowner’s choice of premium levels need not have any impact on the policy’s death benefit and vice versa.  
There are three premiums normally associated with universal life insurance policies:

1. Minimum premiums;
2. Target premiums; and

3. Maximum premiums.
The minimum premium is the premium that would generally be just enough to keep the policy in force without the accumulation of any cash value.  The universal life insurance policy for which minimum premiums were paid would look similar to a term life insurance policy. 

The universal life insurance target premium is sometimes seen as that premium level, between the minimum premium and maximum premium, that will keep the policy in force for the insured’s lifetime.  There is, however, no guarantee—other than a secondary guarantee an insurer may offer at an additional premium—that the universal life insurance policy will remain in force for that period if only the target premium is paid.  In fact, there is no guarantee that the universal life insurance policy will remain in force regardless of the premium level that is maintained by the policyowner absent such a secondary no-lapse guarantee. 

Insurers use the target premium for a different purpose.  The target premium is that premium level on which an agent can normally expect to receive maximum first year commissions.  Any first year premium that is paid in excess of the target premium is generally compensated at the more modest renewal commission levels.

The maximum premium is the largest premium that will enable the universal life insurance policy to maintain its character as life insurance so that the death proceeds will avoid inclusion in the beneficiary’s gross income.  Maximum premiums have no other significance with respect to the universal life insurance policy.
Adjustable Coverage

We noted earlier that universal life insurance was initially called a flexible premium adjustable life insurance policy.  The adjustable characteristic refers principally to the policy’s death benefit.  Since a universal life insurance policy is an adjustable policy, the death benefit coverage can be changed without the requirement of preparing a new policy.
Policy death benefits in a universal life insurance policy may be increased or decreased by the policyowner.  The original universal life insurance policy face amount, called the “specified amount” in universal life insurance, can be increased with evidence of insurability.  (Evidence of insurability may be as simple as answering certain health questions satisfactorily.)  The policyowner may decrease the universal life insurance death benefit by a partial surrender.  
Since the universal life insurance premiums are no longer inextricably bound up with the policy’s death benefit, a change in the death benefit—either an increase or decrease—will not necessarily require the policyowner to increase or decrease the policy premium paid.  Changes in the policy premium only impact the universal life policy cash value accumulation.  So, unlike whole life insurance, premium changes do not need to be dated back to policy inception when the policyowner makes a change to the policy’s death benefit.  As we will see in some detail in the next lesson, the universal life insurance cash value growth is based upon premium payment levels and current interest crediting which can be changed each year as long as the policy remains in force.  It is clear that the universal life policy is designed to allow for and accommodate change.
With respect to the adjustability of universal life insurance, the important points to remember are that universal life insurance:

· allows increases in the death benefit with evidence of insurability
· permits decreases in the death benefit by way of partial surrenders (withdrawals)
· enables the policyowner to make premium changes without affecting policy death benefits
· cash value reflects the level of the policyowner’s premium payment and current interest crediting rates 

Expense Charges

Expenses are a fact of life for any organization, including life insurance companies.  Typical life insurance company expenses involve employee salaries, office rent, commissions and a wide range of other costs.  Expenses for life insurance companies generally fall into two categories:
1. Ongoing expenses, and

2. Business acquisition expenses

When premiums and cash values for whole life insurance policies are developed, the actuaries make certain expense assumption and build them into the rates.  Universal life insurance policies deal with these expenses quite a lot differently than whole life insurance policies do in keeping with the transparency of universal life insurance products.

The insurer’s ongoing expenses can be dealt with in a number of ways in a universal life insurance policy:
· Ongoing expense charges may be deducted from each premium payment when received by the company

· A charge for ongoing expenses may be made monthly from the policy’s cash value
· Deductions for ongoing expense charges may be made to both premiums as received and the policy’s cash value

When ongoing expense charges are deducted from each premium, a notation is generally made on the policy specifications page similar to the following:
Expense Charge – 5% of Each Premium
When these expense charges are taken solely from the premium, they normally range from 4 percent to 7 percent.  

Instead of, or in addition to, taking expense deductions from the premiums, an insurer can choose to make monthly deductions from the policy cash value.  When the company chooses that approach, the policy specifications page will usually be noted as follows:
Per $1,000 Charge per Month - $.04 per $1,000 of Specified Amount

Additionally, the company can take a policy fee deduction each month from the cash value each month and state the following on the specifications page:

Monthly Policy Fee - $5.00 per Month

The more competitive policy will, of course, tend to be one with fewer expense charges.
It isn’t only the insurer’s ongoing expenses that are shared with its policyowners, however.  One of the more significant expenses incurred by life insurance companies and passed on to its policyowners is its business acquisition expenses.  It’s quite common for a life insurance company to spend anywhere from $1.10 to $2.00 in the first year for each dollar of new premium that it puts on its books. Thus, a life insurance policy with a $10,000 annual premium may cost the insurer from $11,000 to $20,000 in first-year commissions, field marketing expenses and policy issue/underwriting costs. In simple terms, it is very expensive to acquire new life insurance business.  When life insurance companies talk about the “surplus strain” of adding new business, it is this difference between its first-year costs and its new first-year premium to which they are referring.  These excess first-year expenses that are incurred by life insurance companies to acquire new business are funded by and reduce the insurer’s surplus.  

The significant first-year expenses that are incurred by life insurance companies in acquiring new business include expenses associated with:

· First year agent commissions
· Field management compensation

· Underwriting expenses, including medical examinations, inspection reports, attending physician’s statement fees, etc.

· Policy issue costs
Excess first-year expenses are assumed by the insurer to be recovered over the life of the policy.  They may be recovered from each premium received by the company, i.e. the policy may be front-end loaded.  Alternatively, a universal life insurance policy may assess the policyowner for these excess first–year expenses when a policy is surrendered during its early years.  This back-end loaded approach assesses the policyowner a surrender charge only if the policy is surrendered during its surrender period.  

A universal life insurance policy’s surrender period may be as short as 10 years or as long as 20 years following the policy issue date.  During the surrender period, the amount of the charge that would be assessed on surrender declines as the policy ages.  The difference between the universal life policy’s accumulated value and its cash surrender value is the amount of the surrender charge.  However, since front-end loaded universal life insurance policies do not appear as competitive as back-end loaded policies when illustrated, there is a general movement away from the front-end loaded policy design in favor of back-end loaded products.
Mortality Charges

It is fairly common to think of “premiums” when we think of the cost of insurance.  In the case of universal life insurance, that is a mistake.  The cost of insurance—often referred to as the universal life insurance policy’s COI—is the charge that the insurer makes for its assumption of the death benefit risk under the policy based on the insured’s: 
· Attained age 
· Gender 
· Risk classification. 
Unlike expense charges that may be taken from the premiums when they are received or from the policy’s cash value, deductions for mortality charges in universal life insurance policies are always taken monthly from the policy’s cash value and generally increase each year as the insured ages.  

Universal life insurance policies are required to have cost of insurance rates guaranteed in the policy.  These guaranteed cost of insurance rates are stated on a per $1,000 basis and are the highest rates that the insurer can charge.  Although mortality has tended to improve over time and life expectancy has generally increased, it is certainly possible that, as a result of some catastrophe, mortality may worsen in the future.  These guaranteed COI rates offer the insurer some measure of protection if that should happen.

Despite showing guaranteed COI rates in the policy, insurers generally base their monthly mortality charge deductions on much more favorable current COI rates.  These current COI rates are not guaranteed by the insurer and may be changed from time to time to reflect its mortality trends, i.e. increased if mortality results worsen or reduced if mortality results become more favorable.

Insurers are typically reluctant to increase their current COI rates.  The principal reason for that reluctance is a competitive one.  When insurers illustrate their universal life insurance policies, they illustrate the policy’s cash value based on current mortality charges.  If they were to increase those current mortality charges, their policies would necessarily illustrate less competitively.
Amount at Risk
Regardless of whether an insurer is using its guaranteed COI rates or, as is more likely, its current COI rates, they are applied to the net amount at risk under the universal life policy.  The net amount at risk in any life insurance policy, regardless of its type, is the difference between the policy’s cash value and its death benefit.

For example, if a policy has a death benefit of $100,000 and a cash value of $30,000, the net amount at risk under the policy is $70,000.  ($100,000 - $30,000 = $70,000)  If the monthly COI rates in this particular policy for this insured were $.20 per thousand, the resulting mortality charge deducted from the policy’s cash value would be $14.00.  ($70,000 x .20/1,000 = $14) When conceptualizing the net amount at risk, it is important to understand that it is the amount of the policy’s death benefit that is not covered by the policy’s reserve.  We need to keep that concept in mind as we turn our attention to the death benefit options in a universal life insurance policy.

Death Benefit Options
There are two death benefit options that are generally available under universal life insurance policies:

· Option A, and

· Option B

We will see, when we consider variable universal life insurance later in this course, that a third death benefit option—Option C—may be available on certain VUL policies.

Universal life death benefit Option A, referred to by some insurers as Option 1, provides a level death benefit, generally irrespective of the level of the policy’s cash value.  As the policy’s cash value increases, the net amount at risk under the universal life policy with death benefit Option A decreases.  (As we will see when we examine how a universal life insurance policy works in our next lesson, a universal life insurance policy’s cash value increases as a result of the policyowner’s premium payments and the insurer’s crediting of interest.)
It is customary to characterize the net amount at risk under Option A as generally decreasing since the cash value increases through continuing premium payments and interest crediting.  However, because the policyowner may choose to reduce or eliminate premium payments and the insurer may reduce its interest crediting and/or increase its current COI rates, the cash value may decrease causing an increase in the net amount at risk.    

Since the net amount at risk under Option A is generally decreasing, the monthly deductions taken by the insurer to cover its mortality costs will normally be based on a smaller and smaller amount of risk as time passes.  Although the COI rates generally increase as the insured ages, the reduction in the amount of risk to which they are applied will tend to keep the monthly deductions smaller than they might otherwise be.

Although death benefit Option A has been defined as a level death benefit, an Option A death benefit may, nonetheless, increase if necessary to maintain the required amount of death benefit corridor.  As we will examine at some length in a later lesson, the policy must maintain a required percentage ratio between the cash value and the death benefit.  When the policy’s cash value reaches a certain percentage of the policy’s death benefit, its death benefit will automatically be increased to maintain a corridor of pure risk between the cash value and the death benefit required under Internal Revenue Code §7702.  

Universal life insurance policies with death benefit Option B, instead of maintaining a level death benefit, have a generally increasing death benefit.  The death benefit payable under Option B, sometimes referred to as Option 2, is comprised of two components:

· The amount of the death benefit specified in the policy, plus

· The policy’s cash value

As the policy’s cash value increases, the total death benefit payable under the policy also increases by the same amount.

The structure of the Option B death benefit has an important impact on the policy’s net amount at risk and its monthly mortality expense deductions.  Because the Option B death benefit is the combination of the cash value and the policy’s specified amount, the net amount at risk remains level and equal to the specified amount throughout the life of the policy.  The risk amount remains level because there is always the same amount of pure protection in the policy.  
The mortality charges in a universal life insurance policy with an Option B death benefit are based upon the same amount of risk each year instead of a generally decreasing risk amount as in Option A.   As a result, as the insured ages, higher mortality costs per thousand cause the cash value to grow more slowly than would have been the case under Option A.
Earlier, we noted that a policyowner could adjust his or her universal life insurance policy to increase or decrease the amount of the death benefit.  In addition to increasing and decreasing the policy’s death benefit, the policyowner may also change its death benefit option.  A policyowner whose universal life policy has an Option A death benefit can change it to Option B; similarly, a policy with an Option B death benefit may be changed to Option A.
The change from one death benefit option to another is ordinarily done without any requirement for evidence of insurability.  Typically, however, the insurer protects itself from adverse selection by reducing the specified amount to an amount equal to the net amount at risk when changing from Option A to Option B and increasing the specified amount when changing from Option B to Option A.
Let’s consider an example of what happens when the death benefit option is changed.  Suppose that Bill Whitaker’s universal life insurance policy has death benefit Option A, and he wants to change it to Option B.  Bill’s Option A policy has a $100,000 specified amount and a cash value of $30,000, for a net amount at risk of $70,000.  Upon changing his policy to Option B, Bill’s specified amount will normally be reduced to the amount of the net amount at risk, i.e. $70,000.  Since the Option B death benefit is the combination of the cash value ($30,000 in Bill’s case) and the specified amount, Bill’s policy immediately following the death benefit option change will pay precisely the same death benefit as it would have paid immediately before the death benefit option change—$100,000.  

