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There are two major types of life insurance—term and whole life. Whole life is sometimes called 

permanent life insurance, and it encompasses several subcategories, including traditional whole life, 

universal life, variable life and variable universal life. 
 

 

A. TERM LIFE INSURANCE 
 

Term life insurance is the simplest type of life insurance available. It is pure life insurance protection 

because it only pays benefits upon the death of the insured. It can be compared to certain types of 

property coverage, such as a homeowner or automobile policy. If no losses occur during the policy 

period, no benefits are paid, and there is no return of the paid premiums. 

Term life is often called “temporary” life insurance because it provides protection for only a temporary 

period of time. Policies are generally issued for 1-, 5-, 15-, 20-, and sometimes 30-year terms. A term 

policy offers coverage from the issue date until the term ends. 

 

1. PREMIUM & FACE AMOUNT 
 

There are several forms of term life insurance. 
 

a. Level Term Insurance 
 

Level term insurance provides a level amount of protection for a specific number of years at a level 

premium amount. 

For example, John, the father of a new-born son, purchases a $200,000, 20-year level term policy that 

provides a level death benefit of $200,000 and a level premium for a period of 20 years. 
 

b. Decreasing Term Insurance 
 

Decreasing term insurance has a decreasing death benefit amount over the period of the term, although 

the premiums remain the same. The death benefit gradually decreases to $0 by the end of the term. 

These policies are often used in mortgage redemption scenarios. For example, John purchased a 20- 

year $100,000 decreasing term policy that would pay off his mortgage in the event of his death. The 

policy provides a death benefit of $100,000 at the beginning of the policy, gradually decreasing over 

the 20-year term to $0. 
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c. Increasing Term Insurance 
 

Increasing term insurance presents an increasing death benefit that increases periodically over the term 

of the policy. The amount of increase is normally stated as a specific benefit amount or as a percentage 

of the original benefit amount. 

In some cases, the death benefit is connected to a cost of living index such as the Consumer Price Index 

(CPI). 

Increasing term insurance may be sold as a separate policy, but it is typically added to a policy as a cost- 

of-living rider. Increasing term is the least common form of term insurance. 

Term life insurance can be structured using the following features: 
 

 

2. RENEWABLE 
 

A renewable term life policy allows the policyowner to renew the policy before the expiration date 

without proving evidence of insurability. 

A one-year term policy, also called a yearly renewable term (YRT), or an annual renewable term (ART), 

may be renewed at the end of each year without proof of insurability. The premium increases annually 

to reflect the insured’s age. 

For example, Sharon owns a one-year term policy. At the end of the year, she can renew her current 

policy or purchase another identical policy without proof of insurability. 

 

3. CONVERTIBLE 
 

A convertible term policy allows the policyowner to change the coverage to permanent insurance with 

no evidence of insurability required. The new policy will be based on the insured’s age at the time of 

conversion. 

Conversion options are usually very specific about when the conversion can be done. Generally, insurers 

require the conversion to take place by a specific age, such as age 70. This is determined by each 

individual insurer. 
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B. WHOLE LIFE 
 

Whole life insurance pays a death benefit whenever the insured dies—even if they live to be 100! The 

three major types of whole life insurance are traditional whole life, universal life, and variable universal 

life--and there are variations within each type. 

Whole life insurance is also known as permanent, ordinary, or straight life insurance. The term 

“permanent” life insurance refers to almost any cash value policy. 

The underlying principle for purchasing a whole life policy is that it provides guaranteed permanent 

insurance protection for a person’s entire life. The coverage extends from the date of issue to the 

insured’s death. With whole life insurance, the death benefit is the face amount of the policy. 

The death benefit and the premiums are set at the time the policy is purchased, and remain level 

throughout the life of the policy. 

 

1. CASH VALUE 
Whole life insurance combines insurance death benefits and a living benefit, referred to as cash value, 

which builds over the life of the policy. Whole life insurance policies guarantee both the death benefits 

and the cash value. The cash value in whole life policies is a living benefit primarily because the insured 

can access the cash value while they are living. 

With cash values accumulating in the policy, the policyowner has a ready source of funds that can be 

borrowed at reasonable interest rates. All cash value belongs to the policyowner. 

