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‘Déjà spew’

History repeats itself!

W

hen I entered the life insurance
business in 1986, interest rates
were at a 10-year low of 7.5 percent, and mortgage rates for a 30-year fixed
term were above 10 percent. To put the era
in context, the prime rate had hit an all-time
high of 21.5 percent just six years earlier.
Taking a look back at insurance developments over the last 30 years might illustrate why these innovative products were
created and how they can be used today. At
the very least, it will give advisors and clients a greater understanding of the complex
questions they need to ask as they plan for
decades of insurance coverage and financial
stability in retirement.

Universal life

When universal life insurance was a
new product, some questioned its value or
its viability, but many others fell in love with
it. Double-digit interest rates paying on cash
value was much more exciting than a stodgy
whole life policy that might reach 6 percent,
if you were lucky. Add to that the flexibility to skip a premium or pay less today for
more pure insurance protection, and universal life became even more appealing.
The pitch was simple: Accumulate
savings, protect your family, and get taxdeferred growth with the ability to take
“tax free” income at retirement. I know of
many who were told to borrow from their
whole life policies or to exchange them into
universal life policies. Projections at the time
forecasted that you could buy more insurance and pay the same premium or, in some
cases, pay no premiums at all. (The reality,
however, is that projections are not guarantees, and they don’t always come true.)
Contributing to attractive universal life
illustrations was the introduction, in 1980,
of a new life expectancy table reflecting longer life spans, which resulted in lower insur14
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ance charges. More flexibility, more control,
attractive rates, and lower cost of insurance
all made for exciting illustrations.
Universal life insurance was in its
heyday. It had turned the life insurance
world upside down and was eating into the
tenured sales volume of whole life and term
insurance. But then a new type of life insurance called “variable universal life” emerged.

Too good to last

The timing for variable life was perfect.
After the stock market crash of 1987, we
had one of the longest bull markets in history. Sales of variable universal life policies
quickly exceeded those of universal life
policies. Projections of up to a 12 percent
return were allowed—10 percent was considered conservative. These policies were
the latest and greatest thing around.
You know the rest of the story, right?
We had a stock market crash, and interest
rates fell sharply. Those who paid little for
their insurance, relying on high interest rates
or great market returns, found out they
needed to pay more into their policies. Their
options were even more limited if their
health had declined since they purchased
their last insurance policy.
The difference between universal life
and variable universal life has to do with the
investment or interest-crediting choices. In
a universal life policy, cash value is secured
by the company’s general account, and you
are paid an interest rate, usually off of the
company’s formula or benchmark. Variable
universal life, on the other hand, offers an
array of investment sub-accounts. These
“sub-accounts” work very similarly to a mutual fund. As the product evolved, carriers
added more choices, sometimes in excess of
50 sub-accounts.
If I were to draw you a picture of a
universal life policy, it would be a bucket

of money with a hole in the bottom. The
hole would grow larger as you age. If you
can’t fill the bucket fast enough, you have a
problem.
In recent years, I have examined
policies that are not able to accept enough
money to make the policy last as long as the
insured is expected to live. In other words,
they can’t shove enough money in the bucket because of the increasingly larger hole
in the bottom. The hole in this example represents the mortality curve, which is similar
to the upper-sloping bond yield curve. The
older they are, the sharper the curve.
Making it worse is that the carriers have
a “current” and “guaranteed” set of mortality rates. In other words, they have the right
to rip the hole open even wider.
A universal life policy subjects the
owner of the policy to interest and mortality risk. The only factors a policy owner
controls are the amount and timing of
premiums. Variable universal life policies
add market risk to the mix.
So as the thorns of universal and variable universal life became apparent, clients
increasingly wanted to be sure that if they
paid their premiums they wouldn’t have any
surprises down the line. This led to the introduction of guaranteed universal life (aka,
“secondary guaranteed universal life”) in the
early 1990s. And a new trend was born.

‘Permanent term’

With guaranteed universal life policies,
a guaranteed death benefit took the mortality and performance risks off of the policyholders. In exchange, the policies demanded
the timely payment of all premiums.
These policies zapped much of
the flexibility out of universal life insurance. They took the best features of term
insurance and married them with the best
features of whole life. Unlike with term,
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this coverage could be designed to last to
age 100 and beyond. Similar to whole life,
clients were guaranteed a level premium,
but at a substantially lower cost, because it
built very little cash value in the policy. It is
considered “secondary guaranteed” because,
unlike whole life insurance, in which the
reserves are inside the policy and accessible,
the reserves are held at the company level.
I like to refer to a guaranteed universal life
contract as “permanent term” insurance.
Whenever a problem meets a good solution, things can ignite. As universal life and
variable universal life policies issued in the
’80s and ’90s were audited, clients didn’t like
to see how much more premium they needed
to pay to maintain their policy to a decent
life expectancy. When clients or advisors
looked at guaranteed projections under these
policies (which were generally the guideline
level premium), it was alarming for a client to
discover they could pay that much premium
and still not have coverage.
When you compared the premiums required to keep a universal life or
variable universal life policy in force to
the same stream of premiums on a new
guaranteed universal life policy, it was
clear that the client could save money and
guarantee the policy would not lapse if
premiums were paid in a timely fashion.
Policyholders could now take the risk
of mortality and performance off their
shoulders and put it on the back of the
insurance company. Thus, a lot of life insurance sales made in the 2000s involved
a 1035 “tax-free” exchange from a universal, variable universal or whole life policy
to a guaranteed universal life plan. The
quest for the lowest-priced guaranteed
universal life policy was on!

