
“A valuable resource for anyone involved with a life insurance policy.
  It helps make a complex fi nancial product understandable.”

—INSURANCE BROADCAST NEWSLETTER

Need help facing the constant barrage of information from competing life in-
surance companies? With thirty-fi ve years of experience in the life insurance 
business, Tony Steuer delivers a practical, one-of-a-kind resource for anyone in-
volved in choosing or monitoring a life insurance policy. This guide helps make 
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• Differentiate between types of policies
• Find and evaluate a policy and company
• Hire a trusted agent
• Understand the practice of underwriting 
• Monitor a policy’s performance

With all the advice to help you avoid unnecessary pitfalls and unpleasant sur-
prises, Steuer’s guide will help you make informed, confi dent decisions and gain 
the maximum benefi t from your life insurance policy.
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Praise for  
Questions and answers on Life insurance

“ Tony’s book is my comprehensive life insurance reference. He takes complex 
topics and breaks them down into plain English. I relied heavily on this book 
when studying for the CFP exam and continue to use it when I have life 
insurance questions in my role as a wealth manager.”

—Janet Hoffman, CFA, CFP 
Principal, Integral Financial Solutions, Inc.

“ I am using your book again this summer and plan to use it in the fall as 
well. The students love the simple straightforward nature of your writing. It 
is easily understood for anyone who knows very little or nothing about life 
insurance. Your book demystifies what some would considers a very difficult 
topic to understand.”

—John Gilliam, PhD, CFP, ChFC, CLU 
Assistant Professor 

Master’s Program Advisor 
Texas Tech University

“ I found this book to be very thorough, covering many important topics 
regarding life insurance. This book is very consumer friendly, as well as infor-
mative to a seasoned professional. There does not seem to be very much on 
the topic of life insurance in the marketplace and it is refreshing to see Mr. 
Steuer tackle these issues in a consumer-friendly manner. I would be more 
than happy to recommend this book to anyone interested in learning about 
the life insurance industry. Many books are written on how to accumulate 
assets/wealth. More books, like this one, should tackle the issues of protect-
ing financial assets.”

—Jacob Zollett 
Vice President, Cohen Insurance Agency 



“ Questions and Answers on Life Insurance is a great primer for anyone with life 
insurance questions. This is a particularly valuable resource since consumers 
never know who to believe when they are contemplating buying a policy. 
After reading this book, you’ll increase your chances of obtaining a better 
policy or you may very well decide you don’t need cash value life insurance at 
all. I share Steuer’s belief that most people only need term insurance. If you 
want a rare unbiased look at insurance, this is your guide.”

—Lynn O’Shaughnessy 
College Solutions Blogger  

& Financial Columnist 

“ I have had this book on my reference shelf for a while now, and find myself 
picking it up more often all the time. When looking at life insurance there 
are many pieces and topics to cover, and that can lead to not only confusion 
on the part of the consumer, but also to those in the industry to different 
extents. There is no ‘best’ policy—only the best policy for the financial objec-
tive of the buyer. Getting to that objective and then finding the policy type 
that fits that need is briefly mentioned specifically in the book under policy 
suitability. However, the underlying tone of the book throughout—its edu-
cational tone—provides information that will allow the reader to see what 
makes a particular type of policy applicable to the needs at hand—whether 
they be maximum cash values, specific business applications, etc. Mr. Steuer 
also touches on some more advanced upper market tools, such as premium 
financing, that may be of interest to those involved in sophisticated sales. As 
someone who has been involved with life insurance analysis for twenty-two 
years, I can say that overall this is a very useful and readable book.”

—Roger Blease 
Owner, Blease Research
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To my wife, Cheryl, and To my son, avery 

Families are what life insurance is about  
and my family is what life is about. 

Once in a while you get shown the light  
in the strangest of places if you look at it right. 

—Scarlet Begonias, Robert Hunter
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inTroduCTion

Fools and their money are soon parted.
Many people go to casinos thinking they’ve got it figured out and that they 

can walk away winners. Yet there must be some reason why casinos are such big, 
fancy places with free entertainment, free drinks, and so many other tempta-
tions, right? (And there must be some way they can afford those utility bills!)

The Life insurance industry can to some degree be compared to casinos 
in the sense that odds are involved and that insurance companies did not get 
those big shiny buildings by paying out more than they take in. The U.S. life 
insurance industry is huge, and it did not get that way by being bargain ori-
ented. Given that, it’s time for a type of guide that helps you make the most 
out of your life insurance dollar. Unlike gambling, life insurance is a critical 
part of most financial plans. But like gambling, fools and their money are soon 
parted indeed.

Life insurance is widely regarded as one of the least exciting things to 
think about. But chances are (especially if you’re reading this) that you have 
a life insurance policy, and with any product that you’re spending large sums 
of money on, you should know what you’re getting. I’ve worked with clients 
and advisors for thirty-five years, and I’ve discovered an astounding lack of 
knowledge about life insurance. That is why I’ve written this book.

Regardless of how much you know (or don’t know) about life insurance, 
this book will help you best utilize your life insurance dollar and help you get 
the best deal you can. Why pay more than you need to? Unless, of course, you 
feel that insurance companies need your financial support. 

If you do believe that, let’s start off by looking at the size and scope of 
the life insurance industry. It is one of the biggest industries in the country, as 
these statistics from the 2007 ACLI Life Insurer Facts Book show:

• $12 trillion of individual life insurance in-force
• $83 billion of credit life 
• Close to $7.4 trillion of group life insurance

That’s for a whopping total of just under $20 trillion of life insurance 
in-force. That’s a lot of dough, and anywhere there’s a lot of money, there’s a 
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lot of different things going on. The phrase “the rich get richer” didn’t pop up 
out of nowhere.

Life insurance can be confusing, and this book will help you better under-
stand this valuable financial tool. But keep in mind that this book is not about 
investing—it’s about life insurance. It’s about using life insurance as life insur-
ance and not as an investment tool. If you want to invest, and by all means 
you should, look elsewhere, because no matter what you read or hear, life 
insurance is not an investment tool. While life insurance policies may have an 
investment component, they are insurance contracts.

As mentioned, I have spent 35+ years in the life insurance industry. 
In California, the Department of Insurance offers a license that is held by 
less than thirty people, known as the Life and Disability Insurance Ana-
lyst License. I hold that license as well as the Chartered Life Underwriter 
(CLU) designation, discussed in Chapter 5. My leadership roles include serv-
ing on the California Department of Insurance Curriculum Board, serving 
as President of the San Francisco Chapter of the American Society of CLU 
& ChFC, serving as President of the Leading Life Insurance Producers of 
Northern California, and serving on the Board of the San Francisco Life 
Underwriters Association. 

My goal is to use my experience to provide you with a useful reference 
tool. This book is designed with the question and answer format so that you 
can access the specific information you would like to review. You only have 
to use the information that is most relevant to your situation. It’s designed to 
be painless. 

As a consumer, you can learn about life insurance from the ground up or 
by focusing on any particular topics that interest you. If you are an advisor, this 
book will assist you in finding answers that will allow you to better work with 
your clients. For both consumers and advisors, this book offers a go-to refer-
ence for verifying information that you gather from other sources.

This book is not a guide or advisory on buying term life insurance and 
investing the difference vs. buying whole life or universal life. I’m not here to 
sell you either way. No, what type of insurance you decide to buy is all up to you. 

My biggest hope is that you find this book useful as a reference. The more 
informed you are, the better choices you can make. 



Q&ACHAPTE R 1

Introduction to Life Insurance 

Q1
 What Is Life Insurance, Where Did It Come From,  

 and Why Should I Care?

Life insurance is a type of insurance that pays money when someone passes 
away. That’s simple. However, to understand what life insur ance is today you 
should look at how life insurance originated. Life insurance is one of the very 
oldest types of insurance/financial prod ucts in existence. It stems from the old 
principle that if a villager’s house burned down, the other villagers would help 
to rebuild the house. 

The first life insurance came from this concept. Then a concept known as 
the tontine annuity system was founded in Paris by the 17th century Italian-
born banker Lorenzo Tonti. Although essentially a form of gambling, this 
system has been regarded as an early attempt to use the law of averages and 
the principle of life expectancies in establish ing annuities. Under the tontine 
system, associations of individuals were formed without any reference to age, 
and a fund was created by equal contributions from each member. The sum 
was invested, and, at the end of each year, the interest was divided among the 
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survivors. The last remaining survivor received both the year’s interest and the 
entire amount of the principal. 

However, as the amount of money that people wished to be insured for 
increased, and the risk potential for violent fluctuations for those involved 
increased as well. To minimize this effect, it was neces sary that the law of large 
numbers be applied to this situation. This is where we see the first roots of the 
actuarial practice. An actuary is a mathematician employed by an insurance 
company to cal culate premiums, reserves, dividends, and insurance, pension, 
and annuity rates, using risk factors obtained from experience tables. These 
tables are based on the company’s history of insurance claims as well as other 
industry and general statistical data. 

This is an example of the principle known as the Law of Large Num bers. 
This principle states that the greater the number of similar exposures (in this 
case—lives insured) to a peril (e.g. death), the less the observed loss experi-
ence will deviate from the expected loss experience. Basically, the more people 
that the risk is spread out over, the more money (premiums) will be coming 
in. So, when a person does die, it will not be as big of a burden to the rest of 
the insureds. Of course, in certain circumstances, there will not be much that 
can be done. 

The function of insurance is to safeguard against misfortunes by having 
the losses of the unfortunate few paid for by the contributions of the many that 
are exposed to the same peril. This is the essence of insurance—the sharing of 
losses and, in the process, the substitution of a certain small “loss” (the premium 
payment) for an uncertain large loss. (Reference—Black, H. and Skipper, K.; 
Life Insurance, Twelfth Edition, Prentice Hall (Englewood Cliffs, NJ), p. 18) 

Life insurance, like any other financial product, is a tool to assist you in 
accomplishing a specific goal (or goals). As such, it will assist the beneficiary 
when there is an economic loss, due to the death of the insured that extends 
well beyond just funeral or final medical expenses. The loss of future income, 
due to the death of a breadwinner, can have a severe impact on the lifestyle of 
the surviving family mem bers. Debt owed by the deceased may become due 
and payable as well as possible estate or inheritance taxes. Life insurance can 
create an immediate source of funds to enable the payment of these expenses 
and to provide a source of future income. 
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Benjamin Franklin helped found the insurance industry in the United 
States, in 1752, with the Philadelphia Contributionship for the Insurance 
of Houses from Loss by Fire. The current state insurance reg ulatory frame-
work has its roots in the 19th century, with New Hampshire appointing the 
first insurance commissioner in 1851. Insurance regulators’ responsibilities 
grew in scope and complexity as the industry evolved. Congress adopted 
the McCarran-Ferguson Act in 1945 to declare that states should regulate 
the business of insurance, and to affirm that the continued regulation of the 
insurance industry by the states was in the public’s best interest. 

The purchasing of life insurance is an uncomfortable task for many people, 
and the image of most life insurance advisors leave something to be desired 
with examples such as Bill Murray in Groundhog Day and Mel Brooks in High 
Anxiety. Typically, there is recognition of an obligation to protect one’s depen-
dents from the financial hardship of an untimely death, but no one likes to 
think about the fact that they will die someday. This is another reason—aside 
from the poten tial discomfort of dealing with a life insurance advisor—that 
can make it easy to delay and put off the decision to purchase life insurance. 

Keep in mind as you go through this process that life insurance is not for 
you, it is for your survivors. Therefore, you typically will only have a need for 
life insurance when you are leaving behind some one or some entity that is 
dependent on your income. 

“Any road will get you there as long as you don’t 
know where you’re going.”

—Socrates

Q2  Why Do I Need Life Insurance?

Times have changed, and the reasons people buy life insurance have grown 
from the original purpose. The following is a list of some of the more com-
mon reasons: 

• Income Replacement—Protect the premature death of a spouse or 
parent so that the loss of income is not devastating to the family. 

• Payment of Outstanding Debts—Such as mortgages, car pay ments, 
and credit cards. 



6 Questions and Answers on Life Insurance

• Final Expenses—Funeral and other administrative expenses. 
• Education Funding—The death of a parent may mean that the qual-

ity of education, intended for a child, may be out of reach. 
• Emergency Fund—Any adjustment expenses, such as time off work 

and medical and counseling expenses. 
• Special Needs Child—Life insurance provides a guar antee that the 

funds will be there to care for those special needs. 
• Business Continuation—To provide funding to assist in orderly 

transfer of business ownership in the case of an owner’s death—life 
insurance guarantees that the business is transferred as intended. 

• Business Insurance—Key Person, Executive Bonus, Split Dollar, and 
Deferred Compensation funded with life insurance. 

• Estate Taxes—Under current tax law, life insurance can provide 
liquidity at death to pre-fund the estate tax liability. This may not be 
necessary if the Estate Tax is permanently repealed. 

• Charitable Giving—A charitable-minded client may leave a gift to 
a favorite organization, without significantly reducing the size of the 
estate, by using the death benefit to replace the value of the property 
gifted to heirs. 

• Equalizing Inheritance—Provides additional liquidity to assist in 
providing each child with equal shares of their parents’ assets. 

• Income In Respect of a Decedent—People die owning assets that 
have not yet been taxed; these taxes then become the obliga tion of the 
beneficiary. Life insurance provides liquidity to assist in the payment 
of these taxes. 

• Second Marriages—There can be conflict when a parent with chil-
dren remarries. Life insurance on the parent provides the new spouse 
financial security from the insurance coverage. At the same time it 
allows the children to receive the parent’s estate immediately. This can 
avoid unwanted animosity between the children and the new spouse 
and allow them to live in harmony.

Please note that that life insurance is commonly used for business rea-
sons. Further information is in Question 129.
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Is proper planning for everyone?
As the famous saying goes, only two things in life are certain: death and taxes. 
This table looks at the fact that no matter how rich and famous you are, you 
should always expect the unexpected.

Chadwick Boseman Actor Age 43 Colon cancer, 2020

Kobe Bryant Basketball player Age 43 Helicopter accident, 2020

Princess Diana Princess of Wales Age 36 Car accident on August 31, 1997

Bob Marley Musician Age 36 Cancer, 1981

Freddie Mercury Musician Age 45 AIDS, pneumonia, 1991

James Dean Actor Age 24 Car accident on September 30, 1955

Florence	Griffith	Joyner Olympian/sprinter Age 38 Died from suffocation from an epileptic 
seizure, 1998

Buddy Holly Singer Age 22 Plane crash, 1959

Bruce Lee Martial arts actor Age 32 Possible allergic reaction, 1973

Karen Carpenter Musician Age 32 Cardiac arrest, 1983

Lou Gehrig Major League  
Baseball player

Age 37 Amyotrophic lateral sclerosis, 1941

Q3  How Much Life Insurance Do I Need? 

This is an excellent question to which there are as many answers as there are 
people to ask. Every advisor, financial columnist, and relative has a formula 
that they consider the best. This section is designed to present the various 
methods used, as well as the pros and cons of each method ranging from the 
simple to the extremely complex. As these issues deal with how to value a life, 
it is indeed a very complex proposition. 

The method that makes the most sense to you is probably the one that 
may work the best for you. No method is perfect, as you are trying to hit a 
moving target. Life brings many changes and your needs will change with 
them. The more assumptions you make, the more complex you’ll make your 
planning, and the more chances there are that some thing will not work as 
planned. This does not mean that you should only use the simplest methods—
it is to give you a concept of why it is important to actively participate in all 
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of your planning, fully under stand it, and constantly monitor it. After all, it is 
your money. Remarkably, the simplest formulas can often be the best. 

All of the issues discussed in this question will have an impact on the 
amount of life insurance and other assets needed. Often the desired goals may 
not be financially feasible. These issues are not only financially based; they can 
also be extremely emotional. 

Another thought to keep in mind is that as your other assets grow, such 
as retirement plans and investments, your need for life insurance will decrease. 

These are some of the more commonly used approaches. 

BASIC APPROACHES

Multiple of Income 

This method (also known as the “human capitalization value”) uses the 
approach of a multiple of your annual income—typically ranging from five 
to eight times your annual income. This is one of the oldest and best known 
methods to determine how much life insurance you need, as well as one of the 
easiest to use. It’s also the most frequently mentioned by financial columnists 
in consumer publications. 

While simple, this earnings-multiple method misses a range of impor-
tant factors. For example, it ignores household demographics, past savings, 
Social Security offsets, housing expenses, taxes, etc. It also ignores expected 
life changes and individual preferences about sustaining the living standards 
of survivors. It is simply a “best guess.” 

Cover Your Debts 

This entails buying only enough life insurance to cover debts such as your 
mortgage, student loan bills, or outstanding car notes. The issues are similar 
to the issues for the multiple of income approach discussed above in that it 
misses a whole range of factors, such as not considering any future debts or 
needs like child care or college education costs. This method is also too sim-
plistic to provide any real value. 

Human Life Value Concept

The human life value concept deals with human capital. Human capital is a 
person’s income potential. We all have a human life value. In wrongful death 



Introduction to Life Insurance 9 

litigation, human life value is measured daily in court (however, the litiga-
tion value tends to be significantly different). Insuring human life value is the 
primary purpose of life insurance. The human life value concept goes beyond 
numbers and considers the entire impact caused by the loss of a human life and 
the value to a per son’s loved ones. Here are some questions to give you a start: 

• If you had been killed in a car accident last week, and someone else 
had been responsible for your death, how much money would your 
family sue the responsible party for? 

• If you had been killed in a car accident last week, and you had been 
responsible, how much money would you want your fam ily to receive? 

• If you died of cancer last week, how much money would you have 
wanted your family to receive? 

• How much are your tomorrows worth? What is your Potential Earn-
ing Power (PEP)? 

Here are the steps to use the human value approach. The future expected earn-
ings of the insured needs to be capitalized and the pres ent value of income 
flow to the family (for the time frame needed) determined. This generally 
involves a multistep process: 

How to Calculate
1. Estimate the insured’s earnings for the period of time replace ment 

would be needed. When estimating earnings, future increases in sal-
ary may be considered and an “average” annual salary used. Whether 
or not to include “growth” of earnings has a significant impact on the 
amount of coverage that will be needed. 

2. Subtract from earnings a reasonable estimate of annual taxes and liv-
ing expenses spent on the insured, in order to arrive at the actual salary 
needed to provide for family needs. Commonly, this is a percentage 
of salary. Rather than calculating a composite of each separate need, 
it is often suggested that the survivors will need about 70% of the 
pre-death income to carry on after the insured’s death. A higher or 
lower percentage may be needed depending on a particular family’s 
circumstances. The percent age of salary needed can be more accurately 
determined through a detailed examination of the family budget. 

3. Determine the length of time the net earnings need to be replaced. 
This could be until the insured’s dependents are assumed to be grown 
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and no longer need the financial support of the insured, or until the 
assumed retirement age of the insured. 

4. Select a rate of return with which to discount the future earnings. A 
conservative estimate on rate of return would be the return on U.S. 
Treasury bills or notes, or the rate of return paid for death proceeds 
left on deposit with the insurance company. A life insurance company 
will leave a death benefit in an interest bear ing account. The rate paid 
on this type of account is the rate that should be used. A safe assump-
tion would be the rate on a money market or certificate of deposit 
(CD) account. 

5. Multiply the net salary needed by the length of time needed to deter-
mine the future earnings. Then calculate the present value of the future 
earnings using the assumed rate of return. This calcula tion can be per-
formed using a spreadsheet, specialized software, a financial function 
calculator, or by using discount interest tables.

Example:
Let’s assume you are age 40 and make $65,000 per year. By examining your 
family budget, it is determined that $48,500 per year is needed for family 
support. It is also determined that this income would need to be replaced 
until retirement at age 65 (25 years). If we assume a 5% discount rate, the 
present value of your future net salary would be $683,556. Stated another 
way, it would take this amount to pay $48,500 per year for 25 years based on a 
5% rate of return. This assumes that the insurance proceeds will be liquidated 
over the needed period of income (the capital liquidation method). A more 
conservative approach would be to keep the principal intact and live off the 
income generated (the capital preservation method). See discussion under life 
needs analysis below. 

The human value method is useful in situations where replacing the 
income lost due to the death of a breadwinner is the primary concern. How-
ever, this method only factors in the replacement of income and does not take 
into account any lump-sum needs at death. In addition, a client’s financial 
situation may be more complex and additional analysis may be required. For 
example, the issues of funding a college education, integration with Social 
Security benefits, paying estate tax, and deter mining what other sources of 
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income are available are not included in the human value approach. In situ-
ations where a more detailed calcula tion is needed, the life needs analysis 
method can be used. 

This method will provide only a rough sense of your human life value, 
which can be a factor in determining the amount of insurance you should 
have in your financial portfolio. It is most useful in situa tions where replacing 
the income lost due to the death of a breadwin ner is the primary concern. 
Typically, the amount of life insurance indicated under this method is less 
than the actual need, as it does not take into account any lump sum needs 
at death as well as college-edu cation funding, estate taxes, integration with 
social security, existing life insurance, and so forth. See the next section where 
we will discuss a needs analysis approach. 

Capital Preservation and Capital Liquidation 

This method can be used in conjunction with a needs analysis approach or 
separately as a quick calculation, if you just want do an income replacement 
approach on its own. Whether you are using this method strictly on its own or 
in conjunction with a needs analysis, once the amount of income that needs to 
be replaced is determined, a decision must be made as to whether the pool of 
capital to provide this income will be preserved or liquidated. 

Capital Preservation: 
The capital used for income replacement is left intact and the benefi ciaries live 
off the income it produces. 

Pros: 
• Optimally provides an income stream indefinitely as the principal 

(death benefit) remains intact. 
• Simple to calculate. 
• The longer the payout period, the better this method becomes. 

Cons: 
• If the rate of return is lower than the assumed rate, the benefici aries 

could run out of money prematurely. The interest rate chosen is up to 
you, but a conservative and realistic interest rate will have a greater 
chance of meeting your goal. A good guide might be the historical rate 
of return on U.S. Treasury Bills. 
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• The amount of money needed to fund income replacement is typically 
greater than that of other methods, as the beneficiaries live off income 
only (optimally) rather than principal and income. 

How to calculate: 

1. Arrive at the annual income (either before tax or after tax) needed 
using any suitable method, including your own esti mate, if you wish. 

2. Divide this figure by the assumed after-tax rate of return (conserva-
tive) that can be earned on the income replacement fund. 

Example: 
For an annual income need of $100,000 (after taxes) and an assumed after-tax 
rate of return on the principal (death benefit) that is presumed to be 5%, the 
replacement need would be $2,000,000 ($100,000 divided by 5% (.05)). 

Capital Liquidation: 
The length of time of income needs to be replaced becomes a major factor in 
determining the capital needed for income replacement. 

Pros: 
• Typically requires less money than the capital preservation method as 

both principal and income are used. 

Cons: 
• The length of time that the proposed insured’s salary needs to be 

replaced is highly subjective. 
• Requires all the factors mentioned on the worksheet, and human value 

needs to be examined. 
• The survivor can outlive the income stream. 
• More complex to calculate. 

How to calculate: 

1. Determine the number of years of income replacement needed. 
2. Multiply the net income shortage by number of years of income 

replacement. 
3. Add immediate cash needs and any new capital needed to deter mine 

total capital needs. 
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4. Subtract existing capital from total capital needs to arrive at addi tional 
capital required. 

Because the family (in the prior example) lives off income only rather than 
both principal and income, $2,500,000 would be needed to generate $100,000 
per year using capital preservation, while only $1,562,208 would be needed 
using capital liquidation (assuming 4% after-tax return for both). 

However, as the period of income replacement lengthens, the differ-
ence between income preservation and liquidation narrows. For instance, if 
we assume a 35-year income replacement need for the above example, the 
capital preservation value does not change while the capital liquidation value 
becomes $1,866,461.50. 

Example:
As this example demonstrates, the capital-liquidation approach requires a 
lower income replacement need. However, this example assumed the income-
replacement fund would be consumed over 20 years. If earnings are less than 
expected, the fund could be depleted sooner. Also, if the twenty-year figure 
is based upon the spouse’s life expectancy, the spouse could live beyond that 
expectancy and there would not be any money available after 20 years. This 
points out the inherent risk of the capital-liquidation approach, while also 
assuming a 4% after-tax rate of return. 

Assumptions about rate of return and life expectancy must be very conser-
vative in order to avoid premature depletion of the fund. The capital-liquida-
tion method may be appropriate in situations when the income-replacement 
period is certain or is short term. An example would be when income replace-
ment would continue only until the children reach a specified age. 

Life-Cycle Model of Consumption and Savings 

As shown in the prior methods, planning can vary in complexity. These 
prior approaches are on a static, predictable future and are based on rough 
calculations. 

The life-cycle model of consumption and savings is a new approach 
that is based on the life-cycle model which was developed in the 1950s and 
1960s by Professor Franco Modigliani and his colleagues at Massachusetts 
Institute of Technology. Modigliani won the Nobel Prize in 1985 for devel-
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oping the model, which built on early work by Yale economist Irving Fisher 
in the 1920s. 

This model assumes that an insured’s goals are to secure the living stan-
dards of the household and ensure comparable living standards for his or her 
survivors. In the economic approach, spending targets are derived by calculat-
ing how much the household can afford to consume in the present and still 
be able to preserve the same living standard in the future. Although spending 
targets under the Capital Needs Analysis approach can be adjusted to approx-
imate those derived under the economic approach, there are practical limits 
to doing so. This is particularly true in the case for households experi encing 
changing demographics or facing borrowing constraints. 

This approach is based on the fundamental goal of saving money and 
having insurance—the desire to avoid major disruptions in a household’s 
standard of living. This approach uses advanced mathe matical techniques to 
calculate the savings and life insurance needed to balance consumption in 
the present with consuming in the future and to preserve a household’s living 
standard for survivors. This method describes how life insurance holdings are 
adjusted as life insurance needs change. All economic resources, tax liabili-
ties and benefits—Social Security retirement benefits, and survivor benefits, 
etc.—are taken into account in the calculation, along with family demograph-
ics, tax-deferred savings, housing plans, special expendi tures, estate plans, 
capacity to borrow, and lifestyle preferences. 

This type of modeling includes contingent planning, which recognizes 
that survivors may have special needs and different incomes. Key vari ables—
age of retirement, Social Security benefits, and tax-deferred asset withdraw-
als, for example—can be changed to determine how these fac tors alter the 
maximum sustainable living standard. The insurance rec ommendations are 
substantially different from those of the conventional methods. This type of 
approach (in theory) would allow the agent/repre sentative to use a more com-
prehensive base to determine life insurance needs rather than the historical 
guessing/estimating theory. Without an economic modeling process, there is 
no mathematical ability for deter mining an appropriate amount of insurance. 

A benefit of this approach is that it incorporates the fact that as other 
assets grows; the need for life insurance to replace income will diminish. 
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The downside of this approach is that it depends on a large number of 
assumptions and the more assumptions that are relied upon, the greater the 
chance that the calculations will be further off. The other issue is the complex-
ity of this type of model. 

To the best of my knowledge, the only software currently available for this 
type of calculation is ESPlanner available on the Web at www.esplanner.com. 

The (Capital) Needs Analysis Method 

The (Capital) Needs Analysis method is used by most insurance agents/plan-
ners and at most financial-planning Web sites. Chartered Life Underwriters 
(CLUs) know the method as the Human Life Value Concept or the Human 
Capitalization Method. These methods give you the income you will earn 
from your present age until your retire ment age, assuming a rate of interest 
that represents salary increases through that period. These concepts are some-
times treated as one and the same and sometimes as differing methods. 

Like the earnings-multiple method, the Capital Needs Analysis method 
projects the income the insured will earn between now and retirement (or 
later) and sometimes discounts these flows. But this pro cedure goes further; 
it calculates the net contribution of the insured to the family’s living standard 
by subtracting the insured’s present values of future tax payments and living 
expenses from his or her present earnings. The net contribution of the insured 
is then compared with today’s spending needs of potential survivors. Such a 
needs analysis incorporates factors such as mortgage payments, other house-
hold expenses and special expenditures. 

Here are some of the factors that are considered (if not all): 

How to Calculate: 

1. Estimate the individual’s average annual earned income from the per-
son’s present age to the age of retirement. 

2. Deduct the amount that is not allocated to others. Money spent for 
income taxes, life and health insurance premiums, and all other self-
maintenance expenses should be deducted in this step. Typically this is 
a percentage of salary. A good starting point is this Consumer Expen-
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ditures Survey by the Bureau of Labor Statistics, where the percentage 
of income required after taxes and expenses would be: 
Annual Gross Income: % of Gross Income Required:

Under $48,000:  70% 
$48,000 to $53,000:  66% 
$53,000 to $59,000:  63% 
$59,000 to $65,000:  60% 
Over $65,000:  57% 
All two-income families:   70%

Please keep in mind that these are only averages. This table also 
assumes that educational expenses are taken care of sep arately and the 
mortgage is paid for.

3. Using a reasonable rate of interest, determine the present value of the 
amounts allocated to others for the working period used in step one. 
Most financial calculators can perform this equation for you.

However, the Capital Needs Analysis method raises several concerns:

• If the household sets a spending target too high for survivors, the 
method will generate a larger amount of life insurance than is appro-
priate. This will cost the household too much in life insur ance premi-
ums. If the spending target is set too low, the recom mendation would 
leave the household underinsured. 

• It does not take into account what your beneficiary’s needs will be. 
• Please keep in mind that these are only averages. Also it assumes that 

educational expenses are taken care of separately and the mortgage is 
paid for. 

• It does not integrate with Social Security. 
• It does not take into account other sources of income. 

This method only factors in the replacement of income and does not take into 
account any lump sum needs at death.
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Sample Worksheet: 
(see after worksheet for more information on the various factors)

INCOME NEEDS

1 .  Annual income your family would need if you die today (typically between 
60% and 80% of total income) . Consider any lifestyle changes, and 
include any current expenses, such as mortgage/rent, groceries, clothing, 
utility bills, entertain ment, travel, transportation, child care, etc .: 

$__________ 

2 . Annual income available to your family from other sources—include 
all salaries, dividends, interest, current (or estimated) Social Security 
benefits,	along	with	all	other	sources	of	income:

$__________ 

3 . Annual income to be replaced (subtract line 2 from line 1):
$__________ 

4 . Funds (capital) needed to provide income for your required num ber of 
years:

$__________ 

Multiply line 3 by the appropriate factor* below: 
*10 Years × 8 .1; 15 Years × 11 .1; 20 Years × 13 .6; 25 Years × 15 .6;  
30 Years × 17 .3; 35 Years × 18 .7; and 40 years × 20 .0 

EXPENSES

5 . Funeral expenses—average cost of an adult funeral is about $10,000:
$__________ 

6 . Administrative expenses (also referred to as an emergency fund and/
or	final	expenses)	can	vary	when	cleaning	up	the	affairs	of	the	deceased	
(e.g.,	advisor	fees,	filing	taxes).	But	this	number	should	be	approximately	
six months of the higher wage earner’s salary (50% of annual salary):

$__________ 

7 . Mortgage and other outstanding debts (credit card debt, car loans, home 
equity loans, etc .) . It may make sense to pay off these debts if the survivor 
will have a substantial income:

$__________ 

8 . College costs*: 2020–2021 cost of a four-year education: public college, 
$107,280; private college, $219,520; multiply by number of chil dren; 
costs	are	increasing	more	rapidly	than	inflation:

$__________ 
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9 . Capital needed for college—multiply line 8 by the appropriate years before 
college Factor:

$__________ 

5 Years ×  .82; 10 Years ×  .68; 15 Years ×  .56 And 20 years: ×  .46**

10 . Total capital required—add lines 4, 5, 6, and 9:
$__________ 

ASSETS

Keep in mind that current asset value may be considerately different at time of liqui-
dation and the value may be signifi cantly discounted due to forced sale such as real 
estate, family busi ness, or other investments:

11 . Bank accounts, money market accounts, CDs, stocks, bonds, mutual 
funds, real estate:

$__________ 

12 . Retirement	savings	IRAs,	401(k)s,	Keoghs,	pension	and	profit- 
sharing plans:

$__________ 

13 . Present amount of life insurance (including group life insurance  
assumed to continue):

$__________ 

14 . Total income-producing assets—add lines 11, 12, and 13:
$__________ 

15 . Life insurance needed—subtract line 14 from line 10:
$__________ 

* Factors: Inflation is assumed to be 3%. College costs indexed at 6%. The rate of return on investments 
is assumed to be 6% after tax. 
** Source: The College Board, Trends in College Pricing 2020. Costs include tuition and fees, room and 
board, and allowances for books and supplies, transportation, and other personal expenses. Information 
and factors are based on information from the Life and Health Insurance Foundation for Education, 
a nonprofit organization. 
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An application of the capital liquidation/preservation model will assist in a 
more detailed analysis. A custom worksheet will allow you to include what is 
important to you and to control the degree of complexity. Please note that a 
separate worksheet should be required for each spouse. 

This can be done by using all or some of the following steps as they apply; 
the factors are discussed previously and are listed for you to keep in mind. 

Outflows 

One-Time (Lump Sum) Expenses: 

1. Funeral expenses (See following pages)
2. Estate administration, final and other miscellaneous expenses—  

(See following pages)
3. Estate taxes (See following pages)
4. Emergency fund/readjustment period (See following pages)
5. College fund(s) (See following pages)
6. Debt resolution (See following pages)
7. Uninsured medical costs
8. Workforce retraining
9. Offset for any assets included below

10. Home mortgage pay-off
11. Property taxes 

Total One-Time (Lump Sum) Expenses:  $___________________ 

Income Need (Ongoing Expenses): 

1. Annual income replacement needed by survivor(s) (including special 
needs dependents)—this includes all day-to-day expenses like 
groceries. 

2. Multiply by % reduction, typically 60–70% (lower since one less 
person).

3. Multiply line 2 by ___ (use factor/discounted rate of return) years 
required. 

4. Total Annual Income Needs (Ongoing Expenses): $____________

5. Grand Total Outflows:    $____________
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Inflows: 

1. Social Security benefits (See following pages) 
2. Savings and investments (See following pages) 
3. Retirement assets (See following pages) 
4. Present amount of life insurance (See following pages) 
5. Non-cash assets that could/would be liquidated 
6. Total any lump sum assets 
7. Multiply line 6 by same factor as line 3 above 

Total Inflows:     $___________________

Total Life Insurance Needed  
(Subtract Total Inflows From Total Outflows):  $___________________

Keep in mind that your insurance needs will change from year to year and 
when you have any major changes in your life like a mar riage, divorce, the 
birth of a child, a child moving out, retirement, pur chase and/or sale of a 
home, changes in occupation, business relationships, worth, disability, and 
death. These are just some changes to keep in mind. Basically, any change that 
affects any of the factors above or any factor you add in will call for a reevalu-
ation of your life-insurance needs. In any event, it would be optimal to review 
your needs annually and at a minimum of every three years. If you know when 
certain life events will be occurring, then you may have an idea of how long 
you will need certain amounts of life insurance. This can help you make the 
decision of whether you need permanent life insur ance and/or term life insur-
ance (and the number of level premium years). Keep in mind also that as your 
asset base grows, your need for life insurance will most likely decline; however, 
protecting against estate taxes may become a concern. 

OUTFLOWS AND INFLOWS

Outflows

Funeral Costs 

These can vary depending on location, type, and many other reasons. More 
than 2,400,000 funerals are arranged by Americans every year; they can cost 
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$7,000 to $12,000 or more. The average cost of an adult funeral is about 
$10,000. This is often a difficult subject to talk and think about. Neverthe-
less, it is a critical area to include in your life-insurance planning as well as 
in your overall financial strategy. The Federal Trade Commission (FTC) has 
developed extensive consumer resources on shopping for funeral services. 
These resources will help you estimate the potential cost. These resources 
can be accessed from the FTC Web site at: https://www.consumer.ftc.gov/
articles/0070-shopping-funeral-services. 

Highlights include: 

• Funeral planning tips
• The FTC funeral rule
• Funeral costs and pricing checklist
• Types of funerals
• Choosing a funeral provider
• Buying a cemetery site
• Planning your own funeral 
• Funeral terms and contact information

Administrative, final, and other miscellaneous expenses can vary for cleaning 
up the affairs of the deceased, advisor fees, filing taxes, and a number of other 
reasons can typically reach 50 percent of the higher wage earner’s salary. 

Estate Taxes

“Two weeks of solid work on his estate may be worth more to an executive 
than his financial gains of the past ten or fifteen years.”—Price Waterhouse 

Please note that this quote applies to all, whether or not they are an exec-
utive, male, or female—the Tax Code is non-discriminatory. 

“The legal right of a taxpayer to decrease the amount of what other wise 
would be his taxes, or altogether avoid them, by means which the law per-
mits cannot be doubted.”—Gregory vs. Helvering, 293 U.S. 465; 55 Supreme 
Court Reporter 266 

“Over and over again, courts have said that there is nothing sinister in so 
arranging one’s affairs to keep taxes as low as possible. Everybody does, rich 
and poor, and all do right because nobody owes any public duty to pay more 
than the law demands. Taxes are enforced exactions, not voluntary contribu-
tions.”—Judge Learned Hand 
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Estate Tax Table: 

The Tax Cuts and Jobs Act of 2017 has changed the federal estate tax num-
bers. Below are the non-guaranteed changes: 

Year Exemption Maximum Tax Bracket

2022 $12 .06 M 40%

2023–2025 Adjusted	for	inflation	from	prior	year** 40%

2026 and beyond** $5.49	million	(indexed	for	inflation) 40%

**In 2026, the Estate Tax will revert back to the prior exemption of $5.49 
million (indexed for inflation).

How to roughly calculate your potential estate tax: 

Step 1:  Total your gross estate. Include anything of fair market value 
in which you have an ownership interest: Home and other real 
estate, retire ment plan balances, stocks, mutual funds, other 
investments, businesses, life insurance proceeds (not held out-
side your estate), etc. 

Step 2:  Subtract all allowable deductions, such as funeral and 
adminis trative expenses, mortgages, loans, credit card debt, 
qualified charities, Adjustable Taxable gifts (post-1976 life-
time taxable transfers not included in gross estate), gift taxes 
paid on post-1976 taxable gifts, and applicable tax credits 
(e.g., unified tax credit, state death tax credit, foreign tax 
credit, tax on prior trans fers credit, marital deduction, other 
applicable expenses). 

Step 3:  Add the value of lifetime taxable gifts.
Step 4:  Deduct the exemption amount.

Year 2022: $12.06 million (single person) and $24.12 million 
for a married couple
Years 2023-2025: Indexed for inflation*
Year 2026: Exemption reverts to $5 million indexed for infla-
tion ($5.49 million)

Step 5:  Multiply the balance by the applicable estate tax rate. For the 
first $1 million over the exemption, there’s a sliding tax rate of 
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18% to 39%, which results in a total tax of $345,800 on the first 
$1 million. For any amount over $1 million, the tax rate is 40%.*

*Visit the IRS Web site for the exemption amount for years 2023-2025 
and the tax rate for the first $1 million over the exemption (here: https://
www.irs.gov/businesses/small-businesses-self-employed/estate-tax).

