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Tuesday, 1 April 2014                                                                            WRN# 14.4.01 

The WRNewswire is created exclusively for AALU Members by insurance experts led by Steve 
Leimberg, Lawrence Brody and Linas Sudzius. The WRNewswire provides timely reports and 
commentary on tax and legal developments important to AALU members, clients and advisors, 
delivered to your inbox as they happen. 

_________________________________________________________________ 
 
TOPIC: Court Rules “Shock Lapse” Cost-of-Insurance Suit Against Carrier May Proceed 
	  
CITE: U.S. Bank National Association v. PHL Variable Ins. Co. Nos. 12-CV-6811 & 13-CV-
1580 (S.D.NY Mar. 14, 2014).	  
 
SUMMARY: A recent decision by a New York federal court on a motion to dismiss has 
narrowed the issues in an interesting cost-of-insurance (“COI”) row between U.S. Bank and 
PHL Variable (“Phoenix”) arising out of Phoenix’s efforts to raise COI rates on premium-
adjustable, universal life (“PAUL”) policies.  U.S. Bank alleged that Phoenix breached the terms 
of the policies by improperly raising COI rates in order to induce “shock lapses.”  Specifically, it 
alleged that Phoenix raised COI rates to make the “policies so expensive that policyholders . . . 
would have no economically rational choice but to lapse or surrender their policies.”  While the 
court granted Phoenix’s motion in part and dismissed certain counts brought by U.S. Bank, the 
key counts addressing Phoenix’s conduct in raising COI rates remains at issue and will be 
litigated between the parties going forward 

BACKGROUND: U.S. Bank’s allegations involve 33 PAUL policies (defined immediately 
below) issued by Phoenix and held by U.S. Bank as securities intermediary for Lima Acquisition 
LP.  PAUL policies “differ from standard whole life insurance policies in that PAUL policies 
require financial contributions only in amounts sufficient to cover the issuer’s periodic [COI] 
obligations and certain other expenses. The owner of a PAUL policy may pay premiums in 
excess of this amount.” However, PAUL policy owners typically “tend to pay little, if any, above 
the amounts required to cover the costs; indeed, they often elect to purchase PAUL policies 

http://d62d288ee515d729b993-58f6eee170188c8ece9e549a56221c4e.r98.cf1.rackcdn.com/U.S. Bank Nat'l Assoc. v. PHL Variable Ins. Co. (S.D.N.Y, Mar. 14, 2014).pdf
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because the structure enables them to minimize the amount invested (in other words, by keeping 
the accumulated policy value low, they can obtain the same coverage at a lower premium cost 
than other policies).”  “After such costs are deducted from the premium amounts paid, any funds 
left over are then added to the policy’s ‘accumulated policy value,’ and earn some interest.”  
Additionally, “PAUL policies generally permit the insurer to adjust the COI rates periodically in 
keeping with changes in certain other factors, such as personal characteristics, economic 
conditions and mortality estimates, within contractual caps listed in the policies.” 

FACTS: According to the decision, Phoenix was accused of “using the COI rate increases as 
part of a ‘scheme to jack up the cost of insurance rates on policyholders who exercised their right 
to maintain low policy values by paying only enough premiums to cover their monthly policy 
charges.’”  Specifically, Phoenix allegedly began sending letters in 2010 to U.S. Bank stating 
that it would raise COI rates “if U.S. Bank continued to pay [only] the minimum amount 
required to cover the monthly charges, even though such payments were expressly permitted 
under the Policies [sic].”  U.S. Bank alleged in its complaint that Phoenix then raised the cost of 
insurance rates to make the policies so expensive that it would have no economically rational 
choice but to lapse or surrender the policies, which would free Phoenix “from having to pay 
‘hundreds of millions, if not billions, of dollars in death benefits on those policies, having 
already collected millions of dollars in premiums paid to date.’”  U.S. Bank alleged that this was 
all accomplished in violation of the terms of the policies.   

The PAUL policies contain language permitting Phoenix to change COI rates based on factors 
related to the personal qualities of the insured, such as age, risk, and similar characteristics, or 
economic conditions in the insurance industry. There is no language allowing Phoenix to base 
changes in COI rates upon whether the policy owners were paying no more than the required 
minimum premiums.  It is clear under the policies that any COI adjustments must be made 
uniformly for, and without discriminating within, any class of insureds.  