In the case of a change from Option B to Option A, the specified amount would be increased to equal the total Option B death benefit immediately before the change was made. We can more easily see the changes normally required in the various policy elements incident to a change in death benefit option in the charts below:
	Changing Death Benefit Option from Option A to Option B

	Policy Element
	Option A
	Option B

	Specified amount
	$100,000
	$70,000

	Cash value
	$30,000
	$30,000

	Net amount at risk (NAR)
	$70,000
	$70,000

	Total death benefit
	$100,000
	$100,000


	Changing Death Benefit Option from Option B to Option A

	Policy Element
	Option B
	Option A

	Specified amount
	$100,000
	$130,000

	Cash value
	$30,000
	$30,000

	Net amount at risk (NAR)
	$100,000
	$100,000

	Total death benefit
	$130,000
	$130,000


Summary

Universal life insurance policies provide policyowners with a transparency and flexibility previously unknown in the life insurance industry.  As a result of that flexibility, policyowners may generally choose to pay more premium than billed, less than billed, or none at all.  In addition, they make premium payments at any time they choose.  
Universal life insurance flexibility extends to the policy’s death benefit coverage—coverage that may be increased, with evidence of insurability, or decreased.  Policy death benefits may provide level coverage equal to the amount specified at issue or generally increasing coverage that is comprised of both the specified amount and the cash value.  Policies with level coverage, referred to as Option A have generally decreasing net amount at risk; policies with increasing coverage have a level net amount at risk.  Expense charges may be deducted from the policy premium, from its cash value each month and/or from the policy’s cash value when surrendered.  In general, insurers are moving away from front-end loaded policies and are relying more on recovering their excess acquisition costs on surrender in the form of surrender charges.   
Lesson Two - The Operation of Universal Life Insurance 

Interest Sensitive
Universal life insurance is an interest-sensitive product.  As an interest-sensitive product, its values are affected by market interest rates.  Furthermore, changes in market conditions can directly affect the interest rate being credited to the cash value—and that can make all the difference to the policy.
The credited interest rate is a significant factor in the product’s performance and its apparent competitiveness.  There should be no question, for example, but that illustrations of cash value based on a 10 percent interest rate will indicate a much more competitive product than illustrations at 5 percent.   

To understand the impact of interest on a universal life insurance policy, all we need to do is look at the cash accumulation at different interest crediting rates.  Consider, for example, the difference in the amounts accumulated over a five-year period at 3%, 5%, 8% and 10% crediting rates, assuming $1,000 is added to the account annually:
	End of Year
	Accumulation @ 3%
	Accumulation @ 5%
	Accumulation @ 8%
	Accumulation @ 10%

	1
	$1,030
	1,050
	1,080
	1,100

	2
	$2,091
	2,153
	2,246
	2,310

	3
	$3,184
	3,310
	3,506
	3,641

	4
	$4,309
	4,526
	4,867
	5,105

	5
	$5,468
	5,802
	6,336
	6,716


Universal Life Interest Crediting Rates 
There are three interest crediting rates that come into play in declared-rate universal life insurance policies:
1. Guaranteed rate

2. Current rate

3. Assumed rate

Guaranteed Interest Rate

The universal life insurance policy’s guaranteed interest crediting rate is simply that interest rate that the insurer guarantees it will credit to the policy’s cash value at a minimum.  The insurer must credit interest to the policy’s cash value at least equal to its guaranteed interest crediting rate, even though it may be earning less than that amount on its invested assets.  It is not unusual for a declared-rate universal life insurance policy to contain an interest crediting rate guarantee of 3 percent or 4 percent.

Current Interest Rate

It is seldom, however, that policyowners envision their universal life insurance policy insurer crediting only the guaranteed rate.  A much more important interest crediting rate—from a competitive perspective—is the insurer’s current interest crediting rate.  It is set by the insurer.
The current interest crediting rate on universal life insurance policies is the crediting rate declared by the insurer.  The current rate is not guaranteed and can be expected to change periodically.  The current interest crediting rate, while generally reflecting the interest rates in the economy, may be based on a number of benchmarks, including the rate paid on government Treasury Bills, the performance of a particular index or the interest rate earned by the insurer on its portfolio of assets.    
The insurer’s setting of its current interest crediting rate plays a major role in the product’s sales success.  Although a universal life insurance policy’s current interest crediting rate is only one of the factors that impact the performance of the policy, it is the most visible factor, and a higher rate can generally produce more rapid cash value growth.  While a universal life policy’s expenses and mortality costs certainly affect the growth of the policy’s cash value, they are somewhat more difficult to determine than the current interest crediting rate.
Insurers generally maintain their universal life current interest crediting rates at a level that reflects both the company’s portfolio earnings and the level of interest available in the economy.  Despite the long-term parity between current interest crediting rates and the marketplace, however, insurers will sometimes maintain higher current interest crediting rates than might be justified by the market.  Those artificially high crediting rates are usually declared in order to maintain existing market share or to increase it as competitors reduce their interest rates.  Fortunately, these artificial rates are generally temporary.

Assumed Interest Rate

Although the universal life insurance policy’s guaranteed interest crediting rate and its more-visible current rate are the rates that drive the declared-rate universal life insurance policy, a third interest rate is frequently encountered: the assumed interest rate.

The assumed interest crediting rate has only a single purpose—to enable a prospective applicant to see how the universal life insurance policy is likely to perform at an interest crediting rate that is different from either the guaranteed rate or the current rate.  As such, the assumed interest rate is used by agents to create policy illustrations at an interest crediting rate that is higher than the guaranteed rate but lower than the current interest crediting rate.
For example, suppose that an insurer has a declared current crediting interest rate of 10 percent and a guaranteed crediting interest rate of 3 percent.  Any illustration prepared for a prospective universal life insurance applicant will show how the policy will perform at those two interest crediting rates.  However, if a prospect believes that the long-term interest rates will be lower than they are in the current environment but higher than the rate guaranteed in the policy, he or she may want to see how the policy performs at such an interest crediting rate.  All the agent generally needs do is input that assumed interest rate into the illustration program and an illustration showing that interest crediting rate is produced.  

Although insurers and the various states have specific guidelines for illustrating universal life insurance policies at rates other than the guaranteed or current rate, they generally require that an assumed rate may only be set at some rate lower than the current rate but higher than the guaranteed rate.  Regardless of the applicable rules, the use of an assumed rate is designed to make the illustration more realistic. 
Factors Affecting Mortality Charges

We noted earlier that mortality charges are based on the age and gender of the insured, the insured's risk classification and the amount at risk.  Since the number of deaths per thousand of population is greater with increasing age, the mortality charge generally increases each year.  

There are several factors that may affect the mortality charges that apply in any particular universal life insurance policy.  The proposed insured’s poor health when the policy is purchased will cause the insurer to increase the policy’s insurance cost at the time of underwriting.  This premium increase that applies only to the insured is called a substandard rating.  The insured that receives such a substandard rating is said to be “rated.”  
The amount of coverage that has been applied for is another factor the insurer takes into consideration when pricing the policy's mortality costs.  In order to encourage the sale of policies with higher premiums, insurers typically offer discounts for higher levels of death benefit coverage.  This practice is known as banding and lowers the individual's per $1,000 costs somewhat at certain levels of coverage.  As a result, a policy providing $250,000 of coverage will be less expensive per thousand than an otherwise identical policy that provides $50,000 of coverage.  

In each universal life insurance policy, a table of guaranteed cost of insurance rates will be listed.  Unless the policy has been issued in a state that requires unisex rates, the table will usually show the guaranteed maximum monthly cost of insurance per $1,000 for both males and females.  Ratings are usually expressed as a multiple of the standard table, such as 1.5 times standard, or 2.5 times standard.
Table of Guaranteed Cost of Insurance Rates
The table of guaranteed cost of insurance rates contained in a universal life insurance policy will generally look similar to the excerpted table shown below:
GUARANTEED MAXIMUM MONTHLY COST OF INSURANCE RATES PER $1,000
	Attained

Age
	Male
	Female
	
	Attained

Age
	Male
	Female

	0
	.3485
	.2409
	
	65
	2.1228
	1.2173

	1
	.0892
	.0725
	
	66
	2.3262
	1.3351

	2
	.0825
	.0675
	
	67
	2.5431
	1.4546

	…
	
	
	
	…
	
	

	45
	.3793
	.2968
	
	75
	5.3779
	3.1969

	46
	.4102
	.3168
	
	76
	5.9122
	3.5937

	47
	.4435
	.3376
	
	77
	6.4682
	4.0194

	…
	
	
	
	…
	
	

	55
	.8733
	.5912
	
	85
	12.9104
	9.7695

	56
	.9559
	.6312
	
	86
	14.0351
	10.8915

	57
	1.0419
	.6696
	
	87
	15.1898
	12.0877


Calculating the Cash Value

The universal life insurance policy cash value at any time is a function of the dynamic forces that act on it.  Those forces include:

· Premium payments made by the policyowner

· Interest credited by the insurer

· Cost of insurance deducted by the insurer

· Monthly expenses deducted by the insurer

The cash value can be depicted as a bucket of money to which premiums and interest are added and from which COI and expense deductions are taken.
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Because the policyowner has control over the elements of the universal life insurance policy, it can take on the characteristics of many other policy types, depending on the level of premiums paid relative to the death benefits the policy provides.  It can look like a single premium paid-up policy or a pure term policy—or virtually anything in between.  It can take on the characteristics of a limited payment life insurance policy, an endowment policy or an increasing premium policy.  The flexibility exists because the insured controls the amount of the premium paid and its frequency.  And, it is the premium payments that have the most significant effect on the policy’s cash value.

We noted that universal life insurance changed the relationship of premium, cash value and death benefits that had been a hallmark of whole life insurance.  Because of this disconnect, a universal life insurance policy remains in force as long as there is enough cash value to pay the mortality charges and expenses.  And, a higher credited interest level keeps the cash value higher for longer periods.

In order to better appreciate the interrelatedness of the various elements that impact on a universal life insurance policy’s cash value, we will work through the cash value calculations for two successive months in much the way that the insurer would.  By making those calculations, you will see how the pieces of the universal life policy that have been discussed fit into the calculation formula.  Calculations will be made for both Option A and Option B.

We will be making these calculations for our policyowner, Walter Randall, who is making regular premium payments of $200 monthly on his $100,000 policy.  Walter’s policy levies a front-end expense charge of 5 percent, and the current mortality charges are $.25/$1,000 monthly.  MegaMutual, Walter’s insurance company is currently crediting 5 percent on the accumulated cash value.

Calculating the Cash Value—Option A
In our first calculation, we will calculate Walter’s cash value assuming his policy has an Option A death benefit.  You will recall that under Option A, the death benefit remains level and the net amount at risk generally decreases.  Since MegaMutual levies a front-end expense charge from Walter’s premium,  we need to begin by calculating his net premium.

We calculate his net premium simply by deducting the expense charge as follows:  

Calculate Walter’s net premium for Month 1

(monthly premium) - (premium expense charge of 5%) = (net premium) 


$200 - $10 = $190

Since Walter’s net premium earns interest at MegaMutual’s current annual interest crediting rate of 9 percent, we need to credit his first month’s interest.  To do that, the 5 percent annual interest is divided by 12 to determine the monthly interest factor of .0042.  This factor is then applied to Walter’s net premium of $190 that we calculated in the previous step: 
Credit the interest for Month 1

(net premium) x (monthly interest rate factor)  = (interest) + (net premium) = (cash value)    

            $190 x .0042 = $.80 + $190 = $190.80
Since Walter’s universal life insurance policy has an Option A death benefit, we next need to determine the net amount at risk in his policy so that we can apply the cost of insurance rates to it.  Calculating the net amount at risk in Walter’s Option A policy is simple: just subtract the policy’s cash value from its death benefit as follows:

Calculate net amount at risk

(face amount) - (updated cash value) = (insurer's net amount at risk)


$100,000 - $190.80 = $99,809.20
By performing this simple calculation, we can see that the net amount at risk in Walter’s policy in month 1 is $99,809.20.  It is to this amount that the cost of insurance rates are applied in order to determine the deduction for the mortality cost.

We noted at the outset that the COI rates at Walter’s age are $.25 per $1,000 of net amount at risk.  Since the net amount at risk in Walter’s policy is $99,809.20, calculating the mortality deduction is an easy task.
Calculate the mortality deduction

(insurer's net amount at risk/1,000) x (mortality charge) = (mortality deduction)


$99,809.20 /1,000 x $.25 = $24.95
The final step in determining the cash value of Walter’s universal life insurance policy at the end of month 1 is to subtract the mortality deduction from the cash value of $190.80.  As a result, Walter’s cash value at the end of his first month is $165.85.  ($190.80 - $24.95 = $165.85)

The calculation of Walter’s cash value at the end of his second month begins the same way that the calculation began in the first month: determining his net premium to be credited to the cash value.  Since Walter has made a second $200 premium payment, we again need to determine his net premium payment.  To do that, we will reduce his $200 monthly premium payment by the front-end premium expense charge of 5 percent:
Calculate net premium for Month 2

(monthly premium) - (premium expense charge of 5%) = (net premium) 


$200 - $10 = $190

Just as in the first month, Walter’s net premium that is allocated to the cash value is $190.