Notes
Your lifetime exemption is subtracted from your tentative tax, if unused dur-
ing your lifetime. The lifetime exemption means that no federal estate tax is 
payable on a taxable estate equal to your exemption equiv alent. Estate taxes 
are due when your tentative tax is greater than your lifetime exemption. 

Your estate may be valued at death or six months later, whichever is more 
beneficial. If you own a farm or closely held business, your method of pay-
ing tax will be different. This will depend on the estate at death and what the 
executor decides, based typically on advice from attorneys and other profes-
sional advisors. 

Please note that this is to generate a rough idea of a potential estate tax. 
Please be sure to check on whether this is the current tax table by visiting the 
IRS Web site at www.irs.gov. You should consult with a properly certified 
estate planning advisor. 

Emergency Fund/Readjustment Period

Consider at least two to six months, to cover time off from work and other 
expenses that may need to be covered (replaced). 

College Costs 

Knowing how much college costs is to some degree an uncertainty, as it will 
depend on many factors, including tuition, room and board, books, and expenses. 

There are two types of college costs for which you will need to plan: 
Direct costs—fixed charges established by the college, such as tuition and 

room and board (on-campus student housing and meals). 
Indirect costs—expenses controlled by the student, such as per sonal 

expenses, books, and transportation. The college may be able to give you some 
guidelines on typical indirect expenses at their campus. 
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Estimate your expenses for one year, or you can request expense lists from 
colleges that interest you and adjust them for anticipated transportation and 
personal expenses. 

If college is a few years away, you’ll need to build future cost increases into 
your planning. If you have a particular college in mind, you may want to use 
current costs at that college to forecast your future expenses. College tuition 
costs have continued to increase by 3% per year, according to the College 
Board (www.collegeboard.com)

This is only an estimate of your educational expenses. The actual cost may 
vary depending on many factors. This section provides a lim ited overview of 
different resources for you to ascertain possible higher education costs, as well 
as how to plan for them. 

Quick facts 

• College costs average $107,280 for four years ($26,820 per year) 
at a public school and $219,520 ($54,880) at a private school. This 
includes tuition and fees, room and board, and allowances for books 
and supplies, transportation, and other personal expenses.1 

• College tuition has historically risen about 3% per year.2 
• The odds of receiving a “full ride” scholarship are less than 1%. A full 

ride scholarship is an award that covers all expenses related to college.3 
1. Source: The College Board, Trends in Pricing 2020
2. Source: The College Board, Trends in Pricing 2020 
3. Source: accreditedschools.org (this is an estimate) 

There are a tremendous number of resources available on the Web. These 
are just a few of them. For more, simply go to any search engine and type in 
“College Costs.” You may want to visit https://bigfuture.collegeboard.org/
pay-for-college/college-costs/college-costs-calculator. This site has a number 
of resources and a full planning center. 

The main site is www.collegeboard.com. This is one of the most compre-
hensive sites for figuring savings for future education. 

Confusion occurs because there is much discussion of using life insurance 
as a funding vehicle for college. This is not applicable toward the purpose dis-
cussed here, where we are looking strictly at the death benefit rather than the 
cash value of a life insurance policy. Of course, if there are significantly more 
assets than you would need, then you will need either less or no life insurance 
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at all for the purpose of college costs. That said, a word of caution: as most 
Web sites are built for sales purposes, their information may be biased toward 
their companies and services. However, they can assist you in determining a 
range of appropriate costs and savings plans. 

Debt Resolution

Short-term obligations ranging to long-term obligations. Paying these off is 
not always a necessity and may not be the best option. Include mortgage bal-
ance, credit card debt, car loans, home equity loans, etc. 

The Home Mortgage

This is an issue that should be addressed during the planning process. There 
are two options: 

1. Pay off the mortgage. The advantage is that this reduces the overall 
debt load. The disadvantage is that this can use a sizeable chunk of 
the death benefit. This would be listed under one-time expenses and 
would reduce the income replacement/survivor living expense need. 

2. Continue with the mortgage. This allows you to have more funds 
available for other purposes and to continue having the income-tax 
deductions. 

Determining the Income Replacement/Survivor Living Expenses

Consider any lifestyle changes (impact of the insured’s death), what por-
tion of your income the survivor is dependent upon, etc. Include any current 
expenses, such as mortgage/rent, groceries, clothing, util ity bills, entertain-
ment, travel, transportation, child care, etc. There are two different methods, as 
discussed previously in this question. You can multiply the proposed insured’s 
income by a certain percentage (70% is typical). Or, if you would like, you can 
perform a more detailed analysis with these steps: 

1. Determine the gross income of the insured. This can be difficult due 
to potential promotions and cost-of-living increases in the future. It 
may be appropriate to assume that the insured’s income conservatively 
increases each year to keep pace with inflation. Then take an average 
income based on the period that needs to be replaced. Factoring in 
future increases provides a measure of inflation protection for the family. 
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2. Consider how many years the survivor will require financial support—
if they are a non-working spouse, will they go back to work, is there an 
adjustment for remarriage, and when will the children no longer need 
any financial support. Also consider if there is a special-needs child. 

3. Subtract from the insured’s gross income any costs associated with the 
self maintenance of the insured. Examples would include employment 
taxes, medical costs, insurance premiums, food, clothing, contributions 
to retirement plans, and discretionary funds set aside as savings. These 
costs can be arrived at through a detailed examination of the family 
budget. This should leave the net income that is needed to provide 
support for the family. 

4. Ascertain any other sources of income that will be available to the 
family. These would include survivor benefits from deferred com-
pensation plans, income from pension plans and IRAs, income from 
investments, and any Social Security survivor benefits. 

5. Decide whether the capital needed for income replacement will be 
preserved or liquidated. As discussed earlier, under the capi tal pres-
ervation approach, income can be provided to the family indefinitely. 
However, if capital liquidation is used, the length of time income 
needs to be replaced becomes a major factor in determining the capital 
necessary for income replacement. 

6. Adjust the number of years of funds needed by investment growth: 
Discount the sum by the net (after tax and inflation) rate of return to 
arrive at new capital needed. 

Inflows
With any inflow, consider that there may be penalties, or other charges or 
other reductions for early withdrawal: 

• Social Security benefits—survivor’s income 
• Retirement assets—IRAs, 401(k) plans, Keoghs, pension and profit-

sharing plans, etc. 
• Savings and investments—bank accounts, CDs, stocks, bonds, mutual 

funds, real estate/rental property, etc. 
• Present amount of life insurance—include group insurance and per-

sonal insurance purchased on your own 
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• Other assets—keep in mind that assets should grow, hopefully 
reducing the future amount of needed life insurance (however, they 
may increase the need for survivor life insurance), and only include 
liquid assets, not assets that would change your lifestyle, such as a 
car or home. 

• Other sources 

Social Security Benefits

Please note that as indicated above, this is based on informa tion at the time 
of the writing of this book. Please contact the Social Security Administra-
tion to confirm this information. Their Web site is www.ssa.gov and their 
toll-free number that operates from 7AM to 7PM, Monday to Friday is 
1-800-772-1213. 

Social Security will provide a survivor’s benefit upon the death of a worker 
eligible for Social Security. Of course, you will have to make a decision as to 
how you feel about the future of Social Security and con sider the political 
risk (Congress) as well. Any Social Security benefits payable will reduce the 
amount of income that will need to be replaced. 

Social Security benefits are also available to the surviving spouse if there 
are children under the age of 16. Social Security is also paid to a child (or chil-
dren) until they turn age 18 or 19 if still in high school. Also, note that Social 
Security is available to widows or widowers at age 60 if the spouse had been 
covered. The period when no Social Secu rity benefits are available is called the 
“blackout period.” 

Calculating the amount payable is complex. You may contact the Social 
Security Administration directly or visit their Web site and use their online 
retirement estimator.

Retirement Plans

Retirement plans, which are usually defined as pension plans, 401(k), and 
other profit-sharing plans, along with tax-sheltered annu ities (TSAs), SEP, 
Simple Plans, and IRAs can all be used as a source of income replacement. 
Distributions from retirement plans require care ful planning and thought in 
order to receive the maximum benefit from the plan. Besides the issues of 
capital preservation as opposed to capital liquidation, there is the issue of 
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whether these funds should be left to grow on a tax-deferred basis as well as 
the issues of avoiding any income tax on the gain from the funds. 

Current Life Insurance

This includes any personal, individual insurance as well as any group life 
insurance (through an employer, etc.). With group life insur ance, you may 
also choose to not include it as usually it is only effec tive while you are with 
your current employer. 

Life Expectancy and Mortality Issues 

When faced with designing a life insurance portfolio (as well as for any finan-
cial planning), an important factor is estimating your life expectancy. This is a 
guessing game as much as a science. 

There are a number of resources, tables, and Web sites (with simple to 
complex calculators), available for this purpose. Please keep in mind that the 
more variables you introduce, the greater the likelihood that your estimate 
will be wrong. 

A good starting point is the table issued by the U.S. government, for use 
by life insurance companies in determining a basis for life insur ance premi-
ums. This table is updated every few years and is called the Commissioners 
Standard Ordinary Mortality Table (see the 2017 ver sion on the next page). 

The following are some of the many factors that can impact your life 
expectancy: 

• Gender—males generally have shorter life expectancies than females 
as shown in the mortality table. 

• Tobacco use—if you use tobacco, your life expectancy will be shorter 
than for those who don’t use tobacco. Smoking will espe cially shorten 
your life expectancy. 

• Build—being overweight can reduce your life expectancy. Your target 
weight is determined by your height. Exceed ing that weight reduces 
your life expectancy. Please see Question 77 for further information. 

• Alcohol use—excessive alcohol drinking can reduce your life 
expectancy. 
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Commissioner’s Standard Ordinary Mortality Table 2017

AGE  
Last 

Birthday

MALE  
Life 

Expectation

FEMALE  
Life 

Expectation 

AGE  
Last 

Birthday

MALE  
Life 

Expectation

FEMALE  
Life 

Expectation

0 78 .81 81 .95 36 44 .03 46 .57

1 77 .83 80 .97 37 43 .10 45 .61

2 76 .84 79 .99 38 42 .17 44 .66

3 75 .85 78 .99 39 41 .25 43 .70

4 74 .86 78 .00 40 40 .33 42 .75

5 73 .87 77 .01 41 39 .42 41 .80

6 72 .88 76 .01 42 38 .51 40 .85

7 71 .88 75 .02 43 37 .60 39 .91

8 70 .89 74 .03 44 36 .69 38 .96

9 69 .90 73 .03 45 35 .79 38 .01

10 68 .90 72 .04 46 34 .88 37 .07

11 67 .91 71 .04 47 33 .97 36 .12

12 66 .92 70 .05 48 33 .06 35 .18

13 65 .93 69 .06 49 32 .16 34 .25

14 64 .94 68 .06 50 31 .25 33 .31

15 63 .96 67 .07 51 30 .34 32 .38

16 62 .98 66 .09 52 29 .44 31 .46

17 62 .02 65 .11 53 28 .54 30 .54

18 61 .07 64 .13 54 27 .64 29 .62

19 60 .12 63 .15 55 26 .75 28 .71

20 59 .17 62 .17 56 25 .86 27 .80

21 58 .22 61 .19 57 24 .98 26 .90

22 57 .27 60 .21 58 24 .11 26 .00

23 56 .33 59 .23 59 23 .24 25 .11

24 55 .38 58 .25 60 22 .38 24 .23

25 54 .44 57 .28 61 21 .53 23 .36

26 53 .49 56 .30 62 20 .69 22 .49

27 52 .55 55 .32 63 19 .87 21 .64

28 51 .60 54 .34 64 19 .05 20 .79

29 50 .65 53 .37 65 18 .24 19 .96

30 49 .70 52 .39 66 17 .45 19 .14

31 48 .75 51 .42 67 16 .67 18 .32

32 47 .80 50 .44 68 15 .90 17 .52

33 46 .85 49 .47 69 15 .13 16 .74

34 45 .91 48 .50 70 14 .39 15 .96

35 44 .97 47 .54 71 13 .65 15 .20
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• Driving—unsafe driving indicates a greater risk of accidents and 
death and will therefore reduce your life expectancy. 

• Blood pressure—especially uncontrolled high blood pressure will 
reduce life expectancy. 

• Family medical history—if a parent or sibling has/had a history of 
heart disease, cancer, diabetes, or high blood pressure prior to age 60, 
then life expectancy may be lower and is a factor though it is hard to 
measure. 

AGE  
Last 

Birthday

MALE  
Life 

Expectation

FEMALE  
Life 

Expectation 

AGE  
Last 

Birthday

MALE  
Life 

Expectation

FEMALE  
Life 

Expectation

72 12 .93 14 .46 97 2 .01 2 .20

73 12 .23 13 .72 98 1 .84 2 .00

74 11 .55 13 .00 99 1 .69 1 .81

75 10 .89 12 .30 100 1 .55 1 .65

76 10 .25 11 .60 101 1 .43 1 .50

77 9 .62 10 .93 102 1 .32 1 .38

78 9 .01 10 .27 103 1 .22 1 .26

79 8 .42 9 .63 104 1 .13 1 .16

80 7 .85 9 .01 105 1 .05 1 .07

81 7 .30 8 .41 106 0 .96 0 .98

82 6 .76 7 .83 107 0 .87 0 .88

83 6 .25 7 .27 108 0 .78 0 .80

84 5 .76 6 .74 109 0 .70 0 .71

85 5 .30 6 .24 110 0 .62 0 .63

86 4 .87 5 .76 111 0 .54 0 .55

87 4 .48 5 .32 112 0 .47 0 .48

88 4 .11 4 .90 113 0 .40 0 .41

89 3 .78 4 .51 114 0 .33 0 .34

90 3 .49 4 .15 115 0 .27 0 .28

91 3 .22 3 .81 116 0 .21 0 .21

92 2 .98 3 .50 117 0 .15 0 .16

93 2 .77 3 .21 118 0 .10 0 .10

94 2 .57 2 .94 119 0 .05 0 .05

95 2 .38 2 .68 120 0 .00 0 .00

96 2 .19 2 .43

Commissioner’s Standard Ordinary Mortality Table 2017
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A good resource is the life tables available from the U.S. Department of 
Health and Human Services—Center for Disease Control and Prevention 
(CDC). Annually, they publish a life expectancy table on their Web site. This 
table can be a valuable resource and is found at http://www.cdc.gov/nchs/
fastats/lifexpec.htm.

Here are some current life expectancy figures, as of 2017:

• All Americans, at birth: 78.6 years
• All Americans, at age 65: 19.4 years
• All males, at birth: 76.1 years
• All males, at age 65: 18.0 years
• All females, at birth: 81.1 years
• All females, at age 65: 20.6 years

Source: National Vital Statistics Reports, Volume 68, Number 7, United 
States Life Tables, 2017; Published June 24, 2019.(All figures are for the 
U.S.)

Another site of interest is www.livingto100.com. The Living to 100 
Life Expectancy Calculator was designed to translate what has been learned 
from studies of centenarians and other longevity research into a practical 
and empowering tool for individuals to estimate their longevity poten tial. 
The average person is born with a set of genes that would allow them to live 
to 85 years of age and maybe longer. People who take appropriate preventive 
steps may add as many as 10 quality years to that. People who fail to heed 
the messages of preventive medicine may subtract substantial years from 
their lives. 

A search on any Internet search engine will find a multitude of sites and 
calculators on the Web. Almost everyone will give you a different estimate. 
Therefore, in doing your planning, the best option will typi cally be the one 
you best understand and makes the most sense to you. 

How long will you live? http://deanfoster.net/mortality/ is another 
interesting site—sponsored by the University of Pennsylvania—that pro-
vides different “life calculators” and links to other supporting sites.



Q&ACHAPTE R 2

TYPES OF LIFE INSURANCE 

Q4
  What Are The Basic Types of Life Insurance  
Products Out There? 

There is a confusing array of life insurance products, almost rivaling the 
mutual fund industry and its bewildering variety of choices. With over 750 
life insurance companies active in the business and with each com pany usually 
offering several different types of policies/contracts, you can see that there are 
many thousands of different contracts available. 

No guide, advisor, or reference can feasibly cover every type of policy and 
every nuance. Yet there are major similarities between certain types of life 
insurance contracts. For example, a universal life policy issued by company A 
will be similar to a universal life policy issued by company B. State insurance 
regulations make this so. This chapter is designed to help you with the differ-
ences between the different types of policies. 

All life insurance policies promise to pay an agreed sum of money if the 
insured person should die while the policy is in-force, but all life insurance 
policies are not the same. A wide variety of plans are avail able. Some policies 
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provide permanent coverage while other coverage is only temporary (i.e., term 
life insurance). Some policies build cash values (i.e., “permanent” life insur-
ance) while others do not. Some poli cies combine different kinds of insurance 
(e.g., a permanent base policy with a term “rider”), and yet others let you 
change from one type of insurance coverage to another. Your choice should be 
based on your needs and what you can afford. Some permanent life insurance 
policies allow you to add additional, term life insurance during the period of 
your greatest life insurance need. Usually the term insurance is on your life, 
but it can also be bought for your spouse and children if needed. 

Q5
  How Do I Tell the Basic Differences Between Term and 
Permanent Life Insurance? 

Let’s look at the differences between term and permanent life insur ance. For 
our present purpose, permanent life insurance includes any policy that is not 
term life insurance (i.e., one that gradually accumu lates a cash value). Typical 
examples include whole life, universal life, and variable life policies. Unfor-
tunately, it can get confusing. When a term policy accumulates a cash value, 
then it is typically a form of uni versal life policy and not term insurance at all. 
But there are excep tions. For example, a “term to age 65” policy will typically 
accumulate a cash value in the intermediate in-force years. This cash value will 
then gradually reduce to zero by age 65, when the coverage automati cally ends. 

Here is a summary of each of these kinds of insurance: 

TERM INSURANCE: 

• As the name implies, it is purchased for a specified term of years. 
• The cost (premium) is lower, especially for younger applicants. 
• Premiums systematically increase year by year as you get older. 
• Term insurance has no residual value. That is, it expires without value 

at the end of the term. 
• Less than 1% of term policies ever pay a death benefit, according to 

the most recent study of its kind.1 Don’t be misled by this statistic. 
Most term policies cannot be renewed beyond age 75, but annual 
renewal term policies (“ART”) may usually be renewed to age 100. 

1. A 1993 study of over 20,000 policies by Penn State University.
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However, ART poli cies become prohibitively expensive at the older 
ages, so renew ing them much beyond age 70 or 75 is impractical for 
most people. 

PERMANENT INSURANCE: 

• Premium payments usually (but not always) remain the same each 
year. 

• Premium payments generally are considerably higher than for term 
life insurance policies in the early years of the contract. 

• Premium payments may be discontinued under certain circum stances. 
Some policies provide significant degrees of flexibility. 

• Interest or other earnings on the cash value is tax deferred. 
• Permanent policies typically make no sense without a long term com-

mitment from the buyer, since little or no cash surrender value accu-
mulates in the first few years (in most cases). 

• Coverage may stay in-force to age 100 or longer and the policy will have 
a residual value (cash value—sometimes called cash surrender value). 

Access to the cash value is available through loans and with drawals. 

Q6
  The $64,000 Question—Should I Buy Term 
Life Insurance or Permanent Life Insurance 
and Invest the Difference? 

This the perhaps the most controversial question of all when it comes to 
selecting a life insurance policy. Life insurance people generally line up in 
one of two “camps”: The whole life camp consists of True Believers, to whom 
buying permanent life insurance is the answer to every problem except can-
cer (and maybe that, too). These people have some valid points in their favor, 
but neither camp owns the moral high ground on this issue. The term insur-
ance camp is often referred to in derisory terms by the permanent folks as 
“termites”—those whose recommendation is “buy term and invest the dif-
ference.” This means investing the difference between the (cheap) term life 
insurance pre mium and the (expensive) permanent policy in stocks or mutual 
funds. The theory is that, over time, the investment component of the two 
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will accumulate more money than the permanent policy would accumulate. 
There is little or no love lost between the two sides on this issue. 

As you might expect, the truth often lies somewhere in between the two 
opposing points of view. The two sides have polarized the issue into a dichot-
omy—an either/or situation, when in reality very often a combination of term 
and permanent life insurance is the most appro priate recommendation. So 
which is better for you depends on your specific needs and circumstances. 
There is no one size-fits-all solution to the life insurance planning problem. 

Term insurance is generally agreed to be an excellent short-term solu-
tion to a temporary need for life insurance coverage, while perma nent life 
insurance is intended to remain in-force until your death or until your needs 
change. The one that is better suited for your needs depends on your particular 
situation. If you would like assistance in making this determination, please 
contact me. 

Most people need some life insurance. As Dr. Joe Belth, Indiana Uni-
versity Professor Emeritus and one of the most respected critics of the life 
insurance industry, pointed out some years ago, there is no sub stitute for life 
insurance. No other financial product will do what life insurance accomplishes. 
It becomes a question of determining a spe cific life insurance solution for you. 
While you are young, with a grow ing family and limited budget, you will 
probably need a higher death benefit than you could afford if you purchased 
only permanent insur ance. Term insurance makes sense for you at this stage 
in life. Rates are low and benefits are high. At some point, however, you will 
probably need to own some permanent coverage in order to accomplish the 
intended purpose that life insurance is designed to fill. Permanent insurance 
provides coverage for the rest of your life prospectively. It is a vehicle for cash 
accumulation, it can provide liquidity to pay estate taxes, and it is a method for 
leveling out premiums. The last point can be very important. 

While term insurance is very cheap if purchased at younger ages, it 
becomes prohibitively expensive much beyond age 70 or 75. Buying perma-
nent life insurance early helps to ensure its affordability. The invested cash 
value element accumulates over time, helping to cover the increasing cost of 
the pure life insurance protection element in the later years. The tradeoff is 
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paying a higher, more or less level premium for many years, to avoid the prob-
lem of un-affordability in the later years. Term insurance, then, is temporary 
coverage intended to meet a short-term need over a specific time horizon. 
Permanent insurance is a long-term solution for lifetime needs. Again, which 
one is right for you depends on your individual situation. 

Q7  What Are the Different Types of Term Life Insurance? 

With that brief overview of term and permanent coverage in mind, now let’s 
take a more in-depth look at each type of insurance. Term insurance pro-
vides coverage for a specified period (term) of one or more years. It pays a 
death benefit only if you die during the specified term and if you have paid 
the required premiums to keep it in-force for the term. Term insurance usu-
ally provides the largest amount of death protection for your premium dol-
lars. Most term policies are guaran teed renewable for one or more additional 
terms, even if your health has changed. Each time you renew the policy for a 
new term, the pre mium payment will be higher and it will usually remain level 
for the balance of the term. If you are considering term insurance, be sure to 
check the premium schedule at the specified renewal ages, and find out for 
how long the policy can be renewed, if you decide to keep it. 

Many term insurance policies can be exchanged for a permanent pol-
icy during the term period. This conversion privilege could prove to be very 
important, especially if your health deteriorates and you are unable to qualify 
for a new permanent policy. Be sure to check the con version eligibility period 
as you review the coverage, before applying for a policy. Common types of 
term insurance include: 

• Annual Renewable Term (also known as yearly renewable term, 
“ART” or “YRT”)—features an annually increasing premium and a 
level death benefit. 

• Level Premium Term—features a level premium for a specified num-
ber of years (the premium may or may not be guaranteed to remain 
level). At the end of this level premium period, some poli cies allow 
you to renew coverage for another term at very favor able rates, pro-
vided that you meet the company’s underwriting criteria (i.e., your 
health remains good). This type of coverage is known in the industry 
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as re-entry term. If you don’t meet the company’s current underwrit-
ing standards and thereby do not qualify for the re-entry term rate, 
you can still keep the coverage in-force for a specified period of years 
by paying a higher rate set forth in the policy. 

• Decreasing Term Insurance (sometimes known as Mortgage Insur-
ance because this type of coverage is often used for mort gage cancella-
tion in the event of the premature death of the fam ily’s primary wage 
earner)—features a level premium and a decreasing death benefit. 
Since coverage decreases gradually over the years, the premium will be 
considerably lower than level premium term. 

• Return of Premium Term—allows the policy owner to receive the 
sum of premiums paid (sometimes with interest) after a certain term 
of years, usually the end of the level premium period. 

Q8
  How Do I Recognize the Advantages and Disadvan-
tages of Term Life Insurance? 

Advantages of Term Life Insurance: 

• Premiums are lower than permanent insurance, allowing younger 
people to buy more coverage when the need for protec tion is usually 
greatest. 

• Term is also useful for insuring specific needs that will disap pear in 
time such as mortgages or loans. Mortgage cancellation insurance, for 
example, is decreasing term coverage whose face amount (i.e., insur-
ance amount) at any given time roughly approximates the amount of 
the outstanding mortgage. If the insured person dies, the insurance 
proceeds are used to pay off the mortgage. 

Disadvantages of Term Life Insurance: 

• Premiums increase over time as the insured person grows older. This is 
also true of level term coverage; at renewal time, the pre mium goes up 
and remains level for the next term. 

• Coverage ceases when the term ends. Even when the policy may be 
renewed for another term, the ever increasing premium may make 
coverage too expensive to continue. 
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• Generally, term policies don’t offer cash value or a reduced paid-up 
insurance option. 

• According to a Penn State University study covering more than 20,000 
policies, only 1% of the policies resulted in a death claim. 

Q9
  What Are Some of the Characteristics of Permanent 
(Cash Value) Life Insurance? 

Permanent life insurance refers to any cash value type of insurance that 
provides continuous coverage to age 95 or 100 or longer. This type of policy 
generally has a level premium that must be paid to keep the coverage in-
force. Under some circumstances, premium payments may be reduced or 
stopped, but this cannot be counted upon. Permanent poli cies typically will 
accumulate a cash value, which is tax deferred. Most permanent policies 
allow you to borrow against the policy value or withdraw all or a portion of 
the cash value. 

Premiums are higher than you would pay for the same face amount of 
term insurance, but they are less than the cumulative premiums you would 
eventually pay if you were to keep renewing a term policy into advanced age. 
This is because interest earned on the cash value helps to offset the higher cost 
of pure life insurance protection as the insured person grows older. 

Some policies (e.g., universal life) allow you to vary your premium pay-
ments every year and even skip a payment if you wish. The premi ums you 
pay (less expense charges deducted from the premium pay ments) go into an 
accumulation account that earns interest. Mortality (insurance) charges are 
deducted from the account. Insurance coverage continues as long as there is 
enough money in the account to pay the insurance charges. These insurance 
and expense charges are the cost of the policy, not the premium.

The cash value of many life insurance policies may be affected by an insur-
ance company’s actual experience over time. For example, mor tality expense 
charges are based on actuarial assumptions that may require periodic adjust-
ment as national mortality experience gradually changes. Likewise, expense 
charges are affected by such factors as how efficiently the company operates, 
economies of scale, overall company expenses, and so forth. Policy loans will 
also affect the long-term per formance of a policy. 
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Q10
  What Are the Types of Permanent (Cash Value) 
Life Insurance? 

There are many types of permanent life insurance, including: 

• Endowment 
• Whole, Ordinary, or “Straight” Life (terms are synonymous) 
• Limited Pay 
• Adjustable Life 
• Adaptable Life 
• Universal Life 
• Joint or Survivorship Life 
• Variable Life 
• Variable Universal Life 
• Equity Indexed Universal Life

Every so often (annually, semi-annually, quarterly, or monthly); premi-
ums are paid into the policy. This increases the level of water of barrel. 

Monthly, the insurance company turns the spigot and takes out its 
expenses (EXP) and the mortality charges (cost of insurance/COI). If there is 
not enough water in the barrel, the policy will lapse/terminate. 

The remaining water in the barrel is the accumulated value. Subtract the 
surrender fees and this is your surrender value. 

Q11  What Are Endowment Life Insurance Policies? 

Endowment policies are infrequently sold today, yet many of these poli-
cies remain in-force. An endowment policy is similar to a whole-life policy 
(described below), in that the face amount of coverage is paid to the beneficiary 
upon the death of the named insured. The difference is that at the specified 
time the face amount is paid as a living benefit to the person designated to 
receive it, as long as the insured person is liv ing at that time. Endowment 
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policies have a number of variations. Some run for 30 years or so and then 
“endow” for the face amount, while others set the maturity or endowment date 
at attainment of a specified age (e.g., 65). Usually, premiums must be paid for 
the entire in-force period, but a few limited pay endowment policies exist. 

Q12
  How Can I Tell The Difference Between the Many 
Types of Whole Life Insurance? 

Whole life—often called ordinary life and sometimes straight life—is the 
original permanent life insurance coverage and is still the most com monly 
found in-force life insurance policy today. The concept is simplic ity itself: 
(1) premium payments are made for life at a rate fixed by the company and 
agreed to by the applicant; (2) when the named insured dies, the company 
pays the face amount to the named beneficiary. It’s that simple. The company 
can never raise the premium rate nor can it cancel the policy as long as the 
premium is paid on a timely basis (absent fraud, in which case the policy 
can be rescinded, but fraud claims are very rare). The insurance company is 
therefore promising to pay the face amount upon death, whether that occurs 
the day after coverage becomes effective or at age 99. To keep this promise, 
the company employs actuar ies who determine the premium payment levels 
that will be adequate to fund the guarantees in the policy. Life insurance 
company actuarial sci ence is, as the term implies, very scientific and fairly 
precise. It involves the pooling of risks over a large population of insured 
persons. The com pany has no idea which specific insured persons will die in 
any given year, but it knows with considerable accuracy how many will die 
each year, and their likely age distributions. This knowledge allows actuaries 
to calculate premiums and set adequate reserve levels necessary to keep the 
promises made by the company. Although this is not usually speci fied in the 
policy, if the insured person lives to the end of the specified mortality table, 
the company usually considers the policy “endowed” and pays the full face 
amount to the policy owner. 

Whole life has become much less popular over the years, with the intro-
duction of universal life, variable life, indexed life, and variable uni versal life. 
Whole life policies are more rigid than adjustable life, uni versal life, and vari-
able universal life in the sense that premiums must be paid on time or else the 
policy “lapses” (i.e., ceases or goes into a so-called non-forfeiture option mode, 
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such as extended term coverage or reduced paid-up life insurance). Whole 
life policies usually included the “automatic premium loan” feature that would 
allow the company to pay any overdue premium payments by making a loan 
from the cash value. The distinguishing feature of the whole life policy is its 
simplicity. Pay the premiums on time and the policy will pay off upon the 
insured’s death, period. The main disadvantage of whole life is the premium 
payment, which is higher than for universal life, variable universal life, and 
their variants. If the policy owner is unable to pay the premiums due to job 
loss, illness, or other circumstances, the policy will lapse. 

Policy loans are usually available, but borrowing from a policy can lead 
to its eventual lapse if the loan is not repaid. For more information on policy 
loans, please refer to Chapter 10, Questions 106–109, which discuss policy 
loans in detail, as policy loans can be a very complex and destructive factor to 
your coverage. 

The cash value in a whole life policy is invested by the insurance company 
through its general investment portfolio. In contrast, variable universal life 
policies have the cash value component invested in sepa rate accounts (more 
on this later). 

Whole life policies are either participating or non-participating (par v. 
non-par). A participating policy charges a higher premium and in return pays 
regular dividends to the policy owner. Non-par policies pay no dividends and 
premiums are usually lower than par policies. Dividends can be utilized in 
several different ways. Dividends are not guaranteed and depend on the com-
pany’s actual experience with the book of in-force business. Dividend options 
include (a) cash; (b) pur chase of fully paid-up life insurance in small incre-
ments with each divi dend; and (c) reduction of the next premium payment; 
(d) retention by the company at interest; and (e) purchase of one-year term 
insurance in an amount equal to the then cash value (the so-called fifth divi-
dend option; that was popular with policy owners who wanted to maximize 
the face amount of coverage during the early in-force years). It is important 
to understand that dividends are bought and paid for when you apply for a 
participating policy. The trade-off for dividends is higher premiums. 

Here is a brief overview of the many types of whole life insurance: 
Ordinary Life provides permanent lifetime coverage with premi ums 
payable for the whole of life. This is the original whole life pol icy also 
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known as straight life and continuous premium whole life. Ordinary 
life policies provide permanent protection for a level annual premium 
outlay (the mortality costs are spread over the life of the policy). Cash 
values normally increase at a fairly constant rate, equaling the face 
amount at age 100. Cash values in early years are typically low, due to 
the high costs of policy sale and issuance. These costs include under-
writing and administrative expenses, with the largest portion repre-
sented by the agent’s commission, ranging from 40% to 80% or more 
of the first-year premium. 

Limited-Payment Whole Life pays the face amount at death, but the 
premium payments are compressed into a shorter payment period. 
At the end of the premium payment period, the policy becomes paid 
up for its full face amount. This limited payment period is expressed 
as “paid up at age X” or by the number of years premiums must be 
paid (e.g., 20 pay life or paid-up-at-65). Since the premium-paying 
period is shortened, the annual premium is higher and is the actu-
arial equivalent of lifetime premium pay ments. This category also 
includes single-premium whole life, which is no longer popular due to 
changes in the tax laws several years ago that established the so-called 
Modified Endowment Contract Rules (“MEC”). In general, however, 
MEC rules involve a calculation to determine whether a life insur-
ance policy will be treated for tax purposes as an insurance contract 
or an investment contract. If the former, withdrawals are treated as a 
tax-free recovery of the contract’s original cost basis until the entire 
basis has been withdrawn. Subsequent withdrawals are fully taxable at 
ordinary income tax rates. If the latter, withdrawals are treated for tax 
pur poses on a last-in, first-out basis. This means that all withdrawals 
are treated as taxable interest until they cumulatively equal all interest 
earnings in the contract. Further withdrawals are then treated as non-
taxable recovery of basis. 

Indeterminate-Premium Whole Life sets the premium payment at a 
rate lower than the maximum rate that the company reserves the right 
to charge. Usually, the actual premium rate represents a significant 
discount from the maximum premium the company may charge, and 
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this discounted premium rate may be guaran teed for several policy 
years. Thereafter, the company annually declares (sets) the premium 
rate, which is usually lower than the maximum rate but may be more 
than the initial rate. The policy is designed and priced so that when 
the company has favorable mortality, investment, and expense experi-
ence, the policy owner shares in that favorable experience in the form 
of lower premium payments. 

Current-Assumption Whole Life is a whole life variant that makes use 
of a current interest rate in setting the cash value, along with an inde-
terminate premium structure (see the explanation above). This cover-
age type is also commonly referred to as “Interest-Sensitive Whole 
Life.” Most of these products take into account current mortality and 
expense charges rather than those guaranteed by the contract. 

The policies described above work as follows: The premium is paid to 
the insurance company, which deducts expense charges (the con tract specifies 
the maximum that can be charged; however, most com panies usually charge 
less). Many of these types of policies have no stated expense charges; instead 
there are higher mortality charges and a margin built into the interest earn-
ings credited to the cash value. The net amount remaining is added to the 
preceding year’s accumulated fund balance to come up with a beginning year 
balance. Interest is added to the balance based on the insurer’s current rate. 
Then mortal ity charges are deducted (these charges are calculated based on 
the maximum permissible rates as set forth in the contract or, more often, 
on lower current rates). This rate is applied to the policy’s net amount at risk 
(face amount less cash value). Typically the contracts stipulate that surrender 
charges will be levied against the fund balance to arrive at the net surrender 
value. This value is never less than that required by non-forfeiture law. 

These come in many variations, such as limited-pay and lifetime-pay pre-
miums. The shorter the premium payment period, the higher the premium. 
The company sets the premium rate and deducts cer tain expense charges from 
premiums received. The contract states the maximum premium that can be 
charged; although companies often charge less. 

The net amount remaining is added to the preceding year’s accu mulated 
fund balance to constitute a beginning year balance. Then the insurer credits 
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interest to this balance and then mortality charges are assessed. These charges 
are calculated based on the maximum permis sible rates allowed in the con-
tract or, as is typical, on lower current rates. Most of these contracts stipulate 
that surrender charges will be levied against the fund balance to arrive at the 
net surrender value. This value is never less than that required by the standard 
non-forfei ture law. The surrender charges decline in percentage annually and 
usually last for ten to sixteen years. 

Variable (Whole) Life Insurance—See Question 14 

Single Premium Whole Life (“SPWL”) policies never really caught 
on with the public, probably due to the high initial outlay (often 
approaching 50% of the initial face amount for an insured at age 35). 
An exception is the early 1980s, when this type of policy was heav-
ily promoted for its then favorable tax treatment (which Congress 
changed in the mid-1980s). At that time, the policy owner could pay 
a single premium and then borrow the interest earnings each year, 
while deducting the loan interest. The modified endowment contract 
(“MEC”) rules adopted in 1987 ended this practice (the MEC rules 
are addressed later in this report). With SPWL, the purchaser pays a 
single premium to the insurance company, which credits current rates 
of interest to the fund value. Instead of mortality and expense charges 
being deducted annually from the cash value, they are netted against 
the interest credited to the fund. Unfortunately, this tends to create 
the appearance that there is no deduction for these charges. 

Other, less common types of whole life policies include modified life, the 
so-called “Economatic” policy, indexed whole life, graded premium whole life 
and, as briefly discussed above, single premium whole life. 

Q13  What Is Universal Life Insurance? 

Universal life arrived on the insurance scene in the early 1980s. It was billed 
as the ultimate in life insurance flexibility, because it gives the policy owner 
considerable flexibility as to the amount and timing of premium payments, 
and the face amount of coverage can be changed (down at any time, up with 
evidence of continued insurability). 
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Universal life—popularly known as “UL”— is unique in the sense that a 
UL policy “unbundles” the pricing elements that make up a tra ditional cash 
value policy (interest earnings, mortality costs, and com pany expenses) and 
prices them separately. 

Think of a UL policy as a bucket into which you pour liquid money. The 
bucket has a spigot at the bottom, and the company turns the spigot to drip 
money out of the bucket to pay for the expenses associ ated with the policy. 
Meanwhile, money left in the bucket earns inter est at a rate declared by the 
company. It is the policy owner’s responsibility to keep enough money in the 
bucket (by making ade quate, timely premium payments) to pay the policy 
expenses as they come due. While the policy owner must put enough money 
into the bucket to keep the policy in force (otherwise, it will lapse), there 
is complete discretion as to when premium payments will be made and in 
what amounts. 