Policy loans are not required to be repaid. However, if there is an outstanding loan at the insured’s 

death, the loan amount, plus interest, will be deducted from the death benefit. 

 

2. MATURITY OR ENDOWMENT 
 

Whole life insurance is designed to mature (endow) when the insured’s reaches the age of 100, at which 

time the cash value of the policy will equal the face amount. The insurer will pay the insured an amount 

equal to the policy’s death benefit. At this point, no more premiums are paid, there are no other benefits 

due, and the policy is terminated. 

 

3. PREMIUMS 
 

The premiums paid on a continuous-pay whole life policy are level and are calculated on the number 

of years between the policy issue date and the insured’s 100th birthday. The premium is spread equally 

over the premium-paying period. 
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4. DEATH BENEFITS 
 

Generally, the face amount of a whole life policy does not change over the lifetime of the insured. 
 

 

5. WHOLE LIFE POLICY DESIGN 
 

a. Continuous Premium Whole Life 
 

Continuous Premium whole life Insurance allows for a level death benefit and level premium payments 

until the insured’s death. Because the death benefit and premium never change, the premiums are 

lower than limited pay policies. 
 

b. Limited-Pay Whole Life 
 

Limited-pay whole life policies have level premiums that are limited to a certain time period (less than 

100 years). For instance, a 20-pay life policy requires premium payments for twenty years from the 

policy’s inception, after which no more premiums are due. A life paid up policy at age 65 requires the 

premiums to be paid until the insured reaches 65, after which no more premiums are due. 

As an example, a 35-year-old applicant who purchases a life paid-up at age 60 will pay premiums for 25 

years, and then have a paid-up policy. Does this mean a $100,000 limited-pay policy is worth $100,000 

at the age of 60? The answer is no, because the policy does not endow until the insured reaches the age 

of 100, regardless of the premium paying period. 

Generally, limited-pay policy premiums are higher than traditional life or continuous-pay policies 

because premiums are paid for a shorter period of time. This can be compared to a loan taken out 

through a lender with a 24-month installment contract as compared to a 60-month installment contract. 

Which contract has the higher payment? The 24-month contract, because the loan repayment amount 

is spread out over only 24 months instead of 60 months. 

A shorter premium-paying period accelerates the growth of cash values because a greater portion of 

each premium is added to the policy’s cash value. 
 

c. Single-Premium Whole Life 
 

A single-premium whole life policy requires the payment of a large one-time-only premium at the 

beginning of the policy. The policy has immediate cash value; however, the cash value will not equal the 

face amount until age 100. 
 

d. Graded Premium Whole Life 
 

Similar to a modified whole life policy, graded premium policies also increase the amount of the 

premium. Instead of a one-time increase, the premiums gradually increase over several years. 

Premiums are lower than typical whole life rates during the preliminary period following issue (usually 

5-10 years), but increase every year until they level off after the preliminary period. 
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e. Modified Premium Whole Life 
 

The purpose of a modified whole life policy is to allow individuals with limited income to buy permanent 

life insurance. With this policy, the premiums are lower at the start of the policy than a typical whole life 

policy. The lower premium payment period usually lasts for about five years. After that, the premium 

increases one time and remains at that level throughout the remainder of the policy. 

The starting premium is called the initial premium and the increased premium is called the ultimate 

premium. 
 

f. Current Assumption Whole Life Insurance 
 

This type of policy deviates from the whole life concept where premiums remain level. With current 

assumption whole life insurance, the premium payments are flexible and are linked to current interest 

rates. Premium adjustments are usually made on specific policy anniversary dates. Premium adjustments 

come from higher or lower mortality, expenses or investment returns of the insurer. 

 

6. PRE-NEED INSURANCE 
 
Pre-need burial insurance is used to pay for an insured’s funeral at a particular funeral home. It typically 

helps fund a pre-arranged funeral and cemetery service. The insured purchases the insurance policy on 

his or her life and names the funeral home as the beneficiary. The policy has an increasing face amount 

to fully fund the funeral regardless of the increases in funeral costs. 

 

7. HOME SERVICE 
 
Home service policies are usually written for small face amounts of $10,000 to $15,000, and are sold with 

a monthly premium mode by bank-draft or direct billing. 
 

These policies are typically purchased to pay for final expenses such as burial and funeral costs. Home 

Service policies are subject to the same standard policy provisions as regular life insurance policies. 

