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(1) The nonforfeiture provision sets forth the options available to the owner of a cash value
policy if the policy lapses or if the policyowner decides to surrender—or terminate—the policy.
Most nonforfeiture provisions give the policyowner the right to select from among several
nonforfeiture options if a renewal premium is unpaid when the grace period expires. These
nonforfeiture options include the cash payment nonforfeiture option, two continued insurance
coverage options—reduced paid-up insurance and extended term insurance—and the automatic
premium loan option. Most policies include an automatic nonforfeiture benefit, which is a
specific nonforfeiture benefit that becomes effective automatically when a renewal premium for
a cash value life insurance policy is not paid by the end of the grace period and the policyowner
has not elected another nonforfeiture option. The most typical automatic nonforfeiture benefit is
the extended term insurance benefit.

The cash payment nonforfeiture option states that a policyowner who discontinues premium
payments can elect to surrender the policy and receive the policy’s cash surrender value in a
lump-sum payment. Following the surrender of a policy, all coverage under the policy
terminates.

Cash value policies include a chart that lists cash surrender values at various times, and these
policies describe the method used to compute those values. Laws in many jurisdictions require
that these cash values meet or exceed the amount that would be provided to the policyowner on
the basis of an actuarial formula stated in the laws. In most cases, applying this formula requires
that the policy provide a cash surrender value by the end of the second or third policy year.
Insurance companies often issue policies that provide a cash surrender value sooner than
required by law and that provide a larger cash surrender value than that required by law.

(2) The phrase during the lifetime of the insured is an important part of the incontestability

clause. This phrase, in effect, makes the policy contestable forever if the insured dies during the
contestable period. As a result, the insurance company will have the opportunity to investigate
for material misrepresentation whenever a death claim arises within the contestable period of a
life insurance policy. If the phrase during the lifetime of the insured were not included in the
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incontestability provision and the insured died during the contestable period, the beneficiary
could possibly delay making a death claim until after the contestable period expired. The insurer
might then be prevented from contesting the policy and, thus, would be required to pay the death
claim even if the application contained a material misrepresentation.

In the United States and some other jurisdictions, the application for insurance generally is
not considered part of the policy unless a copy of the application is attached to the policy when
the policy is issued and delivered to the applicant. For that reason, an insurer has the right to use
a material misrepresentation in the application as the basis for avoiding a life insurance contract
only if a copy of the application for insurance was attached to the policy the insurer issued and
delivered to the applicant. Other jurisdictions permit an insurer to avoid an insurance contract
during the contestable period on the basis of a material misrepresentation in the application even
if a copy of the application is not attached to the policy.

The purpose of the incontestability provision is to assure policyowners and beneficiaries that,
after the contestable period has ended, the insurer cannot avoid the policy on the basis of a
material misrepresentation in the application for insurance. The provision allows the beneficiary
to know with certainty that if all required premiums are paid and the policy has been in force for
at least the stated period, the insurer will pay the policy proceeds following the insured’s death.

(3) Individual life insurance policies typically include a reinstatement provision, which
describes the conditions that the policyowner must meet to reinstate a policy. Reinstatement is
the process by which a life insurance company puts back into force a life insurance policy that
either has been terminated because of nonpayment of renewal premiums or has been continued
under the extended term or reduced paid-up insurance nonforfeiture option. Most insurers do not
permit reinstatement if the policyowner has surrendered the policy for its cash surrender value.
When an insurer reinstates a policy, the original policy is again in effect; the insurer does not
issue a new policy.

The following conditions typically must be met to reinstate a policy:

The policyowner must complete a reinstatement application within the time frame stated in the
reinstatement provision. In many jurisdictions, the maximum reinstatement period ranges from
two to five years. This condition is necessary to help prevent antiselection.

(4) Endowment policies share many of the features of cash value life insurance policies. For
example, premiums usually are level throughout the term of an endowment policy, although a
policyowner can purchase an endowment policy with a single premium or with a series of
premiums over a limited period of time. Like cash value life insurance policies, endowment
policies steadily build cash values. the reserve and the cash value of a whole life policy
eventually equal the policy’s face amount—Dbut not until the insured reaches the age at the end of
the mortality table used to calculate premiums for that policy. By contrast, the reserve and cash
value of an endowment policy usually equal the policy’s face amount on the policy’s maturity
date, which typically is much sooner than when the insured reaches the last age found in the
mortality table. As a result, an endowment policy’s cash value builds much more rapidly than
does the cash value of a comparable whole life insurance policy.

(5) The amount of cash value actually available to a policyowner upon surrender of a policy
may not be the exact cash surrender value amount described in the policy. For example, the
insurer subtracts the amount of any outstanding policy loan, plus any interest on the loan, from
the cash surrender value in determining the amount payable to the policyowner. We discuss
other additions and subtractions to the cash surrender value in the next chapter. The amount the
policyowner actually receives after such adjustments have been made is called the net cash
surrender value.
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When a policyowner withdraws the net cash surrender value, the policy—and all coverage under
the policy—terminates. Typically, the policyowner returns (surrenders) the policy to the insurer
at the time of the withdraw.