Alas, while UL policies are appropriate in the right circumstances, they 
have failed to live up to their initial billing as the complete solu tion to most 
permanent life insurance needs. To better understand why, think of a tra-
ditional whole life policy. The policy owner has but one responsibility—to 
pay the premiums when due. If premiums are paid when they come due, 
the policy will never lapse, and eventually it will mature as a death claim, 
period. UL is different. If the policy owner fails to fund it adequately, UL 
may turn out to be temporary rather than permanent life insurance. On a 
traditional whole life pol icy, the pricing elements are bundled together and 
guaranteed for the life of the policy. On a UL policy, the company may 
change pricing ele ments subject to certain limits set forth in the policy. 
Thus, the com pany may raise the expense charges and mortality costs and 
lower the amount of interest credited to the accumulating funds “bucket.” 
Many UL policy owners have been disappointed to learn that what they 
thought was permanent life insurance turned out to be unaffordable as they 
grew older. Moreover, the life insurance industry generally did an inad-
equate job of educating their customers about UL. As a result, thousands 
and perhaps tens of thousands of policy owners today own UL policies 
that are ticking away like time bombs destined to explode (lapse) because 
of inadequate cash value. 
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UL policies were designed to be transparent to the consumer in the sense 
that the policy owner sees exactly how much money is put into the bucket, how 
much interest is credited on the bucket funds, and how much is withdrawn 
periodically by the company to pay the expense elements in the policy. In the-
ory, this is a major step forward, but the problem is one of communication. In 
reality, many policy own ers do not understand how their UL policies work and 
therefore are unaware that their policies are likely to lapse before life expec-
tancy has been attained. Companies report to their policy owners by means 
of periodic statements showing the amount of money in the bucket, inter-
est earned, and amounts withdrawn. Inevitably, these statements are complex 
and not easily understood. While these periodic reports are useful, their main 
benefit is the comparison between actual results achieved and forecast results. 

UL policy owners are well advised to ask the company for a so-called 
in-force illustration at least every two or three years. An in-force illustration 
is a printout that consists of several columns of numbers based on current val-
ues and assumptions compared with guaranteed minimum values. Some such 
illustrations provide three separate pro jections, including a minimum guaran-
teed projection, a favorable pro jection, and a slightly pessimistic one. An in-
force illustration is essential because it is the only effective way to monitor the 
progress of a UL policy. Keep in mind that most UL policies sold prior to the 
mid-1990s were based on the assumption that the higher interest rates of that 
era would continue indefinitely. Falling interest rates mean that many of those 
policies are destined to lapse long before the policy pays off as a death claim 
due to inadequate premium funding. Furthermore, some UL companies have 
subsequently increased their mortality and expense charges to levels higher 
than those illustrated when the poli cies were originally issued. 

Guaranteed universal life policies, which are discussed later, allow a policy 
owner to pay a specific premium that will guarantee the death benefit. 

EQUITY-INDEXED UNIVERSAL LIFE
Equity-indexed universal life insurance (EIUL) is a newer form of universal 
life that is extremely complex and combines elements of variable life insurance 
into the mix. The main difference between this and traditional universal life is in 
how excess interest is credited. Most EIUL policies have two separate accounts 
that can be used to credit interest. One account has a fixed interest rate that 
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is declared by the insurance issuer periodically. The second account provides 
an equity index option that offers you the opportunity to earn rates of interest 
based on positive equity (stock) market returns. However, the cash value of the 
EIUL policy is not exposed to losses due to negative market returns.

The amount of interest credited to your cash value is tied to the perfor-
mance of the policy's particular equity index. Therefore, in years where the 
index performs well, the interest credited to the policy’s cash value rises, and 
in years where the index performs poorly, your interest rate falls. Typically 
EIUL policies guarantee that the interest rate will never fall below zero so 
that the policy won’t lose money if the stock market index declines. 

The first thing to watch out for is that these policies usually have a cap or 
limit on the amount of interest that can be credited to your policy. Therefore, 
if the the cap is 10%, and the index return is 14%, you will only participate in 
the 10% return. The reasoning is that this would offset the life insurance com-
pany’s assumption in years where there is a negative return in the stock market 
index. Companies use a range of indexes that include the S&P 500, Dow 
Jones Industrial Average, Lehman Brothers Bond Index, and FINRAAQ. 

The insurance companies can, at their discretion, adjust the participation 
rate, so that a policy owner receives a lesser percentage of the total return. This 
is an important thing to look for. Some companies will offer a 100% partici-
pation rate guaranteed for the life of the policy, while others will not provide 
such a guarantee. 

Therefore, if the market returns 14% as mentioned above, the policy has a 
cap of 10% and the participation rate is 80%—the actual credited return rate 
on the policy is 8% (10% overall return rate times 80%). 

There are also different indexing methods that are used in measuring the 
market return:

• Annual point-to-point method—The annual point-to-point method 
compares the value of the equity index at the beginning of the term 
to its value at the end of the term, disregarding market fluctuations 
in between. Each term is one year. If the ending index value is higher, 
interest is credited annually subject to the participation rate and cap. 
If the ending index value is lower, then no interest is credited, unless 
the policy guarantees a minimum interest credited to the cash value.
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• Daily averaging method—The daily averaging method takes the 
average daily index value over the entire index term and compares this 
average to the beginning index value on the first day of the index term. 
Most index terms are one year. If the average daily index value over the 
entire index term is greater than the beginning index value, interest is 
credited subject to any applicable participation rate and cap.

• Monthly averaging method—The monthly averaging method is 
similar to the daily averaging method except that the index value is 
recorded on a particular date of each month, usually for 12 consecutive 
months. The average of each of the 12 monthly values is then com-
pared to the beginning index value on the first day of the index term. 
If the average index value over the entire index term is greater than the 
beginning index value, interest is credited subject to the participation 
rate and cap if applicable.

Q14
  What Are Variable Life and Variable Universal Life and 
Why Are They Different? 

Variable Life and Variable UL provide death benefits and cash val ues that 
vary with the performance of an underlying portfolio of investments. These 
are some of the most difficult policies to under stand. UL policies earn interest 
on the cash value bucket, as described above. The company invests the pre-
mium dollars as part of the com pany’s so-called General Account. In other 
words, the insurance com pany bears the risks inherent to investing and credits 
in-force UL policies with interest based on the company’s investment results. 
There is, however, no direct link between the company’s investment port-
folio and the declared interest rate on UL policies. There is a rela tionship 
between what the company earns on its investments and the interest it credits 
to UL policies, but this relationship is indirect. In con trast, Variable Life and 
Variable UL policies invest the cash value bucket in a variety of investments 
from which the policy owner chooses. These are usually referred to as invest-
ment sub-accounts. There is a direct link between the performance of the 
investment sub-accounts and the amount earned on the cash value bucket. 
For exam ple, if the policy owner chooses one or more sub-accounts that are 
invested in the stock market, and the market drops, the policy may be inad-
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equately funded and the policy owner will have to put in addi tional funds to 
keep it in force. On the other hand, if the stock market does well, the earnings 
on the cash value bucket may well exceed con siderably the amount that would 
be earned on a UL cash value bucket. 

Variable Life comes in both UL and whole life versions. Usually, the policy 
owner has a choice of investment sub-accounts that range from the conserva-
tive (bond or money-market funds) to aggressive (growth-stock funds). Vari-
able Life and Variable UL must by law be sold with a prospectus, and you 
will definitely want to read the prospectus before buying one of these policies. 
The prospectus is a lengthy document and it is tedious to pore through it. 
Nonetheless, it will disclose vitally important information that will affect the 
policy’s future performance. If you cannot or do not want to bother with the 
prospectus, it is essen tial that you seek competent advice from someone quali-
fied to help you choose the right policy for your circumstances. Because of the 
direct link between performance of the investment sub-accounts and the cash 
value bucket, the cash value of a Variable Life/Variable UL policy is not guar-
anteed and the policy owner bears that risk. However, by choosing among the 
available fund options, the policy owner can create an opti mum allocation of 
funds to the available investment sub-accounts in order to best meet the stated 
objectives and risk tolerance. Good invest ment performance leads to higher 
cash values and, ultimately, higher death benefits. On the other hand, poor 
investment performance leads to reduced cash values and death benefits. Some 
policies guarantee that death benefits cannot fall below a minimum level. 

When you are discussing the possibility of purchasing a Variable Life or 
Variable UL policy, you will be provided with a proposal and the prospectus. 
Because the policy owner decides how the cash value bucket will be invested, 
there are more choices to make than on a UL policy—and more things that 
can go wrong. On the other hand, the policy owner has more control over the 
cash value bucket. Whole life, UL, as well as Variable Life and Variable UL 
all permit policy loans. Keep in mind that taking out a loan puts the policy 
at much higher risk of lapsing prematurely. A loan can also result in adverse 
tax conse quences under certain circumstances. A Variable Life or Variable 
UL policy may be surrendered for its cash value at any time and the policy 
owner also has the option of exchanging the policy for an annuity con tract. 
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It is always a good idea to be mindful of the fact that buying any form of 
permanent life insurance and keeping it only a few years will prove to be 
an expensive way of buying temporary life insurance. Term life insurance is 
extremely cheap and, if the need for insurance is temporary, term is the pre-
ferred solution. 

Issues to consider with Variable Universal Life that can offset the tax 
advantages of life insurance are the following charges: 

• Federal and state premium taxes that vary among states but average 
around 3% of premiums

• M&E (mortality and expense) charges assessed against cash val ues 
that range, among policies studied, from 60 to 90 basis points (with 
100 basis points equaling 1 percentage point)

• Investment management assets charges that vary, among policies 
studied, from 20 to 162 basis points

• Surrender charges that typically exceed the first year’s premium and 
last from 10 to 15 years
(The issues on the preceding page are from a report on Variable Universal 
by James Hunt, Consumer Federation of America.) 

Before allocating future premium payments to the investment sub-
accounts, check them out carefully. Make sure they fit the policy owner’s risk 
tolerance. Are they well balanced? Is there a range of investment choices that 
suits all risk tolerances? There are many factors that affect the performance 
and well being of a Variable Life or Variable UL policy. Please note that this 
is not investment advice and is strictly advice from the life insurance perspec-
tive. For advice on the investment accounts, please consult a properly licensed 
financial/investment advisor. 

Q15  What Are No-Load/Low-Load Life Insurance Products? 

There is one other type of life insurance coverage and those are no-load life 
insurance products, which are designed for advisors who are compensated on 
a fee basis. At least in California, this is limited to those who meet the criteria 
discussed in Question 60. However, this regulation is frequently broken. You 
may wish to check with your State’s Insurance Department (see Appendix A 
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for a directory with contact information). Some states do not have any type of 
regulation for fee-based life insurance advising and consulting. 

These products were designed to help reduce policy costs, allow more 
of each premium to be credited to the policy and enable cash val ues to grow 
quickly. Some of the products have no percent-of-premium charges, no policy 
charges, and no surrender charges. The companies do take a cost-of-insurance 
charge and credit interest (to the client). 

Traditional “load” policies pay a first-year commission ranging from 25% 
to 90% or more (of the premium). Renewal commissions (on future premi-
ums) range from 2% to 5%. On most term policies, there is no renewal com-
mission paid. 

On the traditional “load” policies there are very high (up to 100%) sur-
render charges for at least the first five years. After the first year, the surrender 
charges decrease at a faster rate until they become non-exis tent anywhere 
from the tenth up through the twentieth year (usually). A surrender charge is 
the percentage that a company deducts from your cash/accumulation value. 

As no-load policies have no first-year commissions, there are much 
higher early cash values. Usually, there are minimal if any surrender charges. 
Depending on the situation, the first-year cash value may exceed the pre-
mium. However, while greater access to policy account values is a clear benefit, 
no-load policies may or may not charge lower costs in the long run. Cost of 
Insurance (COI) charges are the largest expense charged in any insurance 
policy (typically 85%), and these COIs vary by as much as 80% (source: Vera-
lytic). On the other hand, sales loads average at most 15% over the life of a 
policy, so it’s important to understand both sales loads and COIs. 

Very few life insurance companies (less than 1%) have no-load life insur-
ance policies. This is due to the fact that there has not been a high demand 
for these products. It is basically a catch-22 situation; the companies do not 
introduce these products as they say that the advi sors are not interested; 
which is true, because most advisors are not properly licensed (which does not 
stop many of them) and also because the agents are not willing to forgo the 
high first-year commis sion. If the companies introduced a wider selection of 
products and worked with the agents as discussed in Question 60, then the 
advisors might get properly licensed and be able to sell these products. 
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The other issue at this time is that, for the most part, while the cash value 
of a no-load/low-load policy for the first few years is signifi cantly higher than 
with a traditional product, over the long term the cash values become similar. 
The concept of these products is excellent; however, their day has not come yet. 

Q16
  What Are Some Advantages and Disadvantages of 
Permanent (Cash Value) Life Insurance: 

Advantages of Permanent (Cash Value) Life Insurance: 

• As long as the necessary premiums are paid, protection is guar anteed 
for life. 

• Premium payments can be fixed or flexible to meet personal financial 
needs. 

• The policy accumulates a cash value that may be borrowed against. 
(Loans must be paid back with interest or else the benefi ciary will 
receive a reduced death benefit.) You may borrow against the policy’s 
cash value to pay future premiums or use the cash value to provide 
paid-up insurance (with certain policies). 

• The policy’s cash value may be surrendered partially or wholly for the 
cash value, or it may be converted to an annuity. (An annuity is an 
insurance product that provides an income for a person’s lifetime or 
for a specific period of time.) 

• A “rider” (additional feature) can be added to a policy, giving you the 
option to purchase additional insurance without taking a medical 
exam or having to furnish evidence of insurability. 

• It pre-funds rising high insurance costs. 
• The cash value accumulates on a tax-deferred basis in most cases 

(based on current tax law, which could change). 

Disadvantages of Permanent (Cash Value) Life Insurance: 

• Higher premium payments, compared to term life insurance, may 
make it hard to buy enough protection. 

• It may be more costly than term insurance if you don’t keep it long 
enough. Premiums are higher than term in the early years of the 
contract. 
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Questions 9 through 15 are an overview of the various types of poli cies 
available. Since there are many unique products available in the market-
place, be sure that you are making a valid, “apples to apples” comparison 
between policies. 

Q17  What Is a Policy Rider? 

A policy rider is an optional benefit that can be added to a policy for an extra 
premium. Legally, it is defined as a document that amends the policy or cer-
tificate. It may increase or decrease benefits, waive the condition of coverage, 
or in any other way amend the original con tract. Examples are: 

• Accelerated Death Benefit Rider—Rider that allows payment of a 
portion of the face amount prior to the death of the insured, if the 
insured is diagnosed with a terminal illness or injury. 

• Accidental Death Benefit—A benefit in addition to the face amount 
of a life insurance policy, payable if the insured dies as the result of an 
accident. Sometimes referred to as “double indemnity.” 

• Annual Renewable Term Rider—Term life insurance that is 
“blended” into the policy, which reduces the premium and will 
reduce the cash value. 

• Child Rider—Rider that provides insurance to the insured’s child(ren). 
• Cost-of-Living Rider—Benefit that can be added to a life insurance 

policy under which the policy owner can purchase one-year term 
insurance equal to the percentage change in the consumer price index 
with no evidence of insurability. 

• Disability Income Rider (generally on older policies)—This rider typi-
cally pays a monthly benefit of 1% of the death benefit of the coverage, 
in the event of permanent and total disability. 

• Guaranteed Insurability Option—Allows the purchase (optional) of 
additional coverage at certain intervals without providing evi dence of 
insurability (no underwriting). 

• Living Benefits Rider—A rider that allows insureds who are termi-
nally ill or who suffer from certain catastrophic diseases to col lect part 
of their life insurance benefits before they die, primarily to pay for the 
care they require. 
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• Other Insured Rider—Rider that provides coverage to an eligi ble 
business or family member other than the insured.

• Spousal Rider—Rider that provides coverage to the insured’s spouse. 
• Terminal Illness Rider—See Living Benefits Rider above. 
• Waiver of Cost of Insurance Rider (universal life policies gener ally)— 

Waives the cost of insurance in the event the insured becomes totally 
and permanently disabled during the life of the policy. 

• Waiver of Premium Rider (term and whole life policies gener ally)— 
Provides that in the event the insured becomes totally and perma-
nently disabled before a specified age, premiums on the contract will 
be waived during the continuance of the contract. 

Keep in mind that many of these riders are more profitable for the insur-
ance carrier. Each carrier only offers certain riders per policy. 

Q18  Are There Any Other Types of Life Insurance? 

• Credit life insurance—This insurance is designed to pay off the bal-
ance of a loan if you die before you have repaid it. Credit life insur-
ance is available for many kinds of loans, including student loans, 
auto loans, farm equipment loans, furniture, and other per sonal 
loans, including credit cards. Credit life insurance can be purchased 
by an individual. Usually it is sold by financial insti tutions making 
loans, like banks, to borrowers at the time they take out the loan. If 
a borrower dies, the proceeds of the policy repay the loan directly to 
the lender or creditor. Here’s what the Federal Trade Commission 
(FTC) has to say:

Before deciding to buy credit insurance from a lender, think about 
your needs, your options, and the rates you’re going to pay. You 
may decide you don’t need credit insurance. If you do, credit insur-
ance can be an expensive form of insurance. For example, it may 
be less expensive and more practical for you to get life insurance 
than credit insurance. The FTC has questions that you should ask 
before deciding to buy credit insurance at https://www.consumer.
ftc.gov/articles/0110-credit-insurance.
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• Family income life insurance—This is a decreasing term policy that 
provides a stated income for a fixed period of time, if the insured per-
son dies during the term of coverage. These pay ments continue until 
the end of a time period, specified when the policy is purchased. 

• Family insurance—A whole life policy that insures all the mem bers 
of an immediate family—husband, wife, and children. Usually the 
coverage is sold in units per person, with the pri mary wage-earner 
insured for the greatest amount. 

• Juvenile insurance—This is life insurance on a child. Coverage is paid 
for by an adult, usually the parents or guardians. Such poli cies are not 
considered traditional life insurance because the child is not producing 
an income that needs to be protected. However, by buying the policy 
when the child is young, the par ents are able to lock in an extremely 
low premium rate and allow many more years of tax-deferred cash 
value buildup. 

• Mortgage insurance—This decreasing term coverage is designed to 
pay off the unpaid balance of a mortgage if you die before the mort-
gage is paid off. Premiums are generally level throughout the term of 
the policy. The policy is usually independent of the mortgage, mean-
ing that the financial institution granting the mortgage is separate 
from the insurance company issuing the policy. The proceeds of the 
policy are paid to the beneficiaries of the policy, not the mortgage 
company. The beneficiary is not required to use the proceeds to pay 
off the mortgage.

• Senior life insurance—Also known as graded death benefit plans, 
they provide for a graded amount to be paid to the benefi ciary. For 
example, in each of the first three to five years after the insured dies, 
the death benefit slowly increases. After that period, the entire death 
benefit is paid to the beneficiary. This might be appropriate if the ben-
eficiary is not able to handle a large amount of money soon after the 
death, but would be in a better position to handle it a few years later. 

According to consumer organizations, some of these can be the worst 
types of products in the financial world; so if you are considering one of these 
products, be sure to compare it with a traditional life insurance product. 
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Q19
  How Do I Make a Cost Comparison Between 
Life Insurance Policies? 

Making a cost comparison between permanent life insurance poli cies is dif-
ficult even for trained professionals because current regulations in most states 
for most product-types permit insurers to “quote” low premiums and project 
high account growth while at the same time charging high costs without dis-
closing the higher risks of under-performance, additional “premiums calls” in 
the future, or even policy lapse. The good news is that comparing the cost of 
term life policies is relatively easy because the premium is the cost of a term life 
policy. First we will address term life insurance coverage, and then we’ll look at 
permanent life insurance coverage. After that you will find different methods 
of comparing permanent life insurance policies. 



Q&ACHAPTE R 3

CHOOSING AND EVALUATING A 
LIFE INSURANCE POLICY 

Q20  How Do I Choose a Term Life Insurance Policy? 

Being human, we crave simplicity because it is, well, simpler that way. Term 
life is frequently put forward as the easy answer for any person who is not 
interested in learning the intricacies of various life insur ance policies. With 
term, it is easy for it to be the right answer since term insurance is perfectly 
adequate in the majority of situations. 

So with that being said, how do you evaluate the various term policies 
available in the marketplace as well as monitor your existing term policy? 

Much has been written about how to compare the costs of different life 
insurance policies. With term life insurance, this is very simple as long as you 
ensure that you are comparing similar policies. Make sure that you are com-
paring different policies offering identical coverage. For example, compare 
the cost of a 10-year level premium term policy only to another 10-year level 
premium term, not to a 5-year term or decreasing term pol icy. The policy with 
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the lowest cost is the one with the lowest premium. The term period is the 
number of years that premiums remain level until the policy expires or is up 
for renewal for another term: currently either 1, 5, 10, 15, 20, 25, or 30 years. 
Again, with term life insurance, the policy with the lowest cost is the one with 
the lowest premium. 

The challenge comes when you are comparing dissimilar term poli cies, 
such as comparing an Annual Renewable Term Policy with a Guaranteed 
Level Premium Term. Then you have the variations among level premium 
term policies with different guaranteed periods (e.g., 5 years, 10 years, 15 
years, etc.), and you have to use your best judgment in determining whether 
you wish to compare guaranteed or projected rates. 

An informed comparison should consider any differences in com pany 
ratings from the insurance rating agencies (e.g., AM Best, Standard & Poor’s, 
Fitch and Moody’s) as well as such intangibles like how well each company 
has treated policy owners in the past. It is also helpful to keep in mind that 
competition for term business has been aggressive in intensity for a number of 
years, and company actuaries have been aggressively pricing their policies to 
attract new business, anticipating favorable long-term mortality experience. 
This premium rate cutting may work out or it may turn out, in retrospect, to 
have been overly aggressive. In other words, there is no way to know what will 
happen in the future. 

Factors to consider: 

• How many years the premium is guaranteed 
• Strength of company, as measured by the insurance rating agencies 
• Convertibility (option to exchange without evidence of insurabil ity, at 

the same rate class, to a permanent/cash value policy) 
• Length of time convertibility option may be exercised 
• Products available for conversion (some companies give you a number 

of choices, while some limit you to one policy that is typically not a 
good value compared to other available policies) 

• Disability options, if any 
• Conversion credit (i.e., reduction in first-year premium as an incentive 

to convert to permanent insurance) 
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• Extra cost riders available such as: Disability Waiver, Return of Pre-
mium, Family Rider, Accidental Death Benefit, Guaranteed Insur-
ability Option, Child Rider, and Terminal Illness Rider. 

Q21
  What Are Life Insurance Illustrations and 
How Can They Help? 

Before life insurance illustrations were introduced, life insurance agents (that’s 
what they called themselves in those days—nowadays an agent is more likely 
to use a title like financial consultant or finan cial planner) used something 
called a rate book. The rate book con tained virtually everything the agent 
and the prospective customer needed to know about the proposed life insur-
ance policy. Because there was no such thing as indeterminate premiums and 
adjustable life in those days, the cash value increased at a rate that could easily 
be shown as a value per $1,000 of face amount in the rate book. Term insur-
ance was not typically used except for group term life insurance for employee 
benefit purposes. 

Q22
  How Do I Read a Typical Term Life Insurance 
Illustration? 

The following term illustration provides information about all facets of this 
product. The first page shows the factors that the illustration is based on. It 
continues with renewable period and the conversion period. The next page 
illustrates the premium. 

Sample Term Policy Illustration and Explanation 
This illustration is for a renewable and convertible life insurance policy pro-
viding a level death benefit with guaranteed level premiums for the first 
(number of years) years. After (number of years) policy year, pre miums will 
increase annually. 

Underwriting Class
Premiums and policy charges illustrated for this coverage are based upon male, 
age 45 at Preferred Plus. Actual premiums for the insur ance coverage may vary 
from the illustration depending on the out come of the underwriting process. 
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Initial Death Benefit
The death benefit illustrated is $500,000. This benefit may be continued to age 
95 if appropriate premiums are paid. 

Initial Premium
This illustration is based on the premium of $375. The payment fre quency 
selected is annual. Premiums can be paid annually, semi annually, quarterly, or 
monthly by pre-authorized bank draft. If you elect to pay the premium more 
frequently than annually, there will a surcharge dependent on the mode, and 
the total yearly outlay will be greater than the annual premium. 

Guaranteed Renewable
This policy may be renewed annually without evidence of insurability to the 
insured’s age 95 provided appropriate premiums for each renewal period 
are paid. 

Guaranteed Conversion
Upon request you have the right to convert all or part of the death ben efit to 
a permanent life insurance plan for the duration of the guaran teed level pre-
mium period, or the insured’s age 70, whichever comes first. Policies issued at 
the insured’s age 66 or older are convertible during the first five policy years. 
Evidence of insurability is not required. The conversion must meet company 
rules at the time of con version. 

This policy does not provide any nonforfeiture benefits (such as cash sur-
render values) during the level term period. This means that if you fail to pay a 
premium within a specified time of its due date, this policy will lapse without 
any value. You should compare this policy to other level premium life insurance 
policies. Other policies may provide identical coverage with nonforfeiture ben-
efits, however, such policies may have higher premiums than the premiums for 
this policy. When considering the purchase of this policy, you should compare 
the value of having nonforfeiture benefits (such as cash values). 

Sample Term Life Insurance Policy Illustration Detail 
This illustration assumes that premiums are paid at the beginning of each 
payment period. The payment period for each policy year is annual. 
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Current 

Policy
Year

Insured
Age

Annualized
Premium

Death
Benefit

1 45 $375 $500,000 

2 46 $375 $500,000 

3 47 $375 $500,000 

4 48 $375 $500,000 

5 49 $375 $500,000 

6 50 $375 $500,000 

7 51 $375 $500,000 

8 52 $375 $500,000 

9 53 $375 $500,000 

10 54 $375 $500,000 

11 55 $5,915 $500,000 

12 56 $6,525 $500,000 

13 57 $7,170 $500,000 

14 58 $7,865 $500,000 

15 59 $8,655 $500,000 

16 60 $9,530 $500,000 

17 61 $10,855 $500,000 

18 62 $12,385 $500,000 

19 63 $14,165 $500,000 

20 64 $16,215 $500,000 

21 65 $18,540 $500,000 

22 66 $21,110 $500,000 

23 67 $23,970 $500,000 

24 68 $27,125 $500,000 

25 69 $31,430 $500,000 

26 70 $35,545 $500,000 

27 71 $40,905 $500,000 

28 72 $45,800 $500,000 

29 73 $52,235 $500,000 

30 74 $59,585 $500,000 
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Q23
  What Should I Look for in a Term Life Insurance 
Illustration? 

Reading a term life insurance illustration or spreadsheet is not always as 
straightforward as it may seem. The following factors are important to con-
sider when evaluating and comparing term life insur ance illustrations. Usu-
ally only a few of these will apply to a particular policy, and some are rarely, 
if ever used: 

• Carrier Ratings and Financial Profile—See Chapter 4, Questions 
43-54. 

• Cash Value—This policy generates a guaranteed cash value after a cer-
tain year. 

• Conversion/Exchange Option—Term life insurance policies are usu-
ally convertible for a specified number of years or to a speci fied age. 
The number of years varies from company to company. Convertible 
means the policy owner has the right to exchange the policy for a 
permanent insurance policy regardless of changes in health or finances 
and with no suicide and contestable periods (a period where the policy 
is negated if the insured com mits suicide or there is fraud). If the 
policy is converted, the new policy will be issued with the same rate 
classification as the term policy. Some carriers will give you a num-
ber of choices to convert to, while some limit you to one policy (this 
can sometimes be the com pany’s less competitive policy). Oftentimes 
there is conversion credit (i.e., reduction in first-year premium). 

• Current with Re-Entry Premiums—Assumes the purchase of a brand 
new policy, with premiums based on then current rates at the insured’s 
attained age, with the insured providing evidence of insurability. Rates 
shown assume the insured re-qualifies for the same rate classification. 
Re-entry is assumed to occur at the end of the policy’s level period or 
year 10 for ART/YRT products. Note that there may or may not be 
a new suicide and contestabil ity period. It is important to understand 
that, if the policy holder’s health declines by the time of re-entry, he/
she may have to pay higher premiums than the “With Re-Entry” pre-
miums shown in order to purchase a new policy. In addition, if the 
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insured’s health declines substantially, the insured may not be able to 
obtain a new insurance policy at any price. Carriers that do not have 
a re-entry provision will not show any re-entry rates after the initial 
level period. The right to apply for re-entry may or may not be guar-
anteed. It is the policy owner’s responsibility to initiate the application 
for re-entry. 

• Current Without Re-Entry Premiums—These premiums do not 
require re-qualification (providing evidence of insurability) after the 
policy is issued. Future premium rates shown beyond the guaranteed 
level period are not guaranteed and may be changed by the carrier 
without notice, subject to the maximum guaranteed premiums. Guar-
anteed and non-guaranteed rates are shown on the carrier’s compli-
ance illustration, along with additional important information. 

• Dividends—Dividends illustrated are based upon the current divi-
dend scale and can be changed by the company. 

• Guaranteed Premiums—Guaranteed premiums are the carrier’s pub-
lished, guaranteed premiums and are those shown under the heading 
“Guaranteed” (or “Maximum”) premium rates. At the end of the level 
period, the “Guaranteed” rates shown are the highest premiums that 
the carrier will charge the policyholder. Actual premiums will be the 
then current premiums, which may be less than but never more than 
the guaranteed rates shown. 

• Insurance Age—Depending on whether a carrier uses insurance age 
(your actual age plus six months and one day), age nearest birthday 
(the typical methods used by almost all carriers), actual age, or age 
last birthday, it will have an effect on the desired effec tive date of your 
policy. The company’s pricing reflects its age rating method. This can 
be offset by backdating a policy to “save insurance age”; i.e., having 
a policy backdated to just prior to an insurance age change, which 
would mean a lower premium for the life of the policy. I have never 
found a reasonable answer as to why insurance carriers all don’t sim-
plify this by going with actual age and date of birth. 

• Modal Factor (How Often You Pay the Premium)—This is a fac-
tor applied to the annual premium to derive the premium due for 
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semi-annual, quarterly, and monthly bank draft payments. The modal 
factor for semi-annual premiums ranges from 51% to 53%, which 
means that you can end up paying an extra 2% to 6% if you don’t 
pay the premium annually. The modal factor for quarterly premiums 
ranges from 26% to 30%, which means that you will pay anywhere 
from an extra 4% to 20% by paying quarterly. The modal factor on 
monthly bank draft premiums ranges from 8.66% to 9%, which means 
that you will pay anywhere from an extra 3.92% to 8%. The carriers 
impose these factors because they do not have the use of the money 
for the entire year, and because they find that, depending on the mode, 
there is a higher chance that the policy will lapse. This is discussed in 
greater detail in Question 66. 

• Policy Fees—The annual policy fee typically ranges from $45 to $90. 
The policy fees are added on top of the rate per thousand. The major 
impact is to the seller of the policy as policy fees are usually non-com-
missionable. That is, the carrier keeps the policy fee, and the agent’s 
commission is not paid on the fee. 

• Premium Level Number of Years—The premium can be for 1, 5, 10, 15, 
20, 25, or 30 years; of these options, how many years are guaranteed? 

• Rating Bands—Bands are classes of amount of coverage where the 
higher the amount of coverage, the lower the cost per thou sand dollars 
of coverage. 

• Renewability—The policy is guaranteed to be renewable for a cer tain 
number of years (or to a specified age), upon timely payment of the 
premiums, regardless of any changes in health or finances. 

• Riders—What optional benefits are available? For example: Disability 
Waiver, Return of Premium Rider, Family Accidental Death Benefit, 
Guaranteed Insurability Option, Child Rider, and Terminal Illness 
Rider? Have these been shown on the illustra tion? These should be 
considered separately. Keep in mind that many of these riders are 
more profitable for the insurance carrier than for the policy owner. 

• Risk Class—Companies differentiate not only between smoker and 
non-smokers. Each of these classes is further divided into four or 
five classes. Recently, available classes were: Best Available, Preferred 
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Better Non-Smoker, Preferred Non-Smoker, Standard Better Non-
Smoker, Standard Non-Smoker, Tobacco(Non-Cigarette), Preferred 
Smoker, Standard Better Smoker, and Standard Smoker. What does 
the designated rate class mean? Are there better rate categories? What 
qualifications must be met to be qualifying for the class illustrated? 

• Suicide and Contestability Clause—Claims are denied for sui cide 
occurring within 1 to 2 years upon issue of the policy (this is the typi-
cal range). Claims may also be contested during this period (usually 
the same number of years). New suicide and contestability clauses may 
be imposed only if the company requires new evidence of insurability 
(such as for reinstatement or a request for a lower rate classification, 
including a request for re-entry rates). 

Q24
  What Should I Consider in Choosing and Evaluating 
a Permanent (Cash Value) Life Insurance Illustration 
and Prospective Policy? 

Since there are many unique products available in the marketplace, be sure 
that you are making a valid, “apples to apples” comparison between policies. 
Evaluating any type of whole life insurance or other permanent coverage 
(which encompasses all types of cash value poli cies) can quickly become a 
complex and daunting task. Today’s perma nent life policies are so complex, 
with so many moving parts, that elaborate, computerized sales illustrations 
are essential. 

Life insurance pricing (i.e., the process of rate setting) is done both pro-
spectively (i.e., making educated guesses about future variables) and retro-
spectively (i.e., looking back on actual experience and making appropriate 
adjustments in the premium rate and other factors). Pricing the product 
requires evaluation of several key factors, which can be summed up under 
these four basic non-guaranteed risk categories: mor tality experience, invest-
ment performance, policy lapse rates, and expenses. In the long term, the 
actual cost of a product will be determined by the company’s actual perfor-
mance in each of these areas. Information on these four factors is typically 
available from insurance industry resources, such as AM Best, Standard & 
Poor’s, and Veralytic. These also can be found at public libraries and from 
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the insurance companies themselves. After this next question, we will take a 
closer look at these categories. 

Life insurance companies generally do not like to divulge details about 
their products in terms of their components. 

Q25
  What Are the Four Basic Components That Compose 
and Dictate the Performance of a Life Insurance 
Policy? 

The four basic components that determine how the policy will per form are: 

1. Earnings—interest rates, dividends, etc. 
2. Mortality—this is the cost of pure life insurance protection—basi-

cally, how much the company charges for providing the insurance (i.e., 
how much they feel there is at risk, how much they can lose). 

3. Administrative and overhead expenses. 
4. Persistency (sometime referred to as lapse component)—how many 

policies stay in-force? 

Interest rates tend to change the most and can have a greater impact on 
the performance of a policy than the other components listed above. How-
ever, a small change in mortality rates will have a greater impact on the policy 
performance; though this does not occur very often. 

Over the next few questions we will look at each of these compo nents in 
depth and will be technical in some cases. 

Q26
  What Is Really Important In an Illustration/Product 
Analysis? 

Permanent cash-value life insurance sales are usually based on illustrations 
prepared by the company or by the agent using software supplied by the 
company. The illustration typically highlights pro jected interest rates and 
estimates policy values in future years. The illustration is a sales tool, so it 
naturally accents the positive aspects of the proposed policy. The consumer 
is naturally led to believe that there is greater assurance that the illustrated 
values will be achieved than is likely in the real world. There are so many vari-
ables that can adversely affect the long-term performance of the policy. Mor-
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tality costs, expense, and other charges, future investment experience—all of 
these are, to some extent, not directly controllable by the insurance company. 
Results can vary—and they certainly will. So think of the illustration more 
as a convenient way of showing how the policy works than as a reasonable 
calculation of premiums required to cover internal policy costs or an estimate 
of future values. 

Understanding how all the components interact is integral to under-
standing how and why the policy performs as it does. When a policy is issued, 
the company is at risk for the entire death benefit. That’s because the early 
premium payments go to cover mortality and other expense charges, leaving 
little or nothing to apply to the cash value. When a cash value starts to accu-
mulate, this gradually reduces the company’s net amount at risk. 

For example, we’ll use a policy issued for $100,000. When it is issued, the 
entire $100,000 figure is at risk to the insurance company. The cash value of 
the policy acts as a reserve account, reducing the amount at risk to the insur-
ance company. Therefore, if the cash value in the 30th year of the policy is 
$60,000 at a certain point, then the net amount at risk to the insurance com-
pany is $40,000 ($100,000 of death benefit less the $60,000 of cash value). 

The mortality cost is applied to the net amount at risk based on the 
insured’s attained age. With increasing age, the mortality cost per thousand 
of net amount at risk increases. The theory is that the total mortality cost will 
decrease as the cash value increases. As long as increases in the cash value 
(derived from premiums paid in and from investment earnings) are greater 
than the mortality costs and other expense charges, the policy should con-
tinue to grow and remain in-force. When the increases in the policy do not 
offset the charges, the cash value will commence a rapid descent leading to 
policy termina tion with no value. 

It is also necessary to understand how the various factors are applied to 
the policy every month: First, the premium paid is added to the cash value 
from the end of the prior period. Then mortality costs and other expense 
charges are subtracted. Interest is credited to this value (after costs). Therefore, 
the interest credited to the policy is not the actual internal rate of return. The 
internal rate of return, an important financial yardstick, is always less than the 
current interest crediting rate. 
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Q27
  What Type of Earnings Are There on a 
Life Insurance Policy? 

There are three basic types of earnings—dividends and credited interest rates 
on traditional life insurance products. On Equity-Indexed Universal Life, the 
products have a participation rate in a certain equity index (or indices). On 
variable life insurance products, there are two types of accounts on a variable 
life policy. The first is the fixed account, and this account earns interest at the 
current rate. The other type is a variable account, which has variable accounts 
whose earnings/loss is the net gain or loss from amounts invested in the vari-
able accounts. 

Q28  What Are Dividends? 

A “dividend” on a life insurance policy is unlike the dividend you receive on a 
share of stock or a stock mutual fund. For tax purposes, dividends are consid-
ered a return of a portion of the premiums paid for the policy. Basically, the 
insurance company receives the premium payments and invests them. If mor-
tality and expense experience is favorable (i.e., the company keeps expenses 
down and the investments do well), the company declares a dividend, which 
returns a portion of the surplus to policy owners. In this sense, a “dividend” 
on a life insurance policy is at least in part a refund of over-charged expenses.  

Only participating policies pay dividends. Basically, these policies are 
priced to pay dividends. In effect, the company charges a higher premium, 
and then returns a portion of it to policy owners. Dividends have always been 
a controversial topic within the life insurance indus try. There is no need to get 
into the details here, but you should under stand what a dividend is and what it 
is not. In Great Britain, life insurance policies are sold “with profits” (i.e., with 
dividends), and “without profits” (i.e., no dividends). As you might expect, pol-
icies that pay no dividends are less expensive. However, both in the U.K. and 
in the U.S., over long periods of time the participating policy issued by a repu-
table company stands a very good chance of outper forming a nonparticipating 
policy. The key words are “over long peri ods of time.” Although both term and 
permanent policies can be participating, as a practical matter dividends are 
suitable only for per manent policies, with their long in-force horizons. 
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Typically, when the policy is purchased, the policy owner is allowed to 
elect a form of dividend option, and most insurers allow the div idend option 
to be changed once the policy is in-force. The policy owner can also elect a 
combination of options. The most common divi dend options are: 

1. Payment in cash—the insured may choose to receive policy divi dend 
as cash payments like dividends on ordinary corporate stock. If this 
option is selected, the insurer will pay dividends to the policy owner 
in cash usually beginning at the end of the first or second policy year. 
Although life insurance dividends are treated as a tax-free return of 
premiums (IRC Sec. 72(e) (1), 7702(f )), most policy owners do not 
choose to take dividends this way because the other options are much 
more convenient or favorable. 