 

8. INDUSTRIAL LIFE INSURANCE 
 

Industrial life insurance was originally sold in England to factory workers. It was then sold in the U.S. to 

workers in industry; thus the name, industrial life. 

These policies are written for small face amounts of $2,000 or less, and are primarily purchased to pay 

for final expenses, such as funerals. Medical exams are not usually required. Premiums are typically 

collected weekly at the insured’s job or home by an agent representing the insurer. 

This method of distribution is expensive for the insurer. The higher mortality cost and the cost of having 

the agent collect premiums each week has caused these policies to become cost prohibitive for insurers. 
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The primary features of industrial life insurance are: 
 

• Premiums are usually collected weekly by an agent at the insured’s home or work. 
 

• Face amount is usually less than $2,000. 
 

• Family members are covered at birth to age 65 or 70. 
 

• Medical exams are not required. 
 

• 31-day grace period or 28-day for weekly premium policies. 
 

 

9. GROSS PREMIUM FACTORS 
 

The gross annual premium is the amount that must be paid each year for the insurance coverage. It 

includes mortality costs, interest and expense assumptions, and a specific amount of profit. 
 

To calculate the gross premium, add the amount the policyowner actually pays for the policy, equals 
the mortality (Life insurance) or morbidity (Health insurance) risk discounted for interest, plus 
expenses. Formula:  gross premium = mortality − interest + expenses 

 

10. NET PREMIUM 
 

The net single premium is an amount that, if paid at the start of the contract along with compound 
interest, is sufficient to pay the policy benefits when due. The premium without expense loading is a 
net premium. Net premiums are calculated by subtracting interest from the mortality risk. 

Formula:  net premium = mortality – interest 

 

11. PREMIUM MODES 
 

Effect on Premiums 
 

Insurance companies always calculate premiums on an annual basis to be paid in advance. Not all 

policyowners can afford to pay annual premiums; therefore, additional premium modes are made 

available. 
 

Mode refers to the frequency of premium payments on insurance policies. Policyowners may pay their 

premiums annually, semiannually, quarterly, monthly, and in some cases, weekly. If the monthly premium 

mode is used, premiums are typically paid directly to the insurer or withdrawn from the policyowner’s 

checking or savings account. 
 

Typically, the less often premiums are paid, the less the premiums will be over the policy year. Why? 

Because most insurers give discounts for paying premiums in advance. Annual premiums are the least 

costly mode, while the most expensive is the monthly premium mode. 
 

Annual premium = least expensive mode, Monthly premium = most expensive mode 
 

 

 

 

 



7 

                                                                                                                                          Life Insurance Policies 

© 2014 0Chance2Fail.com. This PDF is made available for personal use only during your online course access time limits, subject to the 0Chance2Fail.com Terms of 

Use Agreement. Any other use requires prior written consent from the copyright owner. Unauthorized use, reproduction and/or distribution are strictly prohibited and violate 

applicable laws. All rights reserved. 

 

 

C. ENDOWMENT  CONTRACTS 
 

An endowment policy is a life insurance contract designed to pay a lump sum to the policyowner after 

a specific term (at maturity). If the insured dies before the policy matures, a death benefit will be paid to 

the beneficiary. Typical endowment policies mature at 10, 15, or 20 years, up to a certain age limit. 

These policies had terrific tax advantages for the owner. The tax advantages were so good that Congress 

enacted the Tax Reform Act of 1984. This, in part, revised the tax laws by defining a life insurance contract. 

Any policy issued after January 1, 1985, that endowed (matured, not paid-up) before the insured turned 

age 95 would not qualify as life insurance. 

 

1. MODIFIED ENDOWMENT CONTRACT (MEC) 
 

The federal tax law definition of “life insurance” limits a policyowner’s ability to pay certain high levels 

of premiums. In addition, if the cumulative premium payments exceed certain amounts specified under 

the Internal Revenue Code, the policy becomes a modified endowment contract (MEC). If a policy 

becomes a MEC, the tax treatment of any death benefit provided under the contract will still qualify for 

income tax free treatment but any distributions from the policy during the life of the insured may be 

subject to additional taxes and penalties. 