To credit the second month’s net premium to Walter’s policy, we need to add it to the policy’s cash value at the end of the previous month:

Credit the premium for Month 2

(Month 1 cash value) + (net premium) = (updated cash value)


$165.85 + $190 = $355.85
Since Walter’s total cash value, including the net premium credited in month 2 earns interest at MegaMutual’s current annual interest crediting rate of 5 percent, we need to calculate his second month’s interest on that combined amount.  We use the same monthly interest factor of .0042 and apply it to Walter’s cash value: 
Credit the interest for Month 2
(last month’s cash value + this month’s net premium) x (monthly 
interest rate factor)  = (interest) + (cash value) = (updated cash value)
($165.85 + $190) x .0042 = $1.49 + $355.85 = $357.34
Since Walter’s policy cash value has increased and his policy’s death benefit is Option A, we need to calculate the decreased net amount at risk in month 2.  That is accomplished simply by subtracting the updated cash value from the death benefit.
Calculate net amount at risk in Month 2

(face amount)  - (updated cash value) = (insurer's net amount at risk)


$100,000 - $357.34 = $99,642.66


Since Walter’s policy has a cash value of $357.34, his policy’s net amount at risk has further decreased to $99,642.66, which will further reduce the mortality deduction that we will determine in the next step.

Calculating the mortality deduction in month 2 requires only that we multiply the net amount at risk in the policy by the COI rate.  Since the net amount at risk is $99,642.66 and the monthly COI rate is $.25 per thousand, we need only multiply 99.64266 (the number of thousands of net amount at risk) by the $.25 rate: 

Calculate mortality deduction

(insurer's net amount at risk/1,000) x (mortality charge) = (mortality deduction)


$99,642.66/1,000 x $.25 = $24.91
Now that we know the mortality charge is $24.91, we need only deduct that amount from the updated cash value that we calculated in an earlier step to arrive at Walter’s cash value at the end on month 2.
Compute Month 2 cash value

(updated cash value) - (mortality deduction) = (Month 2 cash value)

 
$357.34 - $24.91 = $332.43
Let’s repeat these basic calculations for Walter, but this time we will assume that the death benefit option in his policy is Option B—the option under which both the policy’s specified amount and its cash value are payable as a death benefit.  It is interesting to note the effect that this change in death benefit options has on Walter’s cash value.  Although we will see that the cash value difference is modest after only two months, the difference over a period of 10 or 20 years can be quite substantial.
Calculating the Cash Value—Option B

As we make the cash value calculations for our policyowner, Walter Randall, it is important to remember that the only difference in the assumptions that were used for the previous cash value calculation is that the policy’s death benefit is Option B in these calculations.  Walter is continuing to make regular monthly premium payments of $200 on his $100,000 policy.  As noted earlier, the policy levies a front-end expense charge of 5 percent, and the current mortality charges are $.25/$1,000 monthly.  Five percent is the current interest credited by the insurer on the accumulated cash value.

Just as we did in the cash value calculation of Walter’s policy assuming an Option A death benefit, we need to begin by determining the net premium since MegaMutual levies a front-end expense charge against each premium it receives before crediting it to the policy.  

Calculate net premium for Month 1

(monthly premium) - (premium expense charge of 5%) = (net premium) 


$200 - $10 = $190

By making this simple calculation, it is apparent that of the $200 premium, MegaMutual deducts $10 in expense charges and credits the balance to the policy’s cash value.
To this net premium, MegaMutual credits interest at its current 5 percent annual rate.  Since the calculation is made monthly, the 9 percent rate is divided by 12 to obtain the monthly factor of .0042 that is applied to the net premium determined in the previous calculation.    
Credit the interest for Month 1

(net premium) x (monthly interest rate factor)  = (interest) + (net premium) = (cash value)    

            $190 x .0042 = $.80 + $190 = $190.80
Up to this point in calculating Walter Randall’s universal life insurance policy cash value, the calculations are identical irrespective of the death benefit option, but that will shortly change as the COI deduction is determined.  
It was at this point in the cash value calculation under Option A that the cash value was deducted from the specified amount, i.e. the death benefit, to determine the net amount at risk under the policy.  Universal life insurance policies with death benefit Option A require this net amount at risk calculation because an increase in the cash value—resulting from a premium payment or interest crediting—causes a decrease in the net amount at risk under that option.  
Calculation of the cash value in a policy with an Option B death benefit, however, does not require a net amount at risk calculation because the net amount at risk does not change under Option B.  Instead, the net amount at risk remains level and is equal to the policy’s specified amount.  So, the next step in the Option B cash value calculation is to determine the mortality deduction by multiplying the net amount at risk, in thousands, by the monthly COI rate of $.25.    
By making the simple calculation in this step, we determine that the mortality deduction for the cost of insurance is $25.  Since the net amount at risk remains at $100,000 throughout the policy’s lifetime, rather than decreasing as under Option A, the applicable COI rate is multiplied by 100 each month to determine the mortality deduction. 

Calculate mortality deduction

(insurer's net amount at risk/1,000) x (mortality charge) = (mortality deduction)


$100,000/1,000 x $.25 = $25

Note that the actual mortality deduction in the first month is 5¢ more than it was when the cash value was calculated assuming an Option A death benefit. 

Since the Option B mortality deduction was slightly larger than it was under Option A, the cash value at the end of the first month will be slightly less.  Since the deduction was 5¢ more, the cash value at the end of the first month is 5¢ less.

Compute Month 1 cash value

(cash value) - (mortality deduction) = (Month 1 cash value)


$190.80 - $25 = $165.80
The death benefit under Walter’s Option B policy at the end of month 1 is the $100,000 specified amount plus the policy’s cash value of $165.80—a total of $100,165.80.
The month 2 calculation steps are identical to those taken in calculating the cash value under the Option A death benefit, beginning with the determination of the net premium:

Calculate net premium for Month 2

(monthly premium) - (premium expense charge of 5%) = (net premium) 


$200 - $10 = $190

The net premium is credited to the cash value at the end of the first month to yield the updated cash value:
Credit the premium for Month 2

(Month 1 cash value) + (net premium) = (cash value)   

            $165.80 + $190 = $355.80
The month 2 interest is added to the cash value to determine the updated cash value:
Credit the interest for Month 2
(last month’s cash value + this month’s net premium) x (monthly 
interest rate factor)  = (interest) + (cash value) = (updated cash value)
($165.80 + $190) x .0042 = $1.49 + $355.80 = $357.29
The month 2 deduction for mortality is determined.  Since the COI rate has not increased—and the net amount at risk remains level—the amount of the deduction is identical to last month’s deduction: 
Calculate mortality deduction 

(insurer's net amount at risk/1,000) x (mortality charge) = (mortality deduction)


$100,000/1,000 x $.25 = $25

The mortality deduction is then taken from the updated cash value to yield the cash value at the end of month 2:

Calculate Month 2 cash value 

(updated cash value) - (mortality deduction) = (Month 2 cash value) 

             $357.29 - $25 = $332.29


As we can see, Walter’s cash value at the end of the second month under Option B is $332.29.  His policy’s cash value under Option A, however, was $332.43.  The 14¢ difference in cash value by the end of the second month can be seen as the “cost” of the additional death benefit provided by Option B.  As the policy cash value increases, this additional death benefit cost will rise substantially.

Summary

A universal life insurance policy’s interest crediting rate is a major factor in the policy’s performance.  Although there are three interest crediting rates that are used in connection with a universal life insurance policy—the guaranteed, current and assumed rates—only the guaranteed and current rates have any effect on the policy; the assumed rate is used for illustration purposes only.

The monthly mortality charges that are deducted from a universal life insurance policy’s cash value are affected by the insured’s age, risk classification and the amount at risk under the policy.  Since policies under death benefit Option A have a generally decreasing net amount at risk, the cash value in Option A policies tends to grow faster than the cash value in an otherwise identical policy using Option B, whose net amount at risk remains level throughout the policy’s life.

Lesson Three - Cash Value Access

Introduction

One of the hallmarks of universal life insurance is the ease of access that it gives policyowners to the cash value through partial surrenders—more commonly referred to as withdrawals—and policy loans.  Whole life insurance similarly permits the policyowner to access the cash value through a policy loan or through a partial surrender; a partial surrender of a whole life insurance policy, however, significantly affects both the policy’s death benefit and its premium.  Although universal life insurance permits loans and partial surrenders, its separation of the policy’s premium, cash value and death benefit elements causes a partial surrender to have a far less significant effect on the policy.
Let’s turn our attention now to an examination of universal life cash value access and its tax consequences.  

When we examined the various components of the universal life insurance policy’s cash value, we noted one of the factors that plays an important role in its growth—or lack of growth—is the level of expenses charged by the company.  Expenses play a role in cash value access as well.
Although policy loan transactions have no expense charges associated with them, the insurer charges loan interest on the total amount of borrowed funds.  If the policyowner does not pay the policy loan interest that is billed each year, the insurer adds the unpaid interest to the outstanding loan.  If the policy’s cash value becomes insufficient to pay the monthly deductions because of the outstanding loan (or due to any other reason) the policy will lapse unless it contains a no-lapse guarantee.  In a universal life insurance policy that imposes surrender charges, i.e. a back-end loaded policy, the maximum loan available is generally equal to the policy’s cash value less any remaining surrender charges.  
Accessing Policy Values

A policyowner may need to access the equity of any cash value life insurance policy to provide funds for emergencies or unexpected opportunities.  In a universal life insurance there are two methods of obtaining cash from the policy values without terminating the coverage:

· Partial surrender or cash value withdrawal; and
· Policy loan
Accessing Policy Values—Withdrawals

A withdrawal from a universal life insurance policy is a method of removing cash from the policy without incurring a policy loan.  Universal life withdrawals cause a reduction in the death benefit and the policy's cash value in an amount equal to the withdrawal.  To understand the importance of this universal life insurance feature, it should be compared to a partial surrender of a whole life insurance policy.

To make that comparison, let’s suppose that twin brothers—Jim and John Robinson—purchase $100,000 life insurance policies on the same day.  Jim purchases a whole life insurance policy, and John purchases a universal life insurance policy.  Let’s further suppose that the brothers are paying identical premiums of $2,000 annually, and each policy has a cash surrender value of $40,000.  Each brother elects to take $20,000 from his policy as a part surrender.

John’s universal life insurance policy provides that, in the event of a part surrender (withdrawal) the death benefit will be reduced by the amount of the part surrender.  As a result, John’s withdrawal of $20,000 reduces his $100,000 death benefit to $80,000.  However, since John is free to make any premium payment, within limits, to the policy, the withdrawal has no effect on his premium payments.  

Jim’s part-surrender experience is a good bit different from John’s.  Since Jim’s policy is a whole life insurance policy, the cash values are intimately tied to the policy’s death benefit and the policy premium.  Jim’s taking of $20,000—one-half of the cash value—results in a partial surrender of one-half of the death benefit.  Since the policy is, therefore, reduced by one-half, the annual premium is also reduced by one-half.     

We can better appreciate the difference between a whole life insurance partial surrender and a universal life partial surrender by looking at a comparison between Jim and John’s transactions below:

	
	John’s 

Universal Life Policy
	Jim’s

Whole Life Policy

	Before partial surrender:
Death benefit
	$100,000
	$100,000

	Premium
	$2,000/year
	$2,000/year

	Cash value
	$40,000
	$40,000

	After partial surrender:
Death benefit
	$80,000
	$50,000

	Premium
	$2,000/year
	$1,000/year

	Cash value
	$20,000
	$20,000


John’s universal life insurance death benefit has been reduced by $20,000—the amount of the partial surrender or withdrawal.  Furthermore, John may continue to pay premiums of $2,000 each year if he chooses.  Jim’s whole life insurance policy has been reduced to $50,000; since Jim took half of the policy’s cash value, the death benefit was also cut in half.  In addition, Jim’s premium has also been reduced to one-half, and Jim may now pay a policy premium of $1,000 each year.
Regardless of whether the universal life insurance death benefit option is Option A or Option B, a withdrawal from the policy’s cash value will reduce the death benefit payable.  In addition to the reduction of the cash value equal to the withdrawal, insurers often charge a servicing fee to process the withdrawal.  That fee may be as small as $25 to as substantial as $500.  Also, if the withdrawal is taken during the surrender charge period, a surrender charge may be applied.
A cash value withdrawal from a universal life insurance policy does not envision the “repayment” of the funds withdrawn.  In fact, if the policyowner repays the withdrawn cash at a later date, the repayment amount will be treated as a new premium and may be subject to new expense charges.  Additionally, the payment would be subject to the maximum premium limitations.  Loan interest is not charged, of course, since a withdrawal is not a loan.
The principal facts to keep in mind with respect to universal life policy withdrawals are:
· The death benefit is reduced in an amount equal to the amount withdrawn.

· Policyowners may incur a withdrawal charge.

· Repayment of the withdrawal is neither expected nor permitted.

· Any attempted repayment is considered a new premium and is subject to the policy's expense charges.
Accessing Policy Values—Policy Loans

It should be clear that the differences between a whole life partial surrender and one taken from a universal life policy are substantial.  The differences in policy loans, however, between the two policy types are not nearly as significant.
When the policyowner takes a policy loan rather than a withdrawal from the universal life insurance policy, no charges similar to withdrawal charges are deducted.  Furthermore, the cash value equal to the policy loan continues to earn interest—the only real difference from the whole life policy loan—usually at a reduced rate.  When policy loans are repaid, the loan repayments are not subject to the expense charges applied to new premiums, nor are the repayments subject to maximum premium limitations.  The outstanding policy loan amounts reduce the benefits payable upon surrender or death., and the outstanding loan incurs loan interest charges that must be paid by the policyowner.