2. Reducing subsequent premiums—the policy owner can choose to 
have the insurer automatically (and at no charge) apply any dividends 
to reduce future premiums. As dividends increase, the policy owner’s 
required premium payments decrease. If the insurer’s investments per-
form very well, at some point the dividends can equal and even exceed 
the amount of the premiums. Therefore, if the dividends were high 
enough to offset future pre miums totally, that option could be selected 
whereby no premiums would be paid out of pocket. 

3. Leaving the dividends with the insurer at interest—a policy owner 
can choose to leave the dividend to be retained by the insurer, accu-
mulating and earning interest. The interest rate payable on the policy 
owner’s accumulated account is guaran teed to equal or exceed a speci-
fied minimum. Cash can be with drawn from the dividend accumu-
lation account at any time. When the insured dies or the policy is 
surrendered, the policy pays the face value or the net cash surrender 
value plus the value of this account. Interest earned on accumulated 
and retainer div idends is fully taxable to the policy owner as soon as 
the policy owner has the right to withdraw it, even if the policy owner 
elects not to withdraw it. If the policy owner can only withdraw the 
interest on a specific date (usually the policy anniversary date), the 
interest is taxable in the policy owner’s taxable year with which the 
date falls. 
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4. Buying paid-up additional insurance—this option allows the policy 
owner to use dividends to purchase small amounts of completely paid-
up (i.e., single premium) additional insurance coverage of the same 
type as the basic policy. The insurer will add the additional amount of 
coverage that the dividend can purchase at the insured’s attained age. 
This is purchased at net rates with no commission paid. There is no 
extra premium. This requires no further evidence of insurability. These 
paid-up addi tions can generate dividends of their own. 

5. Buying additional one-year term insurance—this option allows 
using the dividends to purchase as much additional one year term life 
insurance coverage as possible as allowed based on the insured’s age. 
This option also does not have any commission paid, and no evidence 
of insurability is required. Many insurers limit the amount of coverage 
that can be purchased to the cash value that year. 

6. Repaying policy loans—some insurers will allow policy owners to 
elect to use dividends to be applied directly against any inter est and/
or principal of a policy loan before being used in one or more other 
dividend options. 

Terminal Dividends—most participating policies will pay a “termi nal divi-
dend” at the termination of the contract. The longer the pol icy has been 
kept in premium-paying status, the larger the terminal dividend. Although 
most ordinary level-premium whole life poli cies have no explicit surrender 
charges, the terminal dividend is, in a sense, a form of surrender charge, 
since the insurer is withholding the policy owner’s money instead of pay-
ing it currently. Those pol icy owners who terminate their policy in the first 
few years will receive a relatively small terminal dividend, while those who 
con tinue to pay premiums on their policies for a longer period of time 
receive a larger terminal dividend. The terminal dividend therefore rewards 
long-term policy holding and discourages early policy lapses. (Tax Planning 
with Life Insurance Second Edition 2003/2004 Financial Professionals’ Edi-
tion—Published by Warren, Gorham and Lamont, RIA by Howard Zaritsky 
and Stephan R. Leimberg) 
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Q29
  What Are Interest Rates and How Are 
Interest Earnings Credited? 

Declared Interest Rate (for traditional non-variable policies) is the amount 
that the investment committee of the life insurance com pany determines can 
be credited to its in-force life insurance policies. This means, in effect, that 
policy owners must accept the rate declared by the company. Interest is usu-
ally credited on the accumulated value after policy expenses (mortality/risk 
charges and overhead expenses) have been deducted, so the actual return is 
less than the credited rate. 

Life insurance companies generally adopt one of two general inter est 
crediting methods that are in widespread use throughout the industry. These 
are the portfolio method and the banded method. Under the former system, 
the company credits interest to in-force poli cies based on a percentage of 
the earnings on the company’s entire investment portfolio. Under the banded 
system, interest credited is based on the actual performance of specific pools 
or buckets of money that are received by the company at different times and 
invested at cur rent market conditions. Since interest rates rise and fall over 
time, diff erent buckets earn different interest rates. Neither the portfolio nor 
the banded interest rate system can claim overall superiority. 

In fact, over long periods of time, the two systems tend to even out, yield-
ing somewhat similar results. Since a permanent life insurance policy should 
not be bought for a temporary need, the long-term nature of such contracts 
tends to make it somewhat less important whether the company uses the 
portfolio or banded system. 

Equity Index Return Rate—The rate of return is dependent upon the 
performance of the selected index (or indices), the participation rate, and type 
of crediting method selected (see question 13 for details).

Market Rate—(for variable policies)—The reader will recall that on vari-
able life and variable UL policies the policy owner directly bears the invest-
ment risk. That’s because the policy owner is in a posi tion to choose specific 
investment sub-accounts. Usually, funds may be moved between the invest-
ment sub-accounts, sometimes with some restrictions. 
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Q30
  What Is the Difference Between Gross and 
Net Interest Rates? 

A company should disclose whether the interest rates credited are: 

• gross (before any expenses being subtracted), or 
• net of investment expenses, or 
• net of investment expense, other company expenses, and profit loads. 

Participating products’ dividend interest rates are most often net of 
investment expenses, but prior to other company expenses and profit loads 
being deducted. Universal life products’ declared interest rates, on the other 
hand, are net of investment expenses, other company expenses, and profit 
loads. Thus, two companies, both basing their interest rates on equal 9% total 
investment income returns, both having .5% investment expenses and 1.25% 
for other expenses and profit loads, might declare interest rates as follows: 

• The mutual company would declare an 8.5% dividend interest rate. 
• The universal life product would declare a 7.25% net inter est rate. 

Neither company might say any more regarding how their rates were 
declared. More importantly, both products will perform identically assuming 
that both have equal mortality and other charges. Yet the con sumer and pro-
ducer will look more favorably, although incorrectly, on the mutual company 
with its 8.5% dividend rate. Adequate disclo sure by the companies will help 
remedy this misperception. 

Q31
  On What Are the Interest Rate Assumptions in an 
Illustration Typically Based? 

1. Interest earned by the company on:
a) all investments now held, 
b) new investments, 
c) new investments over a certain number of past years, or
d) other combinations of actual investments.

2. An independent index such as:
a) Treasury bills,
b) Moody’s long-term bond index, or
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c) other indices. 
3. Another basis not tied to company results or an index.
4. Interest rates may be the gross interest rate resulting from invest-

ments, indices, or other measures, or the gross interest rate reduced by: 
a) investment expenses,
b) expenses and profit,
c ) a fixed amount or percentage, or
d) other expenses.

Q32
  What Other Questions Should I Con sider Regarding 
Interest Rates and Dividends? 

Basically, what you are looking for is whether or not the company is using 
numbers and facts that are realistic, while also considering the company’s 
history. 

Basis for dividends, interest rates, and non-guaranteed factors: 

• Are any of the underlying experience factors significantly differ ent 
from current experience? If so, examine which ones and how they 
differ. 

• If the policy is participating, is there a substantial probability that 
the current illustrative dividend scale cannot be continued, if current 
experience holds? 

• If the policy is nonparticipating, is there a substantial probability that 
current illustrations cannot be supported by currently antic ipated 
experience? 

• Is the policy of the traditional participating variety, or does it contain 
non-guaranteed pricing elements using a means other than dividends? 

• If the policy is not participating, what are the non-guaranteed ele-
ments involved? These are usually non-guaranteed interest crediting 
rates, mortality charges, loadings, etc. 

• If the policy is participating, does the company state that the con-
tribution principle (i.e., aggregate divisible surplus should be distrib-
uted in the same proportion, as the policies are considered to have 
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contributed to the company’s divisible surplus) is being followed in 
the illustrative dividend scale? If it is not, how does it differ? 

• If the policy is nonparticipating, what is the company’s practice with 
respect to determination and re-determination of non-guar anteed 
pricing elements, with particular reference to (a) the degree of discre-
tion reserved by the company and (b) whether any of the elements are 
guaranteed to follow an outside index?

Q33  How Is a Mortality Charge Determined? 

As discussed earlier, the mortality charge is the cost of pure life insurance 
protection, based on experience tables developed by actuar ies and on actual 
mortality experience. It is the amount the company charges the policy owner 
periodically for the insurance element in the policy. Other expense charges 
include a fee for policy administration, company overhead, and taxes. 

Each company determines its own mortality charges based on these 
tables and other factors. Larger companies determine their own mortal-
ity charges based on these tables, their experience, and other factors, while 
smaller companies rely on industry-wide statistics. There are consider able rate 
variations between companies. At first glance, that might seem curious since 
the industry uses pretty much the same data to develop their mortality rates. 
In practice, however, the differences in rates are quite logical. Some companies 
specialize in writing coverage on those whose health is substandard, while 
other companies take on specialized risks like smokers and those in hazard-
ous occupations. Even so, there are still some curious anomalies. For example, 
Company A might be more competitive at issue age 40, while Company B is 
more competitive at issue age 50. A company’s mortality experience is mea-
sured (by AM Best) by the rate at which death benefits are paid, compared to 
the com pany’s own actuarial expectations used to price the premium. 

The difference in mortality results among life insurance companies can 
have a greater impact on a policy’s performance than any interest rate return/
dividend. Whether disclosed or not, all policy issues are priced for expected 
cost of insurance charges or COIs. COIs are deductions from permanent 
life insurance policies to cover anticipated payments by the insurer for death 
claims. As with most types of insurance, claims are the largest single cost fac-
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tor of any insurance policy (If claims are not the largest single cost factor, then 
is the product really insurance against the risk of death, or something else?). 
With life insurance, COIs typically account for about 75% of total cost, and, as 
expected, the higher the claims, the higher the COIs and the higher the premi-
ums. COI charges are calculated year-by-year as the result of the policy death 
benefit (see net amount at risk below) multiplied by a COI rate provided by 
the insurance company for each age corresponding to each policy year for each 
product. These deductions are much like term life insurance premiums in that 
they are predominantly for claims paid during a given period (typically 1 year).

What should I ask about a company’s mortality experience? 

• Is the company projecting actual current experience or better-than-
current experience? 

• Do the mortality rates vary by product, and, if so, why? 
• Does the company project an unrealistic increase in mortality expenses, 

and, if so, is it guaranteed? 

The key is to determine which method is being utilized in a particu lar 
illustration; however, this is not an easy task. The only method that I currently 
use is to ask, and then get it in writing if you can. 

Q34
  What Are Overhead and Administra tive Expense 
Charges, Premium Loads, and Cash-Value-Based 
“Wrap Fees”? 

Overhead expenses include all the operating costs that the life insurance car-
rier incurs in the course of doing business. These costs fall into four basic 
categories: 

1. Cost of facilities
2. Data processing
3. Employees (labor)
4. Sales expenses (includes commissions, marketing costs, sales offices, 

etc.)

As with all of the components, these expense factors will vary widely with 
every life insurance company. 

Commissions are a significant part of the overhead expense factor pri-
marily in the first year, and can have a significantly negative impact on the 
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long-term performance of a permanent life insurance product, especially in 
the first few years. An agent’s first-year commission, including any bonuses or 
allowances, can exceed 100% of the first-year premium (although this is not 
always the case). This is why most tradi tional cash value life insurance policies 
have almost no cash sur render value for the first few years. Policies typically 
pay a renewal commission from 2% to 10% for 10+ years. 

Most carriers also offer their permanent life insurance policies with the 
option of adding in term life insurance, which reduces the commis sion. Some 
have also lowered the “target” premium, which is the level to which the carrier 
will pay the maximum commission. In my mind, there is skepticism that this 
provides additional profits for the com pany rather than a benefit for the con-
sumer. This will depend on the carrier, and it is always a good idea to get propos-
als from at least two companies and use the tools in this book. You may want to 
cap the number of companies that you look at, as the more companies looked, 
the greater the chance it may become overwhelming. 

A consumer also now has the option of a no-load or low-load policy, that 
is, policies that pay a reduced commission or no commission. Some “no-load” 
policies do, however, pay a commission, which is usu ally referred to as a mar-
keting allowance. Low-load and no-load poli cies tend to be more competitive 
from the standpoint of a consumer. This is especially true during the first few 
years, because of the lower surrender charge (than on a traditional, load policy) 
or lack of any surrender charge. Most such products (there are exceptions) have 
other built-in charges that tend to make long-term performance and cost more 
closely approximate traditional “load” policies. Perhaps, one day in the near 
future, there will be more no-load and low-load life insurance policies from 
which to choose. Unfortunately, at present there are only a few of these. 

Here some other issues to consider in reference to expense charges: 

• Are expense charges consistent for new and existing policies of the 
same type? If they are not, this is an indication that old poli cyholders 
are subsidizing the company’s attempt to capture new business. 

• Do expenses vary by product or underwriting class? This is rea sonable 
only if justified by a company’s actual or reasonably anticipated experi-
ence. Otherwise, it is an indication of overly aggressive marketing and 
subsidization of the product with the lower expenses. 
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• Are expenses, in an illustration that discloses them, adequate and real-
istic? If not, it is likely they will be subsidized by higher charges for 
mortality or a lower interest-crediting rate. Conversely, an unrealistic 
and overly aggressive projection of mortality charges could be offset 
by higher expense charges, or, again, a lower interest rate. 

Premium Loads—Premium loads are calculated as a percent of pre-
miums paid in a given year and typically range between 0% and 35%. 
Premium-based charges customarily cover state premium taxes that 
average 2.50%, DAC taxes averaging 1.5%, and sales loads/expenses 
ranging between 0% and 30%. In addition, while state premium taxes 
and DAC taxes are generally calculated by the respective government 
agencies as a percent of premium, and while insurance companies 
must certainly pay these taxes, insurance companies are not required 
to assess the charge as a percent of premium. As such, some insurance 
companies charge no (i.e., 0%) premium charges and collect state and 
federal taxes from other charges within the policy (usually COIs).  

Premium-based charges can also vary depending on either the 
policy year in which a premium is paid or the level of the premium 
paid into a given policy. For instance, a higher premium load may be 
assessed in the early policy years to recover up-front expenses related 
to underwriting, issue, and distribution of a given policy. After these 
up-front expenses have been amortized (frequently over a period of ten 
policy years), premium loads are then often reduced to cover the rela-
tively lower policy owner service and policy administration expenses.  
In addition, a higher premium load may be charged on actual premi-
ums paid up to a “Base Policy Premium” or “Target Premium” level, 
while a lower premium load may be charged on actual premiums paid 
in excess of this “Base Policy Premium” or “Target Premium” amount. 
This “Base Policy Premium” or “Target Premium” is calculated by actu-
aries to mature the death benefit as permanent regardless of the age 
of death of the insured and based on expectation COIs, expenses, and 
interest/earnings. As such, this “Base Policy Premium” or “Target Pre-
mium” is analogous to the “insurance premium” (i.e., that premium 
typically paid to maintain insurance coverage). 
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Premium amounts paid into the policy in excess of this “Base Pol-
icy Premium” or “Target Premium” can, therefore, be viewed as “excess 
premium” above and beyond that which is required to support a given 
insurance death benefit. “Excess premiums” are typically paid to either 
create a cash value reserve, which can be used to pre-pay future premi-
ums, COIs, and policy expenses (i.e., the minimum planned premium 
paid for a limited duration to support a defined death benefit), and/
or to accumulate wealth in the form of policy cash values that benefit 
from preferred federal income tax treatment and special protection 
from the claims of creditors under state law (i.e., under a defined-con-
tribution maximum-accumulation plan design). As such, premiums 
paid up to the “insurance premium” are typically subjected to “insur-
ance loads” to cover policy expenses unique to the insurance com-
ponent of the policy, while “excess premiums” are typically subjected 
to lower “investment-like loads” on those monies contributed toward 
cash values accumulations. In either case, Veralytic Reports calculate 
the blended premium load for easy comparison to industry bench-
marks and/or peer group products.  

Cash-Value-Based “Wrap Fees”—Cash-value-based “wrap fees” are 
insurance fees charged as a percent of policy account values (e.g., like 
M&Es found in variable products) similar to Fund Management Fees 
(FMEs) that are also charged as a percent of assets under manage-
ment. However, these cash-value-based insurance fees are specific to 
the policy, and separate from and in addition to investment fees. The 
most common policy-specific cash-value-based fee is the M&E 
charge intended to cover the risks assumed by the insurance com-
pany that the actual cost of insurance charges and/or actual expense 
charges will be greater than expected. Some products can also include 
policy-specific cash-value-based fees in addition to the M&E, both 
of which can vary depending on the year of the policy (e.g., 1.00% of 
cash values during the first 10 policy years and 0.5% of cash values 
thereafter), and/or the amount of the cash value (e.g., 1.00% of cash 
values up to $25,000 and 0.5% of cash values above $25,000), and in 
either case, typically range from 0% to 100 bps (1.00%).  
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Q35  What Are Persistency and Lapses? 

Persistency is a measure of how long a life insurance company’s policies are 
staying in-force (active). This is an important consideration for life insurance 
companies and has an impact on them. Many policy owners fail to keep their 
policies in-force long enough to realize the intended benefits. Another word 
used for a policy that terminates is “lapse.” Poor persistency is a perpetual 
problem for the life insurance industry. When policy owners terminate their 
coverage prematurely, this can result in a loss to the company, especially on 
permanent poli cies that have only been in-force for a short while. Regulators 
and rat ing agencies closely monitor company persistency. If a company has a 
high level of early lapses (the same as a low persistency rate), then there is a 
problem somewhere. Watch out if this is the case with a com pany you plan 
on applying to. 

Q36  What Is Lapse Support? 

Traditionally, a life insurance product will generate a series of annual gains in 
policy years after the first year. These gains are used to make up for the loss 
that the insurance company usually faces in the first year, when expenses are 
highest (mostly due to commissions, underwriting, and policy issue). It can 
take 10–20 years for a policy to break even. 

Policyholders who lapse in the early years leave the company with 
un recovered expenses. This is borne by the existing policyholders. 

The technique to watch out for is the lapse support. A lapse-sup ported 
product involves shifting expenses between policy owners; however, in this 
case, the burden is shifted to those who lapse. This generates very large gains 
for the insurance company in the first ten to fifteen years (the policy’s cash 
value remains artificially low) and very large losses thereafter (by increasing 
the policy’s cash value by more than its interest earnings). Under this pat-
tern, policyholders who lapse early will generate huge profits for the com-
pany. These profits are used to offset the losses that will occur when persisting 
policy holders reach the years when the policy “super performs.” The net result 
is that laps ing policyholders subsidize persisting policyholders, making long-
term performance look better for those who never lapse. 
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Some carriers use a pricing technique wherein the products are designed 
to recover the initial loss very quickly. This way the products are generally 
lapse insensitive. It does not matter when policy owners lapse the policy, in 
this situation. 

These products can be identified by an illustration with very low early 
cash values (the cash surrender value in year 10 is less than the sum of pre-
miums paid), and tremendous annual cash value growth in later years (the 
annual growth in cash value is consistently greater than what the life insur-
ance company could reasonably earn on its invest ments, given the assumed 
policy credit rate). 

Q37  Why Should I Watch out for Lapse-Supported 
 Products? 

• Additional Risk—The lapse support technique is based on a cer tain 
number of lapsing policyholders making contributions to a “pot.” The 
funds in the pot will be distributed to a certain num ber of persisting 
policyholders in the later years. If the actual lapse rate is less than the 
assumption behind the illustration, there will be too few policyholders 
making contributions into the pot in the early years. There will also be 
many policyholders looking for distributions, from the pot, in the later 
years. The company would not be able to afford the illustrated super-
per formance in the later years. 

• Short-term Product Performance—A lapse-supported product shows 
improved long-term performance only if short-term per formance is 
impaired. If you happen to be one of the unfortunate policyholders 
who find they must lapse early, your surrender value will be very small, 
if any at all. And, even with a 3% annual lapse assumption, 46% of all 
policyholders will have lapsed by the end of the 20th year (ignoring 
mortality, i.e., dying and using the life insurance).

• Policyholder Service—A policyholder who buys a lapse-sup ported prod-
uct will find himself in a strange position—the com pany will actually 
prefer that he lapse. This is not a comfortable thought when future divi-
dends, policy enhancements, and other types of policy service are con-
sidered. A lapse-supported product creates a catch-22 situation. If the 



Choosing and Evaluating a Life Insurance Policy 81 

insurance company is correct and lapses do materialize at the assumed 
level, then clients who may have thought they would never lapse, will 
lapse—at a great cost. If, on the other hand, the clients are right and 
lapses rarely occur, the company will not be able to afford to live up to the 
illus tration. Unfortunately, the only sure thing with a lapse-supported 
product is that short-term surrender values will be very low. 

In a way, this is similar to gambling. 
This is a brief overview of the factors that can affect the performance of 

a permanent life insurance policy. More detailed information will be featured 
in upcoming specific reports focusing on maintaining and monitoring specific 
types of policies. This overview is intended to give you a general idea of what 
might affect your policy. All of the factors previously discussed help determine 
the premium you pay for life insurance. 

Q38
  How Do These Factors Affect the Performance of a 
Permanent Life Insurance Policy? 

This overview is intended to give you a general idea of how all of the factors 
previously discussed may affect your policy and how they are relevant to the 
actual premium you pay for life insurance. If you purchase permanent life 
insurance, the premiums you pay may fluctu ate from year to year if any of 
these four factors change: 

• Mortality experience improves or worsens 
• Expenses grow or are reduced 
• Interest credits rise or fall 
• Persistency increases or decreases

Your premium outlay may potentially be reduced if: 

• Interest rates rise
• Mortality experience improves
• Persistency is stable
• Expenses drop

Conversely, your premium outlay may potentially increase if: 

• Interest rates decrease
• Mortality experience worsens 
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• Persistency is negative 
• Expenses increase 

Q39  What Are Some Other Considerations and Situations? 

• The surrender charge is the difference between the accumulated 
value and the surrender value. Depending on the policy, this can 
be 100% for the first two to five years the policy is in-force, mean-
ing that there would no be no cash value should the policy be sur-
rendered during this period. The surrender charge gradually reduces 
according to a table included in the policy. Typically, the surrender 
charge reduces to zero sometime between the 10th and 15th anni-
versary of the policy. 

• Some contracts provide for future benefit increases. It is important 
to know in advance whether or not such increases are subject to evi-
dence of insurability. If the insured person’s health deteriorates in the 
meantime, and evidence of insurability is required before a scheduled 
benefit increase occurs, this could present a problem. 

• Some disability premium-waiver provisions waive premiums for the 
pure term cost of insurance, and some waive premiums for the level 
(permanent) cost. You should know what cost is waived on your 
policy. 

• The mode of premium payment deserves careful consideration. Please 
see “Question 66: Is There a Difference in How Often I Pay My Pre-
miums” for a full discussion and important informa tion on this topic. 

• Premium rating bands are ranges of coverage amount (e.g., $100,000 to 
$249,999, $250,000 to $500,000, etc.) in which the higher the amount 
of coverage, the lower the cost per thousand dollars of coverage. 

• The annual policy fee ranges from $45 to $90 on the policies surveyed 
for this book. The policy fees are added on top of the rate per thousand 
of coverage face amount. As a matter of interest, agents generally do 
not like policy fees because they are usually excluded for the purpose 
of determining the agent’s commission. The company usually retains 
100% of the policy fee to offset expenses, and the agent’s commission 
is not paid on the fee, only on the premium payment itself. 
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Q40  What Is a Universal Life Insurance Policy Illustration? 

Over the last few questions we have discussed the various types of permanent 
(cash value) life insurance policies along with the various components. An 
illustration is a projection of how a policy will per form based on those com-
ponents. With any type of policy, it would be impossible to cover every type 
of policy and every nuance of each type. An exhaustive review would require 
volumes of dense text. Keep in mind that there are similarities between cov-
erage types among companies. For example, a universal life policy issued by 
company A will be similar—but not necessarily identical—to a universal life 
policy issued by company B, a five-year term will compare to another com-
pany’s five-year term, and so on. All life insurance policies agree to pay an 
amount of money when you die. All policies are not the same. A wide variety 
of plans are available. Some provide permanent coverage and others tempo-
rary coverage. Some build up cash values and others do not. Some policies 
combine different kinds of insurance and others let you change from one kind 
of insurance to another. 

Q41
  Is There Any Way to Guarantee the Death Benefit on 
My Cash Value Life Insurance Policy? 

An issue that has always caused concern with universal life (UL) is that the 
death benefit is not guaranteed for the life of the policy. Insurance companies 
are now starting to offer policies that continue past age 95/100 and up to age 
120. Most insurance policies will terminate (mature) at age 95 or 100 and 
cash out at that time, leaving the insured to self-insure. This leaves the client 
with the cash value, which often is lower than the death benefit after years 
of paying premiums. This pay ment is also reported to the Internal Revenue 
Service, on a 1099 form for the amount of cash value, less the basis (typically 
the sum of premi ums paid). This potentially widens the gap further between 
the cash value at that time and the death benefit of the policy. 

A number of carriers are offering and/or deferring the maturity of a life 
insurance policy beyond age 100. There are two methods that are used—the 
death benefit guarantee and the no-lapse guarantee. With either method, car-
riers may charge nothing, expense costs only, or expense charges plus cost of 
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insurance. At this time, there are no actu arially calculated cost-of-insurance 
charges for ages greater than 100. 

With secondary guarantee-supported universal life, the few carriers 
that offer the death-benefit extension, as opposed to the cash-value exten-
sion, provide an enormous consumer benefit. In the case of our 50-year 
old male again, his $12,607 premium purchased $1 million of death ben-
efit with cash values in the guaranteed column that zero out at age 71. 
Cash value at age 100 is obviously still zero. A number of car riers provide 
a death-benefit extension, though, which supports the death benefit until 
death actually occurs. 

No-Lapse Guarantee Clause—Under a typical clause, the policy 
would be guaranteed to stay in-force for a number of years, as long as 
you have paid at least as much as the required premiums. This is called 
a no-lapse guarantee. Even though it contains the no-lapse guarantee, 
this policy may provide non-forfeiture benefits (such as cash surrender 
values) that are less than those that would be pro vided if the no-lapse 
guarantee were issued as a separate policy (for example, as a term pol-
icy). However, the premiums for the term policy might be higher than 
those for the no-lapse guarantee in this policy. When considering the 
purchase of this policy, you should consider the value to you of higher 
non-forfeiture benefits versus the level of the premiums required to 
keep your insurance coverage in-force. 
Death Benefit Guarantee—This is a guarantee that the policy will 
remain in effect, provided you pay sufficient premiums and you do not 
take loans. This guarantee will depend on such factors as the amount 
and timing of premiums paid and withdrawals taken, and changes 
made to the policy. The premiums shown on an illustration with the 
death benefit guarantee, which is based on the initial basic insurance 
amount, will guarantee the contract will remain in effect for the peri-
ods shown, if these premiums are paid exactly on the first day of each 
policy year and no loans or withdrawals are taken. These premium 
amounts can be affected by policy changes. The pre miums for this 
option are usually not much higher than a policy without a death ben-
efit guarantee. 
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Q42  Is There Any Oversight of Policy Illustrations? 

Policy illustrations have been evolving over the last few years, with new regu-
lations from the National Association of Insurance Commissioners. The fol-
lowing discusses what is being done by regula tors in order to assist consumers 
by providing guidelines for life insur ance companies and life insurance advi-
sors. Prior to this regulation, there was a combination of lack of information 
provided by insurance compa nies to agents and agents to consumers. Agents 
were also allowed by the carriers, and by themselves, to provide their own 
“custom” illustrations that were misleading to consumers. When the National 
Association of Insurance Commissioners (NAIC) adopts a model regulation, 
it is up to each State Department of Insurance whether or not to adopt it. 
Therefore, you would have to check with the NAIC or your State Insurance 
Department (contact information can be found in Appendix A). 

In December 1995, the National Association of Insurance Commission-
ers (NAIC) adopted the Life Insurance Illustrations Model Regulation #582. 
Up until this time, there was no oversight for ensuring that the presenta-
tion of illustrations was fair and appropriate. Various states have adopted this 
regulation with certain state-by-state modifications. 

The Model Regulation’s stated purpose is to provide rules for life insur-
ance policy illustrations that will protect consumers and foster consumer edu-
cation. Its goals are “to ensure that illustrations do not mislead purchasers of 
life insurance and to make illustrations more understandable.”

The regulation creates standardized procedures that must be fol lowed dur-
ing the sale of all “life insurance policies except variable life insurance, individ-
ual and group annuity contracts, credit life insur ance, and life insurance policies 
with no illustrated death benefits on any individual exceeding $10,000.” 

The Model Regulation sets standards for initial compliance and for annual 
reporting. It also sets forth rules for acceptable assumptions that underlie an 
illustration. Illustration defined: According to the Model Regulation, an illus-
tration is any presentation or depiction that includes non-guaranteed ele-
ments of a policy of life insurance over a period of years. In other words, 
if it assumes an interest rate higher than the guaranteed rate and projects 
accumulated values based on the higher rate, it contains “non-guaranteed ele-
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ments” and is therefore an illustration subject to the Model Regulation. An 
illustration is further defined as either a basic or supplemental illustration, as 
defined by the appropriate state’s version of the NAIC Life Insurance Illus-
tration Model Regulation. 

• Basic Illustration—a ledger or proposal used in the sale of a life 
insurance policy that shows both guaranteed and non-guaran teed 
elements. A Basic Illustration must always accompany or precede any 
Supplemental Illustration. The Basic Illustration consists of the fol-
lowing components: 
 ǹ Narrative Summary—describes any policy features, riders, or 

options (guaranteed or non-guaranteed) shown in the Basic Illus-
tration and the impact that they have on the benefits and values of 
the policy; in addition, defines the column headings and key terms 
used in the illustration. 

 ǹ Numeric Summary—summarizes death benefits, values, and pre-
miums for three or four particular policy years using guar anteed, 
midpoint, and current assumptions; includes state ments of under-
standing that must be signed by both the applicant and the agent. 

 ǹ Tabular Detail—shows death benefits, values, and premiums for all 
policy years until age 100, policy maturity, or final expiration. 

• Revised Basic Illustration—an updated version of the Basic Illustra-
tion, which illustrates the policy as issued. 

• Supplemental Illustration—an illustration furnished in addition to a 
Basic Illustration that may be presented in a format differing from the 
Basic Illustration, which can only depict the same underlying premi-
ums and a scale of non-guaranteed elements that is not more favorable 
than these same components in the Basic Illustration. The regulation 
mandates specific footnotes that must be included in the Supplemen-
tal Illustration. The Supplemental Illustration gives the company more 
flexibility in explaining to the applicant or prospective applicant as to 
how its product works. 
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CAVEATS—WHAT AN AGENT CANNOT DO 

The NAIC regulation clearly states that, during the sales process, an agent 
may not do any of the following. Doing so constitutes a violation of these reg-
ulations. If an agent violates any of these rules, you should immediately find 
another agent and, if necessary, contact your State’s Insurance Department. 
When using an illustration in the sale of a life insurance policy, an insurer or 
its producers or other authorized representatives shall not:

• Represent the policy as anything other than a life insurance policy; 
• Use or describe non-guaranteed elements in a manner that is mislead-

ing or has the capacity or tendency to mislead; 
• State or imply that the payment or amount of non-guaranteed ele-

ments is guaranteed; 
• Use an illustration that does not comply with the requirements of this 

regulation; 
• Use an illustration that at any policy duration depicts policy perfor-

mance more favorable to the policy owner than that produced by the 
illustrated scale of the insurer whose policy is being illustrated; 

• Provide an applicant with an incomplete illustration; 
• Represent in any way that premium payments will not be required 

for each year of the policy in order to maintain the illustrated death 
benefits, unless that is the fact; 

• Use the term “vanish” or “vanishing premium,” or a similar term that 
implies the policy becomes paid up, to describe a plan for using non-
guaranteed elements to pay a portion of future premiums; 

• Except for policies that can never develop nonforfeiture values, use an 
illustration that is “lapse-supported”; or 

• Use an illustration that is not “self-supporting.”
Copyright NAIC. Permission for this reprint granted by NAIC. 
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HOW TO CHOOSE A LIFE INSURANCE COMPANY 

Q43
  Where Do I Start in Choosing a Life Insurance 
Company? 

Choosing a life insurance company is an essential and challenging part of 
the process. More than 750 life insurance companies offer thou sands of life 
insurance products to residents of the United States. Choosing the right 
company and right product from this bewildering array is a challenging 
task. Fortunately, there are some common-sense guidelines that will help 
you narrow the field to a more manageable selection of companies and 
products. Let’s cover briefly how to evalu ate a life insurance company from 
a financial perspective. 

If you think you might need your insurance coverage for more than ten or 
fifteen years, it is imperative that you choose your insurance carriers carefully 
and continue to monitor those companies on a regular basis. While no one 
can accurately predict a company’s viability twenty, thirty, or forty years down 
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the line, you should do everything you can to avoid the time and expense of 
watching your carrier struggle through receivership and sale. 

While those who are making a substantial commitment to invest in a 
large portfolio may want to consider the services of an insurance ana lyst or 
independent consultant, a growing number of consumers are turning to the 
Internet for their information. Many “net-savvy” consumers are pros when 
it comes to looking up and analyzing financial data on stocks, bonds, and 
mutual funds. Performing insurance company due diligence, however, pres-
ents a new challenge. Fortunately, many of the leading sources of informa tion 
have recently made their ratings and “analysis” available to the public online 
and almost all of it is free. Most likely this will change as the rating services 
will view this as an income stream. 

Don’t get caught in the trap of simply comparing two companies and 
choosing the better one. Instead, hold each company up to a pre determined 
set of benchmarks. If an insurance agent wants to sell a particular company or 
product, it is not uncommon for the agent to offer two or three alternatives 
that look worse than the one the agent wants to sell. 

Finally, don’t assume that it costs more to purchase insurance from a top-
rated company. Remember, product illustrations are poor indica tors of how 
a policy will perform. Since insurance companies generally have comparable 
expenses, reserve requirements, and overall invest ment strategies, buying from 
the best does not necessarily result in higher premiums. 

Q44   What Are the Differences Between a Mutual Insurance 
Company and a Stock Insurance Company?

A life insurance company is typically organized as either a mutual company 
or a stock company. 

A Mutual Life Insurance Company is organized and incorporated under 
a state’s laws and has no stockholders. The policy owner is the customer and, 
in effect, an owner. A portion of surplus earnings may return to policyholders 
in the form of dividends. 

Stock Life Insurance Company: A life insurance company owned by 
stockholders who elect a board to direct the company’s management. Stock 
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companies, in general, issue nonparticipating insurance, but may also issue 
participating insurance. The policy owner is a customer only. 

Many insurance companies have demutualized over the years. Demutual-
ization is the process of changing the legal structure of an insurance company 
from a mutual form of ownership to a stock form of ownership.

A main difference is in how the companies raise money and manage 
investments. Mutual insurance companies raise funds by issuing debt or bor-
rowing from policyholders. The debt must be repaid from operating profits. 
Operating profits are also needed to help fund future growth, maintain future 
debt reserves, offset ratios or premiums, and maintain industry ratings. Stock 
companies have greater flexibility and more funding channels. They can raise 
funds by selling debt and issuing additional stocks.

Q45  What Is a Rating? 

When selecting or evaluating a life insurance company, a logical place to 
begin is by reviewing the ratings given by the five major insur ance company 
rating services. In a rating, the rating company or agency expresses its opinion 
of the life insurance company’s financial soundness and creditworthiness. In 
some cases, the life insurance com pany will ask one or more rating companies 
for an evaluation and rat ing, and the company will then pay a fee ($25,000 to 
$30,000 is common) to the rating agency. Generally speaking, this fee does 
not compromise the rating because rating companies are extremely protec tive 
of their reputation for objectivity. Without public credibility, a rat ing is use-
less, so rating companies strive to maintain their credibility. 

Q46  Who Are the Rating Agencies? 

Four firms currently rate insurance companies. They are AM Best Company, 
Standard and Poor’s Corporation, Moody’s Investors Service, and Fitch Rat-
ings. Each firm employs its own rating system, and some rating agencies are 
considered to be more stringent than others. 

Not all insurance companies are rated by each agency. Each agency 
employs its own techniques for determining a given insurance com pany’s 
rating. Areas of consideration may vary and these include finan cial leverage, 
management stability, recent performance, and the rated company’s overall 
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financial situation. External factors like competi tion, diversification, and mar-
ket presence may also be considered. 

Each rating agency provides a description of its analysis and defines the 
meaning of each rating from the highest to the lowest. Since there are dif-
ferences between rating agencies, this can make a fair compari son between 
different ratings somewhat confusing. Information on how to contact each 
rating service will be found below (including some useful links). The chart at 
the end of this report compares the rat ings given by each agency. To obtain 
the latest ratings, please check with the appropriate rating service. 

The following summary describes each rating service and the rating 
criteria used, along with a brief explanation of how insurance compa nies 
initiate the rating process. It is important to keep in mind that these criteria 
may change. 

Third Party Ratings and Financial Data 
There are four major rating firms that analyze life insurance compa nies on 
a regular basis, and they offer their ratings and analysis online. As a rule of 
thumb, only companies that have received one of the top ratings from at least 
three independent rating companies should be considered. A summary of the 
four major rating services follows:

• AM Best Company—has the most experience rating insurance 
companies, having been in the business since 1906. A Best’s Finan-
cial Strength Rating (FSR) is an independent opinion of an insurer’s 
financial strength and ability to meet its ongoing insurance policy and 
contract obligations. An FSR is not assigned to specific insurance poli-
cies or contracts and does not address any other risk, including, but 
not limited to, an insurer’s claims-payment policies or procedures; the 
ability of the insurer to dispute or deny claims payment on grounds of 
misrepresentation or fraud; or any specific liability contractually borne 
by the policy or contract holder. An FSR is not a recommendation to 
purchase, hold, or terminate any insurance policy, contract, or any other 
financial obligation issued by an insurer, nor does it address the suit-
ability of any particular policy or contract for a specific purpose or pur-
chaser. In addition, an FSR may be displayed with a rating identifier, 
modifier, or affiliation code that denotes a unique aspect of the opinion. 
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You can view the latest Best Ratings and Best Company Reports 
(which include Best’s Ratings) by visiting the AM Best Web site at 
www.ambest.com. Enter the name of the insurance company under 
“rating services,” then click Go. Registration is required (free). In 
addition to providing you with an up-to-date financial strength rat-
ing, you will find the following: 1) the financial strength rating, 2) 
outlook, 3) the company address, website, and phone number, 4) the 
age of the company, 5) the ultimate parent company, 6) the financial 
size category, and 7) financial strength rating history. In addition to 
this free data, AM Best offers an in-depth credit report and financial 
report (for purchase). Unless you’re proficient at interpreting insur-
ance company financials, this report may prove rather overwhelming. 

• Fitch’s Insurer Financial Strength Ratings—provide ratings for 
those insurers who request a rating. Therefore, ratings are not available 
for all insurance companies. Fitch Ratings uses different criteria for 
developing its ratings of insurance companies. Some of the determin-
ing factors include management style, economic trends, and the his-
torical performance of an insurance company. It also uses data gathered 
from insurance companies, underwriters, and public financial reports. 
The ratings measure credit quality and a company’s ability to repay its 
debts. The insurance marketplace is unpredictable, and an insurance 
company’s ratings can change from one year to the next.