To be considered life insurance, a policy must meet the 7-year-pay test set forth by IRS regulations. The 

policy cannot accumulate cash value too rapidly during the first 7 years. If premiums exceed the IRS 

limits, the policy becomes a MEC, triggering IRS penalties. 

Loans or withdrawals made from a MEC are taxed as ordinary income for any amount in excess of 

premiums paid. Also, a 10% penalty is imposed on these amounts if they are received by the policyowner 

prior to the insured’s age 59 1/2. 

Insurers are responsible for making sure that a life insurance policy complies with the 7-year-pay test to 

avoid becoming a MEC. 
 
 

E. SPECIALIZED LIFE INSURANCE 
 

 

1. FAMILY PLAN POLICY 
 

The family plan is intended to insure the husband, wife, and all the children under one policy with one 

premium. 

For example, a typical Family Plan policy could insure the primary breadwinner with $50,000 permanent 

insurance, the spouse with a $25,000 term rider, and each child for $5,000 using a children’s term 

insurance rider. After the policy is issued, any future children can be covered after a short waiting period. 

If not converted, the children’s coverage usually terminates when they reach age 21. If converted, the 

children’s term rider is usually convertible without evidence of insurability. 
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2. JOINT FIRST-TO-DIE POLICY 
 

Joint life insurance uses permanent life insurance to insure the lives of two individuals. 
 

The cost of a joint life policy is usually less than the cost of two individual policies. One premium amount 

is calculated by averaging the ages of the two insureds. 

The death benefit is payable upon the death of the first insured. The surviving insured may then purchase 

an individual policy without proof of insurability. 

 

3. SECOND-TO-DIE 
 

This insurance policy is also known as survivorship life, or joint and survivor life. 
 

A second-to-die policy covers two individuals, with the death benefit paid only at the death of the 

second insured. No benefit is paid at the first death. 

 

4. JUVENILE INSURANCE 
 

These are policies often written on children in units of $1,000, automatically increasing to five times the 

face amount when the child reaches the age of 21. No evidence of insurability is needed at that time and 

the premiums remain unchanged. 

The parent or guardian applies for the insurance coverage and is usually the owner and applicant of 

the policy. The owner pays the premiums until the children become old enough to pay the premiums 

themselves. 

Characteristically with juvenile insurance, a payor provision is added to provide continuing coverage for 

the child in the event of the payor’s death or disability. The payor provision usually waives premiums 

until the child reaches 21 years of age. 

 

5. CREDIT LIFE INSURANCE 
 

Credit life insurance is decreasing term insurance designed to cover the life of the debtor, decreasing as 

the loan balance is reduced by the loan payments. 

The decreasing term insurance is matched to the decreasing loan balance over the term of the loan. 
 

Credit life is sold as a single credit life insurance policy to an individual, and as a group insurance policy 

to lending organizations, covering all of their borrowers. 

Some of the provisions in credit life policies are: 
 

• In a creditor’s group policy, the insured must be given a certificate of coverage. 
 

• A required number of insureds must be maintained or the insurer may not insure new debtors. 
 

• The debtor’s coverage will cease when the loan is paid off, sold, refinanced, or becomes overdue by a 

considerable time period. 
 

• There is no conversion privilege. 
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6. INDIVIDUAL CREDIT LIFE 
 

Individual credit life policies are decreasing term policies issued on the life of debtors. The debtor pays 

the premiums and the creditor is the beneficiary. 

 

7. JOINT CREDIT LIFE 
 

Joint Credit Life policies are policies issued on spouses or business partners, who may be debtors on the 

loan as well. 

 

8. ADJUSTABLE LIFE 
 

Adjustable life insurance is differentiated by merging term insurance and whole life insurance into one 

insurance policy. The applicant determines how much insurance protection he or she wants and the 

amount of premium that he or she wants to pay. The insurer then calculates the appropriate mix of Term 

and whole life insurance to meet the applicant’s needs. 

An adjustable life policy can be adjusted as the policyowner’s objectives and financial needs change. 
 

Adjustments to the premium, paying period, and face amount are allowed. By mixing whole life and 

term insurance in various percentages, the insured could lower the premium and increase the face 

amount at the same time. The policy could be converted from term to whole life or from all whole life 

to all term. 

Adjustable life policies do have limitations, however, such as minimum face amounts, minimum premium 

payments, and a requirement to show proof of insurability when the face amount is increased. 