The principal facts to keep in mind with respect to universal life policy loans are:
	· The death benefit is reduced
	· Loan interest is charged

	· Loan repayments are not subject to new premium expense charges
	· The loan amount continues to earn interest but at a reduced rate


If the policyowner has a short-term need for cash and intends to repay it, he or she should be advised to borrow it from the universal life policy.  A policyowner with a longer-term need for cash or one that is not interested in repayment should consider taking a withdrawal from the policy.  Whether the policyowner choose to borrow or withdraw, the policy remains in force and continues to provide death benefit coverage.  
Comparing withdrawals and policy loans from a universal life insurance policy, we see that:

	Policy loans . . .
	Withdrawals . . .

	· Reduce the death benefit
	· Reduce the death benefit

	· Incur a loan interest charge 
	· May incur a withdrawal charge

	· Are not subject to premium expense charges when repaid
	· Cannot be repaid

	· Continue to earn interest—usually at a reduced rate
	· Do not earn interest


Both policy loans and withdrawals generally enjoy favorable tax treatment, a subject that we will revisit later in this course.
The Surrender Value

A universal life insurance policy’s surrender value—the amount that the policyowner would receive if the policy were surrendered—is nothing more than the policy’s cash value reduced by any applicable surrender charges.  Surrender charges are imposed in the case of a policy surrender during the policy’s surrender period and are designed to pay administrative and expense costs which the insurer could recover if the policy were to remain in force to the end of that period.  It is for this reason that surrender charges are initially higher and gradually diminish over the surrender period.  At the conclusion of the surrender period, surrender charges disappear.  There is little question that surrender charges can be a substantial deterrent to a policyowner’s accessing the cash value.

Because of the existence of this surrender charge, illustrations of universal life policies that are back-end loaded contain an additional column showing the surrender value as well as the cash value at each policy duration.  Although not uniform throughout the industry, surrender charges may apply for ten years or more.
An example of typical surrender charges is shown in the following table:

	Policy

Year
	Surrender Charge in Last

Month of Policy Year

	1
	                $    3,150

	2
	2,800

	3
	2,450

	4
	2,100

	5
	1,750

	6
	1,400

	7
	1,050

	8
	                         700

	9
	                         350

	10
	                             0


If these surrender charges were in effect on a universal life insurance policy whose cash value in the last month of its 5th policy year was $10,000, its surrender value would be $8,250—$1,750 less. (Note: the surrender charges shown in the above chart are only representative and do not depict the surrender charges applicable to any particular universal life insurance policy.)
Although initial universal life policy designs tended to employ a front-end loaded approach—an approach in which expenses were deducted from premiums before being credited to the cash value—more recent designs favor the imposition of surrender charges.  There are two principal reasons for this change in approach.  Universal life insurance policies with surrender charges rather than front-end charges:

· Illustrate more competitively, and

· Tend to encourage policy persistency
By illustrating universal life insurance cash values in addition to surrender values, a back-end loaded policy can show the growth of values undiminished by the deduction of excess first-year expenses.  In contrast, a front-end loaded policy—a policy whose premiums are already reduced by an expense deduction—can only illustrate the cash value diminished by expense deductions.  Since these back-end loaded policies tended to illustrate more competitively than front-end loaded policies, they were easier to sell—an important consideration for the sales force.

The second principal reason for the movement of insurers to a back-end loaded approach on universal life insurance is the natural reluctance of policyowners to incur the surrender charge.  For that reason, these back-ended universal life insurance policy designs would appear to promote increased policy persistency.

Limitations on Access to Cash Values

It is not surprising that universal life insurance policies were quickly seen as desirable investment vehicles as well as products for the delivery of death benefits. They are highly flexible, have competitive interest rates, and policyowners and their beneficiaries enjoy favorable tax treatment.  Furthermore, at the time of the product’s introduction in 1979, there was no required net amount at risk that needed to be maintained.  

As a result, policyowners could purchase universal life insurance policies with relatively modest death benefits and pay substantial premiums, if they chose.  The combination of large premiums, high interest crediting rates and small death benefits produced some startling cash values that could be accessed on highly favorable terms.     
Since the net amount at risk under this investment-oriented life insurance approach was small, it would require correspondingly small monthly cost of insurance deductions from the cash value.  The policy premiums grow quickly at competitive interest rates with these minimal mortality deductions.  Because the universal life insurance policy was subject to FIFO (first in, first out) treatment of withdrawals, the policyowner could withdraw his or her funds from the cash value without any tax impact until the entire cost basis had been withdrawn. 
Statutory Definition of Life Insurance

The universal life insurance policy had become an investment product that afforded its owners favorable tax treatment—advantages not enjoyed by other investment products and not intended by the Congress.  In 1984, Congress changed that with the passage of the Tax Reform Act of 1984.
Legislation that Congress passed in 1984 provides a definition of life insurance that must be met for it to receive the favorable tax treatment reserved for life insurance.  This 1984 legislation has been incorporated in §7702 of the Internal Revenue Code.  Pursuant to the legislation, a contract issued after 1984 is considered life insurance only if it meets at least one of two alternative tests.  Those two tests prescribed by the legislation are the:
1. Cash Value Accumulation Test; and

2. Guideline Premium and Cash Value Corridor Test

In order to meet the requirements of these tests, a contract must maintain a certain level of pure death benefit, i.e. net amount at risk.  The net amount at risk that a contract needs to maintain reduces as the insured ages.  
If the contract fails to meet both of these alternative tests, it is subject to income taxation just as any other investment, and the contract’s death benefits would not be fully excludable from the beneficiary’s income for tax purposes.  Clearly, §7702 of the Internal Revenue Code rendered universal life insurance less attractive to those policyowners interested only in its ability to produce tax-favored investment income.

Modified Endowment Contract Created

The 1984 legislation wasn’t Congress’ final word on life insurance taxation, however.  Four years later, Congress passed additional legislation that further narrowed the tax benefits enjoyed by certain life insurance policyowners.  Under this new legislation, life insurance policies entered into on or after June 21, 1988 must also meet a test, known as the 7-pay test, in order to maintain all of the traditional life insurance tax benefits.  If a life insurance policy fails to meet the 7-pay test, it is deemed to be a modified endowment contract (MEC)—and that designation eliminates some of the important tax benefits for universal life insurance withdrawals and policy loans.
Traditionally, life insurance policy loans have not been considered distributions from the policy.  Since they are not normally considered distributions, they generally avoid income taxation, regardless of the amount borrowed and its relationship to the policyowner’s cost basis.  When a life insurance policy is considered a MEC, some of the taxation rules change.  

Lifetime distributions from a life insurance policy that is deemed to be a MEC are taxed differently than distributions from life insurance policies that meet the 7-pay test.  In the first place, policy loans from MECs are considered distributions.  And, distributions from a MEC are taxable as income when received to the extent that the policy’s cash value exceeds the policyowner’s cost basis.  In simpler terms, the first money out of a MEC in a lifetime distribution is comprised of any gains.  After any and all gains have been received, tax-free cost basis distributed.  This MEC tax treatment is directly opposite the treatment given to life insurance policies that pass the 7-pay test.  
In addition to this less-favorable last in, first out (LIFO) tax treatment, a 10 percent penalty tax is imposed on any lifetime distribution received by a MEC policyowner that is includible in his or her gross income unless the distribution meets certain conditions.  The conditions that would enable a policyowner to avoid this 10 percent penalty tax on a taxable lifetime distribution from a MEC are if the distribution is:

· made after the policyowner becomes age 59½; 
· made after the policyowner becomes disabled; or 
· part of a series of substantially equal periodic payments made for the policyowner’s life.   

As we noted, a life insurance policy becomes a MEC if it fails to meet the 7-pay test; the test is a limitation of the amount of premium (relative to the policy’s death benefit) that a policyowner may pay for the policy.   Under the 1988 law, if the total premiums paid by the policyowner in the first seven years exceed the amount of premiums it would have taken to make the policy paid-up in seven years, the policy will be considered a MEC.  Furthermore, once a life insurance policy is deemed to be a MEC by failing to meet the 7-pay test it will always be a MEC; in other words, it cannot be corrected.
The 1988 law, as adverse as it was to the tax treatment given to lifetime distributions from a MEC, did not change the preferential tax treatment given to death benefits.  As a result of the 1984 and 1988 laws, however, the use of universal life insurance solely to meet investment needs has diminished substantially.

Tax Treatment of Policy Loans & Withdrawals

Life insurance policies have traditionally enjoyed favorable tax treatment extending to both death benefits and living benefits—including tax deferral of cash value growth.  As long as a contract meets the definition of life insurance under §7702 of the Internal Revenue Code and has not been transferred for value, death benefit proceeds received by a beneficiary are free of income taxes.
Policy loans are not generally considered distributions unless the life insurance policy from which they are taken is a MEC.  Since policy loans are not considered distributions, they are received free of income taxation, even if the total loans exceed the policyowner’s cost basis in the policy.  When the policy with an outstanding loan is surrendered, the total outstanding loan is considered a part of the surrender proceeds and, as such, may become taxable.
Withdrawals from universal life insurance policies similarly receive favorable tax treatment.  The tax treatment given withdrawals is known as FIFO tax treatment.  FIFO is an acronym for “first in, first out” and refers to the fact that in a withdrawal the first funds deemed to be withdrawn are the first funds that were placed in the policy, i.e. premiums.  Since the policyowner taking a withdrawal receives all of his or her cost basis in the policy before receiving any gains, withdrawals are received completely free of income taxation up to the policyowner’s cost basis.  Any withdrawals in excess of the policyowner’s cost basis are taxable as ordinary income.
As a consequence of these tax advantages, policyowners whose life insurance needs have diminished may choose to access their cash value to provide a tax-free supplemental retirement income.  This strategy calls for taking withdrawals to basis, i.e. aggregate net premiums paid, and then switching to policy loans.  As a result, the policyowner may obtain tax-free income from the policy far in excess of his or her total premiums.
This favorable tax treatment of policy loans and withdrawals is lost when a life insurance policy fails to meet the 7-pay test and becomes a MEC.  When that occurs, policy loans are considered distributions, and both policy loans and withdrawals are given LIFO tax treatment.  Under LIFO tax treatment—an acronym for “last in, first out”—any gain on the policy is deemed to be distributed before any cost basis is received.  So, both policy loans and withdrawals are taxable as ordinary income to the extent that there is any gain on the policy.

In addition to this less-favorable tax treatment, distributions from a MEC that are received prior to the policyowner’s age 59½ are considered premature distributions and subject to a 10 percent tax penalty of the amount includible in income. 

Summary

In addition to flexibility with respect to premiums and death benefit amounts, easy access to cash values is an important characteristic of universal life insurance.  Universal life insurance permits policyowners to obtain cash from their policies through policy loans and partial surrenders, also known as withdrawals.  Policy loans incur policy loan interest but may be repaid without incurring expense charges.  In addition, the cash value impaired by policy loans continues to earn interest.  Withdrawals may involve a withdrawal fee but incur no interest charges; they are generally appropriate when the policyowner does not anticipate repayment.  A final method of accessing cash value is through policy surrender.  If surrender occurs during the policy’s surrender period, a surrender charge may apply.

Federal legislation passed in 1984 and 1988 generally defines life insurance policies that receive the favorable tax treatment traditionally enjoyed by life insurance.  Policies that fail to meet the required tests lose some or all of the tax benefits of life insurance.
Lesson Four - Variable & Indexed Universal Life

Introduction

Thus far in this course we have focused our discussion on a particular type of universal life insurance product.  That product is declared rate universal life insurance and is the universal life insurance product introduced in 1979.  Two additional universal life insurance products have been introduced, however, that employ the basic universal life insurance product structure but differ principally in one important aspect: how the policy cash value is determined.  They are variable universal life insurance and indexed universal life insurance.  In this lesson we will examine these two universal life insurance products primarily in the ways they differ from declared-rate universal life insurance.
Development of Variable Universal Life Insurance

We will begin our examination with a look at the first of the two products introduced—variable universal life—by considering the three factors that were instrumental in its development:

· Permitted compensation

· Technology

· Increasing mutual fund popularity

Agreement on Compensation

It would be disingenuous to suggest that the choice of insurance products sold by an agent is not influenced—to some extent—by the compensation that results from the sale.  Certainly, all competent and ethical agents consider the customer’s needs first.  However, if the customer’s needs can be satisfactorily met by either of two insurance products, many agents will recommend the product that produces a higher level of compensation.  It was that realization, in part, that kept insurers from introducing variable life insurance earlier than they did.

The Securities and Exchange Commission (SEC) is the principal regulator of compensation paid on the sale of securities such as mutual funds.  In early negotiations with the SEC, it maintained that commissions paid on the sale of variable life insurance products should not exceed mutual fund commissions.  Insurers realized that the compensation disparity between variable life insurance and other forms of permanent life insurance would adversely affect variable life insurance sales.

In 1976, however, the SEC and insurers finally compromised on a sales load percentage that permitted variable life insurance policy compensation that was much closer to the commission levels on whole life insurance.  
Technology Permits Illustration Flexibility

Technology and the increased use of computers for product illustrations also played an important role.  Traditional whole life insurance products have fixed premiums, fixed death benefits and guaranteed cash values.  Since all of the product values are fixed, the need for whole life insurance computer illustrations was not nearly as critical as it is for products with fluctuating values.