For the latest Fitch Ratings, visit the Fitch Web site at www.
fitchratings.com. Enter the name of the insurance company in the 
search bar on the home page. In addition, you’ll find useful insights 
on the company. 

• Moody’s Investor’s Services—provide ratings for those insurers who 
request a rating. Therefore, ratings are not available for all insurance 
companies. Moody's Insurance Financial Strength Ratings are opin-
ions of the ability of insurance companies to repay punctually senior 
policyholder claims and obligations. Specific obligations are consid-
ered unrated unless they are individually rated, because the standing 
of a particular insurance obligation would depend on an assessment 
of its relative standing under those laws governing both the obligation 
and the insurance company. 
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For the latest Moody’s Rating, visit the company’s Web site at 
www.moodys.com. Enter the name of the insurance company in the 
search bar on the home page. In addition, you’ll find useful insights 
on the company.

• Standard & Poor’s Insurer Financial Strength Rating—is a for-
ward-looking opinion of the financial security characteristics of an 
insurance organization with respect to its ability to pay under its 
insurance policies and contracts in accordance with their terms. This 
opinion is not specific to any particular policy or contract, nor does it 
address the suitability of a particular policy or contract for a specific 
purpose or purchaser. Furthermore, the opinion does not take into 
account deductibles, surrender or cancellation penalties, timeliness of 
payment, nor the likelihood of the use of a defense such as fraud to 
deny claims. 

Insurer Financial Strength Ratings do not refer to an organiza-
tion’s ability to meet non-policy (i.e., debt) obligations. Assignment 
of ratings to debt issued by insurers or to debt issues that are fully or 
partially supported by insurance policies, contracts, or guarantees is a 
separate process from the determination of insurer financial strength 
ratings, and it follows procedures consistent with those used to assign 
an issue credit rating.

Insurer Financial Strength Ratings are based on information fur-
nished by rated organizations or obtained by Standard & Poor’s from 
other sources it considers reliable. Standard & Poor’s does not perform 
an audit in connection with any rating and may on occasion rely on 
unaudited financial information. Ratings may be changed, suspended, 
or withdrawn as a result of changes in, or unavailability of, such infor-
mation or based on other circumstances.

An Insurer Financial Strength Rating is not a recommendation to 
purchase or discontinue any policy or contract issued by an insurer or 
to buy, hold, or sell any security issued by an insurer. 

For the latest Standard and Poor’s Ratings, visit the agency’s Web 
site at www.standardandpoors.com. To access the Insurer Financial 
Strength Rating, enter the name of the insurance company in the box 
under S&P Global Rating, then click Find. Registration is required 
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(free). Standard & Poor’s only publishes the financial strength rating 
and their credit watch outlook.

The Web site addresses given here are the main home pages for each 
rating service. It can sometimes be a challenge to find the page on each site; 
however, keep looking, as the information is there. At the time of the writing 
of this book, you do need to establish a free account for some of these services.

Q47
  How Do I Compare the Ratings from Each of the Four 
Major Rating Services on a Relative Basis? 

Here is a table that does so: 

Rank AM Best Fitch Ratings Moody’s Standard & Poor’s

1 A++ (Superior) AAA (Exceptionally 
Strong)

Aaa (Exceptional) AAA (Extremely 
Strong)

2 A+ (Superior) AA (Very Strong) Aa (Excellent) AA (Very Strong)

3 A (Excellent) A (Strong) A (Good) A (Strong)

4 A- (Excellent) BBB (Adequate) Baa (Adequate) BBB (Good)

5 B++ (Good) BB (Moderately 
Weak)

Ba (Questionable) BB (Marginal)

6 B+ (Good) B	(Significantly	
Weak)

B (Poor) B (Weak)

7 B (Fair) CCC Caa (Very Poor) CCC (Very Weak)

8 B- (Fair) CC Ca (Extremely Poor) CC (Extremely 
Weak)

9 C++ (Marginal) C C SD (Selective 
Default)

10 C+ (Marginal) D (Default) D (Default)

11 C (Weak)

12 C- (Weak)

13 D (Poor)

14 E (Under Regulatory 
Supervision)

15 F (In Liquidation)

16 S (Rating Sus-
pended)
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Ratings are useful, but a rating is not a guaranty of an insurer’s financial 
strength or security. These tools are not always foolproof with regard to a 
specific company. Selecting an insurance company is an exercise in common 
sense. It is a task requiring research and an understanding of the rating sys-
tems and various financial measures. Once you have selected an insurance 
company, you should continue to monitor the company, because financial data 
and ratings change.

Q48  What Are the Definitions for Each Rating? 

These were current as of the time of the writing of this book. 

AM Best Company

Secure Best’s Ratings:

A++ and A+ (Superior)—Assigned to companies that have, in our 
opinion, a superior ability to meet their ongoing obligations to 
policyholders.

A and A- (Excellent)—Assigned to companies that have, in our 
opinion, an excellent ability to meet their ongoing obligations to 
policyholders.

B++ and B+ (Good)—Assigned to companies that have, in our opin-
ion, a good ability to meet their ongoing obligations to policyholders.

Vulnerable Best’s Ratings:

B and B- (Fair)—Assigned to companies that have, in our opinion, 
a fair ability to meet their current obligations to policyholders, but 
are financially vulnerable to adverse changes in underwriting and eco-
nomic conditions.

C++ and C+ (Marginal)—Assigned to companies that have, in our 
opinion, a marginal ability to meet their current obligations to poli-
cyholders, but are financially vulnerable to adverse changes in under-
writing and economic conditions.
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C and C- (Weak)—Assigned to companies that have, in our opinion, 
a weak ability to meet their current obligations to policyholders, but 
are financially very vulnerable to adverse changes in underwriting and 
economic conditions.

D (Poor)—Assigned to companies that, in our opinion, may not have 
an ability to meet their current obligations to policyholders and are 
financially extremely vulnerable to adverse changes in underwriting 
and economic conditions.

E (Under Regulatory Supervision)—Assigned to companies (and 
possibly their subsidiaries/affiliates) that have been placed by an 
insurance regulatory authority under a significant form of supervision, 
control, or restraint, whereby they are no longer allowed to conduct 
normal ongoing insurance operations. This would include conserva-
torship or rehabilitation, but does not include liquidation. It may also 
be assigned to companies issued cease-and-desist orders by regulators 
outside their home state or country.

F (In Liquidation)—Assigned to companies that have been placed 
under an order of liquidation by a court of law or whose owners have 
voluntarily agreed to liquidate the company. Note: Companies that vol-
untarily liquidate or dissolve their charters are generally not insolvent.

S (Rating Suspended)—Assigned to rated companies that have expe-
rienced sudden and significant events affecting their balance-sheet 
strength or operating performance and whose rating implications 
cannot be evaluated due to a lack of timely or adequate information.

Not Rated Categories (NR):

NR: Status assigned to insurance companies that are not rated; may 
include previously rated insurance companies or insurance companies 
that have never been rated by AM Best.

Rating Modifiers and Affiliation Codes:

Each Best’s Financial Strength Rating Category from “A+” to “C” 
includes a Rating Notch to reflect a gradation of financial strength 
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within the category. A Rating Notch is expressed with either a second 
plus “+” or a minus “-.” 

Fitch Rating Services

Insurance Financial Strength Ratings:

AAA (Exceptional): This is the highest rating assigned by Fitch. 
Companies with this rating have the strongest ability to meet financial 
and policyholder obligations. These organizations will most likely not 
be affected adversely by economic conditions.

AA (Very Strong): Companies are expected to perform well and con-
tinue to meet financial obligations. Also, these companies will likely 
not be affected adversely by economic conditions.

A (Strong): Companies rated “A Strong” are expected to perform well 
and meet all financial obligations, although they may be more likely 
to succumb to an economic downturn and market condition than the 
insurance companies of a higher rating.

BBB (Adequate): This rating indicates insurance companies that are 
currently meeting all policyholder and financial obligations but could 
be impacted by negative economic conditions.

BB (Moderately Weak): Moderately weak companies are vulnerable, 
and changes in the market could make them unable to meet financial 
obligations. These companies may have alternatives that allow them to 
improve their financial condition.

B (Significantly Weak): These companies have a strong chance of 
not being able to meet financial obligations but still have a chance to 
recover financially.

CCC: These companies have a strong possibility of not being able to 
meet financial obligations. Such companies have an average chance  of 
recovering.
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CC: A “CC” rating indicates that an insurance company is likely to be 
unable to meet financial obligations or pay claims to its policyhold-
ers. There is a below-average chance for recovery for these insurance 
companies.

C:  A distressed rating shows the financial instability is imminent with 
a strong possibility of not being able to meet financial obligations. 
Recovery chances are poor.

D (Default): A default rating shows the company is in the process of 
bankruptcy and/or ceasing business operations.

Notes: “+” or “-” are used with a rating symbol to indicate the relative 
position of a credit within the rating category. They are not used for 
the “AAA” category or for ratings below the “CCC” category. 

Moody’s

Long-Term Insurance Financial Strength Ratings:

Moody's rating symbols for Insurance Financial Strength Ratings are 
identical to those used to indicate the credit quality of long-term obli-
gations. These rating gradations provide investors with a system for 
measuring an insurance company's ability to meet its senior policy-
holder claims and obligations.

Aaa: Insurance companies rated Aaa offer exceptional financial secu-
rity. While the credit profile of these companies is likely to change, 
such changes as can be visualized are most unlikely to impair their 
fundamentally strong position.

Aa: Insurance companies rated Aa offer excellent financial security. 
Together with the Aaa group, they constitute what are generally 
known as high-grade companies. They are rated lower than Aaa com-
panies because long-term risks appear somewhat larger.

A: Insurance companies rated A offer good financial security. How-
ever, elements may be present that suggest a susceptibility to impair-
ment sometime in the future.
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Baa: Insurance companies rated Baa offer adequate financial security. 
However, certain protective elements may be lacking or may be char-
acteristically unreliable over any great length of time.

Ba: Insurance companies rated Ba offer questionable financial security. 
Often the ability of these companies to meet policyholder obligations 
may be very moderate and thereby not well safeguarded in the future.

B: Insurance companies rated B offer poor financial security. Assur-
ance of punctual payment of policyholder obligations over any long 
period of time is small.

Caa: Insurance companies rated Caa offer very poor financial security. 
They may be in default on their policyholder obligations or there may 
be present elements of danger with respect to punctual payment of 
policyholder obligations and claims.

Ca: Insurance companies rated Ca offer extremely poor financial 
security. Such companies are often in default on their policyholder 
obligations or have other marked shortcomings.

C: Insurance companies rated C are the lowest-rated class of insur-
ance company and can be regarded as having extremely poor prospects 
of ever offering financial security.

Note: Moody's appends numerical modifiers 1, 2, and 3 to each 
generic rating classification from Aa through Caa. Numeric modi-
fiers are used to refer to the ranking within a group with 1 being the 
highest and 3 being the lowest. However, the financial strength of 
companies within a generic rating symbol (Aa, for example) is broadly 
the same.

Standard & Poor’s

Insurer Financial Strength Ratings:

AAA: An insurer rated AAA has EXTREMELY STRONG finan-
cial security characteristics. AAA is the highest Insurer Financial 
Strength Rating assigned by Standard & Poor’s.



100 Questions and Answers on Life Insurance

AA: An insurer rated AA has VERY STRONG financial security 
characteristics, differing only slightly from those rated higher.

A: An insurer rated A has STRONG financial security characteristics, 
but is somewhat more likely to be affected by adverse business condi-
tions than are insurers with higher ratings.

BBB: An insurer rated BBB has GOOD financial security character-
istics, but is more likely to be affected by adverse business conditions 
than are higher rated insurers.

Note: An insurer rated BB or lower is regarded as having vulnerable 
characteristics that may outweigh its strengths. BB indicates the least 
degree of vulnerability within the range; CC the highest.

BB: An insurer rated BB has MARGINAL financial security char-
acteristics. Positive attributes exist, but adverse business conditions 
could lead to insufficient ability to meet financial commitments.

B: An insurer rated B has WEAK financial security characteristics. 
Adverse business conditions will likely impair its ability to meet finan-
cial commitments.

CCC: An insurer rated CCC has VERY WEAK financial security 
characteristics, and is dependent on favorable business conditions to 
meet financial commitments.

CC: An insurer rated CC has EXTREMELY WEAK financial 
security characteristics and is likely not to meet some of its financial 
commitments.

SD or D: An insurer rated SD (selective default) or D is in default 
on one or more of its insurance policy obligations. The D rating also 
will be used upon the filing of a bankruptcy petition or the taking of 
similar action if payments on a policy obligation are at risk. A D rating 
is assigned when S&P Global Ratings believes that the default will be 
a general default and that the obligor will fail to pay substantially all 
of its obligations in full in accordance with the policy terms. An SD 
rating is assigned when S&P Global Ratings believes that the insurer 
has selectively defaulted on a specific class of policies but will continue 
to meet its payment obligations on other classes of obligations. An 
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SD includes the completion of a distressed debt restructuring. Claim 
denials due to lack of coverage or other legally permitted defenses are 
not considered defaults.

NR: An insurer designated NR is NOT RATED, which implies no 
opinion about the insurer’s financial security.

Plus (+) or minus (-) signs following ratings from AA to CCC show 
relative standing within the major rating categories.

Q49  What Would Be of Assistance in a Financial Analysis? 

Financial considerations play varying roles in the comparative tools used by 
the various rating agencies we’ve discussed over the last few questions. These 
financial considerations can usually, but not always, be analyzed on a relative 
basis between carriers and the industry as a whole. Please keep in mind that 
individual circumstances vary among companies such as size, etc. These are 
some of the factors you might want to review, but you should keep in mind that 
there are many more. These factors are provided for those who are comfortable 
with financial analyses. If you are not comfortable or do not under stand these 
factors, then you should not use them, as they will cause more harm than good. 

Asset Analysis 

• Total admitted assets: Total assets reported including separate 
accounts. 

• Total liabilities: Funds required for payment of future claims and 
expenses, including Asset Valuation Reserve (AVR). 

• Separate accounts: Assets dedicated and matched to specific lia bilities, 
such as variable life insurance policies. 

• Total surplus and AVR: Total capital, surplus, and AVR. AVR is the 
reserve for potential losses in invested assets. 

• Surplus and AVR as percent of general account assets: Total surplus 
and AVR as a percent of general account assets. Higher numbers rep-
resent greater protection for the policyholder. 

• Invested assets: Total assets under investment. 
• Distribution of invested assets: The percentage of each cate gory of 

investments to the total invested assets. 
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• Net yield on mean invested assets: Net investment income divided by 
the average of the current and prior year’s invested assets. 

• Asset growth: 1-year and 3-year compound growth for total admitted 
assets and total surplus and AVR. 

Asset Quality Analysis 

• Non-investment grade bonds (Class 3-6): The NAIC divides bonds 
into six categories. Classes 1 and 2 are considered invest ment grade, 
classes 3 through 6 are below investment grade. 

• Non-investment grade bonds/total bonds: The sum of bonds in classes 
3 through 6 divided by total bonds. 

• Non-investment grade bonds/surplus and AVR: The sum of bonds in 
classes 3 through 6 divided by surplus and AVR. 

• Non-performing bonds/total bonds: Class 6 bonds are “in or near 
default.” This is the percentage of the bond portfolio that is consid-
ered non-performing. 

• Non-performing bonds/surplus and AVR: Class 6 bonds divided by 
surplus and AVR. 

• Non-performing mortgages and real estate/total mortgages and real 
estate: This is the percentage of the mortgage and real estate port-
folio that is considered non-performing. This includes mort gages 
that are 90 days overdue or in foreclosure and real estate acquired 
through foreclosure. 

• Non-performing mortgages and real estate/surplus and AVR: Mort-
gages 90 days overdue or in foreclosure and foreclosed real estate 
divided by surplus and AVR. 

• Non-performing assets/surplus and AVR: Bonds in or near default 
(Class 6), mortgages 90 days overdue or in foreclosure, and real 
estate acquired by foreclosure are each presented as a percent of sur-
plus and AVR. 

• Total non-performing assets/surplus and AVR: Total non-per forming 
bonds, mortgages, and real estate as a percent of surplus and AVR, and 
then as a percentage of invested assets. 
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Bond Portfolio Analysis 

• Total bonds book and market value: The total book value and market 
value of bonds, and the ratio of market value to book value. 

• Bond quality distribution: The percentage of bonds in each of the six 
NAIC classes. 

• Weighted bond class: Indicates the average NAIC class for each dol-
lar invested in bonds. 

• Bond maturity distribution: The distribution of bonds by num ber of 
years to maturity. 

• Weighted bond maturity: Indicates the average number of years to 
maturity for each dollar invested in bonds. 

Operating Income Analysis 

• Total income: Total income from all sources. 
• Total general expenses: Total general expenses incurred. This includes 

investment expenses. 
• Total general expenses/total income: Total general expenses as a per-

cent of total income. 
• Earnings before policy dividends and taxes: Net gain from operations 

before policy dividends and federal income taxes. 
• Policy dividends: Amount paid out as policy dividends, and as a per-

cent of earnings. 
• Pretax earnings from operations: Net gain from operations after policy 

dividends and before federal income taxes. 
• Federal income taxes: Amount paid in federal income tax, and as a 

percent of pretax earnings. 
• Net earnings from operations: Earnings before policy divi dends and 

taxes minus policy dividends and federal income taxes. 
• Net realized capital gains: The total capital gain (or loss) on assets sold 

during the year. 
• Net income: net earnings plus net realized capital gains. 
• Net income as percent of admitted assets: Net income divided by total 

admitted assets. 
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• Unrealized capital gains: The total capital gain (or loss) on assets that 
remain in the investment portfolio. 

Premium Growth 

• Premium growth: 1-year and 3-year compound growth for total pre-
mium income (premiums and annuity considerations only) and ordi-
nary life premium. 

Profitability 

• Return on assets: Net earnings from operations divided by the prior 
year’s invested assets. 

• Return on equity: net earnings from operations divided by the prior 
year’s capital and surplus. 

• Lapse ratio: The percentage of ordinary life policies that lapsed during 
the year and the average for three years. 

• Interest margin: Net investment income and required interest are as 
reported. The interest margin is the net investment.

• Income less required interest as a percent of required interest. 
• Ordinary life expenses/premiums: Ordinary life insurance expenses as 

a percent of ordinary life premiums. 
• Total general expenses/total income: Total general expenses as a per-

cent of total income. 
• Commissions and general expenses/total income: Commissions and 

total general expenses as a percent of total income. 

Analysis of Face Amount of Insurance 

• Total insurance in-force: Total face amount of insurance in-force. 
• In-force distribution: Each category (ordinary, group, and other) is 

presented as a percent of the total amount in-force. 
• Total reinsurance ceded: Total face amount of insurance ceded to 

reinsurers. 
• Percent of in-force ceded: Each category (ordinary, group, and other) 

is presented as a percent of the total face amount of insurance in-force 
in that category. 
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• Average policy size: The number of ordinary life policies and the aver-
age policy size for total in-force and new policies issued. 

Analysis by Line of Business 

• Net premiums written: Total premium and annuity considera tions 
plus deposit-type funds. 

• Distribution: Each category is presented as a percent of the net pre-
mium income. 

• Net earnings from operations: Net earnings after dividends and taxes. 
• Distribution: Each category is presented as a percent of the net gain 

from operations.
(The financial definitions and ratios for this question are based from those 
used by LifeLink Vitalsigns Software.) 

Q50
  Who is IRIS (Insurance Regulatory Information 
Reports)? 

Another useful resource are the Insurance Regulatory Information (IRIS) 
reports issued by the National Association of Insurance Commissioners 
(NAIC). IRIS reports are comprehensive analyses of the financial status of 
life insurance companies. The NAIC routes its IRIS reports to the various 
state insurance commissioners. The IRIS testing process has been used since 
1972 to help insurance regulators evaluate the financial condition of insurance 
companies that they regulate. More than 5,000 companies file their finan-
cial statements with the NAIC each year. The IRIS financial ratios serve as 
an early warning system to spot troubled companies. Ratios measuring such 
things as profitability, solvency, and liquidity are analyzed in detail. Poorly 
performing companies are recom mended for immediate regulatory action, 
while others are recommended for less urgent (“targeted”) regulatory action. 
A booklet with more infor mation about IRIS is available on the NAIC Web 
site at www.naic.org. 

There are currently twelve IRIS ratios calculated for life and health com-
panies. The basis for each ratio is reviewed annually to ensure its currency 
and continued relevance for solvency monitoring. The ratios are revised as 
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necessary. There is a “usual range of results” that is used as a starting point. The 
ratios and trends are valuable in identifying companies likely to experience 
financial difficulties. They are not in themselves indicative of adverse financial 
condition. The ratios and range comparisons are computer generated. 

The IRIS report is available to the public and can be ordered from the 
NAIC on their Web site. This report lists ratio results for each filing company 
and includes industry mean and median (“average” and “typ ical”) ratios for 
comparison. A narrative explanation of each of the ratio formulas, bench-
marks, and worksheets is also included. 

A useful explanation of the IRIS system is found in the NAIC report. The 
ratios are grouped into four categories. These include Overall Ratios (ratios num-
bered 1, 2, and 3), Investment Ratios (4, 5, 6, and 7), Surplus Relief Ratio (8), and 
Changes in Operation Ratios (9, 10, 11, and 12). The individual ratios are: 

 Ratio 1: Net change in capital and surplus 
 Ratio 2: Gross change in capital and surplus
 Ratio 3:  Net income to total income (including realized capital gains 

and losses)
 Ratio 4: Adequacy of investment income 
 Ratio 5: Non-admitted to admitted assets 
 Ratio 6:  Total real estate and total mortgage loans to cash and 

invested assets 
 Ratio 7: Total affiliated investments to capital and surplus 
 Ratio 8: Surplus relief 
 Ratio 9: Change in premium
 Ratio 10: Change in product mix 
 Ratio 11: Change in asset mix
 Ratio 12: Change in reserving ratio 

Copyright NAIC. Permission for this reprint granted by NAIC. 

Q51  What Is the Risk Based Capital System? 

This is a system used currently only by the State Insurance Regulators, and it 
is hoped that it will be available to the public soon. It is in the book for the 
purpose of showing the tool used by insurance com missioners in determining 
whether or not to act with an insurance company that may be or is at risk. 
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In 1992, the NAIC developed yet another standard—Risk Based Capital, 
or RBC for short. RBC was designed as a means of gauging the appropri-
ate minimum amount of capital for a given life insurance company. It was 
designed to identify inadequately capitalized life and health companies. RBC 
was intended to provide a uniformly applied guideline for regulatory inter-
vention and to enable regulators to take specific action before a company 
becomes insolvent. 

Risk Based Capital is the amount of capital (assets minus liabilities) 
deemed to provide a minimum financial cushion in light of a com pany’s 
size and risk profile. It is calculated by applying factors to vari ous asset, pre-
mium, and reserve items found in the company’s Annual Statement. The 
Annual Statement is a voluminous document that each company must file 
with every state insurance department in which the company has a certificate 
of authority to do business. RBC factors are higher for items with greater 
underlying risk and lower for less risky items. For example, some lines of 
coverage are considered riskier than others, and RBC takes the relative risk 
into consideration. 

The company’s calculated RBC is compared to actual capital. RBC is not 
meant to be a measure of the appropriate amount of capital, but rather the 
minimum amount with which state insurance regulators feel comfortable. 

The RBC standard measures three primary risks—Asset Risk, Under-
writing Risk, and Other Risk.  

The RBC system is a spectrum or continuum of increasingly strin gent 
regulatory responses for companies that trigger one of the follow ing RBC 
action levels: 

1. Company Action Level: At this RBC level the insurer must sub-
mit to the insurance commissioner a comprehensive financial plan. 
The plan must identify the conditions contributing to the compa-
ny’s financial condition, contain proposals to correct the company’s 
financial problems, and provide projections of the company’s finan-
cial condition both with and without the pro posed corrections. 

2. Regulatory Action Level: In addition to requiring the insurer to 
submit a comprehensive financial plan, the insurance commis sioner 
performs any examinations or analysis of the insurer’s business and 
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operations that are deemed necessary and issues any appropriate cor-
rective orders to address the company’s financial problems. 

3. Authorized Control Level: In addition, the commissioner may place 
the insurer under regulatory control. 

4. Mandatory Control Level: The insurance commissioner is required to 
place the insurer under regulatory control. 

There are differences in the makeup of Risk Based Capital by asset size. 
This reinforces the difficulty of making meaningful comparisons between an 
individual insurer’s RBC results and those of the industry. The NAIC stresses 
that the RBC system is unsuitable for making quali tative comparisons 
between insurers. Its purpose is to identify under capitalized companies only, 
and RBC does not address quality of capital or other related issues. Because 
of the risk that RBC ratios will be misinterpreted by the general public, they 
are not released to the general public. In fact, release of RBC data to the 
public is specifically prohibited. RBC ratings are designed for use by State 
Insurance Commissioners and affected companies only. Limited information 
about RBC can be found on the NAIC Web site: https://content.naic.org/
cipr_topics/topic_riskbased_capital.htm. 

Q52  Are the Carriers Held to any Ethical Standard? 

Every carrier does adhere to its own ethical practices as well as to basic 
guidelines dictated by the Department of Insurance in its state. A list of 
each state’s insurance departments contact information can be found in 
Appendix A. The Insurance Marketplace Standards Association (IMSA) 
was formed to promote high ethical standards in the sale and service of 
individually sold life insurance, annuity, and long-term care products. 
IMSA mem ber companies are insurers who have agreed to adopt and abide 
by IMSA’s Principles and Code of Ethical Market Conduct in order to earn 
your trust and gain your confidence. 

The Insurance Marketplace Standards Association (IMSA) was created 
in 1996 in response to a crisis of damaged consumer trust and confidence in 
the insurance industry. An independent, nonprofit organization, IMSA had 
more than 200 voluntary members that led the insurance industry in promot-
ing high ethical standards in the sale of individual life insurance, long-term 
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care insurance, and annuity products. The organization has been superseded by 
the formation of the Compliance & Ethics Forum for Life Insurers (CEFLI), 
which can be found online at www.cefli.org.

Here’s CEFLI’s description from their Web site: 

CEFLI has become a well-recognized industry leader in education 
and training in life insurance compliance and ethics. CEFLI offers 
a range of professional training and development opportunities for 
life insurance compliance and ethics professionals to connect with 
their peers to discuss various compliance and ethics strategies. CEFLI 
offers a variety of opportunities to build professional expertise includ-
ing in-person events such as our Annual Conference, Compliance 
Fundamentals Training Conference, and Summit Meetings, as well as 
virtual and online events including Webinars, Benchmarking Surveys, 
Quick Polls, Web site Resources, Leadership Development Forums, 
Committees, and other topical Forums to explore current compliance 
challenges. CEFLI also provides other services to life insurance com-
pliance professionals including its Clearinghouse to obtain compli-
ance certifications.2

Unfortunately, CEFLI discontinued IMSA’s Principles and Code of 
Ethical Market Conduct.

Q53
  How Do I Find Out About Any Complaints Filed 
Against My Insurance Company or File My Own 
Complaint? 

Each State Department of Insurance maintains data on the number of com-
plaints filed against an insurance company, as well as pending class action 
lawsuits. To find your State Department of Insurance, go to the National 
Association of Insurance Commissioner’s (NAIC) Web site—www.naic.
org—or Appendix A. Your State Department of Insurance is also where you 

2. This language is reprinted from CEFLI’s website, all rights reserved. CEFLI’s activities 
are designed solely to provide a forum for the expression of various points of view on com-
pliance and ethics-related topics in the life insurance industry.
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can file a complaint if you feel you have gone through your other resources, 
such as trying to work with your life insurance company, or if there is some 
reason why you cannot approach them. Other options are many depending 
on your state, your research, and any other factors. An attorney is always an 
option if the situation war rants it and the amount at stake exceeds the fees. 

Q54
  So, What Is the Best Way to Select 
An Insurance Company? 

Ratings are useful, but a rating is not a guaranty of an insurer’s financial 
strength or security. These tools are not always foolproof with regard to a 
specific company. Selecting an insurance company is an exercise in common 
sense. It is a task requiring research and an under standing of the rating sys-
tems, as well as various financial measures. Once you have selected an insur-
ance company, you should continue to monitor the company, because financial 
data and ratings change. 
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FINDING A LIFE INSURANCE AGENT 

Q55  How Do I Find a Life Insurance Advisor?

Life insurance has traditionally been sold and serviced by a traditional life 
insurance agent. Over the last few years, this has changed. There are very few 
traditional life insurance agents who only sell life insur ance and other related 
insurance products. Almost all are now called by such descriptions as financial 
advisors, financial consultants, and financial planners. The advisors who tradi-
tionally had those titles have now expanded more significantly into life insur-
ance. CPAs, also, are now in the life insurance sales business. It has become 
very difficult to evaluate a life insurance advisor. As with any area, receiving 
good advice is crucial. The following are some issues to keep in mind. 

The agent system has also changed; historically, almost all agents were 
what are called “captive.” This means that they only sold prod ucts for the 
company with which they were affiliated. Today, there are still quite a few 
“captive agents”; however, the majority are brokers who represent multiple 
carriers. Some “captive” agents can sell other companies’ products; however, 
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some can only sell their own products. This is important to find out and be 
aware of. An advisor should represent multiple companies. If they only rep-
resent one company they can only offer you that company’s products—not 
necessarily the best products in the marketplace. If your only tool is a hammer, 
every problem is a nail. This is one more reason for you to shop around. 

Use an Advisor Referral Service, though most will provide less than opti-
mal results. The following two services are a good place to start: 

1. The American College of Financial Services referral service. The 
American College grants many financial professional designa-
tions including the Chartered Life Underwriter (CLU) designa-
tion. A financial professional with the CLU designation possesses 
expert knowledge in finding the best life insurance solutions for 
your unique needs. I strongly recommend that you engage someone 
with the CLU designation, if possible. This service can be found at: 
https://www.youradvisorguide.com.

2. The National Association of Financial Advisors (NAIFA) offers a refer-
ral service. NAIFA members are licensed professionals who work with 
clients to identify financial needs and provide products and services to 
secure their future. NAIFA members subscribe to a Code of Ethics. 
Most NAIFA members hold the CLU designation. This service can be 
found at: https://security.naifa.org. 

Q56
  What Are the Regulatory Resources for Researching a 
Life Insurance Advisor? 

Any person selling life insurance (and/or annuities) must be licensed with 
their State Department of Insurance. Contact informa tion for State Depart-
ments of Insurance is located in Appendix A.

With insurance departments, the resources and compliance can some-
times be more lax in some states than others. On most insurance departments’ 
Web sites, you can research whether or not an insurance representative is 
licensed. The representative has to be licensed in the state where the insured 
either works or lives. You can also see on some Web sites, their history of 
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continuing education. As with any field, a practitioner who is up to date on 
the latest techniques is most likely more proficient. 

With Variable Products, they are also overseen by the FINRA (Financial 
Industry Regulatory Authority—www.finra.org), whom is generally tougher 
with the representatives that they oversee. On the FINRA Web site, you can 
research whether or not an insurance represen tative is licensed. With variable 
insurance products representatives have to be licensed with both the FINRA 
and the state insurance department. 

The FINRA also maintains the qualification, employment, and dis closure 
histories of the more than half a million registered securities employees of 
member firms. For an overview of all the current services that the FINRA 
provides to investors, you may go directly to http://www.finra.org/Investors/
index.htm. The list of services is lengthy. 

Q57
  What Else Do I Need to Know About My 
Insurance Advisor? 

In addition to their record with their state insurance department, the 
NAIC and FINRA (if applicable), review the following:

• How long have they been a life insurance advisor?
• What percentage of their practice is life insurance?
• The advisor should gather and discuss your basic personal financial 

information, such as income, assets, and debt (see Question 3 “How 
Much Life Insurance Do I Need” for more information). Discuss goals 
and needs. There is a difference. Needs are necessities and required. 
Goals are what you would like to have. Sometimes a middle ground 
will be necessitated due to cost (premiums) and reality. Other sections 
in this book can help you understand the various issues at play.

• Everything should be in writing. This includes all proposals, illustra-
tions, and any other supporting marketing and advertising material. 

• That if they don’t know something, they admit it. Either they vol-
unteer to research it themselves or suggest you find a specialist for 
that area.
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• They keep up to date on your life insurance portfolio by continuing 
education, reviewing your situation, and discussing new products that 
may be suitable for you.

• Every industry has their own slew of designations, and it’s always a 
challenge to determine which ones have any meaning. The insurance 
industry and the financial services industry as a whole have been faced 
with an onslaught of designations. There are basically two types of 
designations:

1. Agents may earn such professional designations as Chartered Life 
Underwriter (CLU) and Life Underwriter Training Council Fel-
low (LUTCF). Agents who also are financial planners may carry 
such credentials as Chartered Financial Consultant (ChFC), Cer-
tified Financial Planner (CFP), or Personal Financial Specialist 
(CPA–PF). These designations indicate that the agent has com-
pleted advanced training, passed rigorous exams, and is serious 
about professional development. However, the CLU is the only 
one that specifically focuses on life insurance only and is by far the 
most comprehensive in the life insurance area.

2. Designation for “sale” or a so-called “rogue-designation.” These 
designations can be earned through simplified courses over the 
Internet or by attending a weekend seminar or off the back of a 
cereal box (well, not really this last one—at least, not yet). These 
do not require any level of in-depth studying. However, they may 
be close enough in name or sound impressive enough to imply 
mastery of a certain subject. This has become a source of concern 
for regulators and U.S. legislators. At the time of the writing of 
this book, this issue was being reviewed in depth, and a couple of 
State Insurance Departments were beginning to ban some of the 
biggest offenders. There is nothing formal available at this time for 
consumers—however, The American College (which awards some 
of the “real” designations) is providing information and support 
in this process with their “Your Advisor Guide” Web site, which 
features a designation check tool to verify a professional’s desig-
nation at https://www.youradvisorguide.com/designation-check. 
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This includes tools for companies to use in evaluating the quality 
of professional designations and for advisors regarding how to use 
professional designations with the public. 

So You’ve Found an Advisor. What Should You Expect?
It’s oftentimes recommended that you meet with at least two or more 
agents. This may or may not make sense. On the pro side, this will allow 
you to find a compatible advisor and judge competency. On the flip side, as 
life insurance is a complex field, it’s like anything else—it’s hard to make 
a judgment on something you’re unfamiliar with. For instance, if you were 
to sit down and meet with two attorneys, how do you really know who’s 
best qualified and competent? Doing your homework prior to a meeting 
will help you make this decision. Keep in mind that if the first advisor you 
meet comes highly recommended and is well qualified, it’s a waste of time 
to keep looking. The advisor who presents the best may be just the advisor 
who presents the best—all sizzle and no steak (credit for this saying goes to 
Bill Hanson—a mentor).

The following questions discuss compensation issues that can play an 
important role in life insurance purchasing.

Q58
  How Is the Agent Compensated and How Will That 
Affect the Advice You’re Given? 

For an agent, compensation disclosure is an important issue, which is not 
currently the case. The current compensation system invites replacement and 
poor persistency (the percentage of policies that stay in-force—see Question 
35). It fails to align the interests of producers and life insurance companies. 
Consider the producer’s perspective: Selling life insurance is a tough job. Few 
consumers seek out life insurance or annuities; the product must persuade a 
prospect to buy. Prospecting for business is hard, unpleasant work. Successful 
producers under standably feel deserving of their financial rewards. 

From the opposite side, life insurance companies must write enough 
business and keep it in-force long enough to make a profit. Since a career 
agency force is almost prohibitively expensive, most companies are forced 
to compete for independent producers. This intense compe tition creates 
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enormous pressure to pay the highest possible commis sions. Unrestricted 
competition does not always serve the public interest. The present agent-
compensation system is based upon the fact that life products are hard to 
sell. The more difficult the sale, the higher the commission—and the more 
inefficient the product is from a con sumer standpoint. 

Keep in mind that salespeople are good at selling. A few things that you 
can do if you feel pressure:

• A good deal will still be there tomorrow.
• If it looks too good to be true then it probably is.
• Practice saying NO. My former preschooler was an expert. It works 

well if you’re not sure about something. 

Inform them that you need to go over this with someone else first. If they 
discourage you from this or say that it’s a special deal, then there’s something 
that probably won’t bear further scrutiny.

Q59
  How Is the Current Compensation System 
Harmful to Agents and Consumers? 

Regulatory help is needed to facilitate a new compensation model that serves 
the agents of the insureds as well as the industry. High, or “heaped,” first-year 
commissions are common throughout the industry. Producers then receive 
smaller commissions, if any, each year, as long as a policy is in-force. This 
model encourages sales but discourages persistency (keeping policies in-
force). While the need for change has been apparent for several years, insurers 
cannot afford to act unilaterally, and antitrust implications prevent them from 
acting in concert. 

Surely, here is an opportunity for state insurance regulators. Life insur-
ance companies should support a coordinated state regulatory initiative limit-
ing up-front producer compensation. There is no need, however, to limit the 
ultimate commission payout. Let competition take care of that. 

Specifically, producer compensation should be split into a selling fee and 
a service fee. The selling fee would be whatever amount an insurer deems 
appropriate, but it would have a ceiling on how much is payable within the 
first year the policy is in-force. For example, a sell ing fee may be payable over 
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five years, contingent on the policy stay ing in-force and with up-to-date pre-
mium payments. A service fee, on the other hand, would be paid to the agent 
who services the policy— who may not necessarily be the selling agent. 

Regulators could also exercise control over the commission struc ture by 
limiting product approvals. Companies must design products attractive to 
the consumer while satisfying producer commission demands. This virtually 
impossible task produces a competitive land scape in which products are studi-
ously differentiated. 

Good product design and pricing lead to persistency—and ulti mately, 
profitability. It is unrealistic, however, to link producer com pensation with 
profitability. The producer does not control these factors. Producers should 
not be penalized for home-office manage ment failures. 

Companies, nonetheless, can tap producers to help encourage persis tency. 
For example, producers could be required to meet with each policy owner at 
least once each year or forfeit their right to ongoing compensa tion. Producers 
who have an assured interest in their in-force business will strive to maximize 
their compensation by encouraging persistency. 

Life insurers should enter into good-faith, profit-sharing agree ments with 
their producers. If producers are expected to forgo heaped first-year commis-
sions, they must be confident of a long-term financial reward commensurate 
with their contribution and commitment. Permanent life insurance is prof-
itable for companies achieving suffi cient sales volume. The same is true for 
annuities. Producers can make or break persistency; therefore, companies have 
an incentive to com pensate agents based on persistency. 

So where do insurance companies begin in aligning their interests with 
those of their producers? An excellent starting point is mandatory com-
mission disclosure at the point of sale. Making producer compen sation 
and overall marketing allowances transparent to the buyer would help 
bring about lower first-year commissions and more emphasis on long-term 
relationships. 

