Variable Life Illustrations
and the Problem of
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Stock Volatility

‘fariable life insurance has
various equity and fixed-income
subaccounts from which policy-
owners select for the investment of

their policy’s cash values.

A hife insurance policy investment
strategy that uscs primarily fixed-income
instruments is bhest done via whole or uni-
versal life, On the othet hand, vanable life
policy expenses are high compared with
whole life and universal life, so with variable
life it makes sense to predominately select
cquity subaccounts, to reach for higher invesmment returns
to recoup the higher expenses.

Yet that sclection presents a serious problem, hecause
returns for equities are voladle and unpredictable, with years
of large gains and losses. This combination of equity volatility
and life insurance is 4 very had mixmure that I have written
about on three prior occasions,

Hiustrations: Too Opaqgue

Inswance agents and buyers get their primary under
standing about life insurance from illustrations provided by
the insurance company. These illustrations are supposed to
give a purchaser an indication of the premium payments he
will be mnaking over the life of the policy, and the projeeted
death benefits over the life of the policy, but they are hased
on certain assumptions: The llustradons show how a policy
is projected to perform hased on the premium pattern
shown and pricing Factors that remain constant throughout
the llustradon.

By Peter Katt

However,
the 1m-
pormnt pricing
factor is rhe in-
vestment tesults
from the un-
derlying subac-
counts in which
the cash values
are invested. If
most of these
subaccounts are
invested in equi-
ues, these illustrations simply do not reflect equity volatility,
because they require the nse of constant yields (for equities,
this is really a eonstant rerarn bur “yield™ is the term used
in the illustraton) throughout the illustration.

Tn addition to 2 constant yield that can be as high as
12%, Mlustranons are required to show a 0% vield. However,
my impression is that showing a 0% yield is so fotcign to
out investmentview that it 1s utterly 1gnored by sellers and
buyers and serves no purpose whatsoever.

Hquityvolatility docs notimpact all variable life insuranece
policies equally. Much of the impact depends on the type of
death benefit that the policy is désigned to provide.

There are two types of death benefic designs that can
be used with vanable life insurance policies:

= One has level death benefits from the tme of purchase
until the policy matures;

* The other has low initial death benefies relative o the
mtended prenywms, with death benefits expected to rise
or fall as investment results are booked. This sccond
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Insurance Products

death beneht design we might dhinlk

of as a superfunded paolicy.

For the level death benefit design,
the presale dlustradon is supposed to
inform buyers of the preminms needed
to maintain a level déath benefit policy.
Bur the premitum costs shown in the
llustration are not likely to confarm
to realitg—rthey are an illusion because
of investment voladlity In realicy, the
investment subaccounts will not pro-
duce a constant “yield” year-to-year,
buc instead will vary greatly—resulting
in premium costs thac will substan-
dally differ from the illuscrations. The
policyholder may then be faced either
with coughing up substantially more
premium dollars than expected or with
policy tailure.

My November 2001 column
(*Variable Life Tnsurance Policies and
Seock Marker Vaolatility”) focused on
the need for a premium management
systém to handle this voladlity for poh-
cyowners who insist on using level death
benefit vadable life insurance designs.
Fven in my own professional hands,
managing premiums for level deach
benefit vanable hfe insurance polices
is challenging|

Unforrunately, almeose all sellers
of variable life insurance haven’t the
vaguese nution of how inaccurate their
llustrated preminms are. This misun-
derstanding is passed o to buyers, who
bond with these premiums that haveno
chance of being right—and who usually
don’t reassess this sicnadon until disaster
is about to strike.

Simulations: More Clarity

In order to show how misplaced
this lovalty to the illustrated premium
really is, Jast year we hegan roudnely
running sophisticated simulagon-test-
ing to determine the chances a variable
lite insurance policy will fail if the il
lustrated premium 1s followed. We used
Monte Carlo testing, which is a seatistical
technique that uses random numbers to
simulare a pardcnlar phenomenon—in
this case, gross annual investment re-
sults funding a specific lite insurance
policy—over and over again so that we

are able ta make an educated assessment
ahont the likelihood of particular events
Oceurfing,

In order to test varable life insur-
ance policies, we extract the tested
policy’s mortality and expense com-
ponents, as well as its premimms, and
apply an appropriate arithmetic aver-
ape investment return with a standard
devianon, a measure of INvesHnent
volatility [the higher the standard de-
viation, the greater the volanlity]. For
example, the average annual return for
stocks from 1926 ta 2003 was 12.4%,
with a standard deviation of 20.4%5.
For each test, 1,000 scenatios are run
using random investment results based
on the defined investment average and
standard devianen.