The decade of the 1970s also witnessed explosive growth in the application of computer technology.  The application of this technology in the marketing of life insurance meant that the performance of life insurance products could be easily and cheaply illustrated—an ability that is central to the effective marketing of variable products with flexible premiums and death benefits.

Mutual Fund Investors Want Greater Cash Value Growth 

The third important factor in the design and sale of variable life insurance was the growing financial sophistication of mutual fund investors.  Although mutual funds had been available to investors since the mid-1920s, the investing boom involving the large and growing middle class did not occur until after World War II.  By the 1970s, these savers-turned-investors had become accustomed to the generally better returns found in investment products, and had gained some investing experience as well as a certain risk comfort level.  In light of this experience, many investors began to look for similar returns in the life insurance products they owned and were disappointed when they were unable to find them.
Quickly following the compromise reached with the SEC and eager to take advantage of advances in computer technology, insurers began—in 1976—to offer a variable life insurance policy whose cash value was based on the performance of a separate account, rather than on contract guarantees.

When declared-rate universal life insurance was subsequently introduced in 1979, insurers quickly began to realize how popular a product containing the investment opportunities of variable life insurance and the flexibility of universal life insurance could be.  The result of that realization was a marrying of the two concepts of variable life insurance and universal life insurance into a product that would be called variable universal life insurance (VUL).

Variable Universal Life Insurance
Variable universal life (VUL) represents a quantum leap with respect to turning control of the policy over to the policyowner.  Its character as universal life insurance gives the policyowner control of the policy’s premium level, cash value growth and death benefit.  Its character as variable life insurance gives the policyowner control over the investment of premiums paid for the policy.
A VUL policy can be seen as being comprised of two elements:

· A life insurance element, and

· An investment element

The life insurance element in a VUL policy is conceptually identical to the insurance risk portion of a declared-rate universal life insurance policy.  The insurer offers guaranteed and current mortality costs, makes monthly deductions from the cash value and—in the majority of cases—imposes a surrender charge for policy surrenders during the surrender period.  

The Separate Account
The investment element in a VUL policy, however, is quite different from the interest-crediting regime of a declared-rate universal life insurance policy.  A VUL insurer normally establishes a separate account comprised of a number of variable sub-accounts.  The separate account is so named because it is separate from the insurer’s general asset account.  The sub-accounts in the separate account are generally differentiated by:

· Type,

· Objective, and

· Risk.

If the VUL policyowner elects to invest his or her premiums in the insurer’s separate account, it is to one or more of these variable sub-accounts that the premiums are allocated.  An insurer may offer variable sub-accounts whose underlying portfolios are comprised of:
· Bonds

· Stocks

· Money market instruments

Although these investment options are normally available in any insurance company’s separate account, many insurers offer a much wider range of investment options.

An insurer may offer variable sub-accounts that are subsets of each of these three sub-accounts such as the following bond sub-accounts:

· Corporate bond fund
· High yield corporate bond fund

· Government bond fund

Similarly, a separate account’s stock sub-accounts may include:

	· Blue chip stock fund
	· Growth stock fund
	· Aggressive growth stock fund

	· Small cap stock fund
	· International stock fund
	· Value stock fund


At the time that a VUL policy is applied for, the policyowner chooses an initial allocation among the various investment options based on his or her objectives and risk tolerance.  From each subsequent premium payment, premium charges are deducted, if applicable, and the net premium is allocated in accordance with the policyowner’s instructions.  Often, the only restriction that an insurer imposes on the allocation of premium is that each allocation be in whole percentages, e.g. 5%, 10%, 25%, etc.  So, a policyowner is free to allocate his or her VUL premium to one sub-account or to many sub-accounts.
It is not unusual for an investor’s objectives and tolerance for risk to change as time passes and his or her financial situation changes.  VUL policies make provision for those changes in risk tolerance and/or objectives by permitting policyowners to make changes to their initial premium allocation.
There are two changes that may need to be made to implement a policyowner’s changed objectives or tolerance for risk:

· Changes in the allocation of future premiums, and

· Changes in the allocation of existing cash values
As we noted, control of the amounts invested in the variable sub-accounts resides entirely in the VUL policyowner.  Accordingly, the policyowner may change the future premium allocation at any time.  In addition, the policyowner may transfer funds from one variable sub-account to another.

Insurers are generally moving away from the imposition of charges for most VUL transactions in order to make the policies more consumer friendly.  Despite that, a policyowner who transfers funds from one variable sub-account to another may face a charge from the insurance company.  A frequent method insurers use of handling transfer charges is to permit a certain number of transfers each year without charge—twelve, for example—and to charge $25 or $30 for each subsequent transfer during the year.  
An important tax advantage afforded policyowners of variable life insurance products involves these transfers.  Transfers from one variable sub-account to another are made entirely without income tax consequences.  

Since the policyowner has wide latitude in how his or her VUL premiums are invested, the policyowner bears the investment risk with respect to premiums allocated to the separate account.  The insurer, however, continues to bear the insurance risk.  

The Fixed Account
Although the principal attraction to VUL rather than to declared-rate universal life insurance for many policyowners is due to the investment opportunities provided by the VUL policy’s separate account, a VUL policyowner also has the opportunity to invest premiums in the policy’s Fixed Account.  Unlike the separate account, the Fixed Account offers policyowners two important guarantees:

· The principal invested in the Fixed Account is guaranteed, and

· A minimum level of interest crediting is guaranteed by the Fixed Account

Similar to interest crediting on declared-rate universal life insurance policies, the interest credited to VUL premiums allocated to the Fixed Account may be—and often is—at a rate higher than the guaranteed interest rate.  The guaranteed interest rate in the Fixed Account is the minimum rate that the insurer will credit to the funds in the Fixed Account. 
The premium funds allocated by the policyowner to the VUL policy’s Fixed Account become part of the insurer’s general account and are invested by the insurer’s investment department with all of the other general account funds.  Premiums allocated to the Fixed Account are not affected by the performance of the variable sub-accounts in the separate account.  VUL Fixed Accounts generally guarantee a crediting interest level of approximately 4 percent.
VUL Death Benefit Options
Although the principal difference between declared-rate universal life insurance and VUL is in the VUL policy’s separate account, there is an additional difference found in the products’ death benefit options.  When we examined universal life insurance death benefit options, we noted that declared-rate universal life insurance policies offer two death benefit options: Option A and Option B.  Option A provides a level death benefit while Option B has a generally increasing death benefit that is comprised of the policy’s specified amount plus its cash value.  Certain VUL policies offer a third death benefit option called—not unexpectedly—Option C.

Death benefit Option C offers an increasing death benefit that is comprised of the policy’s specified amount plus the aggregate premiums paid for the policy.  Although this Option C death benefit may have much wider applicability, it is obviously appropriate in split dollar cases as a method of maintaining a level death benefit for the insured’s personal beneficiary despite an increasing employer interest.
VUL Investment-Related Charges
We noted earlier that the attractiveness of VUL policies may be attributable to the investment opportunities afforded through its separate account.  However, the securities nature of the VUL product gives rise to other charges not normally encountered in non-variable products: mortality and expense risk charges and investment advisory charges.
Mortality & Expense Risk Charge

The mortality and expense risk charge—usually identified as M&E risk charge—is designed to cover the insurer’s mortality and expense risk.  The insurer assumes the risk that the group of lives it has insured under its policies will not survive as long as expected; this risk is the mortality risk part of the M&E risk charges.  Additionally, the insurer assumes the risk that its cost of issuing and administering the VUL policies will exceed its estimates; this is the expense risk part of the M&E risk charges.  Insurers typically charge a current M&E risk charge but guarantee that the M&E risk charge will not exceed a guaranteed maximum.  

M&E risk charges are deducted by the insurer daily from each variable sub-account.  Although the guaranteed M&E risk charges are usually about 9/10ths of 1 percent (.009) annually based on the average daily net asset value of each variable subaccount, the current M&E risk charges may be slightly more than one-half the guaranteed charges.

Investment Advisory Charges
In addition to M&E risk charges, investment advisory charges are deducted from the assets of the portfolios underlying each of the variable sub-accounts.  These investment advisory charges are fund-level charges and are not specified in the VUL policy.  They can be expected to vary from sub-account to sub-account and from year to year.  They are, of course, described in the prospectuses of the underlying funds.
Special VUL Policyowner Rights
VUL policyowners enjoy certain rights that are not generally extended to policyowners of other types of policies.  Those special rights are:

	· Conversion rights
	· Right to an annual report

	· Voting rights
	


Let’s consider each of these special VUL policyowner rights.

VUL Conversion Right
VUL policies, despite their enormous popularity, represent a significant departure from the rock-solid guarantees that have traditionally characterized life insurance.  While the values of whole life insurance policies are guaranteed by the general assets of the issuing life insurance companies whose financial soundness is closely monitored by the various state insurance departments, VUL policies are not similarly backed.  In plain terms, a VUL policyowner may find that the policy has no cash value—irrespective of the level of premiums paid by its owner.  This dramatic reduction in guarantees is an important issue to regulators concerned about consumers’ possible failure to fully understand the nature of the guarantees and risks presented by VUL.
Because of this concern, regulators have required that VUL policyowners be given an opportunity to change their mind with respect to the VUL purchase and be permitted to exchange or convert the policy to a permanent, non-variable life insurance policy.

The life insurance policy to which the VUL policy may be exchanged or converted may usually be a whole life insurance policy or universal life insurance policy, provided that the policy is not variable life insurance.  The right to convert the VUL policy extends for a period of 24 months following the date that the VUL policy is issued.
The conversion policy, i.e. the policy issued upon exchange, must be identical to the VUL policy being exchanged with respect to:

· The insured’s issue age

· The issue date

· The insured’s underwriting risk classification

Policyowner Voting Rights

In addition to a right to convert the VUL policy to a non-variable policy, a VUL policyowner has certain voting rights.  Just as a mutual fund shareholder has voting rights with respect to the fund that he or she owns, a VUL policyholder has voting rights in the funds underlying each of the variable sub-accounts to which cash value is allocated.  As a result, VUL policyholders receive proxy material and reports relating to these underlying funds. 
Annual Report
Insurers have historically provided their policyowners with annual statements that detail their policy’s cash value, dividends, etc.  It is good customer relations and good business.  Furthermore, regular contact tends to strengthen the relationship between insurer and policyowner.  The introduction of universal life insurance with its tremendous premium, cash value and death benefit flexibility helped change these annual statements into important documents that would enable policyowners to verify their own records concerning the amount of premium paid, withdrawals taken, etc.   

The increased variability of VUL prompted the SEC to require that insurers send their VUL policyowners detailed annual reports that provide current information about the policy’s:
	· Death benefit
	· Cash value allocation
	· Total charges assessed

	· Cash surrender value
	· Total premium payments
	· Loans, withdrawals and transfers made


Variable Universal Life—Managing Cash Value
We have noted the policyowner control afforded by universal life insurance and the increased control extending to cash value investment that VUL gives policyowners.  Along with this control over the investment of VUL cash values comes the policyowner’s responsibility to ensure that the investment allocation continues to reflect his or her objectives and risk tolerance. 
Earlier in this lesson the policyowner’s ability to freely transfer funds from one variable sub-account to another was discussed.  VUL fund transfer—especially in light of its tax-free nature—is an important tool in ensuring that the policyowner’s allocation of funds remains consistent with his or her objectives and risk tolerance.  In addition to this policyowner-initiated reallocation, VUL policies normally offer policyowners certain automatic fund-reallocation options and an important guarantee to assist them in managing their cash value.

The automatic fund-reallocation options that may be offered by insurers selling VUL include:

· Asset allocation
· Automatic asset re-balancing

· Interest sweep

· Dollar cost averaging

Let’s examine how each of these cash value management tools works.
Asset Allocation
Research indicates that the lion’s share of a typical portfolio’s return is attributable to its selection of asset classes in which to invest rather than to the selection of any individual securities.  This selection of asset classes—a process known as asset allocation—can reduce the risk to which an investor’s portfolio is subject and potentially enhance its return.  
The typically broad range of investment options available to the VUL policyowner provides the ability to allocate investments among several asset categories and, thereby, tailor a portfolio that meets the policyowner’s needs.  The task of maintaining that asset allocation is the function of the VUL feature known as automatic asset re-balancing.
Automatic Asset Re-balancing
Automatic asset re-balancing is a VUL feature that can normally be implemented by the policyowner without cost.  Periodically, it re-balances the VUL portfolio by re-allocating the funds so that the cash value allocation is returned to its pre-determined percentages among the variable sub-accounts.  Funds in the Fixed Account are not usually considered in this re-balancing.  