It is not that difficult to design a viable commission-disclosure stan dard. 
Commission disclosure can and should be made as simple as possible. For 
example, the producer’s first-year compensation should be disclosed as a dol-
lar amount and as a percentage of the first-year premium. Renewal commis-
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sions should be disclosed in like manner. All other marketing costs, such as 
general agent allowances and other selling expenses, should be disclosed to 
the consumer at the point of sale. If it is administratively difficult to provide 
these disclosures at the point of sale, they should be mailed to the applicant 
by the home office. The applicant should then be given the opportunity to ask 
questions or cancel the application. 

Developing a much-needed new producer compensation model will 
require a cooperative effort between the industry and its regulators. Producers 
and companies would adapt accordingly, consumers would be better served, 
and this would enhance the industry’s public image. 

The point is that the current compensation system has built-in con flicts 
of interest that a fiduciary should bear in mind in analyzing and/or monitor-
ing a life insurance policy. 

Something to keep in mind is that commissions are often quite different 
than thought of. Often with non-variable life insurance, there are other types 
of compensation, such as sales conventions and other sales prizes. 

Q60  Can an Advisor Accept Both a Fee and a Commission? 

Due to the potential conflict of interest involved with commissions, there is 
little movement towards fee-based planning with no-load/low-load products. 
In the review of in-force products where a fee is charged, only a properly 
licensed fee-based planner can be retained. Only some states have a separate 
license that allows Life Insurance Advisor or other Financial Advisor (anyone 
who sells life insurance) to charge a fee for their services. Please visit your 
state’s Department of Insurance Web site to see if your state offers such a 
license. In states that do not, it is a gray area. 

For example, my home state, the State of California, issues a little-known 
license called the “Life and Disability Insurance Analyst,” which is discussed 
in California Insurance Code Sections 1831-1849 and can be found on their 
Web site. This license was first conceived and introduced into the insurance 
code in 1984 and, when I attained this license in 1998, I was only the 39th 
person in the state to attain it. 

This is the only section of the State Insurance Code that allows any-
one to charge a fee for the analysis of life and disability insurance prod ucts. 
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There are a few exceptions (see below). The code is very clear that when you 
receive any fee from a client, you are prohibited from receiv ing any commis-
sion for that same client. At one time, I called a compli ance attorney at the 
Department of Insurance and they verified that this is exactly what the code 
intends. The reality of the matter is that there is currently widespread abuse 
(most of it unintentional) of this little-known section of the code, and that 
these are planners who collect a fee from their client, as well as commissions 
on the sale/implementa tion of an insurance product. I will not address the 
ethical issues here, strictly the compliance issues. What is interesting is that 
most advisors who are exempt under the code, with whom I’ve met, are so 
concerned with their liability that they no longer will review a life insurance 
product. The following are, as examples, the exemptions to the Code in the 
State of California. This is to give you the idea that if somebody wishes to 
charge you a fee, make sure that they are properly licensed to do this by check-
ing with your State Department of Insurance and, if there is no such license, 
then ascertain their qualifications as best you can. This could be a challenge in 
states where no such license exists. 

Exemptions to California Insurance Code Sections 1831-1849—Life 
Analyst—charging a fee: 

• Active members of the State Bar of California 
• Any person who has passed all of the qualifying exams necessary to 

become an associate of the Society of Actuaries 
• An officer or employee of any bank or trust company who receives 

no compensation from sources other than the bank or trust company 
for activities connected with his employment, which would otherwise 
subject him to this chapter

• An investment advisor, as defined in Section 25009 of the Corpora-
tions Code, when acting in that capacity 

• Complex exception—see the code

Fee-only life insurance planners will also be the advisors who will offer 
you low-load life insurance products. As discussed in Question 16, these 
products pay no commission; therefore, advisors charge a fee and can be more 
objective. Some products do pay a mini mal marketing fee. 
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Q61  Is There a Code of Ethics for Life Insurance Agents? 

There are many gags both in the movies and by comedians about life insur-
ance agents. Two of the more well-known are the life insur ance agents in 
Woody Allen’s High Anxiety and the character in Bill Murray’s Groundhog 
Day. The most likely reason is that agents, at one point, rated as low as used-
car salesmen in consumer confidence ratings (of course, no offense intended 
to any used-car salespeople). Agents today (for the most part) are profession-
als and have high stan dards to which they hold themselves. 

To give the reader some idea, a number of professional financial advi sor 
groups have a code of ethics. The following is from the American College, 
which provides professional designations and the Master of Financial Ser-
vice degree: 

Professional Pledge and Canons of Ethics
All students who matriculate with The American College and earn any of its 
designations are required to comply with the college’s Code of Ethics and 
Procedures. Included in the Code are the Professional Pledge and the Canons. 

The Professional Pledge
“In all my professional relationships, I pledge myself to the following rule of 
ethical conduct: I shall, in light of all conditions surrounding those I serve, 
which I shall make every conscientious effort to ascertain and understand, 
render that service which, in the same circumstances, I would apply to myself.” 

I. Conduct yourself at all times with honor and dignity. 
II.  Avoid practices that would bring dishonor upon your profes sion or 

The American College. 
III.  Publicize your achievements in ways that enhance the integrity of 

your profession. 
IV.  Continue your studies throughout your working life so as to main-

tain a high level of professional competence. 
V.  Do your utmost to attain a distinguished record of professional 

service. 
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VI.  Support the established institutions and organizations con cerned 
with the integrity of your profession. 

VII.  Participate in building your profession by encouraging and pro-
viding appropriate assistance to qualified persons pursu ing profes-
sional studies. 

VIII.  Comply with all laws and regulations, particularly as they relate to 
professional and business activities. 

Reprinted with permission of The American College. All rights reserved. 

An association that I was proud to be a member of is the Society of Finan-
cial Service Professionals. The Society of Financial Service Professionals con-
sists of advisors like Chartered Life Underwriters (CLUs), CHFCs, CFPs, 
CPAs, and others involved with some aspect of financial services. Typically, 
most of these advisors will have some knowledge and hands-on experience 
with life insurance. The inclusion of this code of professional responsibility 
is to give the reader a sense of what they should expect in their life insurance 
advisor, as this is the expected manner of performance. 

CODE OF PROFESSIONAL RESPONSIBILITY OF THE 
SOCIETY OF FINANCIAL SERVICE PROFESSIONALS

The Code of Professional Responsibility of the Society of Financial Service 
Professionals is divided into five components, as follows: 

Preamble—a brief introduction to the Code of Professional Respon-
sibility, including its history and purpose. 

Canons—aspirational model standards of exemplary profes sional 
conduct. 

Rules—specific standards of a mandatory and enforceable nature. 

Applications—practical examples of how the canons and rules apply 
in given situations. 

Disciplinary Procedures—the mechanisms for enforcement of the 
Code of Professional Responsibility. 
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PREAMBLE 
The Society of Financial Service Professionals is dedicated to setting and 
promoting standards of excellence for professionals in financial services. In 
fulfillment of this mission, the Society’s Board of Directors has adopted this 
Code of Professional Responsibility. All Society mem bers are automatically 
bound by its provisions. 

The ultimate goal of enacting the code is to serve the public interest. The 
path to fulfilling the goal is the fostering of professionalism in financial ser-
vices. A profession has been defined in the writings of Solomon S. Huebner 
as possessing four essential traits: 

• knowledge or expertise 
• service to others 
• working with other professionals to enhance the practice and reputa-

tion of one who is a member 
• self-regulation 

Through its Code of Professional Responsibility, the Society strives to 
improve the level of ethical behavior among its members by articulat ing stan-
dards that are aspirational in nature, that is, by identifying the lofty, altruistic 
ideals that define a true profession, and by delineating and enforcing mini-
mum standards of ethical conduct. 

This Code of Professional Responsibility has its origin in the code of eth-
ics of the American Society of CLU & ChFC, the predecessor organ ization 
of the Society of Financial Service Professionals. The members of the Society 
created and adopted a code of ethics in 1961. With a name change in the fall 
of 1998, and a broadened membership con stituency, it became appropriate to 
create this new Code of Professional Responsibility. 

The Society acknowledges the diversity of its membership—from those 
that serve the public directly, as advisors, to those that serve indi rectly 
through companies, educational organizations, and the like. Whatever role 
he or she plays within the financial services industry, it is the responsibility 
of each Society member to understand and adhere to the Code of Profes-
sional Responsibility. 



Finding a Life Insurance Agent 123 

From time to time, a Society member may be unclear about the ethi-
cal implications of a given course of action. In such cases, a Society member 
may request an advisory opinion from the Society or may seek confi dential 
advice through the Society’s Ethics Information Line. Advisory opinions will 
be unpublished and specific to the inquiring member. However, there may 
be instances in which the subject matter of the advisory opinion has broad, 
general application and in such cases, at its discretion, the Society may chose 
to publish a given opinion for the ben efit of all members, preserving the ano-
nymity of those involved. 

An alleged violation of the Society’s Code of Professional Responsibil-
ity will result in an enforcement action, carried out in accordance with the 
disciplinary procedures. The procedures ensure that any member charged 
with ethical misconduct is afforded appro priate due process. The procedures 
also provide for appropriate sanc tions, such as reprimand, censure, and revo-
cation of membership, should a member be found to have acted in violation 
of the code. 

True enforcement of ethical behavior must come from the personal con-
science of each individual, rather than external forces. Nevertheless, as an orga-
nization that promotes its members’ education and expertise to the consumer, 
the Society believes it is essential that it act in an enforcement capacity. 

CANONS 

CANON 1: Fairness 

A member shall perform services in a manner that respects the inter-
ests of all those he/she serves, including clients, principals, part ners, 
employees, and employers. A member shall disclose conflicts of inter-
ests in providing such services. 

Fairness requires that a professional treat others as he/she would wish 
to be treated if in the other’s position. A professional also strives to 
avoid unfairness by inflicting no unnecessary harm on others and, 
when possible, shielding others from harm. 
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RULES 
R1.1 A member shall not engage in behavior involving concealment 
or misrepresentation of material facts. 

Applications for Rule 1.1

A1.1a. In the sale of financial products, the use of product projec-
tions that are more aggressive than the company’s current assump-
tions—without offering alternate illustrations/projections using more 
conservative assumptions—is a form of misrepresentation. It is best to 
show a range of assumptions for each product to illustrate the impact 
of changes on the rate of return and other expenses. 
A1.1b. To avoid misrepresentation, the financial services profes sional 
is advised to use unbiased historical illustrations, show past perfor-
mance, and to educate the consumer on the difference between past 
results and projections, and actual future results. 
A1.1c. Improper replacement is a form of misrepresentation. When 
considering the replacement of one insurance, annuity, or other finan-
cial product for another, a thorough comparison of both prod ucts, 
including surrender charges, incontestable clauses, expenses, fees, 
and tax consequences, should be completed. The Society’s Replace-
ment Questionnaire (RQ) provides a tool for the thorough analysis of 
replacement issues. 
A1.1d. Failing to note a preexisting medical condition on an insur-
ance application is a form of concealment. 
R1.2 A member shall respect the rights of others. 
R1.3 A member shall disclose to the client all information material to 
the professional relationship, including, but not limited to, all actual 
or potential conflicts of interest. In a conflict of interest situation, the 
interest of the client must be paramount. 

Applications for Rule 1.3 

A1.3a. A potential conflict of interest is inherent in the relationship 
between the client and the financial service professional when the 
professional is compensated by commissions on the sale of financial 
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products. In such circumstances, if asked by the client or prospect, 
the professional should disclose, to the best of his/her knowledge, all 
forms of compensation, including commissions, expense allowances, 
bonuses, and any other relevant items. 

A1.3b. The potential for a conflict of interest exists when a financial 
service professional receives fees for referring business to another prac-
titioner. The referring professional should disclose this information. 

A1.3c. A member who serves as a director or trustee of an organiza-
tion/business faces a conflict of interest when competing to provide 
products or services to this organization for compensation. For exam-
ple, Jackie Jones, ChFC, a professional money manager, is on the board 
of XNet Corporation. XNet is currently interviewing candi dates to 
manage its $10 million investment portfolio. If Jackie decides to seek 
XNet’s account, she is in a conflict-of-interest situa tion. Under these 
circumstances, Jackie should disclose the conflict to all relevant parties 
and have the parties acknowledge and accept the conflict. Addition-
ally, Jackie should consider recusing herself from all discussions and 
decision-making regarding the selection of XNet’s money manager. 
She may also consider resigning from the board or taking her name 
out of consideration for the money man ager position. 

R1.4 A member shall give proper respect to any relationship that may 
exist between the member and the companies he or she represents. 

Application for Rule 1.4 

A1.4a. Society members frequently have contractual relationships 
with the company whose products they sell. Honoring the terms of 
these contracts and refraining from negative statements about such 
companies are examples of giving proper respect to the relationship. 
Note, however, the need to balance the requirements of Rule 1.4 with 
the duty to act in the best interest of the client. 

R1.5 A member shall make and/or implement only recommenda-
tions that are appropriate for the client and consistent with the cli-
ent’s goals. 
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Applications for Rule 1.5 

A1.5a. Compliance with Rule 1.5 requires the financial service pro-
fessional to use his/her best efforts to (1) understand the client’s/
prospect’s personal and financial background and experi ence; (2) 
understand the client’s/prospect’s risk tolerance; and (3) educate the 
client about the various options available to meet iden tified needs and 
goals. This may include utilizing a fact-finding and/or risk-assessment 
tool, one-on-one educational/counseling sessions, sharing newspaper 
or magazine articles, etc. In these cir cumstances, the financial service 
professional is cautioned against providing advice if he or she is not 
properly licensed or authorized to do so. See also Rule 2.2 and the 
Application A2.2a. 

A1.5b. Appropriateness of the recommendation to the client’s needs 
must take precedence over any sales incentives available to the finan-
cial service professional, such as conventions, trips, bonuses, etc. For 
example, Bob Bucks needs to sell just one more policy to qualify for 
MDRT. He knows he can convince his best client to purchase addi-
tional insurance coverage even though Bob knows the current coverage 
is more than adequate. If Bob makes this sale, he has violated Rule 1.5. 

R1.6 In the rendering of professional services to a client, a member 
has the duty to maintain the type and degree of professional inde-
pendence that (a) is required of practitioners in the member’s occu-
pation, or (b) is otherwise in the public interest, given the specific 
nature of the service being rendered. 

Application for Rule 1.6 

A1.6a. The requirement of professional independence mandated by 
Rule 1.6 presents a special challenge for Society members who are 
contractually bound to sell the products of only one company, or a 
select group of companies. In such cases, the member must keep para-
mount his/her ethical duty to act in the best interest of the client, even 
if this means forgoing a sale. 
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CANON 2: Competence 

A member shall continually improve his/her professional knowl edge, 
skill, and competence. 

Professionalism starts with technical competence. The knowledge 
and skills held by a professional are of a high level, difficult to attain, 
and, therefore, not held by the general public. Competence not only 
includes the initial acquisition of this specialized knowl edge and skill, 
but also requires continued learning and practice. 

RULES 

R2.1 A member shall maintain and advance his/her knowledge in all 
areas of financial service in which he/she is engaged and shall partic-
ipate in continuing education programs throughout his/her career. 

Application for Rule 2.1

A. 2.1a. Compliance with Rule 2.1 requires, at a minimum, meeting 
the applicable continuing-education standards set by state licensing 
authorities, the Society of Financial Service Professionals, The Ameri-
can College, the CFP Board of Standards, and any other entity with 
appropriate authority over the member’s license(s) or other creden-
tials. For example, PACE, the joint CE program of the Society and 
of The American College requires 30 hours of CE every 2 years. The 
CFP Board of Standards also requires 30 hours of continuing educa-
tion every 2 years for CFP™ licensees. 

R2.2 A member shall refrain from giving advice in areas beyond the 
member’s own expertise. 

Applications for Rule 2.2 

A2.2a. A member shall not give tax, legal, insurance, accounting, actu-
arial, investment, or other advice unless the member has professional 
training and is properly licensed in these areas. For example, to avoid 
the unauthorized practice of law, the financial service professional 
will clearly mark specimen documents, such as living or testamentary 
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trusts or buy-sell agreements, as samples and inform the client that 
the documents must be reviewed by a licensed attorney. 

A2.2b. Billy Burke, CFP, has a specialized financial planning practice 
that focuses on assisting clients with funding college for their chil-
dren. When Billy’s long-time client and friend, Margaret Hamilton, 
asks for help in managing the distribution of funds from her defined 
benefit plan, Billy knows this is beyond his area of expertise, but he 
doesn’t want to let his friend down. Billy proceeds to recommend 
several investment options to Margaret, but neglects to mention the 
early-withdrawal taxes and penalties. Billy has violated Rule 2.2. 

CANON 3: Confidentiality 

A member shall respect the confidentiality of any information 
entrusted to, or obtained in the course of, the member’s business or 
professional activities. 

A financial service professional often gains access to client records 
and company information of a sensitive nature. Each Society mem-
ber must maintain the highest level of confidentiality with regard to 
this information. 

RULES 

R3.1 A member shall respect and safeguard the confidentiality of sen-
sitive client information obtained in the course of professional activi-
ties. A member shall not divulge such information without specific 
consent of the client, unless disclosure of such information is required 
by law or necessary in order to discharge legitimate pro fessional duties. 

Application for Rule 3.1 

A3.1a. Examples of sensitive client information include, but are not 
limited to, medical data, information about financial status, Social 
Security or credit card numbers, information about personal rela-
tionships, etc. In determining whether information is sensitive, the 
Society member should take a cautious approach, and if in doubt, dis-
cuss the issue with the client. 
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R3.2 A member shall respect and safeguard the confidentiality of 
sensitive company/employer information obtained in the course of 
professional activities. A member shall not divulge such informa-
tion without specific consent, unless disclosure of such information 
is required by law or necessary in order to discharge legitimate pro-
fessional duties. 

R3.3 A member must ensure that confidentiality practices are estab-
lished and maintained by staff members so that breaches of confi dence 
are not the result of intentional or unintentional acts or omissions. 

Application for Rule 3.3

A3.3a. A member who employs others who work with sensitive, 
confidential client information has the responsibility to train these 
employees in the handling of such information. These employees 
must be instructed that they will be held responsible for unautho rized 
disclosure of confidential data. For example, Judy Parker has set up 
detailed procedures for her staff to follow in safeguarding confiden-
tial client information. On three separate occasions, Judy overhead 
her office manager gossiping with friends about the size of Client X’s 
investment portfolio. Judy has not taken any action in regard to the 
office manager’s behavior. Judy has violated Rule 3.3. 

CANON 4: Integrity 

A member shall provide professional services with integrity and shall 
place the client’s interest above his/her own. 

Integrity involves honesty and trust. A professional’s honesty and can-
dor should not be subordinate to personal gain or advantage. To be 
dishonest with others is to use them for one’s own purposes. 

RULES 

R4.1 A member shall avoid any conduct or activity that would cause 
unnecessary harm to others by: 

Any act or omission of a dishonest, deceitful, or fraudulent nature. 
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Pursuit of financial gain or other personal benefits that would inter-
fere with the exercise of sound professional judgments and skills. 

R4.2 A member shall establish and maintain dignified and honor able 
relationships with those he/she serves, with fellow practition ers, and 
with members of other professions. 
Application for Rule 4.2

A4.2a. A member needs to be respectful in all dealings with another 
financial service professional in competitive engagements and avoid at 
all costs defamatory remarks to the client or other profes sionals. This 
does not mean a member cannot provide impartial fac tual informa-
tion about a competitor. For example, in trying to help a friend make 
a decision about which long-term care policy to pur chase, Joe Carter, 
CLU, reviews the features of each contract and accurately notes that 
his competitor’s policy fails to provide cover age for home care. Joe 
recommends that his friend review this infor mation with his agent. 

R4.3 A member shall embrace and adhere to the spirit and letter 
of laws and regulations governing his/her business and professional 
activities. See also Rule 6.1. 

R4.4 A member shall be truthful and candid in his/her professional 
communications with existing and prospective clients, and with the 
general public. 
Applications for Rule 4.4 

A4.4a. Financial service professionals will not use words or make 
statements in brochures or advertising materials or in any client com-
munication that create false impressions or have the potential to mis-
lead. For example, product salespersons should not refer to themselves 
as financial/estate planners/consultants, if they do not provide these 
services. Words such as deposits or contributions should not be used 
to describe life insurance premiums. Life insur ance policies should 
not be referred to as retirement plans. Discussion of vanishing premi-
ums and guaranteed performance should be avoided. Financial service 
professionals must avoid creat ing the impression that they represent a 
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number of companies when they place business with only a few com-
panies. See also Rule 1.6.

A4.4b. Candid communication is required when a client is acting 
or intends to act outside the law. In such cases, the member should 
ter minate the professional relationship and seek the advice of appro-
priate advisors. For example, Lisa Long, CLU, CFP, an investment 
advisor, has been asked by her client to effect a transaction based on 
insider information. Lisa must immediately advise her client that 
insider trading is a violation of SEC rules and could result in crimi-
nal charges. Lisa should also document what has happened; and, if 
the client plans to proceed with the transaction, Lisa should termi-
nate the relationship. Lisa should also consult her own legal and 
ethical advisors as to whether she has additional legal obligations 
under these circumstances. Lisa’s legal obligations will impact her 
ethical obligations. 

R4.5. A member shall refrain from using an approved Society desig-
nation, degree, or credential in a false or misleading manner. 

Application for Rule 4.5 

A4.5a. A member must not use Society-recognized professional des-
ignations in his/her company name, tagline, or brochures in a man-
ner which would be misleading. For example, John Smith, ChFC, 
and Associates is acceptable. John Smith and Associates, Chartered 
Financial Consultants is not because it creates the impression that 
everyone associated with the firm is a Chartered Financial Consul-
tant. See also Rule 7.7.

CANON 5: Diligence 

A member shall act with patience, timeliness, and consistency in the 
fulfillment of his/her professional duties. 

A professional works diligently. Knowledge and skill alone are not 
adequate. A professional must apply these attributes in a prompt and 
thorough manner in the service of others. 
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RULES 

R5.1 A member shall act with competence and consistency in 
promptly discharging his/her responsibilities to clients, employers, 
principals, purchasers, and other users of the member’s services. 

R5.2 A member shall make recommendations to clients, whether in 
writing or orally, only after sufficient professional evaluation and under-
standing of the client’s needs and goals. A member shall support any 
such recommendations with appropriate research and documentation. 

R5.3 A member shall properly supervise subordinates with regard to 
their role in the delivery of financial services, and shall not con done 
conduct in violation of the ethical standards set forth in this Code of 
Professional Responsibility. 

CANON 6: Professionalism 

A member shall assist in raising professional standards in the finan cial 
services industry. 

A member’s conduct in all matters shall reflect credit upon the finan-
cial services profession. A member has an obligation to cooper ate with 
Society members, and other financial service professionals, to enhance 
and maintain the profession’s public image and to work together to 
improve the quality of services rendered. 

RULES 

R6.1 A member has the duty to know and abide by the local, state, 
and national laws and regulations and all legal limitations pertain ing 
to the member’s professional activities. 

Applications for Rule 6.1 

A6.1a. The financial service profession is subject to state and federal 
laws and regulation in the areas of securities, insurance, banking, and 
unfair trade practices, among others. Society members must under-
stand these laws and regulations and their applicability to their prac-
tices. For example, Susan Short, CLU, just earned her CFP license, 
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and is planning on expanding her practice to include com prehensive 
financial planning services. Does Susan need to register as an invest-
ment advisor? Must she be licensed with the National Association 
of Securities Dealers? What about state insurance laws? Susan must 
answer these questions and comply with the appropri ate requirements 
for her business activities. 

A6.1b. Jon Planner receives equity commissions throughout the year. 
As part of a prearranged agreement, he transfers these com missions to 
the corporation for whom he works. Jon later learns that this is a viola-
tion of FINRA rules and that commissions cannot be split with corpo-
rations. Jon is ethically obligated to correct this situ ation and to further 
educate himself on the rules and regulations applying to his business. 

R6.2 A member shall support the development, improvement, and 
enforcement of such laws, regulations, and codes of ethical conduct 
that foster respect for the financial service professional and benefit 
the public. 

Application for Rule 6.2 

A6.2a. Suppose Congress is contemplating a measure that would 
increase the regulatory burden on financial service professionals by 
requiring increased documentation of specific client transactions. 
There is firm evidence that enactment of this measure would sub-
stantially reduce the likelihood of client’s being misled or confused 
about such transactions. Rule 6.2 would require Society members to 
support such a measure. 

R6.3 A member shall show respect for other financial service profes-
sionals and related occupational groups by engaging in fair and hon-
orable competitive practices; collegiality among members shall not 
impede enforcement of this Code. 

R6.4 A member shall cooperate with regulatory authorities regard-
ing investigations of any alleged violation of laws or regulations by a 
financial service professional. 
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CANON 7: Self-regulation 

A member shall assist in maintaining the integrity of the Society’s 
Code of Professional Responsibility and of the professional creden-
tials held by all Society members. 

Every professional has a responsibility to regulate themselves. As such, 
every Society member holds a duty of abiding by his/her pro fessional 
code of ethics. In addition, Society members have a duty to facilitate 
the enforcement of this Code of Professional Responsibility. 

Reprinted with permission of the Society of Financial Service Profession-
als. All rights reserved. 

Q62
  What Is the History, Purpose, and Structure of 
State Insurance Regulation?

A Brief History
Benjamin Franklin helped found the insurance industry in the United States 
in 1752 with the Philadelphia Contributionship for the Insurance of Houses 
from Loss by Fire. The current state insurance regulatory framework has its 
roots in the 19th century with New Hampshire appointing the first insurance 
commissioner in 1851. Insurance regulators’ responsibilities grew in scope and 
complexity as the industry evolved. Congress adopted the McCarran-Fergu-
son Act in 1945 to declare that states should regulate the business of insur-
ance and to affirm that the continued regulation of the insurance industry by 
the states was in the public’s best interest. 

The Financial Modernization Act of 1999, also called Gramm-Leach-
Bliley, established a comprehensive framework to permit affiliations among 
banks, securities firms, and insurance companies. Gramm-Leach-Bliley once 
again acknowledged that states should regulate the business of insurance. 
However, Congress also called for state reform to allow insurance companies 
to compete more effectively in the newly integrated financial service market-
place and to respond with innovation and flexibility to evermore demanding 
consumer needs all while continuing to protect consumers, which is the hall-
mark of state regulation.
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The Role of the State Legislatures
State legislatures set broad policy for the regulation of insurance. They estab-
lish and oversee state insurance departments, regularly review and revise state 
insurance laws, and approve regulatory budgets. State insurance departments 
employ 12,500 regulatory personnel. Increases in staff and enhanced automa-
tion have allowed regulators to substantially boost the quality and intensity of 
their financial oversight of insurers and expand consumer protection activi-
ties. State regulation of insurance provides a major source of state revenue. 
In 2000, states collected more than $10.4 billion in revenues from insurance 
sources. Of this amount, $880 million—roughly 8.4%—went to regulate the 
business of insurance while the remaining $9.6 billion went to state general 
funds for other purposes.

National Association of Insurance Commissioners (NAIC)
The NAIC serves as a vehicle for individual state regulators to coordinate 
their activities and share resources. Established in 1871, the NAIC functions 
as an advisory body and service provider for state insurance departments. 
Commissioners use the NAIC to pool scarce resources, to discuss issues of 
common concern, and to align their oversight of the industry. Each state, 
however, ultimately determines what actions it will take.

The Purpose and Structure of Insurance Regulation
The fundamental reason for government regulation of insurance is to pro-
tect American consumers. State systems are accessible and accountable to the 
public and sensitive to local social and economic conditions. State regulation 
has proven that it effectively protects consumers and ensures that promises 
made by insurers are kept. Insurance regulation is structured around several 
key functions, including company licensing, producer licensing, product regu-
lation, market conduct, financial regulation, and consumer services.

Company Licensing
State laws require insurers and insurance-related businesses to be licensed 
before selling their products or services. Currently, there are approximately 
7,200 insurers in the United States. All U.S. insurers are subject to regula-
tion in their state of domicile and in the other states where they are licensed 
to sell insurance. Insurers who fail to comply with regulatory requirements 
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are subject to license suspension or revocation, and states may exact fines for 
regulatory violations. In 2000, nearly 300 companies had their licenses sus-
pended or revoked.

The NAIC’s Uniform Certificate of Authority Application (UCAA), a 
company licensing system, helps states expedite the review process of a new 
company license. In addition, an NAIC database has been developed to facili-
tate information sharing on acquisition and merger filings. Theses databases 
assist insurance regulators by creating a streamlined and more cost-efficient 
regulatory process.

Producer Licensing
Insurance agents and brokers, also known as producers, must be licensed to sell 
insurance and must comply with various state laws and regulations governing 
their activities. Currently, more than 3.2 million individuals are licensed to 
provide insurance services in the United States. State insurance departments 
oversee producer activities in order to protect insurance-consumer interests in 
insurance transactions. The states administer continuing-education programs 
to ensure that agents meet high professional standards. Producers who fail 
to comply with regulatory requirements are subject to fines and license sus-
pension or revocation. In 2000, nearly 16,000 insurance producers had their 
licenses suspended or revoked. When producers operate in multiple jurisdic-
tions, states must coordinate their efforts to track producers and prevent vio-
lations. Special databases are maintained by the NAIC to assist the states in 
this effort. The National Insurance Producer Registry (NIPR)—a non-profit 
affiliate of the NAIC—was established to develop and operate a national 
repository for producer licensing information.

Product Regulation
State regulators protect consumers by ensuring that insurance policy pro-
visions comply with state law, are reasonable and fair, and do not contain 
major gaps in coverage that might be misunderstood by consumers and leave 
them unprotected. The nature of the rate review, rating rules, and forms var-
ies somewhat among the states depending on their laws and regulations. For 
personal property-casualty lines, about half of the states require insurers to file 
rates and to receive prior approval before they go into effect. With the excep-
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tion of workers’ compensation and medical malpractice, commercial property- 
casualty lines in many states are subject to a competitive rating approach. Under 
such a system, regulators typically retain authority to disapprove rates if they 
find that competition is not working. Premiums for life insurance and annuity 
products generally are not subject to regulatory approval, although regulators 
may seek to ensure that policy benefits are commensurate with the premiums 
charged. Many states subject health insurance rates to prior approval—with all 
other lines using a “file and use” system or no provisions for review.

Financial Regulation
Financial regulation provides crucial safeguards for America’s insurance con-
sumers. The states maintain at the NAIC the world’s largest insurance finan-
cial database, which provides a 15-year history of annual and quarterly filings 
on 5,200 insurance companies. Periodic financial examinations occur on a 
scheduled basis. State financial examiners investigate a company’s accounting 
methods, procedures, and financial-statement presentation. These exams verify 
and validate what is presented in the company’s annual statement to ascer-
tain whether the company is in good financial standing. When an examination 
of financial records shows the company to be financially impaired, the state 
insurance department takes control of the company. Aggressively working with 
financially troubled companies is a critical part of the regulator’s role. In the 
event the company must be liquidated or becomes insolvent, the states maintain 
a system of financial guaranty funds that cover consumers’ personal losses.

Market Regulation
Market regulation attempts to ensure fair and reasonable insurance prices, 
products, and trade practices in order to protect consumers. With improved 
cooperation among states and uniform market conduct examinations, regula-
tors hope to ensure continued consumer protections at the state level. Mar-
ket conduct examinations occur on a routine basis, but also can be triggered 
by complaints against an insurer. These exams review agent-licensing issues, 
complaints, types of products sold by the company and agents, agent sales 
practices, proper rating, claims handling, and other market-related aspects of 
an insurer’s operation. When violations are found, the insurance department 
makes recommendations to improve the company’s operations and to bring 
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the company into compliance with state law. In addition, a company may be 
subject to civil penalties or license suspension or revocation.

Consumer Services
The states’ single most significant challenge is to be vigilant in the protection 
of consumers, especially in light of the changes taking place in the finan-
cial services marketplace. States have established toll-free hotlines, Web 
sites, and special consumer-services units to receive and handle complaints 
against insurers and agents. The states also have launched an interactive tool 
to allow consumers to research company complaint and financial data using 
the NAIC Web site. During 2000, state insurance departments handled 
4.5 million consumer inquiries and complaints. As needed, state insurance 
departments worked together with policyholders and insurers to resolve dis-
putes. In addition, many states sponsor educational seminars and provide 
consumer brochures on a variety of insurance topics. Some states publish 
rate-comparison guides to help consumers get the best value when they pur-
chase insurance.

The above is from the National Association of Insurance Commissioner’s 
(NAIC) Web site at www.naic.org. Copyright NAIC. Permission for this reprint 
granted by NAIC.

Q63  Why Do States Currently Regulate Insurance?

Why is insurance regulated? 
Government regulation of insurance companies and agents began in the 
states more than 100 years ago for one overriding reason—to protect con-
sumers. State regulators’ most important consumer protection is to ensure 
that insurers remain solvent so they can meet their obligations to pay claims. 
States also supervise insurance sales and marketing practices and policy terms 
and conditions to ensure that consumers are treated fairly when they purchase 
insurance products and file claims.

What is the first priority of insurance regulators?
The fundamental purpose for government regulation of insurers and agents is 
to protect American consumers. Effective consumer protection that focuses 
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on local needs is the hallmark of state insurance regulation. State regulators 
understand local and regional markets and the needs of consumers in these 
markets. State policymakers recognize that consumer protection is their high-
est job priority. Meaningful evaluation of the existing state regulatory system 
or any federal alternative must begin with a hard look at its impact on current 
protections that the public expects.

How is insurance different from banking? 
Insurance is a commercial product based upon subjective business decisions: 
Will an insurance policy be offered to a consumer? At what price? What 
are the policy terms and conditions? Is a claim filed by a policyholder valid? 
If so, how much should the customer be paid under the policy’s terms? 
Unlike most products, the purchaser of an insurance policy will not be able 
to fully determine the value of the product purchased until after a claim is 
presented—when it is too late to decide that a different insurer or a dif-
ferent product might make a better choice. All of these subjective aspects 
add up to one big certainty—insurance products can generate consumer 
backlash and dissatisfaction that require a high level of regulatory resources 
and responsiveness.

What is the cost of state insurance regulation? 
In 2000, state insurance departments employed 12,500 regulatory person-
nel nationwide and spent $880 million to be the watchful eyes and help-
ing hands on consumer insurance problems. States also maintain a system of 
financial guarantee funds that cover personal losses of consumers in the event 
of insurer insolvency. The entire state insurance system is authorized, funded, 
and operated at no cost to the federal government.

What is Gramm-Leach-Bliley?
The Financial Modernization Act of 1999, also called Gramm-Leach-Bliley, 
established a comprehensive framework to permit affiliations among banks, 
securities firms, and insurance companies. Gramm-Leach-Bliley once again 
acknowledged that states should regulate the business of insurance. However, 
Congress also called for state reforms to allow insurance companies to com-
pete more effectively in the newly integrated financial service marketplace 
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and to respond with innovation and flexibility to evermore demanding con-
sumer needs.

States already have taken action to meet the specific requirements of 
Gramm-Leach-Bliley. Forty-six states have enacted a model law to establish 
a system of reciprocity to license out-of-state insurance agents and brokers. 
This already exceeds the 29 states required by federal law to prevent estab-
lishment of the National Association of Registered Agents and Brokers—
a quasi-governmental entity that would preempt state laws. In response to 
another provision that requires states to set minimum standards to keep 
insurance information private, the NAIC drafted model privacy regulations, 
and 49 states and the District of Columbia now meet or exceed the federal 
privacy requirement.

What are states doing to modernize insurance regulation?
States are committed to streamline and simplify state insurance regulation 
while continuing to protect consumers. The nation’s insurance commission-
ers announced their commitment to modernize the state system in specific 
areas by endorsing an action plan, the Statement of Intent—The Future of 
Insurance Regulation, which was adopted in March 2000. Working in their 
individual states and collectively through the NAIC, the commissioners have 
made tremendous progress on their goal of creating an efficient, market-
oriented regulatory system for the business of insurance. The Statement of 
Intent set forth goals for improvement in producer licensing, product speed 
to market, privacy of consumer information, and company licensing. State 
legislatures working through the National Conference of State Legislatures 
(NCSL) and the National Conference of Insurance Legislators (NCOIL) 
also are committed to reform state insurance regulation. In September 2001, 
the NCSL Executive Committee established the Task Force to Streamline 
and Simplify Insurance Regulation—co-chaired by Senator Kemp Han-
non of New York and Representative David Counts of Texas—to lead state 
legislative efforts to modernize state insurance regulation. The Task Force 
is charged by the NCSL Executive Committee to explore the issues that 
confront state insurance regulation in the integrated financial marketplace 
and, if necessary, to recommend specific measures to the states for legislative 
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consideration. Moreover, for many years NCOIL has served as a forum for 
legislators to discuss the many issues confronting state insurance regulation 
and has recommended to states model laws to promote market-based regula-
tory structures.

How do regulators promote competitive markets? 
The purpose of government supervision is to make sure the critical personal 
interests of consumers are not lost in the arena of commercial competition. 
Once the consumer protection responsibilities of government insurance regu-
lators are satisfied, it is fair to ask how the system of regulation can be made 
most compatible with the demands of commercial competition without sac-
rificing the needs of consumers. Regulators continue to give this matter our 
highest attention, as evidenced by our speed-to-market initiatives. 

What are states doing to keep insurance markets competitive with other 
financial services products, especially with regards to life insurance and 
annuities?

Insurers, especially in the life insurance and annuities market, increas-
ingly face direct competition from products offered by other financial ser-
vices entities. State insurance regulators have worked diligently over the 
past two years to identify the issues in this area and come up with possible 
solutions to reflect the new market realities. Regulators now believe that a 
more efficient review process for these products is possible and could help 
insurers better compete in the marketplace while maintaining a high level of 
protection for insurance consumers. To accomplish this goal, regulators have 
endorsed the idea of an interstate insurance compact. The NAIC has drafted 
an interstate compact proposal and currently is discussing it with state legis-
lators and interested parties for possible legislative consideration during the 
2003 legislative sessions.

Why are the states’ modernization efforts taking so long? 
Insurance regulation is a complex matter and any change to the process 
should not be undertaken without thorough review and analysis of the impact 
of change to the business, companies, and agents, and also to the consumers 
and policyholders the industry serves. However, the states have established 
aggressive timelines in order to meet their modernization objectives. They 
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have come to a point where a number of the goals set out in the Statement of 
Intent have worked their way through the state legislative process. From the 
Producer Licensing Model Act to privacy regulations, the states have proven 
a commitment to modernizing insurance regulation and protecting consum-
ers—as states have done for the past 130 years.

Isn’t this really just about states protecting their turf?
Modernization efforts are not just about the survival of the state system. It is 
about responding to change and, in turn, making the best insurance regulatory 
system in the world even better. State policymakers believe consumers are—
and will continue to be—best served by the states. Regulators and legislators 
have accepted the challenge to make the state system of insurance regulation 
better, and they will continue to make progress in implementing this vision.

When state regulators say there is a need for more uniformity, aren’t they 
making a case to get rid of the 50-regulator system?
Having similar processes with local control and application is really the best 
of both worlds. Consumers need to have the confidence that the people regu-
lating their policies understand the area market. For example, Iowa consumers 
do not buy much hurricane insurance, and there is little need for crop insur-
ance in New York City. However these types of insurance are very important 
in the regions in which they are sold.

