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Like all other areas of financial
services industries, the life-insur-
ance industry is feeling the shock
waves of the financial crisis. Life-
insurance practitioners must be
cognizant of the changing envi-
ronment and the potential impacts
on clients and fiduciaries.

The financial health
of the industry

Because of state oversight and
capital requirements, the insurance
industry is in better shape than
other financial-services industries.

State regulators have held the
line, and the National Association of
Insurance Commissioners (NAIC)
recently rejected an industry re-
quest to loosen capital requirements.

Even the well-publicized prob-
lems of AIG have not affected its
life-insurance subsidiary, as AIG
has not been permitted to use ex-
cess capital at its insurance sub-
sidiaries to bolster the balance
sheet of the parent company.

However, insurance carriers
have varying degrees of exposure
to the subprime-mortgage-backed
securities, as well as the carriers’
commercial mortgage portfolios.

That exposure is reflected in
rating-agency reports, but in some
cases the total effect of the sub-
prime crisis and the real estate
downturn is not yet fully recog-
nized. Although the situation is
not dire, increased diligence in re-
viewing insurance policies and the
issuing carrier is necessary.

Beyond ratings and
balance sheets

In the past, due diligence on a
carrier meant looking at its ratings.

Although that is still relevant,
fiduciary standards should include
a more careful analysis of the com-
pany and its balance sheet.

For most insurers, that is not
easily done. Life-insurance opera-
tions may be consolidated in the
balance sheet of a corporate par-
ent, as in the cases of AIG, Sun Fi-

nancial and ING.
Such data are available, and in-

surance professionals have access
to them. There are also data avail-
able about the maximum sub-
prime exposure of the carriers, and
counsel and/or a fiduciary should
request that information.

Consolidation
Although insurance company

failures are a possibility, most ex-
perts say there will not be a rash
of failures, and that failures prob-
ably will occur among smaller
marginal carriers.

A significant industry consoli-
dation is possible as companies
move to strengthen their balance
sheets. For policyholders of the ac-
quiring company, that creates no
immediate issues.

However, to increase profits, the
acquiring company may try to lower
crediting rates on the acquired block
of business or raise policy costs for
policyholders of the acquired com-
pany. In such situations, regular
policy reviews are essential.

Products at risk
The most obvious area of concern

is variable life insurance, which is
based upon the performance of eq-
uity securities. With the drop in
stock values, the cash values of such
policies have plummeted.

The loss is deepened by policy
expenses and the costs of insur-
ance (as cash values drop, the
amount at risk for the carrier in-
creases, and so do costs).

To the extent the client was re-
lying on variable life insurance to
provide a death benefit, the cost of
keeping the policy has gone up
dramatically. Such policies need to
be re-evaluated and analyzed.

The sustained low interest rates
and real estate market conditions
have caused a decline in dividend
rates for whole-life policies. Al-
though such products often are
still strong performers, future pre-
mium requirements probably have
changed from clients’ original ex-
pectations. The potential for such
changes needs to be identified be-

fore costs become prohibitive.
The new generation of equity-

index products often provides for
minimum growth regardless of
market performance. Such prod-
ucts are based upon the abilities of
carriers to hedge market risk.

As market volatility has in-
creased, the cost of hedging has
in many cases become prohibi-
tive. There is also concern about
counterparty risk on hedged
transactions.

The sustainability of such prod-
ucts to a prolonged market decline
needs to be considered, as well as
the overall financial position of the
carrier issuing the policy.

The estate tax
While the potential for perma-

nent estate-tax reform is beyond
the scope of this article, the eco-
nomic situation and the proposed
budget deficits appear to have
dimmed the prospect for a perma-
nent freeze of the 2009 rates and
exclusion limits.

Congress appears likely to ex-
tend the 2009 rates for a limited pe-
riod. That would eliminate the po-
tential of no estate tax in 2010, but
retain the uncertainty of what hap-
pens when the current law sunsets.

In addition, there are proposals
before the U.S. House Ways and
Means Committee to limit in-
trafamily and other entity dis-
counts that could limit the effec-
tiveness of common estate-planning
techniques.

In analyzing clients’ insurance
needs, we must consider the risk of
higher estate tax rates and lower
lifetime exclusions.

Life settlements and
premium finance

Tight credit markets have af-
fected the availability of premium
finance and the pricing of the life
settlement market.

Although premium finance
funding is still available, it is in-
creasingly focused on the use of
equity-indexed products and fu-
ture market returns.

Clients need to understand the
risks associated with these trans-
actions in terms of higher interest
rates in the future, the perform-
ance of the equity index and the fi-
nancial capacity of the carrier to
sustain the product quoted.

Some premium finance lenders
are no longer able to fund the on-
going premiums included within
the terms of their existing financ-
ing. That can leave clients in a dif-
ficult situation.

Concurrently, the life settlement
market has become more selective
because of a variety of factors, in-
cluding reduced capital commit-
ments by policy purchasers and
the use of longer life expectancies
based on 2003 census data.

Although that market remains
vibrant, it no longer can be viewed
as a secure exit strategy for the
owner of a policy, particularly a
premium financed policy.

Life insurance remains a practi-
cal and vital aspect of family pro-
tection, estate planning and busi-
ness succession.

The current financial crisis has
caused practitioners to re-evaluate
perceptions of many financial prod-
ucts and the nature of the advice
clients receive in connection with
the acquisition, ownership and dis-
position of assets. Life insurance is
no different and requires a new lev-
el of thought and diligence.
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