Limitations also exist on how often changes can be made to the policy. 
 

 

9. UNIVERSAL LIFE 
 

Universal life insurance policies are flexible life policies that allow the insured to have “term-like” cost of 

life insurance with the remaining premiums invested into the policy’s cash value. 
 

a. Death Benefit Options 
 

A universal life policy has two different death benefit options: 
 

Option 1 (Option A) provides a level death benefit equal to the face amount of the policy. As the policy’s 

cash value increases, an additional amount of insurance (corridor) can be added to the cash values if 

necessary. 

Option 2 (Option B) provides an increasing death benefit equal to the policy’s face amount plus the 

cash value account. 
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b. Partial Surrenders and/or Policy Loans 
 

Universal life policies allow a partial surrender or a policy loan from the cash value account. 
 

A partial surrender is different from a policy loan. A partial surrender is usually assessed a small service 

charge, while a policy loan is usually charged a certain amount of interest until the loan is repaid. 
 

c. Flexible Premiums 
 

Premiums are flexible up to a point. In general, as cash values accumulate within the policy, there is 

more flexibility with regard to subsequent premium payments. 
 

d. Unbundled Life Insurance 
 

A universal life policy is called an unbundled policy because the basic insurance components are 

independently identified to the policyholder, such as: 

• Costs of the annual term insurance protection (COI or Cost of Insurance) 
 

• Premiums not used for the cost of insurance are invested. Withdrawals are made from the cash value 

for insurer expenses. 
 

• The insurer’s operating expenses, such as overhead, salaries, taxes and commissions, are appropriated 

to each policy sold. This is referred to as policy loading. 
 

• The monthly mortality expenses for insurance protection and the loading expenses are deducted from 

the policy’s cash value. 
 

The universal life mortality expense increases steadily with age. Even though the premium remains the 

same, a growing share of the premium goes to pay for the term mortality costs. If the cash value in a 

universal life policy reaches $0, it expires and goes into the policy’s grace period. 
 

e. Cash Value Guaranteed Interest Rate 
 

A minimum interest rate is guaranteed on the cash value of the policy. 
 

If the current interest rate exceeds the guaranteed rate, the excess interest will be credited to the policy. 

The guaranteed minimum interest rate is usually 3-4%. 
 

f. Flexible Death Benefit Protection 
 

Most universal life policies allow for an increase or decrease of the death benefit after issue. Additional 

charges may apply when decreasing the policy’s face amount. Proof of insurability may be required for 

increasing the face amount. 
 

g. Endowment or Maturity 
 

Universal life policies cannot endow before the insured’s reaches age 95. At that time, the policy’s cash 

value and death benefit are equal. 
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10. VARIABLE INSURANCE PRODUCTS 
 

Variable insurance adds an investment feature to life insurance. Owners of variable life insurance policies 

have the opportunity to possibly achieve higher than average investment returns on their policy’s cash 

values by accepting the risk of the investment performance. 
 

a. Variable Whole Life 
 

Variable whole life (VWL) Insurance provides permanent insurance protection to the beneficiary upon 

the insured’s death. This type of life insurance is “variable” because it allows a portion of the premium 

dollars to be allocated to a separate account comprised of various investment funds--an equity fund, a 

money market fund, a bond fund, or some combination--within the insurance company’s portfolio. For 

this reason, the value of the death benefit and the cash value may vary, depending on the performance 

of the investment portion of the policy. Although most variable life insurance policies guarantee that 

the death benefit will not fall below a specified minimum, a minimum cash value is seldom guaranteed. 

Variable is a form of whole life insurance and because of investment risks it is also considered a securities 

contract and is regulated as securities under the Federal Securities Laws and must be sold with a 

prospectus. 

Pros: 
 

• Allows a person to participate in various types of investment options without being taxed on their 

earnings (until the policy is surrendered). 

• Interest earned on these investments can be applied toward the premiums, potentially lowering the 

amount paid. 

Cons: 
 

• The insured assumes the investment risks. When investment funds perform poorly, less money is 

available to pay the premiums, meaning that the insured may have to pay more than they can afford 

to keep the policy in force. 