Wouldn’t it be better to create a federal agency like the SEC to oversee 
regulation?
Clearly—since the Gramm-Leach-Bliley Act passed—conglomerates are 
being formed and banks and insurance and securities firms are converging. 
But there are still fundamental differences between banking, securities, and 
insurance. Insurance is a product with which consumers have many issues and 
questions. State insurance regulators need to be there on a local basis to deal 
with them. The state system has the expertise and has demonstrated that it 
can be responsive to these situations. When consumers have a problem with 
their insurance, it is often at a time of tragedy—when a child needs an opera-
tion and the insurance company won’t pay for it, or a house just burned down 
and the insurance company is not coming through. So, insurance is very dif-
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ferent from banking and securities products. Insurance also involves extremely 
complex contracts—so there is greater potential for consumer abuse.

The above is from the National Association of Insurance Commissioner’s 
(NAIC) Web site at www.naic.org. Copyright NAIC. Permission for this reprint 
granted by NAIC.
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OTHER ISSUES BEFORE BUYING A POLICY 

Q64
  Okay, I’m Ready to Buy Some Life Insurance. 
What Should I Expect? 

The first step will be to complete a written application. This is neces sary 
whether you apply through an advisor or directly to the company. There are 
three newer methods at the time of the writing of this book. The first is called 
tele-underwriting, which is where you are asked all the questions over the 
phone and then you sign an application at some later time. The second is 
similar; with this method the application is done online, additional questions 
are asked over the tele phone, and then the paperwork (including an applica-
tion) are signed when the policy is delivered. These methods are designed 
to reduce the processing time of applying for life insurance, which can take 
sev eral weeks under the traditional method. The third is when you complete 
the application online or through an app and there is no human interaction.

An application is a form with a series of questions that will range from 
your identification information (address, phone number, drivers license, 
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etc.), to personal financial information, as well as medical questions and 
avocation questionnaires (where appropriate). Avocations are hobbies, such 
as rock climbing, scuba diving, etc. 

Q65
  How Will I Know That This Is the Right Policy for Me; 
In Other Words, Is It Suitable? 

This question is complex and depends on whether or not you have an advi-
sor, how knowledgeable they are on this subject, what state you live in, and 
how comfortable you feel with the methods in this book and with any other 
resources you may have consulted. Suitability is a term that basically means 
that a certain product is appropriate for a certain individual. 

The difficult part of suitability with regard to life insurance is that there 
is no clear-cut answer for professional advisors either. Currently, there are 
suitability regulations for the sale of variable insurance products as these are 
under the purview of the FINRA/SEC. In reviewing suitabil ity regulations 
from the perspective of (non-variable) life insurance rather than securities 
regulation, there are significant differences. Existing suit ability regulations 
for registered products are adaptations of the regula tions for any/all invest-
ment products and are not always applicable to life insurance products. State 
suitability rules exist in only a small per centage of the states and vary in 
terms of requirements, terms, and enforcement. The actual number of life 
insurance sales for non-registered products, which come under the purview 
of states that have suitability reg ulations, is very low for life insurance (a 
couple of years ago, it was approximately 10%). Approximately 30 states have 
suitability rules for annuities. So life insurance suitability rules may not be 
far behind. 

For years the mantra in the life insurance industry is that it is not bought, 
it is sold. It has also been taught by carriers and passed from agent to agent 
that life insurance is a unique product that can be a one -size-fits-all miracle 
tonic that will cure whatever ails you. Life insurance, for the most part, has 
never been viewed as a part of an overall financial plan—rather it has been 
viewed as a financial plan in and of itself. We need to recognize that life insur-
ance is a financial asset rather than property and that, as a financial asset, it 
needs to be measured on its own strength. 
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It is important to look at the history of how field representatives have 
determined life insurance needs. The word “agent” is important here since 
agents act on behalf of a principal, in this case, a life insur ance company. Over 
the years, life insurance companies have been seeking to distance themselves 
from their agents (their distributors) and claim to bear no responsibility for 
the abuses carried out by some of their agents. 

Suitability necessitates that agents and brokers fully understand their 
product. If sellers do not understand what they are selling, they cannot make 
a reasonable recommendation. For years, agents were asked to distribute 
products that were to some degree “black boxes.” In other words, the agents 
had no idea what they were really distribut ing. The components of the prod-
ucts were a mystery in terms of the mortality costs, dividend determina-
tion, and overhead expenses. This started to change with the introduction 
of universal life; however, until the American Society of CLUs and ChFCs 
(now the Society of Financial Service Professionals) introduced the Illustra-
tion Questionnaire (IQ), the agents had neither knowledge nor ability to 
gain knowledge about the actual construction of the life insurance con tracts. 
Added to that was the fact that agents and carriers were, until the introduc-
tion of the 1995 NAIC Life Insurance Illustrations Model Regulation, able 
to illustrate anything they wanted. 

Another factor in determining suitability is the recognition that life 
insurance is indeed a financial asset and that it must stand up as such. A 
number of life insurance policies inherently do not. For example: In a case in 
which I was involved, the goal was to use life insurance to increase the future 
wealth of the beneficiaries. The clients’ trust owned a $2 million, second-to-
die policy (which pays a death benefit at the sec ond death) life insurance and 
the insureds were, at the time, a 72-year-old couple. The policy had a planned 
annual premium of $50,000 for life. The rate of return at age 100 on death 
is only 2.4% (estate and income tax free), which is low considering there is a 
20% chance that at least one person will live that long. Under FINRA regula-
tions, this would most likely not be a suitable investment, due to the low rate 
of return. However, based on the risk factor, there could always be an argu-
ment that, if the clients were to die early (soon), it would be a good invest-
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ment. This illustrates how the mix of life insurance into the plan ning process 
can make it a complex topic. 

There is no shortage of abuses—for example, a case reviewed by the 
author involved the sale of a variable universal life policy with a face amount 
of $570,000 to a 33-year-old woman who had no dependents or any other 
discernible reason for life insurance. This woman receives a signifi cant annual 
income stream from the estate of her father, and will receive a significant 
distribution from the trust when she reaches age 40. The trust also provides 
her with a residence at no cost and pays for all medical bills and unforeseen 
circumstances. Her children will be treated similarly upon her death. The life 
insurance policy that was sold to this woman was sold as a cash accumulation 
vehicle, not as a life insurance policy. 

Due in part to the history of abusive life insurance industry prac tices, a 
majority of households remain underinsured. For some of these people, it has 
been the author’s experience that they are turned off by the thought of life 
insurance, due to prior negative experiences with life insurance salespeople. 
Another cause is the failure to provide a coherent basis for life insurance 
recommendations. 

Following is a summary of the FINRA Suitability Rules to give a sense of 
what factors you should consider: 

• Collect and document comprehensive information about the cus-
tomer’s background, financial assets, investment goals, and risk tol-
erance. (FINRA Rule 2310(b), Recommendations to Customers 
[Suitability] [FINRA Manual 2001].) 

• Only recommend policies that are appropriate for the customer’s 
investment objectives and risk tolerance. (The FINRA reminds mem-
bers of their responsibilities regarding the sale of variable life insur-
ance in FINRA Notice to members 00-44 2000 [www.finra.org].) 

• Consider whether the customer wants and needs life insurance, and 
whether the investor has the financial wherewithal to make the neces-
sary payments. (The FINRA reminds members of their responsibili-
ties regarding the sale of variable life insurance, supra.) 
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• Adopt procedures to ensure that replacement policies are suit able. 
(The FINRA reminds members of their responsibilities regarding the 
sale of variable life insurance, supra.) 

• Transactions whereby a customer finances a new variable life 
insurance policy or annuity through the use of cash values from 
an existing policy are presumed unsuitable. (The FINRA reminds 
members of their responsibilities regarding the sale of variable life 
insurance, supra.) 

The NASD recently changed their name and organization to FINRA.
However, some of the rules have not been transitioned yet and some have, so 
the references may change. 

One of the major issues in enforcing a suitability regulation is the long-term 
nature of life insurance. Often by the time a customer real izes he or she has been 
sold an unsuitable policy, many years have passed and the statute of limitations 
has expired. For this reason, it is essential that a life insurance suitability regula-
tion contain a discovery rule to toll the statute of limitations. This ensures that 
customers will be protected from abuses that may take many years to unfold. 

Under current state laws, life insurance agents and brokers have a duty 
of good faith and fair dealing. They do not currently have a duty to advise. 
It is time to recognize that, contrary to the mantra, life insur ance is bought, 
and is bought as an investment product. Often cus tomers do not understand 
what they are buying and rely upon their brokers to recommend appropriate 
products. The representatives and insurers oftentimes either do not under-
stand what they are selling or recommend products for the primary benefit of 
themselves rather than for the benefit of their customers. The results are the 
abuses dis cussed earlier in this question. 

Changing these approaches will especially be difficult in an industry 
where the most respected agents/producers are those who sell the most life 
insurance. These are some of the individuals whose names and pic tures are on 
the walls at the life insurance company and who qualify for special trips and 
recognition. There are no rewards or recognition for ethical issues. So consider 
your advisor’s background. A majority of agents/producers do have their cli-
ent’s best interests at heart. 
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Q66  Is There a Difference in How Often I Pay My Premium? 

Changing how often you pay your premium could save you money (it may be 
a lot!). Almost always, you have a choice of whether to pay premiums monthly, 
quarterly, semi-annually, or annually. Insurance companies typically charge 
extra when you pay other than annually. 

This is a factor applied to the annual premium to arrive at the pre mium 
if you elect to pay on a semiannual, quarterly, or monthly bank-draft basis. 
The mode premium factor for semi-annual premiums ranges from 51% to 
53%, which means that you pay an extra 2% to 6% if you don’t pay the pre-
mium annually. The mode factor for quarterly premiums ranges from 26% to 
30%, which means that you pay an extra 4% to 20% by paying quarterly. The 
mode factor on monthly bank draft premiums ranges from 8.66% to 9%, 
meaning that you pay an extra 3.92% to 8%. The reason the monthly bank-
draft mode premium factor is more economical than the quarterly mode 
factor is because monthly bank-draft persistency is better than quarterly 
mode persistency. (Companies charge these mode premium factors because 
when premi ums are paid more often than annually, the company does not 
have the use of the premium dollars for the entire year. In addition, depend-
ing on the mode of payment selected, there is a higher probability that the 
policy will lapse.) 

However, that’s not the whole story. The actual charge is higher as is illus-
trated by the calculation and usage of an “Annual Percentage Rate (APR)” as 
defined under the “Federal Truth In Lending” law. This cal culation illustrates 
a higher percentage rate than shown in the para graph above. This is due to the 
fact that the policy owner does not have usage of the entire annual premium 
for the entire year. 

You can judge whether you are willing to pay the extra cost by cal-
culating the annual percentage rate (APR). Unfortunately, insurance com-
panies are not required to disclose the APR, so you have to calcu late it 
yourself. You can produce a good approximation with one of the formulas 
below. The first is for monthly premiums, the second is for quarterly, and the 
third is for semi-annual. 
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For example, if the monthly premium is $95 and the annual pre mium is 
$1,000, the first of the formulas would produce an annual per centage rate of 
about 29.7 percent, and it would clearly be in your interest to pay it annually. 
The calculation is shown below; the factors are below the formulas. 

Sample calculation of APR—monthly premium is $95; annual premium 
is $1,000:

 3,600((12*$95)-$1,000) = 3,600($1,140-$1,000) = 3,600($140) =29.7%APR =
  (13*$1,000) + (42*$95) $13,000+$3,990 $16,990 

 Formulas for calculation of APR:
 For Monthly   3,600(12M-A)
 Premiums:  

APR =
 13A+42M

 For Quarterly   1,200(4Q-A) 
 Premiums:  

APR =
 5A-2Q

 For Semi-Annual   200(2S-A)
 Premiums:  

APR =
 A-S

 Where:
 M = Monthly Premium 
 Q = Quarterly Premium 
 S = Semi-Annual Premium 
 A = Annual Premium

The formulas and example are from The Insurance Forum, pub lished by Dr. 
Belth and appeared in its April 1997 newsletter. On Dr. Belth’s Web site you 
can find a calculator that will allow you to solve for the annual percentage rate 
as both a percentage and in dollar terms. 

The reason the monthly bank-draft mode premium factor is more eco-
nomical than the quarterly mode factor is because monthly bank-draft per-
sistency is better than quarterly mode persistency. Companies charge these 
mode premium factors because when premiums are paid more often than 
annually, the company does not have the use of the premium dollars for the 
entire year. In addition, depending on the mode of payment selected, there is 
a higher probability that the policy will lapse. Also, this is oftentimes a profit 
center for the company. 
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It’s important to keep in mind that the premiums on universal life poli-
cies are designed to be flexible. As such, the policy owner has the option 
when of and when to pay. Therefore, the application of the APR concept may 
arguably not apply, as life insurance premiums are not a debt (loan). Please 
note that as discussed in other parts of this book, miss ing premium payments 
can cause a policy to lapse, especially when they are non-scheduled, less than 
scheduled, or the policy is underfunded. 

There has been some litigation in this area as to whether companies 
should disclose annual percentage rates (APRs). There are a few companies 
who have settled suits in this area and have added calcula tors to their Web 
sites. They are not listed in this book, as I feel that it would be inappropriate 
to send readers to a specific company. A calculator can be found on Dr. Belth’s 
Web site at http://www.insuranceforum.com/pages/aprcalc.html.

Q67  What Is Insurable Interest? 

Insurable interest means that the person who is purchasing the policy has 
more to lose than to gain by insured’s death and therefore may purchase a 
life insurance contract on somebody else’s life. This is intended to prevent a 
person purchasing a policy unknowingly on another person for purposes of 
wagering, planned murder, or any other reason. 

An individual is deemed to have unlimited insurable interest in them-
selves and can purchase as much life insurance as they want (with no state 
restrictions), subject to the willingness of insurance companies to issue an 
applied-for amount of coverage. Otherwise, it is any instance where the 
insured carries an economic responsibility to a beneficiary. 

Insurable interest is typically only required at the inception of the policy. 
After that, most states will allow that the beneficiary can be changed or the 
policy assigned without regard to insurable interest. 

There are exceptions to these statements that vary on a state-by-state 
basis. Please contact your state insurance department (listed in Appendix A). 

Recently there are concerns regarding questionable uses of life insur ance, 
and insurable interest has become a hot topic. Life insurance up until recently 
has been used for the long-accepted purpose of providing a benefici ary with 
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a sum of money to replace some type of income loss. The usual needs on 
the personal side covered income protection for the family, mortgage, etc., 
and could be used to pre-fund a potential estate-tax liability. Other uses were 
for business purposes like key-person indemnification, buy-sell funding, etc. 
There are many different needs, though this covers the basics. 

Over the last fifteen to twenty years, life insurance has entered into some 
very strange and complex uses. This is not altogether new. Some of these 
uses had roots in sound principles while others did not. Stretching the lim-
its of usage for life insurance is nothing new. As men tioned in the opening 
of the book (Question 1), a concept known as the tontine annuity system 
was founded in Paris by the 17th-century Italian-born banker Lorenzo Tonti. 
Although essentially a form of gam bling, this system has been regarded as 
an early attempt to use the law of averages and the principle of life expec-
tancies in establishing annu ities. Under the tontine system, associations of 
individuals were formed without any reference to age, and a fund was cre-
ated by equal contributions from each member. The sum was invested, and, 
at the end of each year, the interest was divided among the survivors. The last 
remaining survivor received both the year’s interest and the entire amount of 
the principal. 

This eventually led to some not-so-desired ends resulting in the practice 
of taking out life insurance on strangers and having them murdered for profit. 
This was common in England in the 1700s and helped lead to the establish-
ment of the British Life Assurance Act of 1774, wherein a policy of life insur-
ance can only be procured by a party that has an insurable interest in the life 
of the insured. Recently, however, a variety of situations has arisen in which 
the party seeking a life policy does not have an insurable interest, yet is not 
engaging in a wagering transaction of the kind the Life Assurance Act and its 
progeny sought to forbid. 

Understanding the concept of insurable interest will help in under-
standing some of the prevalent issues with the life insurance second ary mar-
ketplace and especially with a newer form generalized as Stranger-Owned 
Life Insurance. 

This marketplace has pros and cons (see Question 132). Those in favor 
state that it will give the elderly, and their advisors, an additional financial 
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asset and additional leverage in terms of life insurance policy value. Those 
against the concept—aside from just the fact that the entire con cept is con-
sidered “creepy” (my technical term)—state that it could ulti mately (though 
not realistically) lead to murder for hire as in old England, though most likely 
result in financial havoc for the life insur ance industry. 

There are many issues of concern regarding the secondary life insur ance 
marketplace. There are also the other uses of life insurance that stretch the 
intent of the tax rules and the meaning of “insurable inter est.” The only thing 
that is clear is that, for now, it is here and will need to be considered in plan-
ning situations. However, the different types of transactions and risks need to 
be carefully considered. 

The transactions range from the fairly benign to highly malignant, and as 
is often the case, all might face the same treatment, as they cannot be sorted 
apart. The “insurable interest” concept and the unintended usages of life insur-
ance will have an impact—the question is of what type and how much. Greed 
and abuse are fueling the debate and chal lenges brought on by the second-
ary marketplace. Remember that once a policy is sold, a third party gains a 
financial interest in the insured’s early death and that the policy can be resold 
multiple times. 

The future of the life insurance industry and a number of companies 
may be affected by the handling of the secondary marketplace. Despite all of 
the arguments, there are always facts and figures. Life insurance policies are 
priced based on mortality costs and expenses. The secondary marketplace and 
these other concepts introduce a new stress point on the pricing and there is 
no way that this cannot have an impact. 

It’s important to keep in mind that using life insurance for other pur poses 
than intended could have dire consequences. Life insurance is for insuring 
lives rather than investing. The long-term effects and the interpretation of 
insurable interest will have a significant impact on the future of the life insur-
ance industry and will bear continued monitoring. 

As an example of insurable interest, the following is how the state of 
California defines insurable interest (as mentioned above, each state’s insur-
ance code has it’s own specific definition for insurable interest (please see 
Appendix A for a listing of state insurance departments). This is included 
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because this provides a good representation of insurable interest rules. The 
State of California Insurance Code §10110 states that: 

Every person has an insurable interest in the life and health of: 

(a) Himself. 

(b) Any person on whom he depends wholly or in part for education 
or support. 

(c) Any person under a legal obligation to him for the payment of 
money or respecting property or services, of which death or illness 
might delay or prevent the performance. 

(d) Any person upon whose life any estate or interest invested in him 
depends. 

This is continued in Insurance Code § 10110.1: 

(a) An insurable interest, with reference to life and disability insur-
ance, is an interest based upon a reasonable expectation of pecu-
niary advantage through the continued life, health, or bodily safety of 
another person and consequent loss by reason of that person’s death or 
disability or a substantial interest engendered by love and affection in 
the case of individuals closely related by blood or law. 

(b) An individual has an unlimited insurable interest in his or her own 
life, health, and bodily safety and may lawfully take out a policy of 
insurance on his or her own life, health, or bodily safety and have the 
policy made payable to whomsoever he or she pleases, regardless of 
whether the beneficiary designated has an insurable interest. 

(c) Except as provided in Section 10110.4, an employer has an insur-
able interest, as referred to in subdivision (a), in the life or physical 
or mental ability of any of its directors, officers, or employees or the 
directors, officers, or employees of any of its subsidiaries or any other 
person whose death or physical or mental disability might cause finan-
cial loss to the employer; or, pursuant to any contractual arrangement 
with any shareholder concerning the reacquisition of shares owned 
by the shareholder at the time of his or her death or disability, on the 
life or physical or mental ability of that shareholder for the purpose of 
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carrying out the contractual arrangement; or, pur suant to any contract 
obligating the employer as part of compensa tion arrangements or pur-
suant to a contract obligating the employer as guarantor or surety, on 
the life of the principal obligor. The trustee of an employer or trustee 
of a pension, welfare benefit plan, or trust established by an employer 
providing life, health, disability, retirement, or similar benefits to 
employees and retired employees of the employer or its affiliates and 
acting in a fiduciary capacity with respect to those employees, retired 
employees, or their dependents or beneficiaries has an insurable inter-
est in the lives of employees and retired employees for whom those 
benefits are to be provided. The employer shall obtain the written con-
sent of the individual being insured. 

(d) An insurable interest shall be required to exist at the time the 
contract of life or disability insurance becomes effective, but need not 
exist at the time the loss occurs. 

(e) Any contract of life or disability insurance procured or caused to be 
procured upon another individual is void unless the person applying 
for the insurance has an insurable interest in the individ ual insured at 
the time of the application. 

(f ) Notwithstanding subdivisions (a), (d), and (e), a charitable organ-
ization that meets the requirements of Section 214 or 23701d of the 
Revenue and Taxation Code may effectuate life or disability insur ance 
on an insured who consents to the issuance of that insurance. 

(g) This section shall not be interpreted to define all instances in which 
an insurable interest exists. 

Q68  What Should I Consider in Choosing a Beneficiary? 

This really will depend on your personal situation, as well as on the laws of 
your state. As I am not an attorney, I can only give you some basic guidance. 
A beneficiary is the person who will receive the funds in your policy when you 
die. You can name a primary and a contingent benefici ary, as well as naming 
multiple primary and contingent beneficiaries. 
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The proceeds from a life insurance policy usually go directly to the ben-
eficiary, thus avoiding probate. Life insurance proceeds are usually not subject 
to income tax. If there is still an estate tax and your estate is subject to this 
tax, then the life insurance proceeds may be subject to the estate tax. There 
are methods using a “trust,” which can assist in this situation. It is advisable 
to work with an estate planning attorney and have a will drawn up—and a 
trust, if the attorney feels that it a ben efit to you. When you do meet with the 
estate-planning attorney, you should discuss your life insurance. If you already 
have drawn up a will or trust, you should call your attorney prior to applying 
for insurance. If you do not have either document, you can change the owner 
and beneficiary of your life insurance policy at any time. 

If you have multiple beneficiaries, you can add one of the following defi-
nitions to further direct the distribution of the death benefit: 

• Per Capita—this means that if a beneficiary dies before the insured, 
the remaining beneficiaries will equally divide that share of the pro-
ceeds in addition to receiving their own shares when the insured dies 
either (1) by head or by individual or (2) to share equally.

• Per Stirpes—this means that if a beneficiary dies before the insured, 
that beneficiary’s share of the proceed will pass upon that beneficia-
ry’s heirs rather than going to the remaining beneficiar ies when the 
insured dies. It means by family branches, i.e., a method of divid-
ing benefits among living members of a class of beneficiaries and 
the descendants of deceased members. It is very important to make 
sure that all documents are clear and concise, because you will not be 
around to clarify them. Make sure that there are no spelling errors and 
full names are used. If you have a child under the age of 18 and you 
name them as a beneficiary, whoever has physical guardianship will 
typically have financial guardianship. That may not be how you wish 
for it to be. Again, that’s why it is a good idea to have estate planning 
done with an estate planning attorney. 

In my opinion, only an estate-planning attorney should handle estate 
planning. Beware of living-trust seminars and non-attorneys peddling liv-
ing trusts. 



Other Issues Before Buying a Policy 157 

Another issue to consider is a simultaneous death, where the insured and 
primary beneficiary die together, such as in a car crash and it cannot be deter-
mined who died first. Some states have enacted the Uniform Simultaneous 
Death Act, which provides that, in such a case, the proceeds are paid as if 
the primary beneficiary died first. Therefore, the proceeds would be received 
by the contingent benefici ary. If there were no contingent beneficiary, the 
insured’s estate would receive the proceeds. Therefore, it’s important to con-
sider this in your estate planning and address it. 

Q69  Who Should I Name as the Policy Owner? 

For the most part, the same issues that apply in choosing a benefici ary apply 
here as well. Typically, the insured is the owner (at least in community prop-
erty states). I am not familiar as to whether or not this is the case in separate 
property states, since my practice has been lim ited to community property 
states. Separate property states have diff erent estate-planning practices. You 
may want to research this. A good place to start is with Nolo Press and their 
Web site at www.nolo.com. When the insured is not the owner, it is gen erally 
for specific reasons, such as for estate-planning purposes. As dis cussed in the 
previous question, you should strongly consider having at least a will drawn 
up. You may wish to discuss this with your attor ney, if you have one. 

It is not always necessary to engage an attorney if you wish to research the 
ownership and beneficiary issues yourself and are aware of the pros and cons. 

Q70  What Are Life Insurance Survivor Options? 

On fewer and fewer new policies and almost all older ones, the insurer offers 
a variety of survivor options when the insurer passes away. The following is a 
list of the more common settlement options: 

• Lump Sum Payment 
• Income for a Fixed Period from 5 to 25 Years—if you should die before 

the payments are complete, your beneficiary will get the remainder in 
the same time intervals. 
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• Life Income with a Guaranteed Payment—You collect a payment for 
the rest of your life at least equal to a guaranteed amount (cal culated 
by the insurance company). If you should die before the guaranteed 
amount is paid, your beneficiary will receive the diff erence at your death. 

• Joint and Survivor Life Income—Payments are made for your life and 
the life of your selected survivor. Your survivor does not have to get the 
same amount—it may be preselected at 33%, 66%, 100%, etc. 

• Lifetime Income—This provides income for your life ONLY. When 
you die, payments cease altogether. 

• Installment Refund with Life Income—You will receive income for 
life. Should you die before you have received total payments equal to 
your initial contribution, your beneficiary will receive the difference. 

• Income of a Specific Amount—You can select an amount to be paid 
until the principal is exhausted. 

The decision of which option to take is complicated. Keep in mind that 
the rate of return on the various options (except the lump sum) is low—so 
you may not be maximizing the rate of return. Another consideration is that, 
except for the lump-sum option, access to the fund will be lost. 

Currently, most carriers, upon presentation of a death certificate (and any 
required paperwork), deposit the proceeds into a money-market account and 
send the beneficiary a checkbook. The checkbook can then be used to write 
checks up to the total amount of the death benefit (plus any interest). 
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UNDERSTANDING UNDERWRITING 

Q71  What Is Underwriting and Why Is It Important to Me? 

You’ve looked at various life insurance policies, you’ve compared companies, 
and now you’re ready to apply for a policy. You may be about to embark on 
a long and winding path before that newly issued policy is in your hands. 
This is especially so if you have a significant health condition ranging from 
minor (e.g., height and weight, blood pressure) to major (e.g., cancer, heart 
disease). To get your policy issued, you must successfully pass the company’s 
underwriting process. Choose your company with care: There are differences 
in underwriting philosophy from company to company. 

Q72
  How Do I Begin to Understand the Underwriting 
Process? 

To understand the underwriting process, first recognize that insur ance medi-
cine differs from clinical medicine. The latter is about diag nosis and treat-
ment; your doctor’s job is to keep you well, and to make you well again if you 
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get sick. That is clinical medicine. In contrast, insurance medicine seeks to 
determine the level of risk assumed by the insurance company if it issues a 
policy, and to set an appropriate pre mium to cover that risk. 

Company A may react differently to a given medical condition than 
Company B. One company’s “standard” risk is another carrier’s rated (i.e., 
issued at a higher-than-standard premium rate) risk. While mod ern life 
underwriting is a sophisticated process, with elaborate point rating systems 
and complex underwriting manuals that vary from company to company, it is 
still more art than science. 

Take the time to discuss the underwriting process with your insur ance 
advisor so you will know what to expect. Make sure that your advisor is expe-
rienced enough to get you the best offer from a suitable company. A lot of 
agents will wait until the company makes an offer. Only at that point, and 
sometimes only when the client persists, will the agent seek quotes from other 
companies. My philosophy is to do this ahead of time, in the hope and expec-
tation that the company, with whom we start the process, will issue a policy. 
This involves an informal, advance discussion of the case, with an underwriter, 
to reduce or eliminate any surprises. 

In insurance medicine, the underwriter works with the company’s medi-
cal director to make a mortality assessment (i.e., determine the applicant’s life 
expectancy with reference to a mortality table), consid ering all relevant factors, 
such as disease or medical problems present at the time of application. The 
underwriter considers all the available information and then renders an expert 
opinion of the applicant’s insurability and the premium to be charged. Some 
weight may be given to the quality of care being received from a physician. 

Q73  How Does the Underwriting Process Work? 

At this point, you have selected the company to which you are going to apply 
for a policy, and also, your life insurance advisor. If your advisor is on the ball, 
he or she should have prepared a proposal based on the pre-underwriting 
issues described in the previous sec tion. Caution—if you think there might be 
pre-underwriting issues and you have not disclosed them to your advisor, this 
could very well come back to haunt you. 
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The next step is completing the application. Answer the questions as 
completely, truthfully, and accurately as you can. Your advisor should be 
able to help you with any questions about the application. Your advisor is, 
in most cases, an independent broker and not an employee of the insur-
ance company. The advisor is not authorized to make or modify contracts, 
waive any requirements, or advise you to omit any information that may 
be requested by the insurance company. You must make a good-faith full 
disclosure to the company of any and all information that may affect the 
underwriting of your application. 

Q74
  What Are Some Tips for My Life Insurance 
Examination? 

Please note that I am not a physician, and I cannot guarantee the effectiveness 
of these tips. But they are a result of long experience and many discussions 
with home office underwriters and other involved people over the years: 

• Insurance companies are looking for average people, not supermen, 
so relax as much as possible during the examination. Underwriting is 
done on the basis of your medical history, as well as on the results of 
your current exam. 

• It is better not to eat for eight hours prior to the examination and take 
little or no caffeine. Schedule a morning examination if at all possible, 
when you’re more likely to be relaxed. 

• Alcohol tends to elevate blood pressure for twelve to twenty-four hours. 
I suggest no alcohol for twenty-four hours prior to the examination. 

• One key factor is a good night’s rest before the exam. 
• If possible, give a urine specimen before a blood pressure check, since 

the elimination of fluids tends to moderately lower blood pressure. 
• If you are a smoker, we suggest that you do not smoke at all within 

thirty minutes of the exam. Smoking tends to elevate blood pressure 
by constricting the artery walls. 

• Salt retains fluids. Avoid salt or use it very lightly for three or four 
days prior to the examination. This can have a beneficial effect on your 
blood pressure. 
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• To the best of your knowledge, give your complete medical his tory or 
important items. Be certain the examiner correctly lists the location of 
doctors and hospitals that you have seen in the past, since the insur-
ance company will most likely request their reports. Do not try to hide 
any of your medical history, since this tends to make it look worse than 
it probably is. 

• You should discuss any potential problems with your advisor prior to 
the examination. This can affect your advisor’s recom mendations, such 
as which company or companies to apply to and how to prepare for 
the underwriting process. The advisor might want to discuss your case 
informally with the underwriter before you apply. In some cases, this 
can be beneficial. 

• For the EKG (electrocardiogram) test, which is a graph of the electri-
cal activity of the heart, be relaxed and comfortable prior to it. Do not 
use coffee or other stimulants. If you are aware of EKG changes that 
have been noted and evaluated in the past, then it is most helpful to 
bring those to the examiner’s attention as well as to your advisor. Some 
people have an abnormal-looking EKG, but it is normal for them. 

An employee of a third-party firm (contracted by the company) may be 
contacting you, your advisors, or acquaintances as part of a routine inspection 
regarding your preliminary insurance application. This is a traditional part of 
the application process. Usually, these questions are handled efficiently and in 
a professional manner. Please let your advi sor know if there are any problems. 
This is known in the industry as an inspection report. It will seem as if you 
have been asked these ques tions before, and you probably have. Insurance 
companies try to cor roborate information from different sources. 

Q75  Who Is the Medical Information Bureau (MIB)? 

The Medical Information Bureau—known in the industry as MIB—was 
established in 1902. For most people, MIB remains a mysterious component 
in the life insurance underwriting process. If you have ever applied for life, 
health, or disability insurance, chances are you’re in the MIB database. MIB is 
a valuable asset to both the life insurance indus try and the insurance-buying 
public. MIB keeps premium costs low by helping to detect insurance fraud. 
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Fraud runs up claim costs, which are borne by everyone who pays life insur-
ance premiums. 

According to the MIB Web site (located at www.mib.com)—”The vast 
majority of persons who apply for life, health, disability, and long-term care 
insurance are honest and forthright in their answers to ques tions on insurance 
applications and medical exam forms concerning any medical conditions they 
currently have as well as their health his tories. That would additionally include 
information on any other haz ards to which they may have been exposed at 
work or at play. Unfortunately, a relatively few attempt to circumvent the pro-
cess. In doing so, they increase the costs of the insurance company, which, in 
turn, may result in reduced dividends for existing policyholders and increased 
premiums for applicants.” 

MIB is nothing more than an information clearinghouse that stores 
information, gathered by over 600 insurers, in processing and under writing 
cases. Member companies send an inquiry to MIB and receive a short, 
coded report with information on the applicant’s medical his tory and other 
relevant underwriting information. MIB carefully guards the privacy of the 
information in its database, and only mem ber companies may access it. All 
MIB member companies must agree to a strict set of standards for use of 
the data provided. 

An MIB inquiry often guides insurers to information that is valuable in 
assessing risks. MIB is a taxpaying organization, supported by assess ments 
from member insurance companies based on their total insurance in-force 
and business written in the previous year. Additional revenue comes from 
user fees based on the number of inquiries a member com pany submits to 
MIB. It is estimated that over 90% of the individual life insurance policies 
and 80% of the health and disability policies issued in the United States 
and Canada are subject to the MIB system. This is done through member 
companies and reinsurance treaties that nonmember companies have with 
member companies. 

The MIB will also provide you with an annual record disclosure with-
out charge. To request the free disclosure (according to the MIB Web site as 
of 8/22/2006), you must call MIB’s toll-free phone number, 866-692-6901. 
(TTY 866-346-3642 for hearing impaired.)
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Here are details from the Web site http://www.mib.com/html/request_
your_record.html: 

A few things to bear in mind before you call— 

If you have not applied for individually underwritten life, health, or 
disability insurance during the preceding seven-year period, MIB will 
not have a record on you. 
We will ask you for personal identification information to assist us 
in locating a record, if one exists. We may validate the identifica-
tion infor mation that you provided with other consumer reporting 
agencies. 
You will be asked to certify under penalty of perjury that the informa-
tion you provided about yourself to request MIB disclosure is accu-
rate and complete, and you represent that you are the person that is 
requesting disclosure. 
Upon receipt of your (a) request for a Record Search and Disclosure, 
and (b) proper identification, MIB will initiate the disclosure process 
and provide you with: 

• the nature and substance of information, if any, that MIB may have 
in its files pertaining to you; 

• the name(s) of the MIB member companies, if any, that reported 
information to MIB; and, 

• the name(s) of the MIB member companies, if any, that received 
a copy of your MIB record during the twelve (12) month period 
preceding your request for disclosure. 

MIB is committed to the philosophy that every consumer should be enti-
tled to know the contents of his or her record maintained by MIB and has 
the right to correct any inaccurate or incomplete information in the record. 

Q76
  What Is a Rated Premium (and/or Do I Have a Known 
or Unknown Medical Condition)? 

Once the insurance company receives your application, the under writing 
department will begin the evaluation process—this is known as underwriting 
the case—to determine whether or not you qualify for the insurance and, if so, 
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what is the appropriate rate classification (dis cussed previously). The company 
may determine that insurance cover age cannot be issued as applied for. In that 
case, the company is likely to offer you insurance on a modified (rated) basis. 

Life insurance companies employ a medical director, who advises the 
underwriting department on difficult or borderline applications. The medi-
cal director will be an M.D., and may be a full-time employee or a part-time 
consultant. 

If your application is a borderline case, chances are the medical director 
will have been consulted. In many cases you can negotiate with the com-
pany. This may call for furnishing additional detailed information about 
the condition or conditions that concern the under writer. That is why it is 
important to find out the exact reason why your application was declined or 
rated. With that information in hand, you should then consult your personal 
physician. Always bear in mind that the insurance company is taking on a 
risk by offering you insur ance, so that their view of your medical situation 
will necessarily be more conservative than your doctor’s opinion. If your 
physician does not agree with the insurance carrier’s decision, one of two 
things may be occurring. 

First, your physician may not have been fully forthcoming with you 
regarding a health condition or you may have a new condition. Second is 
that the insurance carrier does not know the full details. This may be due to 
incomplete medical records or some other reason. This is where your choice 
of advisor can play a major role. Your advisor should act as your advocate in 
case your application is declined or modified, to see if furnishing additional 
information will allow the company to make a more favorable offer. 

I have found that in about 50% of the cases where the initial offer is 
not favorable, this is due to poor communication. Your advisor will find out 
as much as possible about the company’s reasoning for the declination or 
modified offer. Then you can discuss the situation with your own doctor. After 
assessing the situation in this way, your advisor may suggest further negotia-
tions with the insurance company in an attempt to get a better offer. Alterna-
tively, your advisor may suggest shopping around for a life insurance company 
with more experience in underwriting and issuing policies for cases similar 
to yours. 
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Underwriting departments tend to become specialists and to develop 
their own comfort levels with certain types of medical condi tions. This is also 
true of life insurance companies, whose experience with different ailments 
will find its way into the company’s underwrit ing criteria. After many years of 
working with these conditions, com panies compile reliable statistics that may 
allow them to make a more favorable offer. Two very important underwrit-
ing variables are the company’s risk tolerance for a given medical condition, 
and how it sets an appropriate rating and premium for that condition. These 
factors vary from company to company. Again, underwriting is more art than 
science, and different companies may view a given medical condition or life-
style consideration differently. 

Occasionally—perhaps 10% to 15% of the time—the applicant will 
be offered a rated policy. This means that the applicant does not meet the 
company’s standard rating criteria and the company must there fore charge 
a higher premium to cover the increased risk. Ratings are assigned based on 
health history and lifestyle considerations. Here are some examples of situ-
ations that may result in a rated policy: (a) family history of cancer or heart 
disease; (b) multiple moving traffic violations within a certain period of time; 
(c) hazardous avocation (e.g., deep scuba diving, parachute jumping, moun-
tain climbing); (d) height and weight outside the company’s standard criteria; 
(e) tobacco usage or any health issue that is not under control or otherwise 
being dealt with; (f ) history of certain conditions, such as cancer or heart dis-
ease; and many other conditions. The underwriter is looking for any thing that 
might affect mortality. 

Some companies offer an impaired risk program. These are designed to 
provide insurance to those who have health issues that caused them to be 
declined coverage elsewhere. There is a consider able number of such compa-
nies, and typically, it will be a large, respected company offering a full range 
of life insurance products. A few companies offer guaranteed issue or simpli-
fied underwriting pro grams. There are even some “impaired risk” products 
(i.e., for those with significant medical conditions) available with no extra 
premium over the company’s standard rate. All rated and declined applica-
tions should at least be considered for impaired risk underwriting. It’s worth 
a try in most cases. Appendix D has a list of a number of condi tions and 
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lifestyle considerations plus what to expect and assistance that can be given 
in underwriting. Your advisor is a valuable resource in determining options 
for your specific background. 

Don’t give up hope—there may be life insurance available to you at an 
affordable cost. The best way to find out is to check around. Your advisor can 
help you to do this. 