Indexed universal life

Toward the end of the
decade, some insurance rates
were at their lowest point in
history, and carriers started to
wonder if they could support
current guaranteed universal
life pricing. Add to that new
actuarial rules that increased
reserve requirements (in order
to curb some of the more aggressive pricing in the marketplace) and a market meltdown

in 2008, and you now had the perfect storm
for an indexed universal life explosion.
Carriers needed to lighten the growing
strain of offering guaranteed universal life
coverage. Industry-wide, prices increased,
guarantees were shortened, and some insurors exited the marketplace altogether.
Indexed universal life was the clear solution. Cash values for indexed universal life
looked a lot more exciting than those for
regular universal life, since they were very
interest-rate sensitive. Carriers could illustrate a “hypothetical historical” return and
a nice rate of return in the high single-digit
range—your money grows tax-deferred!
You can’t lose!
Best of all, they could illustrate variable
loans, which allowed policyholders to make
money off of borrowing money. Carriers could now “illustrate” a loan arbitrage
play: If you borrow at 5 percent and make
7 percent from your index account crediting, your total outstanding loan balance will
result in a positive 2 percent.
You know where the story is heading—
it’s a story you can sell!

Reality check

But it doesn’t have to be this way.
When I first discuss indexed universal life
with advisors or clients, they assume I don’t
like or recommend the product, which is
not correct. I believe that indexed universal life is here to stay, and I will consider
choosing it instead of a traditional universal
or variable life policy. I think it offers some
upside that universal life can’t reach. And
although it might not match the long-run
growth rates of the market, it will be a
much safer ride along the way.

Below is a comparison of indexed
universal life and variable universal life
projections from the same insurance carrier,
holding the variable as close to a match as
possible. I used the same carrier, assuming
that the “cost of insurance” in one policy
chassis might be similar to another.
The bottom line: the loan arbitrage
income certainly is more exciting than the
standard “surrender to basis then borrow”
method. Anyone would take $117,000 of
annual income over $84,000.

Let’s compare

In order to get the same income from
a variable universal life policy, we need to
project a 10-percent gross rate of return.
Of course, reality tells us you won’t and
can’t earn the same rate of return each and
every year. There will be zeros, and there
will be years when the market ends up only
slightly positive. Loan arbitrage won’t always
be positive, which likely means less than
projected income for the client.
If you are trying to manage expectations, it makes sense to tone down the
aggressive illustrations. Carriers are adding
attractive features such as uncapped accounts. They are using carefully calculated
historical look-backs to “justify” the higher
return they use as an illustrated default.
There is another piece of this story
that I find concerning. We are still discovering underperforming and underfunded
policies. Those who haven’t or won’t
review their universal life chassis policy
are going to find this out too late. They
will receive a surprise letter telling them to
pay a lot more to keep their policy from
imploding. One day, our retiree is going to

4 0 Yea r Old F ema le, Pref erred Nons mok er R is k
$ 5 0 0 , 0 0 0 Dea th B enef it
Index UL
Va ria ble UL
Gross ROR
7.60%
8.30%
Net ROR
7.60%
7.60%
Cash Surrender Value @ Age 65
$
899,000 $
899,000
Annua l Dis tributions s ta rt a t a ge 6 6 , f or 2 0 yea rs
Surrender Basis & Borrow (Fixed Loan)
$
84,000 $
73,000
Surrender Basis & Borrow (Variable Loan)
$
100,000
N/A
Loans Only (Variable loan)
$
117,000
N/A
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take another $117,000 loan from her indexed universal life policy for income and
be told that the over-loan protection rider
was activated, and she can’t pull any more
money from her policy. If she loans out
more money, her policy will lapse, and all
those “tax free” loans will be added to her
ordinary income tax bill that year.

Why did I title this article “déjà
spew”? Because it sounds like the same
story I have heard before. We over-projected—some would say over-promised. We
under-delivered and disappointed many
clients. We sold policies and neglected to
monitor them. And now we’re doing it all
over again.