• Poor fund performance also means that the cash and/or death benefit may decline, though never 

below a defined level. Also, the insured cannot withdraw from the cash value during his/her lifetime. 
 

b. Dual Licensing Requirements 
 

With variable life insurance, the cash values are an investment risk. Therefore, a variable life policy is 

considered an insurance and securities product, subject to both state and federal law. Consequently, 

both the state insurance departments and FINRA (the Financial Regulatory Authority) regulate variable 

life insurance. As a result, variable life insurance producers are required to have both a state insurance 

license, and a securities license. In addition, producers must deliver a current prospectus and certain 

insurance disclosure documents, which are unique to variable insurance products. 
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c. Variable Universal Life 
 

Variable universal life (VUL) policies are sometimes referred to as flexible-premium variable life insurance 

and are a combination of universal life and variable life insurance. VUL offers the following features: 
 

Flexible Death Benefit 
 

With a variable universal life policy, the face amount is flexible. The death benefit can be increased or 

decreased within certain limits. 

Fees are usually charged for decreasing the death benefit and proof of insurability may be required to 

increase the death benefit. 
 

Flexible Premiums 
 

Variable universal life policies offer flexible premiums. The initial premium establishes the policy and 

covers the first-year expenses, such as the cost of insurance (COI) and any loading expenses. 

After the first year, within limits, the premium is flexible. Generally, these limits are in place to maintain 

the correct corridor between the cash value and the death benefit. 

The corridor is for maintaining the VUL policy’s life insurance tax status, preventing it from being a 

modified endowment contract (MEC). 
 

d. Cash Value 
 

At the time of application, the policyowner chooses to have the net premiums and cash value invested 

into separate accounts. These accounts are normally the insurer’s proprietary mutual funds or funds 

offered by other mutual fund companies that have an arrangement with the insurer. Gains or losses are 

credited directly to the policyowner’s cash value, less any management fees. 

As in variable life, there are no cash value guarantees. The cash values are invested in a separate account 

from the general account of traditional life insurance cash values. 
 

e. Partial Surrenders 
 

Partial surrenders are different from variable whole life policies because VUL policies do allow partial 

surrenders. 
 

f. General vs. Separate Accounts 
 

With traditional insurance products such as whole life or universal life, insurers keep all their funds in 

one general account. 

However, for variable life, the insurer has a separate account. The insurer cannot mix funds from the 

separate account with those of the company’s general reserve funds. They are required by law to be 

kept separate. 
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g. General Account 
 

The general account is the primary bank account that contains funds representing all of the insurer’s 

assets and reserves. The general account supports all of the policyholder’s obligations and liabilities for 

the traditional life insurance policies in force. 

The general account consists of the general reserves of the insurer and is subject to the claims of creditors 

and policyowners of the insurer. 

If the insurer’s general account assets fail to support the required reserve liability, the company is 

considered insolvent and the assets are subject to the claims of all the creditors and policyholders. 
 

h. Separate Accounts 
 

Separate accounts are used for variable life policies that are separate from the insurer’s general account. 

The separate accounts have no influence on the insurer’s reserves, liabilities, or solvency. 

These separate accounts are maintained exclusively for variable policies. The separate account is not 

subject to the claims of creditors, because funds of the separate account are not mingled with the 

insurer’s general funds or reserves. 
 

i. Accumulation Unit 
 

An accumulation unit is an accounting unit of measurement, which is used to calculate the value of a 

subaccount by dividing the net premium by that subaccount’s accumulation unit value on the valuation 

date when the allocation occurs. 
 

j. Accumulation Unit Value 
 

The accumulation unit value for each subaccount varies in order to reflect the investment experience 

of the applicable portfolio. To determine the accumulation unit value for each subaccount on each 

valuation date, the accumulation unit value on the preceding valuation date is multiplied by the net 

investment factor for that subaccount for the valuation period then ended. 
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Lesson Wrap-Up  

 
To pass the state insurance exam, you will need to master all of the following:  
 
Memorize all insurance terms and definitions in this and all chapters—all of them! Don't proceed to 
the next lesson without mastering this lesson first. You will get bogged down later if you do.  
 
Become familiar with all of the insurance concepts, paying special attention to how the concepts work 
in real life situations.  
 
There is no secret to this—no magic formula. Take notes, review this lesson several times, and then 

proceed to your lesson Driller-this is your end of chapter ‘open book quiz’. You can do this!
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