Many policies that build a cash value provide the policyowner with the option of discontinuing
premium payments and continuing insurance coverage as either reduced paid-up insurance or
extended term insurance.

Reduced Paid-Up Insurance. Under the reduced paid-up insurance nonforfeiture option, the
policy’s net cash surrender value is used as a net single premium to purchase paid-up life
insurance of the same plan as the original policy. The premium charged for the paid-up
insurance is based on the insured’s attained age when the option goes into effect. The amount of
paid-up insurance that can be purchased under this option is smaller than the face amount of the
original policy—thus the name reduced paid-up insurance. For example, if the policyowner of a
$500,000 whole life insurance policy exercises this option, he can purchase a paid-up whole life
insurance policy with a face amount lower than $500,000.

Policies that include this option typically contain a chart listing the amount of reduced paid-up
insurance that is available each year for the first 20 years the policy is in force. The amount of
reduced paid-up insurance listed for each year is based on the cash value listed in the policy for
that year.

(6) Universal life (UL) insurance is a form of cash value life insurance that is characterized by
its flexible premiums, its flexible face amount and death benefit amount, and its separation of the
three primary policy elements. Most term and whole life insurance policies feature premiums,
face amounts, death benefits, and—in the case of whole life policies—cash values that are fixed
at the time the policy is issued. Universal life insurance differs from traditional term and whole
life insurance by featuring a far more flexible structure. A universal life insurance policy
guarantees that the insurer will pay at least a stated minimum interest rate on the policy’s cash
value each year. The policy also provides that the insurer will pay a higher interest rate if
economic and competitive conditions warrant. Some policies state that the interest rate to be paid
on the cash value will be tied to the rate paid on a standard investment, such as a specific type of
government bond. Usually, however, the insurer determines the current interest rate for universal
life policies based on the return that its own investments are earning.

Each universal life insurance policy lists the expense charges that the insurance company will
impose to cover the costs it incurs to administer the policy. The following types of expense
charges commonly are imposed:

m A flat charge during the first policy year to cover sales and policy issue costs

®m A percentage of each annual premium (such as 7 percent) to cover expenses

® A monthly administration (management) fee, sometimes referred to as a policy fee
Surrender charges, which are specific charges imposed if the owner surrenders the policy for
its cash surrender value.Specific charges for other services such as coverage changes or policy
withdrawals

(7) Variable life (VL) insurance is a form of cash value life insurance in which premiums are
fixed, but the death benefit and other values may vary, reflecting the performance of investment
subaccounts that the policyowner selects.

Most variable life insurance policies also allow the policyowner to invest a portion of the
premium payments in a fixed fund, which provides a minimum guaranteed rate of return. Such a
fixed fund is part of the insurer’s general account.

The amount of both the variable life policy’s death benefit and cash value depends on how well
the separate account investments perform. If the separate account investments perform well, then
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the amount of the death benefit and the cash value of the policy will increase as the insurer
credits the investment returns to the policy’s cash value. If the investment performance is poor,
then the amount of the death benefit and the cash value will decline. Although the policy’s death
benefit may change from time to time, most variable life policies provide a minimum guaranteed
death benefit, regardless of the separate account’s performance. This minimum guaranteed death
benefit often is the face amount of the policy. Variable life policies, however, do not guarantee
either investment earnings (other than the fixed fund) or a minimum cash value.

Because a variable life insurance policyowner assumes the investment risk that the cash value
and death benefit of the policy may decline, variable life insurance policies are considered
securities under U.S. law. Variable life policies, therefore, must comply with federal securities
laws as well as state insurance laws.

(8) Variable universal life insurance, which is also called flexible-premium variable life
insurance, combines the premium and death benefit flexibility of universal life insurance with
the investment flexibility and risk of variable life insurance. Like a universal life policy, a
variable universal life policy allows the policyowner to choose the premium amount and face
amount. Universal life (UL) insurance is a form of cash value life insurance that is characterized
by its flexible premiums, its flexible face amount and death benefit amount, and its separation of
the three primary policy elements.

Because so many aspects of a universal life insurance policy change over the course of a year,
insurers send each policyowner an annual, semiannual, or quarterly report giving the policy’s
current values and benefits. Generally, this report includes the following types of information:

®  The amount of the death benefit payable

The amount of the policy’s cash value

The amount of the cash surrender value, if different from the cash value
The amount of interest earned on the cash value

The amount of the mortality charges deducted

The amount of the expense charges deducted

The amount of premiums paid during the reporting period

The amount of policy loans outstanding
®  The amount of any cash value withdrawals
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