In order to take advantage of this feature, the policyowner’s cash value allocated to the separate account must usually meet minimum requirements of $2,500 or $3,000.  If the cash value allocated to the separate account falls below the prescribed minimum, automatic re-balancing ceases; when it returns to the minimum required level, it resumes. The re-balancing takes places periodically as determined by the policyowner.  Usually, however, insurers will re-balance the policy’s assets quarterly, semi-annually or annually but may not offer the feature on a monthly basis.  
Automatic asset re-balancing not only maintains a pre-determined allocation, it promotes the “buy low and sell high” principle.  Let’s consider an example to clarify the concept.  
Suppose the VUL policyowner wanted to maintain an allocation of 60 percent of cash value to a stock variable sub-account and 40 percent to a bond variable sub-account.  In the three months since the last quarterly automatic asset re-balancing, stock values had surged while bond values had remained level.  As a result of these market changes, the stock account held 80 percent of the cash value invested in the separate account while the bond account held the remaining 20 percent.  At the time when automatic asset re-balancing occurs, funds in the stock account are automatically transferred to the bond account so that the stock account again holds 60 percent of the policyowner’s separate account assets and the bond account 40 percent.  When the re-balancing takes place, assets—in this case, units in the stock account—that have increased in value are sold and assets that have not performed as well are purchased.  The stocks are “sold high” while the bonds are “bought low.”

Interest Sweep

Another cash value-management tool available to VUL policyowners, usually at no additional cost, is known as “interest sweep.”  Under the interest sweep feature, interest earned in the policy’s Fixed Account is “swept” periodically into one or more of the VUL policyowner’s chosen variable sub-accounts.  Similar to automatic asset re-balancing, the policyowner’s balance—in the Fixed Account, in this case—must typically meet a prescribed minimum amount.  That minimum requirement may be $2,500 or $3,000.  If the Fixed Account balance is less than the required minimum, the interest sweep feature will be suspended; if the Fixed Account balance once again meets the minimum requirement interest sweep is resumed.
Interest sweep is usually available monthly, quarterly, semi-annually or annually, and the policyowner needs to indicate the date on which the insurer is to begin making interest sweeps, the frequency of the sweeps and the percentage of the interest “swept” into each chosen variable sub-account.
Dollar Cost Averaging
Dollar cost averaging is a systematic method of investing familiar to all investors and is also normally available to VUL policyowners at no additional cost.  
The basic principle behind the dollar cost averaging concept is that the investor will invest the same amount at regular intervals, irrespective of the price of the purchased securities.  Because the same amount is regularly invested, it will purchase a greater number of shares of the security when its price is lower and a fewer number of shares when its price is higher.  Because of this dynamic, in a market in which the share price is fluctuating, the investor will always have a per-share cost that is less than the per-share price over the purchase period.  Of course, dollar cost averaging will not guarantee that the investor will earn a profit or avoid a loss.
It is easy to see how the dollar cost averaging principle works by simply looking at a hypothetical investor investing $100 each month in the same mutual fund.

	Investment 

Month
	Amount

Invested
	Share

Price
	Shares

Purchased

	1
	  $        100
	  $         10.00
	10

	2
	100
	               9.50
	10.53

	3
	100
	11.00
	9.09

	4
	100
	11.50
	8.70

	5
	100
	11.00
	9.09

	6
	100
	12.00
	8.33

	7
	100
	13.00
	7.69

	8
	100
	12.50
	8

	9
	100
	12.00
	8.33

	10
	100
	11.00
	9.09

	11
	100
	10.00
	10

	12
	100
	10.50
	9.52

	
	   $     1,200
	Average price $11.17
	Shares purchased 108.37


Although the average price per share over the 12-month investment period was $11.17, the hypothetical investor’s cost per share was $11.07.  ($1,200 ÷ 108.37 = $11.07)
The dollar cost averaging concept may be used to purchase variable sub-account shares in a VUL policy.  There is typically no additional cost for dollar cost averaging.  Usually, an insurer will require that a VUL policy have a minimum amount allocated to the separate account in order for the dollar cost averaging feature to be operative; that amount will vary from insurer to insurer but may be approximately $2,500.  If the separate account values fall below this required amount, dollar cost averaging will be suspended; when the separate account values reach the minimum required amount, dollar cost averaging is resumed. 
The policyowner must indicate the variable sub-account from which the transfer is to be made to the insurer, the dollar amount to be transferred, the date of transfer and its frequency, i.e. monthly, quarterly, semi-annually or annually.  Insurers generally prescribe a minimum transfer amount, which is usually about $100.  Because of the obvious conflict that would occur, dollar cost averaging is not generally permitted when the policyowner has elected automatic account re-balancing.
No-Lapse Guarantee
In addition to these tools available to VUL policyowners to manage cash value, insurers may offer an important no-lapse guarantee.  A brief explanation can help to underscore why such a guarantee would be so desirable in a VUL policy.

A universal life insurance policy—regardless of whether it is a declared-rate policy or VUL—will remain in force only so long as the policy’s cash value is sufficient to pay the monthly deductions.  In most cases, when the policy’s cash value falls below the amount needed to pay the monthly deductions, the coverage ceases and the policy terminates.  Since declared-rate universal life insurance policies are guaranteed to have interest credited to the cash value at least equal to the guaranteed rate, a precipitous decline in cash value is unlikely; that is not the case with respect to VUL cash values.
Since VUL policy cash value, insofar as it is allocated to the separate account, is based solely on the performance of the variable sub-accounts in which it is invested, the cash value may be subject to sharp increases and equally sharp declines.  It is the possibility of such sharp declines and their impact on the status of the VUL policy that may cause otherwise suitable customers to avoid VUL.  Often their concern is that the VUL policy will lapse due solely to adverse market performance and despite their maintaining a reasonable premium payment level.  A VUL policy’s no-lapse guarantee can help overcome that concern.

An insurer may offer a no-lapse guarantee under its VUL policy.  In return for this guarantee, the policyowner generally gives up a certain amount of premium flexibility and liquidity.

In a typical no-lapse guarantee, the insurer guarantees that the VUL policy will not lapse despite the cash value being insufficient to pay the monthly deductions, provided the policyowner:

· Pays a certain amount of premium into the policy

· Forgoes the right to take policy loans for the first two or three years, and

· Limits loans after the first two or three years 
Usually the amount of premium that the VUL policyowner must pay into the policy is stated as a particular amount of premium per month.  Although the policyowner is not required to pay the prescribed premium monthly, the total premium paid into the policy at any time—less any partial withdrawals—must be at least equal to the required monthly premium times the number of months the policy has been in force.  The insurer normally tests the total net premium paid each month.

During the initial policy period—usually the first two or three policy years—the VUL policyowner may not take a policy loan.  If a loan is taken during that period, the no-lapse guarantee ends.  Even after the initial period, however, the amount of any outstanding loan is limited so that the cash surrender value less the loan is never less than the aggregate net monthly premiums required to maintain the guarantee.  Unlike the other VUL cash value management tools we discussed, there is generally an additional premium for the no-lapse guarantee.  Despite the flexibility and cash value access that the VUL policyowner may need to forgo, a no-lapse guarantee lets him or her take risks without the fear that needed death benefit coverage will be lost.
Indexed Universal Life

Despite the cash value management tools available to VUL policyowners and a no-lapse guarantee, there are some customers for whom the prospect of possible loss of cash value is sufficient to keep them from a variable life insurance policy.  Despite their aversion to the possible loss of cash value in a variable contract, they may have a desire to participate in the gains possible in a variable contract.  For these customers, an indexed universal life insurance policy may be the answer.
An indexed insurance product is one whose cash values are based on the performance of a selected equity index, such as the S&P 500 Index.  Simply stated, if the equity index on which the cash value is based increases the policy’s cash value will increase.  Unlike VUL policies, however, indexed universal life policy cash values are guaranteed as to principal and are also guaranteed a modest level of interest.  As a result of that product design, the cash value of an indexed universal life policy is credited with interest based on the growth of the stock market but will be shielded from its decline.
Determining Cash Value
Just as the VUL policy is essentially identical to the declared-rate universal life product except as to how its cash value is determined, the indexed universal life (IUL) product is also differentiated principally by the determinants of cash value.  
Since the IUL policy’s method of determining cash value requires that we add several new terms to the universal life insurance lexicon, let’s turn our attention to those terms first.  The important terms that are used to describe the operation of IUL cash value are:

	· Daily interest account
	· Contribution window
	· Bucket

	· Equity index account
	· Tranche
	· Index term period

	· Equity index
	
	


Daily Interest Account

An IUL policy’s daily interest account is an account in which the policyowner’s premiums are normally accumulated when paid.  It is convenient to characterize this account as a “staging area” in which the funds are placed before being allocated to an index strategy.  While the premiums remain in the daily interest account, they receive interest at a rate declared by the insurer.  Typically, the interest rate credited to funds in the daily interest account is consistent with the interest rate paid on funds on the insurer’s declared-rate universal life insurance policies.  In any case, the rate paid will not be less than the rate guaranteed in the policy.

Funds may remain in the daily interest account for any period of time—30 days, 90 days, etc.—depending on the IUL policy’s design.  At the end of the policy’s contribution window, all of the funds being held in the daily interest account—the premiums credited along with any interest paid—are allocated to an index strategy.  An IUL policy’s contribution window is the period during which premiums must remain in the daily interest account before being allocated to the strategy. 
At the point at which the premiums and interest in the daily interest account are transferred into the index strategy, i.e. at the close of the contribution window, the funds are conceptually placed in a bucket and are moved to the strategy in a single tranche.   A tranche is a portion or discrete amount and refers to the bucket of funds that is transferred from the daily interest account to the index strategy.  

Funds that have been allocated to the index strategy immediately begin to have their interest rate defined by the equity index that is selected by the insurer. So, the index strategy is that strategy in which the current interest, if any, credited to the cash value is determined by changes in an equity index.  
Equity Index Provides Basis for Interest Rate

We have taken for granted that “equity index” is a term understood by everyone.  In the event that it isn’t, let’s define it.  An equity index is a measure of performance of certain stocks that are included in a particular “portfolio” in relation to a base value set for that portfolio at an earlier time.  There are many equity indexes that may be familiar:
	· Standard & Poor’s S&P 500 Index
	· Nasdaq Index

	· NYSE Index
	· Value Line Composite Index

	· AMEX Index
	· Wilshire 5000 Index


The S&P 500 Index is just one of several major common stock indexes published by Standard & Poor’s Corporation and is often the preferred equity index for use in indexed products.  It is a broad-based index consisting of 500 stocks that are included in the industrials, transportation, utilities and financials index.

Similarly, the NYSE, AMEX and Nasdaq Indexes are indexes of stocks listed on the New York Stock Exchange, the American Stock Exchange and those securities traded on the Nasdaq over-the-counter system.  The Value Line Composite Index is a stock index published by Value Line; it reflects the percentage changes in share price of about 1,700 stocks traded on the NYSE, AMEX and OTC market.  The Wilshire 5000 Index, published by Wilshire Associates, Inc., is reported daily in the Wall Street Journal and represents the total dollar value, in billions, of 5,000 actively traded stocks.

Any of these indexes may be selected as the equity index used in an indexed product.

Index Period Begins at End of Contribution Window

When the funds are allocated to the index strategy, the index term period begins. The index term period may be of any length and depends on the IUL policy's design. Regardless of how long or short the index term period is, the index term period is the period of time over which index interest is calculated.

We noted that while contribution windows and index term periods may be of almost any length decided upon when the IUL product is designed, there are certain durations that are more popular in one type of product than another. In IUL products, contribution windows—the maximum period of time that funds remain in the daily interest account—are often one month. Furthermore, the most popular index term period found in IUL products is 12 months. 

At the end of each index term period, the funds allocated to the index strategy are rolled over into a new index term period, and any crediting interest, determined by the change in the equity index, is added. 

Index Call Options & Participation Rate
The mechanics of premium payment, allocation to the daily interest account, and subsequent allocation to the index strategy are fairly straightforward. Once premiums are allocated to the index strategy, interest is added to the premiums based on several factors. Before we examine those factors, however, we need to take some time out to consider how insurers make certain that they will have sufficient resources to pay the index interest promised. The most important element in gaining that certainty is a financial vehicle known as an index call option. By purchasing index call options, an insurer insures itself against the probability that it will be required to credit interest in excess of the guaranteed interest. 

When the funds are allocated to the index strategy, the insurer determines its index call option budget—that is, how much money it has available to purchase the index call options that ensure it will be able to credit any index interest promised.  To determine its index call option budget, the insurer deducts certain amounts from its collected premiums for:

· The funds that the insurer needs to invest in bonds and bond-like investments in order to be sure it will have sufficient funds to credit the guaranteed interest
· Administrative and sales expenses

· Profits 

When the insurer has deducted these amounts, the funds remaining constitute its index call option budget.