U.S. Bank initiated the litigation by filing a lawsuit in California.  Phoenix successfully 
transferred the litigation to New York where a separate complaint was filed and consolidated 
with the prior action.  The complaints allege that Phoenix breached the terms of the policies by 
“discriminating within classes of insureds and because (the COI rate increases) are not based on 
the enumerated permissible factors.” The complaints also allege that Phoenix’s “conduct violates 
the implied covenant of good faith and fair dealing inherent in every contract under New York 
and California law,” as well as Connecticut’s consumer protection statute (Phoenix is a 
Connecticut corporation).  Additionally, U.S. Bank sought a declaration setting forth the parties’ 
rights and obligations under the policies.   
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Phoenix filed a motion to dismiss (1) the counts alleging breach of the implied covenant of good 
faith and fair dealing under New York and California law as duplicative of the contract claims 
and (2) the counts seeking a declaratory judgment. 

RESULT: The court granted Phoenix’s motion in part and denied it in part.  It dismissed claims 
for breach of the implied covenant of good faith and fair dealing under New York law on the 
grounds that this claim was duplicative of the contract claims because they were both based on 
the same set of underlying facts.  However, the court permitted the same claim to proceed under 
California law.  This is because, unlike New York law, California will permit this type of claim, 
even when based on the same set of facts, if a plaintiff can show that the defendant acted in bad 
faith.  Specifically, if a plaintiff can establish that the defendant’s conduct “demonstrates a 
failure or refusal to discharge contractual responsibilities, prompted not by an honest mistake . . . 
but by a conscious and deliberate act, which unfairly frustrates the agreed common purposes and 
disappoints the reasonable expectation of the other party,” the claims are not duplicative. 

The court held that “U.S. Bank has stated a non-duplicative claim under California law for 
breach of the implied covenant by alleging that [Phoenix] used [COI] rates ‘to make the Policies 
prohibitively expensive’ and that it attempted to ‘cause [U.S. Bank] and other policyholders to 
lapse or surrender their policies so that [Phoenix] can keep the premiums and never have to pay 
the death benefits….’ This conduct may independently constitute bad-faith behavior, regardless 
of whether it breaches the express terms of the Policies.”  [Emphasis added.]  The court also 
dismissed the request for declaratory relief as it ruled, among other things, that the disposition of 
the contract claims will resolve the issues for which U.S. Bank seeks declaratory relief. 

RELEVANCE:  Despite obtaining relief from the court, this decision is not a victory for 
Phoenix.  The breach of contract claims, the most significant claims, remain at issue in the 
lawsuit and will be litigated by the parties.  Indeed, these claims were not even raised in the 
motion to dismiss.  Consequently, Phoenix will have to litigate its justifications for raising COI 
rates and try to explain whether the COI adjustments breached the express terms of the policies.  
Additionally, Phoenix will have to explain its motives for raising the COI rates.   

We have written previously that in COI cases, motive matters.  The court in this instance 
expressed a similar position when it stated that, regardless of whether it breached the contract, 
Phoenix may still have engaged in bad faith behavior if it raised COI rates with an improper 
motive, i.e., to force “shock lapses.”   

WRNewswire #  14.04.01 was written by James S. Bainbridge, Esquire of The Bainbridge 
Law Firm. 

 
 

 

http://www.thebainbridgelawfirm.com
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DISCLAIMER  

In order to comply with requirements imposed by the IRS which may apply to the 
Washington Report as distributed or as re-circulated by our members, please be advised of 
the following:  

THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE USED, AND IT 
CANNOT BE USED, BY YOU FOR THE PURPOSES OF AVOIDING ANY PENALTY 
THAT MAY BE IMPOSED BY THE INTERNAL REVENUE SERVICE.  

In the event that this Washington Report is also considered to be a “marketed opinion” 
within the meaning of the IRS guidance, then, as required by the IRS, please be further 
advised of the following:  

THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE PROMOTIONS OR 
MARKETING OF THE TRANSACTIONS OR MATTERS ADDRESSED BY THE 
WRITTEN ADVICE, AND, BASED ON THE PARTICULAR CIRCUMSTANCES, YOU 
SHOULD SEEK ADVICE FROM AN INDEPENDENT TAX ADVISOR.  

_________________________________________________________________ 

The AALU WRNewswire and WRMarketplace are published by the Association for Advanced 
Life Underwriting® as part of the Essential Wisdom Series, the trusted source of actionable 
technical and marketplace knowledge for AALU members—the nation’s most advanced life 
insurance professionals.  