Micro-Cap Companies
Our Future

Shouldn’t everyone own some?
The Perkins Discovery Fund

The Perkins Discovery Fund uses a combination of fundamental analysis
and technical chart analysis in a “bottom-up” investment style that focuses
on micro-cap companies in its search for long-term appreciation.
Please call for additional information

(800) 998-3190

PDFDX

www.perkinscap.com

The Fund’s Average Annualized Total Returns as of December 31, 2014
Inception Date 04/09/98

Since
Inception 15 year

Perkins Discovery Fund
11.09%
Wilshire U.S. Micro-Cap Index 8.01%
Russell 2000 Index
5.65%
NASDAQ Composite Index 5.88%
S&P 500 Index
3.76%

7.99%
7.91%
5.97%
1.02%
2.27%

10 year

5 year

5.85%
5.12%
6.34%
8.09%
5.44%

11.64%
14.82%
14.01%
15.85%
13.05%

3 year

1 year

14.74% -4.42%
21.49% 1.66%
17.59% 3.53%
22.05% 13.40%
17.86% 11.39%

1

Gross Expense Ratio - 2.83% Net Expense Ratio - 2.25%
Performance data quoted represents past performance; past performance does not guarantee
future results. The investment return and principal value of an investment will ﬂuctuate so that
an investor’s shares, when redeemed, may be worth more or less than their original cost. Current
performance of the fund may be lower or higher than the performance quoted. Performance data
current to the most recent month end may be obtained by calling 1-800-998-3190. The fund imposes
a 1.00% redemption fee on shares held less than 45 days. Performance data quoted does not reﬂect
the redemption fee. If reﬂected, total returns would be reduced. Investment performance for the
fund reﬂects fee waivers in effect. In the absence of such waivers, total return would be reduced.
1
The adviser has contractually agreed to cap expenses to 2.25% until at least July 31, 2015.
The fund’s investment objectives, risks, charges and expenses must be considered carefully
before investing. The Statutory and Summary Prospectuses contain this and other important
information about the investment company, and may be obtained by calling 800-366-8361,
or visiting www.perkinscapital.com. Read carefully before investing.
Small-capitalization companies tend to have limited liquidity and greater price volatility than
large-capitalization companies. The fund invests in micro-cap and early stage companies
which tend to be more volatile and somewhat more speculative than investments in more
established companies. As a result, investors considering an investment in the Fund should
consider their ability to withstand the volatility of the Fund’s net asset value associated with
the risks of the portfolio.
The Wilshire US Micro-Cap Index is a float adjusted, market cap-weighted portfolio of all
stocks below the 2500th rank by market cap in the Wilshire 5000. The Russell 2000 Index
is composed of the 2,000 smallest companies in the Russell 3000 Index, and is widely
regarded in the industry as the premier measure of small-cap stocks. The S&P 500 Index is
a broad based unmanaged index of 500 stocks widely recognized as representative of the
equity market. The NASDAQ Composite Index is a broad-based cap-weighted index of all
NASDAQ national market and small-cap stocks. One cannot invest directly in an index.
First Dominion Capital Corp., Distributor
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What can we do now?

First of all, let’s keep it real. Some
guidelines for illustrations would be to
project a rate two points lower than the
illustrated “default” rate. You can also look
at the carrier’s current (fixed rate) universal life plan and project one or two points
above that rate. If you choose to illustrate
loan arbitrage, present a second illustration that doesn’t, so a client can understand
she will likely be somewhere in between.
Next, don’t believe all of the hype, and
consider whether the universal life chassis
is really the best. If a carrier has the ability
to increase cost of insurance or change
caps and adjust loan rates, don’t you think
it might be possible they will?
Illustration software could certainly
improve. Wouldn’t it be nice to be able to
reflect a few years at a zero return? Wouldn’t
it be realistic to illustrate negative loan
arbitrage years, when the entire loan balance
may be charged a 6-percent accrual rate? If
all of these moving parts are concerning,
then perhaps consider whole life insurance.
If you utilize coverage from a quality mutual, you will have guarantees and historical
performance with a reliable track record.
So far, from my vantage point, the new
and exciting has fallen short of the tried and
true. The good news is that regulators are
making an effort to stop the madness and
are in the process of designing a proposal
to set limitations on maximum illustrated
rates as well as loan arbitrage.
During my career, I’ve watched the
insurance industry develop new products and
have seen insurance agents (and clients) flock
to them. The abundance of product chassis along with features and riders available
today can be overwhelming and misunderstood. Many don’t understand the details and,
even worse, some don’t care. Life insurance is
an important part of an overall financial plan.
It is becoming an even more important tool
when planning for longevity. It is important to
ask the right questions, to question the “projections,” and to understand the difference
choices available in the marketplace.
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