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NEW YORK (Dow Jones)--Buying life insurance can be a mind-numbing, not to mention macabre, process. But it often plays a central role in estate planning, whether it is used to pay off a big estate tax bill after you die or to leave something to a child who didn't get a piece of the family business. 
Choosing the right policy becomes even more complicated when you consider the uncertainty of the estate tax, especially for families with more modest estates that may escape taxation if they raise the exemptions. Putting it off, however, can cost you; even worse, you could become uninsurable. That is why individuals who aren't entirely certain what their needs will be should carefully choose among the more flexible options available, while keeping a close eye on costs. 
While term insurance - the cheapest form of insurance that covers a specific number of years - is often recommended for younger folks who are still working and need protection against the loss of income, most planners advise buying a "permanent" policy for estate-planning purposes. While needs will vary across families, several advisors recommend a "second-to-die universal life" policy, which is a form of permanent insurance that combines a death benefit with a savings component. 
Let's dissect that: A survivorship, or second-to-die, policy is often the best choice for couples. Why? It costs less because it is based on two lives instead of one, and pays out on the second death. (Since individuals can leave unlimited assets to a spouse tax-free, estate taxes aren't owed until the second-death.) Survivorship policies come in different flavors, but families with taxable estates typically chose a plain "universal life" policy - they comprised 73% of new survivorship sales in 2005, according to Limra International - which provides guaranteed death benefits and accumulates cash value, or premium paid above the cost of insurance. The cash value earns interest at various rates, which helps pay for premiums later; there also is some flexibility when it comes to premium payments. 
With variable universal life, cash values can be invested in an array of investment options such as stock and bond mutual funds with varying levels of risk. However, if the investments do poorly, the policy can lapse unless you pay more premiums. 
"You want insurance that will be there when you die, without question, regardless of how (the market or rates are doing)," says Steve Podnos, a fee-only financial planner with Wealth Care LLC in Merritt Island, Fla. 
How much does it cost? A last-survivor universal life policy with a $1 million death benefit - for a healthy, nonsmoking couple, both 50 years old - carries an annual premium of about $6,614 a year at Hartford Financial Service Group Inc. (HIG). At 65 years old, the same couple would pay $13,240 a year for the same policy. Both policies include "secondary guarantees," which means premiums are high enough so that the policy is guaranteed never to lapse. 
"Typically, the cost of the charge for death protection (on a couple) tends to be dramatically lower than it would be for a single individual," says Patrick Smith, who heads the estate-planning group at Hartford. 
Insurance shoppers need to evaluate expenses closely. 
"Some of the premiums I've seen are egregiously outrageous," Podnos adds. "The policies for estate-planning purposes are big policies and commissions can range over 100% of the first year's premium." 
Individuals working with fee-only financial planners can access what is known as no-load or low-load policies, where annual premiums typically are up to 20% less than traditional insurance policies, says Keith Maurer, a senior analyst with LowLoad Insurance Services Inc., a Tampa consulting firm that helps connect advisors with insurers (you pay the advisor a fee to handle your overall financial plan). Some insurers, such as Ameritas Direct, offer no-load policies directly to the consumer, advisors say. 
No-load policies also tend to be more flexible and don't carry surrender charges if, for instance, a couple dropped a policy if the coverage wasn't need any longer. 
"You've lost time value of money a bit but you haven't lost your money," Maurer adds. 
 
   How Much Coverage You Need 
   
Figuring out exactly how much coverage one needs in this environment is challenging; beyond the lack of clarity with federal estate taxes, state-estate levies need to be factored in as well. 
Congress failed to repeal the tax in June and was unable to push a compromise through last month, although the issue may come up again later this year. They are trying to find a more permanent solution to the Bush administration's 2001 law that temporarily phased out the federal estate tax. Currently, the exemption is $2 million for individuals and $4 million for couples, while the top estate rate stands at 46%. The tax is scheduled to disappear in 2010 and return in 2011 at 55%. The latest compromise bill would have raised individual exemptions to $5 million and cut rates; estates between $5 million and $25 million would have paid capital-gains tax rates, now 15%, while estates greater than $25 million would have paid twice the capital gains rate, or 30%, by 2015. 
During the past several years, insurance companies have crafted more flexible options that allow you to tweak a policy if need be. For example, Hartford offers what's called a "last survivor exchange option rider," which allows the survivorship policy to be exchanged for two individual polices (each worth half the full policy) without having to medically requalify if the top estate-tax bracket drops by more than half (for instance, from 46% to less than 23%); the law changes where spouses can't leave unlimited assets to one another; or the couple gets divorced. 
Another rider available at several insurers waives surrender charges if a policy is dropped - within a certain window of time - if the estate tax was repealed. 
"It helps prevent people from losing all of their money on a policy that won't ever be needed to pay estate taxes," adds Damon Bates, an assistant vice president with MetLife's (MET) individual business. 
"Insurance companies (also) offer some policies that provide for a low premium now that scales up later, with (the option for a) much higher death benefit later," says Tom Posey, a fee-only planner and lawyer with Posey Capital Management Inc. in Houston, noting that they are available through low-load insurers. "Such a policy could be useful if a person wants to avoid the risk of future uninsurability, but also wants to wait and see what happens with the estate tax." 
In some situations, term insurance that is convertible into a permanent policy makes sense, says Janine Racanelli, a wealth advisor with JPMorgan Private Bank. "Then you can calibrate your need as more certainty comes into play," she adds. 
Once you figure out what you need, advisors say it is wise to make the contract payable to an irrevocable life-insurance trust, or ILIT, so that the insurance proceeds - which aren't subject to income tax - don't become part of the estate and thus subject to estate tax. It also keeps proceeds safe from your children's or heirs' spouses in the event of a divorce. 
(Tara Siegel Bernard is one of five Getting Personal columnists who write about personal-finance issues ranging from new tax proposals to education-funding strategies to estate planning.) 
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