Our test tesults are fascinating,
For one level death benefit variable life
policy that we tested, we found that the
probabilities of policy failure were 2074,
35%%h and 48% it policy premiums were
maintained ar the illustrared levels for
average constant account yields of 129,
1L0%h and 8%, respectively.

Further, we found that to prevent
policy failure, the average additonal
premiums needed would be as high as
$250,000, $450,000 and $600,000!

This analysis clearly shows the
impartance of a premium management
system. (Specific examples of vasiable
life msurance policy premiuin manage-
ment are found in my November 20011
column available in the AAIl Journal
area at AAMLeom.)

Superfunded Policies

Fquity volatility can also cause
problems for superfunded policies, and
simulation testng is also invaluable in
assessing these policies” potential ad-
vantages and disadvantages.

As an example, Tom’s irrevocable
trust has an income-producing asset that
1= used to superfund two life Insurance
policies (i.c., policies that have inereas-
ing death benefits). One 1s a whole life
policy and the other 1s a varable life
policy.

Tom had two questions:

1y 1f more income than had been

planned was available, would he be

better off investing the additional

funds in whale life or variable life?,
and

2) Should be consider replacing the

variable life policy with another
whole life policy? The whole life
policy’s general portfolio has about
20% equities and 80%% Aixed-income
instruments, but its investment
component of the dividend cannot
produce a loss to the policy’s cash
values. Vanable life insurance invest-
ing is 100% equity subaccounts,

With respect to the firscquestion of
probabilities forinvesting the additional
funds this year, we found that there is
a 65% chance that greater value will
be provided by the vanable life policy
with 100% equites. But we also tound
there to be a 7% probabilicy, by life
expectancy, that the vanable life policy
would fail.

As to the second question about
whether it would be better to replace
the variable life with another whole lire
poliey {in a way that would keep selling
expenses at a minimunt) we found that
the vanable life policy liad a 53% prob-
abilicy of producing becer value, but a
10% probability of complete failure.
(There is a higher chance of failure in
the second question because it assumes
thatan additional investment to the vari-
able lite policy 1sn’t made and, theretore,
there is a lower level of funding,)

A 740 te 10% chance of falure with
a superfunded vatiable life policy 1s an
extraordinary possibility and one thatis
not widely understood by variable life
policyowners.

Negative Synergy

During our discussion of the re-
sults, Tom wondered how the wust’s
vatiable lite investment could go down
o zero. But his thinking was based on
equity investments nor associated with
variahle life.

Hquity investment volatility within
life insurance has a negative synergy, The
greatest internal expense of life insar-
ance is the actual insurance cost, which
is computed using the net amount ac sk
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figure, “Net at risk” 1s the difference
between a policy’s death benefit and its
cash value—if the death benefit is $5
million and cash value is $2.5 mullion,
the “net at risk’ 15 $2.5 mullion.

For a 75-year old male, the cost of
insurance is $60,000 with $2.5 millien
net at rsk. But let’s say the cash value
drops 30%, making the cash value $1.75
millicn and the net at risk $3.25 million.
This increases the cost of insurance
to §78,000. In other words, the equity
volatility has not only caused the cash
value to go down, but it has also forced
the policy’s costs to go up 30%.

This 1s why even a superfunded
varable life policy can completely fail.

Of course, the negative synergy of
alower investment base, combined with
higher incurred costs, 1s far worse for

level death benefitdesigns, with chances

of policy faillure dramatically higher.
Simulations vs. Mustrations

Two current miscondnet cases il-
lustrate the advantages of simulations
over policy illustrations. Both deal
with insurance agents replacing whole
lite policies with variable life policies
because of representatons that the
policyowmers could have higher death
henefits with lower costs.

In both cases, the representation
was to transfer only the whaole life
poliey’s cash values to fully fund the
new variable life policies with no fur-
ther premiums needed. In both cases,
a 12% constant yield was illustrated for
policies with level death benefits. Both
have come apart hecause of significant
stock market declines a lew years afier

the wansactions.

Simulation testng, using historical
data from 1926 to the time each variahle
life policy was purchased, shows that there
was 4 65% chanee of policy fatllure in one
and 55% in the other. However, in each
case the agents dutifully llustrated the
required constant viclds (12% and (%4},

Tt is hard to imagine a better tool
for assessing the dsk/reward balance
of a specific financial transaction and
to define investor suitability.

A mwemendous number of variable
life policies are currently underwater or
have a significant chanee of poing undet,
and policyowners dont realize it

Simulation testing discloses che
dramatic effect équity volatlity has on
variable life policies. Beware of anyone
whoattempts to convinee you otherwise
using policy illustradons alone, A
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