If the insurer’s index call option budget is large, it may be able to purchase index call options that will permit it to offer index interest equal to 100 percent of the increase in the underlying equity index.  More likely, however, the index call option budget will only permit the purchase of sufficient index call options to ensure 70 percent or 80 percent of the equity index increase.  
If the index call option budget permits the purchase of index call options that will guarantee 100 percent of the equity index change, the policy may have a 100 percent participation rate.  And, an IUL policy with such a participation rate will credit interest on funds allocated to the index strategy equal to the change in the index.  An IUL policy’s participation rate is the percentage of the change in the underlying index that is credited to the policy.  So, in a policy with a 100 percent participation rate, if the index increased by 20 percent, the policy would enjoy a 20 percent interest crediting.  If the insurer’s index call option budget only permits a 70 percent participation rate, that same 20 percent increase in the index would translate into a 14 percent interest crediting.  (20% x 70% = 14%)

The largest deduction from the insurer’s funds is the amount that must be invested in bonds and bond-like vehicles to ensure the crediting of the interest guaranteed under the policy.  So, the higher the interest rate guaranteed by the policy, the more funds must be invested.  But, the more money that must be invested to ensure payment of the guaranteed interest, the less money available to purchase index call options—and that will generally reduce the policy’s participation rate.  
As a result of this dynamic between the guaranteed interest rate and the participation rate, IUL policies tend to have lower interest rate guarantees than declared-rate universal life insurance policies in order to increase the index call option budget and, therefore, the policy’s participation rate.  Despite the somewhat lower guaranteed interest rate in IUL policies, the guarantee nonetheless assures the policyowner that even if the change in the external index is negative, some interest will be credited.

Interest Crediting Methods
Now that we have considered the underlying concepts that play a role in the actual interest credited to an IUL policy, let’s turn our attention to the methods that are used to determine the unadjusted index interest crediting rates to which the policy’s participation rate is applied.  There are three methods that are generally employed to determine the unadjusted index interest crediting rates on indexed products, such as indexed universal life insurance and indexed annuities.  Those index interest rate crediting methods are known as:

· Total interest rate methods;
· Annual interest rate methods; and

· Combination indexing methods

Although we will briefly describe these methods, we need to bear in mind that most flexible premium IUL policies use a total interest rate method known as point-to-point.  
Total Interest Rate Methods
Each of these interest rate methods has several sub-categories.  Total interest rate methods are generally categorized into the following:
· Long-term point-to-point;
· Long-term point-to-point with average end; and

· Look back methods
Long Term Point-to-Point

In the long-term point-to-point method, the equity index at the time the IUL funds are allocated to the index strategy is compared with the equity index at the end of the index term period.  Any increase in the index is divided by the beginning equity index to arrive at the percentage increase.  The percentage increase is multiplied by the participation rate, and the result, subject to any other crediting factors such as a cap rate or margin, is the interest rate applied to the funds allocated to the index strategy.   Although this is the simplest equity index form, its principal disadvantage is that it relies on the index on a single day.
Long Term Point-to-Point with Average End

The second type of total interest rate methods that we noted—long-term point-to-point with average end—overcomes that reliance on a single day’s equity index closing level by substituting an average of the equity index closing levels for the index closing level on the last day of the index term period.  For example, the S&P 500 index numbers for the last 30 days of the index term period could be used in place of the S&P 500 index on the last day.  The 30-day average is less likely to be affected by a single bad day in the market than the index on a single day.  
Look Back Methods

The final total interest rate method we will consider is known as the “look back” method and, in reality, is comprised of three different methods that employ the same concept of looking back over the index term period.  The three methods are the:

	· High water look back method
	· Low water look back method
	· Annual highest day look back method


The high water look back method uses the same starting point for the index, i.e. the beginning of the index term period, but may have a different ending point.  In the high water look back method, the index level on each anniversary during the index term period is noted, and the highest index level during the index term period becomes the ending point—even if it is the first anniversary and the index term period is five years or more.  The calculation, once the beginning and ending points are determined, is identical to those we have already examined: the percentage increase is determined and multiplied by the participation rate; the result is the interest rate applied to the funds allocated to the index strategy. 
The low water look back method is just the opposite of the high water look back method.  In the low water look back method, the ending date of the calculation is the end of index term period.  The beginning date, however, is the lowest index level at the beginning of the index term period or on the anniversaries.  When the beginning date is selected based on that criterion, its index level is compared with the index on the ending date, and the regular calculation is made.

The final look back method—the annual highest day look back method—uses the index level at the beginning of the index term period for the start.  Each day of the year, the index level is noted, and the index level on the highest day is the index level chosen for that year.  At the end of the index term period, the index levels for the highest day in each year during the term index period are averaged.  The average becomes the ending point for the unadjusted index interest rate calculation.     

The total interest rate method that is generally used to determine the unadjusted index interest rate in an IUL policy is the simplest form.  It takes two equity index readings: one at the beginning of the index term period and a second at the end of the index term period.  The percentage increase in the index rates is determined, and that is the unadjusted index interest rate applied.  

For example, suppose that Barbara Quick purchased an IUL policy that: 
· Uses a total interest rate method 
· Has a one year index term period and  

· Provides for a participation rate of 90 percent  
We will further assume that the amount of premium and interest allocated to the index strategy at the close of the contribution window is $5,000.  

The equity index at the time of transfer is 900; one year later, the equity index stands at 1,000.  To calculate the interest credited to the $5,000 allocated to the index strategy,  the 1,000 end value must be subtracted from the 900 beginning value to calculate the index growth of 100 points.  The 100 point growth is then divided by the beginning index level of 900 to calculate the percentage growth of 11.11 percent; this is the unadjusted index interest rate.  The participation rate of 90 percent is applied to the unadjusted index interest rate to determine the actual rate of 10 percent.

The actual crediting rate on the funds allocated to the index strategy is the 10 percent.  When applied to the $5,000 allocated to the index strategy, the insurer is required to credit interest of $500.  ($5,000 x .10 = $500)

Annual Interest Rate Methods
Now that we have looked at the total interest rate methods of calculating unadjusted index interest rates, let’s consider the second general approach that we noted: annual interest rate methods.  An important difference between these two approaches is the frequency of interest rate calculations.  Total interest rate methods of calculating unadjusted index interest crediting rates derive a single interest rate for the entire index term period, regardless of its length.  Annual interest rate methods may produce several different interest rates if the index term period covers more than a single year.
The annual interest rate methods that we will describe are the:
· Annual reset point-to-point method;
· Calendar year point-to-point method; and

· Averaging annual reset method

Annual Reset Point-to-Point
The annual reset point-to-point method of calculating the unadjusted index interest in an indexed product is often referred to as the “ratchet” method.  Under this method, each policy year has a beginning point and ending point for which an interest rate is calculated.  At the end of the index term period—which may include several policy years—the interest rates for each of the policy years in the index term period are added together to produce an unadjusted index interest rate for the entire period.  This composite unadjusted index interest rate is multiplied by the policy’s participation rate to yield an effective interest crediting rate for the entire multi-year index term period.  

In this ratchet method, the index level at the end of the first year becomes the starting point for the second year; the ending index level for the second year becomes the starting index level for the third year, and so on.  A variation of the ratchet method calls for the crediting of interest at the end of each of the policy years in the index term period.  The result is a compounding of the interest on an annual basis that will generally increase the total interest credited to the policy.  The compounding variation may be accompanied by a lower participation rate that will tend to minimize the difference between the two versions.
Calendar Year Point-to-Point

In the annual reset point-to-point method that we just examined, the years in the index term period are policy years.  In the next method to be considered, the years in the index term period are calendar years.  The calendar year point-to-point method of calculating unadjusted index interest requires that calculations be made for partial periods, unless the policy has an issue date of January 1st.  
For example, suppose that the index term period in a particular indexed product is five years and the policy uses a calendar year point-to-point method to determine interest.  If the policy was purchased on September 1st and has a 30-day contribution window during which funds are accumulated in the daily interest account, the index term period would begin on October 1st.  Since the policy calculates unadjusted index interest on a calendar year basis, i.e. from January 1st to December 31st, the period from October 1st to December 31st is a partial year for which a special interest rate calculation is required.  The January 1st to December 31st calculation, however, is identical to the calculation examined in the ratchet method.  A partial calculation is also required, of course, for the partial calendar year during which the index term period ends.
Averaging Annual Reset
The final annual interest rate method that we will consider is known as the averaging annual reset method.  This method returns to the policy year rather than calendar year basis.  In this method, the index level at the start of the policy year is the starting point for the unadjusted index interest calculation.  The ending point, however, is not the index level at the close of the policy year.  Instead, the ending point is an average of the index levels during the year.  
The index levels may be averaged for each trading day, each month or each quarter, and that average becomes the ending point in the unadjusted index interest calculation for that policy year.  The starting point in a subsequent policy year is the index level at the beginning of that year.  At the end of the index term period the annual unadjusted index interest rates are aggregated, multiplied by the participation rate and then applied to the policy’s cash value. 
Combination Indexing Methods
The last broad indexing methods that we will consider are combination indexing methods.  In these combination methods, insurers have used some of the features of total interest rate methods and some of the features of annual interest rate methods.  The two sub-categories of combination indexing methods that we will examine are the:
· Multi-year reset method; and

· Average end multi-year reset method

Multi-Year Reset
The multi-year reset method and the annual reset point-to-point method are identical except in one respect: the multi-year reset method uses calculation periods that are at least two years long, while the annual reset method uses calculation periods that are only a single year in length.  The index level when the calculation period begins is the starting point; the ending point is the index level at the conclusion of the calculation period.  The ending point of the first multi-year calculation period becomes the starting point in the second multi-year calculation period, and so on.  At the end of the index term period, the interest rates for the multi-year calculation periods are added together, multiplied by the participation rate and applied to the funds allocated to the index strategy. 
Average End Multi-Year Reset
The average end multi-year reset method is essentially the same as the multi-year reset method just considered except that the ending point in each calculation period is the average index level over the final 30 or 60 days in that period.  At the conclusion of the index term period, the unadjusted index interest rates calculated for each of the calculation periods are aggregated, multiplied by the participation rate and applied to the funds allocated to the index strategy.     

Cap Rate
We have considered the principal methods that are employed by indexed products to determine the unadjusted index interest crediting rate.  The participation rate that is applicable to the particular indexed product may—and often does—reduce the actual rate that is applied to the funds allocated to the index strategy.  There is, however, an additional interest-limiting method that some insurers employ: a cap rate.

A cap rate is a limit on the interest rate that will be credited to the funds allocated to the index strategy.  The cap rate may apply to each year in a multi-year index term period, or it may apply to the overall index term period.  A policy’s unadjusted index interest rate may be subject to both a cap rate and a participation rate, each further limiting the interest that is eventually applied to the cash value. 

Indexed Product Evaluation Complicated
The various interest crediting methods, participation rates and cap rates make the evaluation of a particular IUL policy a fairly complicated matter.  Clearly, the conclusion that a certain policy is more competitive than another based solely on its interest crediting method is as inappropriate as reaching that conclusion based entirely on its participation rate or its cap rate.  All of the elements must be considered together to make any kind of reasonable comparison of products.  Furthermore, some index designs may produce better results in bull markets than other designs; other designs may perform more competitively in bear markets.

Fortunately, the interest crediting method generally used in flexible premium indexed universal life insurance policies is the simplest method: point-to-point.  The monthly universal life deductions coupled with the typically smaller premium levels makes this method the most desirable choice.

Summary

Variable universal life (VUL) and indexed universal life (IUL) policies are universal life insurance policies that have the general characteristics of declared-rate universal life insurance but differ with respect to their cash value.  Although VUL policyowners may allocate premiums and cash value to a Fixed Account that guarantees both the principal and interest, the insurer’s separate account enables policyowners to allocate their premiums and cash value to a wide range of bond, stock and money market based variable sub-accounts.  A VUL policyowner’s cash value is determined by the value of the Fixed Account and the performance of the separate account.
IUL policies permit policyowners to enjoy interest crediting based, in part, on the growth of the stock market while avoiding any loss of principal.  IUL cash value growth is based on the change in the equity index selected by the insurer.  A number of broad-based equity indexes are available, including the S&P 500 index, the NYSE index, the AMEX index, the Nasdaq index, the Value Line composite index and the Wilshire 5000 index.  Insurers may use any one of a number of interest crediting methods; a comparison of policies requires that the interest crediting methods, participation rate and cap rates be considered.

Glossary
	Accessing cash value
	In a universal life insurance there are two methods of obtaining cash from the policy values without terminating the coverage: partial surrender (cash value withdrawal) and policy loan.

	Asset allocation
	Research indicates that the lion’s share of a typical portfolio’s investment return is attributable to its selection of asset classes in which to invest rather than to the selection of any individual securities.  This selection of asset classes—a process known as asset allocation—can reduce the risk to which an investor’s portfolio is subject and potentially enhance its return.   

	Assumed interest crediting rate
	The assumed interest crediting rate has only a single purpose—to enable a prospective applicant to see how the universal life insurance policy is likely to perform at an interest crediting rate that is different from either the guaranteed rate or the current rate.  As such, the assumed interest rate is used by agents to create policy illustrations at an interest crediting rate that is higher than the guaranteed rate but lower than the current interest crediting rate.

	Automatic asset re-balancing
	Automatic asset re-balancing is a VUL feature that can normally be implemented by the policyowner without cost.  Periodically, it re-balances the VUL portfolio by re-allocating the funds so that the cash value allocation is returned to its pre-determined percentages among the variable sub-accounts.  Funds in the Fixed Account are not usually considered in this re-balancing.  

	Back-end loaded
	A back-end loaded universal life insurance policy assesses the policyowner for excess first–year expenses when a policy is surrendered during its early years through a surrender charge.  

	Business acquisition expenses
	The significant first-year expenses that are incurred by life insurance companies in acquiring new business include expenses associated with:

· First year agent commissions

· Field management compensation

· Underwriting expenses, including medical examinations, inspection reports, attending physician’s statement fees, etc.

· Policy issue costs

	Cap rate (IUL)
	A cap rate is a limit on the index interest that will be credited to the funds allocated to the index strategy.   The cap may apply to each year in a multi-year index term period, or it may apply to the overall index term period.  A policy’s actual interest rate may be subject to both a cap rate and a participation rate, each further limiting the interest that is eventually applied to the funds allocated to the index strategy.  

	Cash value management tools (VUL)
	The automatic fund-reallocation options that may be offered by insurers selling VUL to aid policyowners in managing cash value include: asset allocation, automatic asset re-balancing, interest sweep and dollar cost averaging.

	Contribution window
	An IUL policy’s contribution window is the period during which premiums must remain in the daily interest account before being allocated to the index strategy. 

	Cost of insurance
	The cost of insurance—often referred to as the universal life insurance policy’s COI—is the charge that the insurer makes for its assumption of the death benefit risk under the policy based on the insured’s attained age, gender and risk classification; it is the mortality charge. 

	Cost of insurance (guaranteed rates)
	Guaranteed cost of insurance rates are stated on a per $1,000 basis and are the highest rates that the insurer can charge. 

	Cost of insurance (current rates)
	Current COI rates are not guaranteed by the insurer and may be changed from time to time to reflect its mortality trends.

	Current interest crediting rate
	The current interest crediting rate on declared-rate universal life insurance policies is the crediting rate declared by the insurer.  The current rate is not guaranteed and can be expected to change periodically.  The current interest crediting rate, while generally reflecting the interest rates in the economy, may be based on a number of benchmarks, including the rate paid on government Treasury Bills, the performance of a particular index or the interest rate earned by the insurer on its portfolio of assets. 
The current interest rate on indexed universal life insurance policies is based on the change in the closing level of the applicable equity index over the index term period, subject to modification by the policy’s participation rate, cap rate and margin. 

	Daily interest account (IUL)
	An IUL policy’s daily interest account is an account in which the policyowner’s premiums are accumulated when paid.  It is convenient to characterize this account as a “staging area” in which the funds are placed before being allocated to an index strategy.   While the premiums remain in the daily interest account, they receive interest at a rate declared by the insurer.  

	Declared-rate universal life insurance
	Declared-rate universal life insurance is a universal life insurance product on which the crediting interest rate is declared from time to time by the issuing insurer.

	Discount rates
	The discount rate is the interest rate at which the Federal Reserve bank makes temporary loans to any deposit-taking institution that needs the money.  It affects the cost of borrowing and the short-term interest rates available in the economy.

	Disintermediation
	Disintermediation is the movement of funds out of banks and other savings institutions, such as insurance companies, to invest them at higher rates of return in mutual funds, stocks, money market funds or other investments.  


	Dollar cost averaging
	The basic principle behind the dollar cost averaging concept is that the investor will invest the same amount at regular intervals, irrespective of the price of the purchased securities.  Because the same amount is regularly invested, it will purchase a greater number of shares of the security when its price is lower and a fewer number of shares when its price is higher.  Because of this dynamic, in a market in which the share price is fluctuating, the investor will always have a per-share cost that is less than the per-share price over the purchase period.  

	Earnings (insurance company)
	Insurance company earnings factored into the premium-making process consist of the income the insurance company can expect on premiums it receives.

	Equity index
	An equity index is a measure of performance of certain stocks that are included in a particular “portfolio” in relation to a base value set for that portfolio at an earlier time.  

	Indexed universal life insurance (IUL)
	Indexed universal life insurance is a universal life insurance product on which the crediting interest rate is determined by the change in the closing levels of an equity index, such as the S&P 500 index.

	Exchange privilege (VUL)
	VUL policyowners have an exchange privilege.  The life insurance policy to which the VUL policy may be exchanged or converted may usually be a whole life insurance policy or universal life insurance policy.  The right to convert the VUL policy extends for a period of 24 months following the date that the VUL policy is issued.

	Expenses (insurance company)
	Insurance company expenses factored into the premium-making process are the costs that the insurance company can expect to incur for all of its operations. 

	FIFO 
	FIFO is an acronym for “first in, first out” and refers to the fact that in a cash value withdrawal the first funds deemed to be withdrawn are the first funds that were placed in the policy, i.e. premiums.  Since the policyowner taking a cash value withdrawal receives all of his or her cost basis in the policy before receiving any gains, withdrawals are received completely free of income taxation up to the policyowner’s cost basis.  Any cash value withdrawals in excess of the policyowner’s cost basis are taxable as ordinary income.

	Fixed Account
	The Fixed Account is an investment option in a VUL policy that offers policyowners two important guarantees:

· The principal invested in the Fixed Account is guaranteed; and

· A minimum level of interest crediting is guaranteed by the Fixed Account

	Front-end loaded
	Excess first-year expenses are recovered from each premium received by the company in a front-end loaded universal life insurance policy.  

	Guaranteed interest crediting rate
	The universal life insurance policy’s guaranteed interest crediting rate is simply that interest rate that the insurer guarantees it will credit to the policy’s cash value at a minimum.  The insurer must credit interest to the policy’s cash value at least equal to its guaranteed interest crediting rate, even though it may be earning less than that amount on its invested assets.  

	Index call option
	An index call option is a financial product by virtue of which an insurer may hedge against the risk that it will be required to credit index interest.  By purchasing an index call option, an insurer insures itself against the probability that it will be required to credit interest in excess of the guaranteed interest. 

	Index call option budget (IUL)
	An insurer’s index call option budget is the amount of money it has available to purchase the index call options that ensure it will be able to credit any index interest promised. To determine its index call option budget, the insurer deducts from the premiums collected certain amounts for:

· The funds that the insurer needs to invest in bonds and bond-like investments in order to be sure it will have sufficient funds to credit the guaranteed interest

· Administrative and sales expenses

· Profits 

	Index strategy
	The index strategy in an indexed product refers to the method by which the growth, if any, of allocated funds is determined by changes in an equity index. 

	Index term period (IUL)
	The index term period is the period of time over which index benefits are calculated.

	Interest crediting method (IUL)
	The interest crediting method in any indexed product is that process by which the amount of interest in excess of the guaranteed interest is determined.  The index interest rate crediting methods normally employed are:

· Total interest rate methods;

· Annual interest rate methods; and

· Combination indexing methods

	Interest sensitive
	An interest-sensitive product is one whose values are affected by market interest rates.

	Interest sweep
	Under the interest sweep feature, interest earned in a VUL policy’s Fixed Account is “swept” periodically into one or more of the VUL policyowner’s chosen variable sub-accounts.  Interest sweep is usually available monthly, quarterly, semi-annually or annually, and the policyowner needs to indicate the date on which the insurer is to begin making interest sweeps, the frequency of the sweeps and the percentage of the interest “swept” into each chosen variable sub-account.

	LIFO
	Under LIFO tax treatment—an acronym for “last in, first out”—any gain on the policy is deemed to be distributed before any cost basis is received. Cash value withdrawals from universal life insurance policies that are not modified endowment contracts (MECs) receive more favorable FIFO tax treatment.

	Maximum premium
	The maximum premium is the largest permitted premium that will enable the universal life insurance policy to maintain its character as life insurance so that the death proceeds will avoid inclusion in the beneficiary’s gross income.  Maximum premiums have no other significance with respect to the universal life insurance policy.

	Minimum premium
	The minimum premium is the premium that would generally be just enough to keep the policy in force without the accumulation of any cash value.  The universal life insurance policy for which minimum premiums were paid would look similar to a term life insurance policy. 

	Modified endowment contract (MEC)
	A modified endowment contract (MEC) is a life insurance policy that has failed the 7-pay test.  If the total premiums paid by the policyowner in the first seven years exceed the amount of premiums required to make the policy paid-up in seven years, the policy will be considered a MEC. As a result of that characterization, cash value withdrawals and policy loans are considered taxable distributions to the extent of any gain on the policy. They are given LIFO tax treatment.

	Mortality
	Mortality is the rate of death of individuals in groups that the insurance company anticipates.

	Mortality & expense risk charge (M&E)
	The mortality and expense risk charge—usually identified as M&E risk charge—is designed to cover the insurer’s mortality and expense risk.  The insurer assumes the risk that the group of lives it has insured under its policies will not survive as long as expected; this risk is the mortality risk part of the M&E risk charges.  Additionally, the insurer assumes the risk that its cost of issuing and administering the VUL policies will exceed its estimates; this is the expense risk part of the M&E risk charges.  Insurers typically charge a current M&E risk charge but guarantee that the M&E risk charge will not exceed a spcified maximum. 

	Net amount at risk
	The net amount at risk in any life insurance policy, regardless of its type, is the difference between the policy’s cash value and its death benefit.

	No-lapse guarantee (VUL)
	In a typical no-lapse guarantee, the insurer guarantees that the VUL policy will not lapse despite the cash value being insufficient to pay the monthly deductions, provided the policyowner:

· Pays a certain amount of premium into the policy;
· Forgoes the right to take policy loans for the first two or three years; and

· Limits loans after the first two or three years 

	Option A
	Universal life death benefit Option A, referred to by some insurers as Option 1, provides a level death benefit, generally irrespective of the level of the policy’s cash value.  

	Option B
	Universal life insurance policies with death benefit Option B have a generally increasing death benefit.  The death benefit payable under Option B, sometimes referred to as Option 2, is comprised of two components: the amount of the death benefit specified in the policy plus the policy’s cash value. 

	Option C
	Variable universal life death benefit Option C offers an increasing death benefit that is comprised of the policy’s specified amount plus the aggregate premiums paid for the policy.  Although this Option C death benefit may have much wider applicability, it is obviously appropriate in split dollar cases as a method of maintaining a level death benefit for the insured’s personal beneficiary despite an increasing employer interest.

	Participation rate (IUL)
	An IUL policy’s participation rate is the percentage of the change in the underlying index that is credited to the policy.  

	Planned premium
	A universal life insurance policy’s planned premium is the amount of premium indicated on the application that the policyowner plans to pay and its frequency, i.e. monthly, quarterly, semi-annually or annually.  That is the amount billed to the policyowner.  

	Policy loan
	A policy loan is a loan from the insurer for which an insurance policy serves as collateral.  The loan incurs interest charges.

	S&P 500 index
	The S&P 500 Index is just one of several major common stock indexes published by Standard & Poor’s Corporation and is often the preferred equity index for use in indexed products.  It is a broad-based index consisting of 500 stocks that are included in the industrials, transportation, utilities and financials index.

	Separate account
	A VUL insurer normally establishes a separate account comprised of a number of variable sub-accounts.  The separate account is so named because it is separate from the insurer’s general asset account.

	Specified amount
	The original universal life insurance policy face amount is called the specified amount in universal life insurance.

	Substandard rating
	The proposed insured’s poor health when the policy is purchased will cause the insurer to increase the policy’s insurance cost at the time of underwriting.  This premium increase that applies only to the insured is called a substandard rating.  The insured that receives such a substandard rating is said to be “rated.”  

	Surrender charge
	The difference between the universal life policy’s accumulated value and its cash surrender value is the amount of the surrender charge.  

	Surrender period
	A universal life insurance policy’s surrender period may be as short as 10 years or as long as 20 years following the policy issue date.  During the surrender period, the amount of the charge that would be assessed on surrender generally declines as the policy ages.  

	Surrender value
	A universal life insurance policy’s surrender value—the amount that the policyowner would receive if the policy were surrendered—is the policy’s cash value reduced by any applicable surrender charges.  Surrender charges are imposed in the case of a policy surrender during the policy’s surrender period and are designed to pay business acquisition expenses which the insurer could recover if the policy were to remain in force to the end of that period. 

	Target premium
	The target premium is that premium level on which an agent can normally expect to receive maximum first year commissions.  Any first year premium that is paid in excess of the target premium is generally compensated at the more modest renewal commission levels.

	Total interest rate methods (IUL)
	Total interest rate methods of determining index interest in an IUL are generally categorized into the following:

· Long-term point-to-point;
· Long-term point-to-point with average end; and

· Look back methods

	Tranche
	A tranche is a portion or discrete amount and refers to the funds allocated to the index strategy “in a single tranche.”

	Universal life insurance
	A life insurance product that permits policyowners to vary premium payments, adjust death benefit coverage and have generally easy access to policy cash values through loans and withdrawals.  

	Variable universal life insurance (VUL)
	A universal life insurance policy whose cash value is generally dependent upon the performance of the separate account in which premiums and cash values are invested.

	Voting rights (VUL)
	VUL policyowners have certain voting rights.  Just as a mutual fund shareholder has voting rights with respect to the fund that he or she owns, a VUL policyholder has voting rights in the funds underlying each of the variable sub-accounts to which cash value is allocated.  As a result, VUL policyholders receive proxy material and reports relating to these underlying funds. 

	Withdrawal
	A cash value withdrawal from a universal life insurance policy is a method of removing cash from the policy without incurring a policy loan.  Universal life cash value withdrawals cause a reduction in the death benefit and the policy's cash value in an amount equal to the withdrawal.  Also known as a partial surrender.
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