Even with a rated premium, the applicant may have a life expectancy well 
into the 70s or 80s. Only about 5% to 6% of the time will the applica tion be 
declined. Declined applications are comparatively rare and are reserved for 
the most serious medical conditions, such as cancer (cur rently under treat-
ment) or advanced heart conditions. 

Tobacco usage is another factor that can vary greatly from company to 
company. Smokers should take special care in selecting the right com panies 
to apply to for coverage. (See Question 79). 

Rate classifications: Since each applicant’s circumstances are unique, the 
risk-assessment process must be tailored to each appli cant’s situation. Under-
writing requires good judgment, for there is no one magical solution to every 
underwriting problem. Here is where an independent life insurance advisor 
can pay off for you. Your advisor works with several different life insurance 
companies on a regular basis, and is therefore in a position to choose the com-
pany most likely to issue the sought-after policy on the most favorable terms. 

A life insurance policy is a financial asset, just like stocks and bonds. The key 
to successfully getting through the underwriting process is finding a company 
that will invest in your life. The company wants you to live long and prosper. 

Q77  How Will My Build Affect My Insurance Premium? 

This can often depend on the life insurance company. Your height and weight 
can have a significant impact on your life insurance pre mium. As your doctor 
probably reminds you each year, the more you weigh, the greater your chances 
are of certain health conditions. 

And with life insurance companies, the more you weigh, the more you 
will pay. This extra amount of premium is incremental and increases as your 
weight increases over the desired weight. Even a slight amount of extra 
weight can change your rate class from an insurance company’s best rate. 
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The tables below contain height and weight guide lines from one life insur-
ance company. 

Build Chart (Female): 
Height  Weight  Height  Weight  Height  Weight 
5’0”  145  5’7”  176  6’2”  216 
5’1”  149  5’8”  182  6’3”  222 
5’2”  153  5’9”  188  6’4”  227 
5’3”  158  5’10”  193  6’5”  233 
5’4”  162  5’11”  199  6’6”  238 
5’5”  166  6’0”  205  6’7”  243 
5’6”  170  6’1”  211  6’8”  249  

Build Chart (Male):
Height  Weight  Height  Weight  Height  Weight 
5’0”  154  5’7”  192  6’2”  234 
5’1”  159  5’8”  197  6’3”  240 
5’2”  164  5’9”  203  6’4”  246 
5’3”  169  5’10”  209  6’5”  253 
5’4”  175  5’11”  215  6’6”  260 
5’5”  180  6’0”  221  6’7”  266 
5’6”  186  6’1”  227  6’8”  273 

Q78
  What Are Some Sample Guidelines to Qualify  
for Preferred Rates? 

The table on the following page shows samples from one life insurance com-
pany’s underwriting guidelines as of 2008. These guidelines are for this car-
rier’s best available rates and their next two higher rate categories, so that you 
can see the difference. This is not a guarantee of any current guidelines. 

Q79  How Will Tobacco Usage Affect My Premiums? 

This will depend on the carrier. Carriers also treat the different forms of 
tobacco, such as cigarettes, cigars, and chewing tobacco, in their own fashion. 
In any event, the usage of tobacco will increase your pre mium; the only ques-
tion is how much. Rate classification for tobacco usage will depend on the 
type of tobacco. For non-tobacco classes, it will depend on the date of the last 
usage of tobacco. There is a wide range of how life insurance companies treat 
those who use tobacco. A couple of considerations are the type of tobacco 
used and, if no longer using tobacco, the last date of usage. This is an area that 
you need to have a representative who has access to a number of carriers and 
will get you quotes from multiple carriers. 



Understanding Underwriting 169 

Tier 1 (Best Available): Tier 2: Tier 3:

Impairments/per-
sonal history:

No diseases, disorders, or 
activities that would affect 
mortality

No diseases, disorders, 
or activities that would 
affect mortality

No diseases, dis-
orders, or activities 
that would affect 
mortality

Blood Pressure: No current, or history of, 
blood pressure treatment 
or medication . Current 
and past readings cannot 
exceed:
* 140/85 (age 60 or 

younger)
* 150/90 (age 61 or older)

Currently controlled and 
average reading in last 
2 years (including treat-
ment) does not exceed:
* 140/90 (age 60 or 

younger)
* 150/90 (age 61 or 

younger)

Currently controlled 
and average read-
ing in last 2 years 
(including treatment) 
does not exceed:
* 150/90 (age 60 or 

younger)
* 155/90 (age 61 or 

younger)

Family History: No cardiovascular or cancer 
disease (except basal cell 
carcinoma) in either parent 
or siblings on or before 
age 60

No cardiovascular or can-
cer death in either parent 
on or before age 60

Not more than one 
cardiovascular death 
in or before age 60

Driving History: No DWI, DUI, reckless driv-
ing, license revocation, or 
suspension in last 5 years

No DWI, DUI, reckless 
driving, license revoca-
tion, or suspension in last 
5 years

No DWI, DUI, 
reckless driving, 
license revocation, 
or suspension in last 
3 years

Nicotine: No use of nicotine or 
nicotine substitutes in last 
5 years (occasional cigar 
use may be okay if minimal 
and current nicotine test is 
negative)

No use of nicotine or 
nicotine substitutes in 
last 3 years (occasional 
cigar use may be okay if 
minimal and current nico-
tine test is negative)

No use of nicotine or 
nicotine substitutes 
in last 2 years (occa-
sional cigar use may 
be okay if minimal 
and current nicotine 
test is negative)

Cholesterol: 240 mg/dl (treated or un-
treated—maximum reading)

270 mg/dl (treated or 
untreated—maximum 
reading)

285 mg/dl (treated 
or untreated—maxi-
mum reading)

Cholesterol/
HDL Ratio:

5 .0 (maximum) 6 .0 (maximum) 7 .0 (maximum)

Alcohol/Sub-
stance Abuse:

No history or treatment for 
alcohol or substance abuse: 
ever

No history or treatment 
for alcohol or substance 
abuse: last 10 years

No history or treat-
ment for alcohol or 
substance abuse: 
last 7 years

Aviation: Flat extra premium (usually 
available) or excluded

Flat extra premium (usu-
ally available) or excluded

Flat extra premium 
(usually available) or 
excluded

Hazardous 
Occupation or 
Avocation:

May	require	flat	extra	
premium

May	require	flat	extra	
premium

May	require	flat	extra	
premium
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A special note for cigar smokers is that some companies will consider 
you a non-smoker if you smoke cigars only occasionally (less than 10 a year—
typically) and test negative for nicotine on your lab tests.

If a carrier finds out, at any time, that an insured misrepresented infor-
mation regarding tobacco usage, they will rescind the policy as a material 
misrepresentation. In other words, they will cancel the policy, thus defeating 
the entire purpose of obtaining coverage. Some carriers will pay the death 
benefit based on the amount of coverage that the premiums paid would have 
purchased on a smoker basis; however, the majority do not, as this is not fair 
to the truthful applicant. 

Q80
  How Do I Find Out Why My Life Insurance Application 
Was Not Approved or Modified? 

An option is to write a letter to the insurance company asking for the results 
of any exams and any other reasons for their decision. They will require the 
name and address of your physician and will send the information there. 
(note: If your application was approved, you can also request the results of 
your exams.) 

This is required under the U.S. Fair Credit Reporting Act, which states 
that life insurance companies must inform you why an “adverse decision” 
was made on your life insurance application (meaning why it rejected you or 
placed you in a higher-risk class). 

Insurers are not required to go into great detail on exactly what medical 
condition led to an adverse decision. The concept is that insur ers do not like 
to “intrude” on the relationship between applicants and their physicians, and 
insurers do not want to be in the position of giv ing an applicant a detailed 
diagnosis of his or her condition. 

If the life insurance company has acquired medical information from 
your doctor, you can ask your doctor for the same information, along with an 
explanation of your condition. 

Occasionally, in the exams performed for the insurance company, a new 
condition is found that your physician is not aware of or has cho sen not to 
discuss with you. When this happens, you have to really press your physician 
to find out the truth. 



Understanding Underwriting 171 

Q81  What Is Financial Underwriting? 

An often overlooked but critical consideration is financial under writing. This 
is especially important in larger cases and some business situations. You, as 
an individual applicant, may have to justify to the insurance company the 
amount of coverage applied for. Life insurance companies are sensitive to 
the over-insurance problem—where some one is insured for more than an 
insurable interest. When someone applies for a large amount of life insur-
ance, there is reason why. Financial underwriting seeks to find out why, and to 
ensure that the amount of coverage can be justified. Therefore, the amount of 
coverage bears a definite relationship to the applicant’s net worth and income. 
The underwriter needs to know the purpose of the coverage applied for. This 
helps the underwriter determine if the beneficiary’s economic loss—in the 
event of the insured person’s death—is in line with the total amount of insur-
ance in-force. 

Other factors considered during the financial underwriting process, are 
a growth rate and duration variables. Forecasting the future value of financial 
and other assets is guesswork, and there is no reliable way to predict the future. 
Underwriters are trained to take future value into consideration. Future value 
is today’s value plus compound interest and/or other growth in value over 
time, to a specific point in the future. It is calculated by using an assumed 
interest rate or rate of appreciation during the desired time horizon. 

More sophisticated analyses of future value employ a very complex sta-
tistical technique, known as stochastic modeling. This takes vari ability of 
future possible outcomes into consideration. There is very lit tle published 
information available to help in predicting how much net worth increases 
over time. 

While medical underwriting is more art than science, the opposite is 
true of financial underwriting. Many tools and techniques have been devel-
oped over the years, such as income multiples, capitalization for mulas, and 
the future-value approach. The underwriter is looking for evidence of anti-
selection (where the risks are not evened out; i.e. lop sided). This is also 
known as “selection against the company.” It means that the applicant and/
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or the intended beneficiary is especially claims-conscious and thereby more 
likely to anticipate a death claim than the average insured risk. To help 
minimize the impact of financial anti-selection, underwriters commonly 
apply four tests: 

1. Vulnerability—Is insurance the best method for protecting the finan-
cial objective? 

2. Attainability—Is the forecasted asset or value growth realistic? 
3. Normalcy—Is the financial objective normal or speculative? 
4. Desirability—How strongly motivated is the applicant to achieve the 

stated objective? 

The risks considered during the financial underwriting process include: 

• Inflation, which reduces purchasing power over time 
• Family or partnership situations—divorce or the possible breakup of 

a business partnership 
• Financial uncertainty—e.g., job loss, disability, or reduction of future 

profits/earnings 
• Tax law changes, which affect future projections 
• Market risks, which affect future values 
• Interest rate changes, which affect asset valuations 

Q82  How Does the Conditional Receipt Work? 

The conditional receipt: In most cases, when your application is taken, you 
will tender the initial premium payment with the applica tion and you receive 
a conditional receipt. The conditional receipt binds your life insurance cover-
age effective on the date of your appli cation (the exact conditions vary a bit 
from company to company), provided that you are eligible for the coverage 
applied for. An example will help you understand how a conditional receipt 
works: Suppose you apply for a $1 million face amount life insurance policy, 
you are in excellent health on the date you applied for the coverage, and you 
received a conditional receipt. Then suppose you are run over by a truck the 
next day in an unfortunate accident. Even though the insurance com pany has 
not even received your application, your beneficiary will receive the $1 million, 
once the company underwrites the case and determines that you were eligible 
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for the coverage applied for. In this case, you paid just one premium payment 
and your beneficiary col lects the proceeds. 

Now suppose you have a serious heart condition, of which you are 
unaware. Otherwise, your situation is identical to that described above. You 
apply for the coverage, get your conditional receipt, and take a medical exami-
nation the next day. On the way home, the truck runs over you and you are 
killed. Since you were not eligible for the coverage as applied for, the company 
underwrites the case, discovers your heart condition, declines the claim and 
returns your premium payment to your beneficiary. That’s how a conditional 
receipt works. It is, in effect, a limited life insurance agreement, good until 
the company can underwrite the case and make a final determination of your 
eligi bility for the coverage you applied for. 

Q83
  Why is Honesty the Best Policy and/or Can What the 
Insurance Company Doesn’t Know Hurt You? 

Keep in mind that a life insurance policy is a unilateral contract. One party 
makes an offer and the other party accepts it “as is.” This differs from most 
contracts, which are bilateral. 

Most policies are issued with a two-year “incontestability” clause. A typi-
cal such clause reads: “Except for non-payment of premium, we will not con-
test this contract after it has been in-force during the insured’s lifetime for 
two years from the date of issue.” During the first two years, the company can 
challenge (contest) the policy if there is any reason to do so, such as suspicion 
that the applicant lied. 

One commonly asked question is what if I smoke and don’t admit it? 
Most likely the application will not make it through the underwrit ing pro-
cess, because nicotine will show up in the urinalysis or in the medical records. 
Even if a smoker makes it through the underwriting process and gets a policy 
issued without disclosing tobacco use, if he or she dies during the contestable 
period, the company can rescind the policy (cancel it retroactively) and deny 
the claim. In that case, the company’s sole obligation to the beneficiary would 
be to return the premium payments that have been made, with interest. In 
case of out right fraud, a company may choose to contest a claim for longer 
than the two-year contestable period. 
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Q84
  Is There Anything Else That I Need to Know About 
Underwriting? 

This section is an overview of the life insurance underwriting process. Each 
company has its own individual procedure and require ments. Most companies 
will look at the state Department of Motor Vehicle reports. You may be asked 
to fill out a supplementary ques tionnaire, such as a travel or aviation form. 

A note on genetic testing. There is currently no federal law that limits 
the use of genetic information by life insurance companies. A few states have 
proposed legislation. Insurance companies will usually only consider genetic 
tests ordered by medical providers. These tests are typically done when there is 
a family history of a disease or as a diagnostic tool. Your medical records will 
include any such test results. A 2018 study published in Genetics in Medicine 
found that 40% of gene variants identified by direct-to-consumer kits were 
false positives. And some genetic variants that were called “increased risk” by 
the DNA companies were classified as benign and common by clinical labs.3

The life insurance company retains (keeps or underwrites) the risk, up to 
the company’s specified retention level. For example, a life insur ance company 
might retain up to $1 million on any one insured life. Above the retention 
level, the case is reinsured with one or more other companies. The reinsurance 
process is invisible to the insured person, and the original writing company is 
solely responsible for paying the death benefit in the event of a claim. If yours 
is a very large case, your advisor will help coordinate the underwriting and 
reinsurance process and this can smooth the issuance of your policy. 

Your advisor and your approach to and attitude towards the under writing 
process can have a significant impact on a favorable outcome. Life insurance 
companies are in business to serve the public and make money. They are vitally 
interested in a deal that amounts to a win-win situation for both parties to 
the contract. 

3. Stephany Tandy-Connor, Jenna Guiltinan, Kate Krempely, Holly LaDuca, Patrick 
Reineke, Stephanie Gutierrez, Phillip Gray, Brigette Tippin Davis, “False-positive results 
released by direct-to-consumer genetic tests highlight the importance of clinical confir-
mation testing for appropriate patient care,” Genetics in Medicine, December 2018, https://
pubmed.ncbi.nlm.nih.gov/29565420/.
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MONITORING YOUR IN-FORCE  
LIFE INSURANCE POLICY 

Q85  How Do I Monitor and Evaluate an In-Force Policy? 

As we’ve seen, there are many components that can affect the perform ance of 
a life insurance policy. The key in monitoring and evaluating a life insurance 
policy is determining how and if these components have changed and are 
affecting its performance. There are differences if you are monitoring a policy 
purchased recently and monitoring (or evaluat ing) an older policy. I will make 
that distinction where it is possible. 

Q86 What Areas Should I Review for Potential Changes? 

Life insurance is an asset that must be purchased and monitored with care. 
The following questions cover areas where attention to detail can add value 
for the beneficiaries and prevent trouble in the future. The focus is on existing 
policies, however, many of these items also apply to new policies. 
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• Face amount—every two to three years, you should review your term 
life insurance needs.

• Policy type (discussed in Chapter 2, Questions 4 through 19)— such 
as whether the policy is term, whole life, universal life, vari able life, etc. 

• Riders—are they still needed? 

The following is a summary that I prepare annually for each client to 
ensure that all information is updated and the owner and/or trustee is fully 
informed. The summaries are based on information provided by the insurance 
carriers. It does not cover every potential issue; it is designed for policy own-
ers to have the basics of their policy and it is always used in conjunction with 
the carrier’s most recent annual state ment and the following guide. Not all of 
the categories are applicable in every instance. This may be useful to you in 
reviewing some of the more important factors of your policy. 

Term Policy Information: 
Insured: 
Carrier: 
Policy Number: 
Type of Coverage: 
Face Amount: 
Issue Date: 
Premium Mode: 
Modal Premium: 
Premium (if switched to Annually): 
Annualized Current Premium: 
Annual Savings if Switched to Annual: 
Re-entry Date: 
Last Conversion Date: 
Primary Beneficiary: 
Contingent Beneficiary: 
Owner: 
Riders: 
Notes/Comments: 
Outstanding Items: 
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The following is a guide to the terms used above. Other terms spe cific to 
your term policy may be found in the glossary section: 

• Type of Coverage: This is the type of term life insurance cover age 
insuring your life. 

• Face Amount: This is the amount your beneficiaries would receive in 
the event of your death (less any policy loans outstanding). 

• Premium: This is your premium and how it is paid. 
• Issue Date: The date your policy became effective and was issued by 

the insurance company. 
• Re-entry Year: If applicable, this is the year that you will need to re-

qualify for preferred rates. Please read your policy for further informa-
tion or contact my office. 

• Last Conversion Year: This is the last year that you can convert your 
term life insurance to permanent life insurance without evi dence of 
insurability. 

• Primary Beneficiary: This is your primary beneficiary. 
• Contingent Beneficiary: If applicable, this is your contingent (or sec-

ondary) beneficiary who would receive the proceeds of your policy 
should your primary beneficiary predecease you. 

• Riders: If applicable, what riders you have elected on this policy. 

Q87
  Is My Current Permanent Life Insurance Policy in Good 
Health? 

If you have a life insurance advisor, then they should have been reviewing 
the policy with you. You should have also been presented with an in-force 
illustration, which will tell you how the policy is pro jected to perform into the 
future, based on current values and assump tions. These in-force illustrations 
are critical to you as a policy owner. 

However, before we discuss in-force illustrations, you may wish to use the 
following list to help gather information about your policy. 

Whole Life Policy Information: 
Insured: 
Carrier: 
Policy Number: 
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Type of Coverage: 
Face Amount: 
Issue Date: 
Premium Mode: 
Modal Premium: 
Premium (if switched to Annually): 
Annualized Current Premium: 
Annual Savings if Switched to Annual: 
Primary Beneficiary:
Contingent Beneficiary:
Policy Owner: 
Premium Payer: 
Riders: 
In-force Illustration Dates: Last: Next: 
Gross Cash Value:
Surrender Charge:
Policy Loan:
Net Cash Value:
Participating or Non-Participating: 
Paid Up Additions: 
Crediting rate, loan rates, etc.:
Notes/Comments: This section would include notes about the results 
of the most recent in-force illustration, which is typically requested 
from the carrier every 3 years or upon request from the policy owner. 
Outstanding Items: 

The following is a guide to terms for whole life insurance (further terms 
are found in the glossary).

Your guide to your whole life insurance summary 
This brief guide may be helpful to you in understanding your whole life insur-
ance annual statement. This guide covers only the most com monly used terms 
and is generic in the sense that it is not specific to any particular whole life 
policy or issuing company. Some terms will not apply to your policy, and your 
policy may contain terms not listed here. Please consult your policy or policies 
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for definitions and terms specific to each policy, and please call or e-mail me 
with any questions. 

• Death Benefit—This is the amount—minus any outstanding pol icy 
loan(s)—that your beneficiary or beneficiaries would receive in the 
event of your death. 

• Interest Rate—The interest rate credited on your policy by the insur-
ance company, which is applied to the accumulation value less any 
policy loans. Interest is compounded monthly. The more frequently 
interest is compounded, the higher the effective annual rate, but the 
difference between, for example, monthly and quarterly compounding 
is small. 

• Interest Credited/Charge on Loan Account—The net interest 
cred ited or charged by the company on any loan debt for the speci-
fied period. 

• Issue Date—The effective date of your policy and the date it was 
issued by the insurance company. 

• Loan or Loan Debt—An amount borrowed against the accumulated 
value. 

• Loanable Value—The amount you may borrow against your accumu-
lated value, as of the report date. 

• Loan Repay—A payment applied to reduce your loan debt. 
• Net Cash Surrender Value—This is the amount payable if you sur-

render your policy as of the report date. 
• Paid-up Insurance—Insurance on which all required premiums have 

been paid and no further premiums will ever become due and payable. 
This term is frequently used to mean the reduced paid-up insurance 
that is available as a non-forfeiture option on most whole life policies. 

• Premium Payment—The sum of all premiums received on your policy 
during the period covered by the statement. 

• Surrender Charge—The charge for early surrender of the policy. This 
is the difference between the accumulation (or account) value and the 
net cash surrender value. The surrender charge typically decreases each 
year and disappears after a certain num ber of years. 
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Universal Life Policy Information: 

Insured: 
Carrier: 
Policy Number: 
Type of Coverage: 
Face Amount: 
Issue Date: 
Premium Mode: 
Modal Premium: 
Premium (if switched to Annually): 
Annualized Current Premium: 
Annual Savings if Switched to Annual: 
Primary Beneficiary:
Contingent Beneficiary:
Policy Owner: 
Premium Payer: 
Riders: 
In-force Illustration Dates (next and last): 
Gross Cash Value:
Surrender Charge:
Policy Loan:
Net Cash Value:
Crediting rate, loan rates, etc.:
Notes/Comments: This section would include notes about the results 
of the most recent in-force illustration, which is typically requested 
from the carrier every 3 years or upon request from the policy owner. 
Outstanding Items: 

The following is a guide to terms for universal life insurance (fur ther 
terms are found in the glossary).

Your guide to your universal life insurance summary 
This is a guide to your universal life insurance annual statement. Please note 
that this is a generic guide and is for the most commonly used terms. Some 
terms will not apply to your policy, and your policy may contain terms not 
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listed here. Please consult your policy(ies) for definitions and terms specific to 
your policy(ies). Please call or e-mail me with any questions. 

• Policy Issue Date—The date your policy became effective and was 
issued by the insurance company. 

• Current Specified Amount/Death Benefit—This is the amount your 
beneficiaries would receive in the event of your death (less any policy 
loans outstanding). 

• Premium Payment—The sum of all premiums received on your policy 
during the summary period. 

• Premium Expense, Fees, and Other Expenses—Policy fees and other 
costs associated with the setup and administration of your policy. 

• Cost of Insurance/Mortality Costs—The amount deducted each 
month from the accumulated value to cover charges for the cost of 
insurance. 

• Interest Credited—The amount of interest credited on your policy. 
• Interest Rate—The interest rate credited on your policy, applied to the 

accumulation value, minus any policy loans. Interest is compounded 
monthly. 

• Withdrawals—A full or partial withdrawal of the net cash surrender 
value. 

• Loan or Loan Debt—An amount borrowed against the accumulated 
value. 

• Loanable Value—The amount you may borrow against your accumu-
lated value as of the date reported. 

• Loan Repay—A payment applied to reduce your loan debt. 
• Interest Credited/Charge on Loan Account—The net interest cred-

ited/charge on any loan debt for the specified period. 
• Accumulation/Account Value—Your account balance; this is the 

amount upon which interest is credited and will generally include any 
amount set aside, in the loan account, to secure any loan debt. 

• Surrender Charge—The charge for early surrender of the policy. This 
is the difference between accumulation/account value and the net cash 
surrender value. This value will typically decrease each year and will 
disappear entirely after a certain number of years. 
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• Net Cash Surrender Value—This is the amount payable if you sur-
render your policy on the date reported. 

Q88  What Is an In-Force Illustration? 

An in-force illustration is the only way to gauge the potential future perfor-
mance of a policy. An in-force illustration/ledger is an illustra tion produced 
from a certain point (as current as possible) using the actual values and using 
current assumptions (the actual interest rate the company is crediting and 
the current mortality and expense fac tors). It allows you to compare past 
(actual) performance with antici pated performance. In other words, you are 
using actual performance as a measure rather than the original projections in 
the sales illustra tion generated at the time of issue. This applies to all perma-
nent (cash value) life insurance policies, where the policy and its values are 
not fully guaranteed. 

Q89 How Do I Order an In-Force Illustration? 

These can be requested from the life insurance company; it can take anywhere 
from a couple of days to a few weeks to receive them. You can order in-force 
illustrations from your life insurance company by sending a letter, calling 
them, or via their online portal (not offered by all companies).

On the following page is a sample request form for an in-force ledger 
illustration for a universal life policy. If you are requesting information for a 
whole life policy, substitute dividend-crediting rate for interest rate. 

Q90  What Will the In-Force Illustration Tell Me? 

An in-force illustration will tell you if your policy will continue to its maturity 
(the longest it can continue to). You can always use the original sales illustra-
tion as your benchmark. 

The first illustration requested in the letter above will show you for how 
many years the policy will continue, using the current cash value, death ben-
efit, premium payment, mortality costs, expenses, and interest rates. If the 
policy will terminate before the maturity age, the second illus tration will show 
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you what the minimum premium is that needs to be paid in order to continue 
the policy to the maturity of the contract. 

Depending on your situation, you can ask for other in-force illustra-
tions. For example, if the policy was originally designed on a limited pre-
mium payment schedule, you can request the company to furnish an in-force 

-----------------------------START LETTER----------------------------
Date

Attn: Policy Owner Services
Carrier Name and Address 

Re: Policy Number, Insured Name, Owner Name

To Whom It May Concern:

My life insurance policy number is listed above. Please provide two in-
force proposals (Note: depending on your situation, you may need addi-
tional in-force proposals): 

1. Illustrate to maturity with current premiums, based on current interest 
rate and mortality assumptions.

2. Illustrate to maturity the minimum premium required to endow 
the policy at maturity based on current interest rate and mortal ity 
assumptions.

Please also indicate the current surrender value, loan value, and the cost 
basis in the policy to date. Please call me if you have any questions and 
thank you for your prompt attention to this matter. 

Sincerely, 

Policy owner’s name and signature 

------------------------------END LETTER----------------------------- 
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illustration to determine how many more years the pre mium will actually 
need to be paid. 

As discussed in the policy loan chapter (10, Questions 106-109) a loan 
will most likely cause your policy to implode over the long run depend ing on 
its size and all the components that affect a life insurance policy. 

For the purposes of this book, we will take a look at how a universal life 
policy issued in 1971 by a large, well-rated (see Questions 44-48) life insur-
ance company has performed. Each company’s format is different. Also, over 
the last few years, due to many abuses and to provide a greater degree of con-
sumer protection, an illustration is lengthier and provides significantly more 
detail (see Question 40) than in prior years. Please keep in mind that for the 
most part, every company’s illustration is different, as is each of their products 
by necessity. 

On this, the original illustration, the proposed insured’s name would be 
in the upper left hand corner along with his or her personal information. The 
company’s name would be at the top. The basic design information is at the 
top right hand corner—a death benefit of $750,000 with a proposed annual 
premium payment of $5,661. The first two columns indicate the policy year 
and the policy age at the end of that year. Policy (insurance) age changes six 
months and one day before one’s actual birthday, for most companies. I have 
yet to find a logical reason for this, except that it benefits the life insurance 
compa nies. Column 3 shows the annualized premium and/or withdrawals. 
Columns 4, 5, and 6 show the guaranteed values, based on the guaranteed 
interest rate of 5.5% and guaranteed mortality and expense charges. Column 
4 is the cash accumulation value, Column 5 is the net cash surrender value 
and Column 6 is the death benefit. Columns 7, 8, and 9 show the same values 
based on current interest rate, mortality, and expense charges. 

Once you have this, you can gauge how the policy is actually per forming. 
For our case study, we will use a client of mine who was pol icy age 47 at issue. 
At the time in-force illustrations were run, he was age 56. So only nine years 
had elapsed since he purchased a $750,000 universal life insurance policy with 
XYZ Life. Due to the assumptions at that time he was projected to pay a pre-
mium of $5,661 annually, which would endow the policy at his age 95. We ran 
an in-force pro posal and found that, to still have the policy endow at his age 
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95, and based on the now current assumptions, he would need to increase his 
premium to $10,800 annually. XYZ has not given him any indication that the 
policy is so far off the original marks and they are not alone in their failure to 
do so. Only a few carriers now have added a line on the annual report, stating 
the client age at which the policy will lapse, or mail in-force illustrations on 
their own volition. 
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Original Sales Illustration—page 1 of 3 
Any Life Insurance Company 

Male  Age: 47  Rate Class: Non-smoker 
Initial Face Amount: $750,000 
Annual Premium: $5,661 
Payable: Annually 

Guaranteed Interest Rate and Non-
Guaranteed Projected Values

Guaranteed Monthly Deductions at 
Illustrated Guaranteed Interest Rates 

and Monthly Deductions 

Policy 
Year End 
and Age

Annualized 
Premium 

Outlay and/or 
Withdrawals

Accumulated 
Value

Net Cash 
Surrender 

Value
Death 
Benefit

Accumulated 
Value

Net Cash 
Surrender 

Value
Death 
Benefit

1  48 5,661 3,312 0 750,000 3,433 0 750,000
2  49 5,661 4,981 0 750,000 7,162 0 750,000
3  50 5,661 6,384 0 750,000 11,211 0 750,000
4  51 5,661 7,507 0 750,000 15,607 0 750,000

5  52 5,661 8,244 0 750,000 20,381 881 750,000

6  53 5,661 8,478 0 750,000 25,565 6,815 750,000
7  54 5,661 8,180 0 750,000 31,194 12,444 750,000
8  55 5,661 7,224 0 750,000 37,306 18,556 750,000
9  56 5,661 5,476 0 750,000 43,943 25,943 750,000
10  57 5,661 2,879 0 750,000 51,150 33,150 750,000

11  58 5,661 0 0 0 58,627 43,627 750,000
12  59 5,661 0 0 0 66,492 53,742 750,000
13  60 5,661 0 0 0 74,699 64,199 750,000
14  61 5,661 0 0 0 83,285 75,035 750,000
15  62 5,661 0 0 0 92,375 85,625 750,000

16  63 5,661 0 0 0 101,939 97,439 750,000
17  64 5,661 0 0 0 112,026 109,026 750,000
18  65 5,661 0 0 0 122,775 120,525 750,000
19  66 5,661 0 0 0 134,173 133,423 750,000
20  67 5,661 0 0 0 146,289 146,289 750,000

Cash Value Accumulation Test: This illustration assumes that the defi nitional require-
ments for a life insurance contract under Internal Revenue Code Section 7702 have been 
satisfied by complying with the cash value accumulation test. 

This is an illustration, not a contract. Presented by Jane Agent on Date. 



Monitoring Your In-Force Life Insurance Policy 187 

Original Sales Illustration—page 2 of 3 

Any Life Insurance Company 

Male  Age: 47  Rate Class: Non-smoker 
Initial Face Amount: $750,000 
Annual Premium: $5,661 
Payable: Annually 

Guaranteed Interest Rate and Non-
Guaranteed Projected Values

Guaranteed Monthly Deductions at 
Illustrated Guaranteed Interest Rates 

and Monthly Deductions 

Policy 
Year End 
and Age

Annualized 
Premium 

Outlay and/or 
Withdrawals

Accumulated 
Value

Net Cash 
Surrender 

Value
Death 
Benefit

Accumulated 
Value

Net Cash 
Surrender 

Value
Death 
Benefit

21  68 5,661 0 0 0 158,825 158,825 750,000
22  69 5,661 0 0 0 171,772 171,772 750,000
23  70 5,661 0 0 0 185,085 185,085 750,000
24  71 5,661 0 0 0 198,963 198,963 750,000
25  72 5,661 0 0 0 213,373 213,373 750,000

26  73 5,661 0 0 0 228,243 228,243 750,000
27  74 5,661 0 0 0 243,477 243,477 750,000
28  75 5,661 0 0 0 259,111 259,111 750,000
29  76 5,661 0 0 0 274,705 274,705 750,000
30  77 5,661 0 0 0 290,242 290,242 750,000

31  78 0 0 0 0 299,708 299,708 750,000
32  79 0 0 0 0 308,346 308,346 750,000
33  80 0 0 0 0 316,078 316,078 750,000
34  81 0 0 0 0 322,867 322,867 750,000
35  82 0 0 0 0 328,548 328,548 750,000

36  83 0 0 0 0 333,034 333,034 750,000
37  84 0 0 0 0 336,157 336,157 750,000
38  85 0 0 0 0 337,607 337,607 750,000
39  86 0 0 0 0 337,112 337,112 750,000
40  87 0 0 0 0 334,227 334,227 750,000

Cash Value Accumulation Test: This illustration assumes that the defi nitional require-
ments for a life insurance contract under Internal Revenue Code Section 7702 have been 
satisfied by complying with the cash value accumulation test. 

This is an illustration, not a contract. Presented by Jane Agent on Date. 
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Original Sales Illustration—page 3 of 3 

Any Life Insurance Company 

Male  Age: 47  Rate Class: Non-smoker 
Initial Face Amount: $750,000 
Annual Premium: $5,661 
Payable: Annually 

Guaranteed Interest Rate and Non-
Guaranteed Projected Values

Guaranteed Monthly Deductions at 
Illustrated Guaranteed Interest Rates 

and Monthly Deductions 

Policy 
Year End 
and Age

Annualized 
Premium 

Outlay and/or 
Withdrawals

Accumulated 
Value

Net Cash 
Surrender 

Value
Death 
Benefit

Accumulated 
Value

Net Cash 
Surrender 

Value
Death 
Benefit

41  88 0 0 0 0 328,354 328,354 750,000
42  89 0 0 0 0 318,794 318,794 750,000
43  90 0 0 0 0 304,662 304,662 750,000

44  91 0 0 0 0 284,658 284,658 750,000
45  92 0 0 0 0 257,153 257,153 750,000

46  93 0 0 0 0 219,520 219,520 750,000
47  94 0 0 0 0 169,008 169,008 750,000
48  95 0 0 0 0 101,794 101,794 750,000

Cash Value Accumulation Test: This illustration assumes that the defi nitional require-
ments for a life insurance contract under Internal Revenue Code Section 7702 have been 
satisfied by complying with the cash value accumulation test. 

This is an illustration, not a contract. Presented by Jane Agent on Date. 
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In-Force Illustration—Current Assumptions 
This excerpt from an in-force illustration shows the current premium and 
current assumptions—the policy will lapse without value at the insured’s age 
81. At the bottom of the first page, we can see where the policy’s cash-value 
annual increase starts to slow down and then starts decreasing rapidly. 

Universal Life In-Force Illustration—Sample 
Current Premiums and Assumptions  PAGE 1 of 2 
Initial Face Amount: $750,000  Policy #xxxxxxxxx 
Current Account Value Balance: $xxxxxxxx  Male Issue Age 47 
% Accumulated Value Balance Projected to:  Premiums Payable: Annually 
DATE  Table Rating: None 
Current Weighted Interest Rate: 05.68% 
Cash Value Accumulation Test: @ 01881  Premiums Paid To Date: $45,288 
End-of-Year Policy Values 

Guaranteed Interest Rate and Non-
Guaranteed Projected Values

Guaranteed Monthly Deductions at 
Illustrated Guaranteed Interest Rates 

and Monthly Deductions 

Policy 
Year End 
and Age

Annualized 
Premium 

Outlay and/or 
Withdrawals

Accumulated 
Value

Net Cash 
Surrender 

Value
Death 
Benefit

Accumulated 
Value

Net Cash 
Surrender 

Value
Death 
Benefit

9  56 5,661 31,462 13,462 750,000 36,987 18,987 750,000
10  57 5,661 30,148 12,148 750,000 42,219 24,219 750,000
11  58 5,661 27,974 12,974 750,000 47,366 32,366 750,000
12  59 5,661 24,892 12,142 750,000 52,531 39,781 750,000
13  60 5,661 20,758 10,258 750,000 57,168 47,118 750,000

14  61 5,661 15,416 7,166 750,000 62,635 54,385 750,000
15  62 5,661 8,695 1,945 750,000 67,668 60,918 750,000
16  63 5,661 409 0 750,000 72,631 68,131 750,000
17  64 5,661 0 0 0 77,533 74,533 750,000
18  65 5,661 0 0 0 82,457 80,207 750,000

19  66 5,661 0 0 0 87,327 86,577 750,000
20  67 5,661 0 0 0 92,139 92,139 750,000
21  68 5,661 0 0 0 96,442 96,442 750,000
22  69 5,661 0 0 0 100,120 100,120 750,000
23  70 5,661 0 0 0 102,970 102,970 750,000

24  71 5,661 0 0 0 105,212 105,212 750,000
25  72 5,661 0 0 0 106,544 106,544 750,000
26  73 5,661 0 0 0 106,731 106,731 750,000
27  74 5,661 0 0 0 105,422 105,422 750,000
28  75 5,661 0 0 0 102,367 102,367 750,000

Percent accumulated value projected to DATE assumes that policy owner will pay premi-
ums totaling $0 in addition to premiums paid to date shown above. This projected value 
is based on the current weighted interest rate as described in explanatory notes. If a recent 
payment has been made, it may not be reflected on this illustration. 
Please refer to the last page for important explanatory notes.  
This is an illustration not a contract.
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Universal Life In-Force Illustration—Sample 
Current Premiums and Assumptions  PAGE 2 of 2 
Initial Face Amount: $750,000  Policy #xxxxxxxxx 
Current Account Value Balance: $xxxxxxxx  Male Issue Age 47 
% Accumulated Value Balance Projected to:  Premiums Payable: Annually 
DATE  Table Rating: None 
Current Weighted Interest Rate: 05.68% 
Cash Value Accumulation Test: @ 01881  Premiums Paid To Date: $45,288 
End-of-Year Policy Values 

Guaranteed Interest Rate and Non-
Guaranteed Projected Values

Guaranteed Monthly Deductions at 
Illustrated Guaranteed Interest Rates 

and Monthly Deductions 

Policy 
Year End 
and Age

Annualized 
Premium 

Outlay and/or 
Withdrawals

Accumulated 
Value

Net Cash 
Surrender 

Value
Death 
Benefit

Accumulated 
Value

Net Cash 
Surrender 

Value
Death 
Benefit

29  76 5,661 0 0 0 96,671 96,671 750,000
30  77 5,661 0 0 0 87,899 87,899 750,000
31  78 5,661 0 0 0 75,548 75,548 750,000
32  79 5,661 0 0 0 58,928 58,928 750,000
33  80 5,661 0 0 0 37,409 37,409 750,000

34  81 5,661 0 0 0 10,315 10,315 750,000

Percent accumulated value projected to DATE assumes that policy owner will pay premi-
ums totaling $0 in addition to premiums paid to date shown above. This projected value 
is based on the current weighted interest rate as described in explanatory notes. If a recent 
payment has been made, it may not be reflected on this illustration. 
Please refer to the last page for important explanatory notes. 

This is an illustration not a contract.
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The following explanatory notes apply to both in-force illustations: 
The current interest rate is 5.5%. It is not guaranteed. The company may 
declare a higher or lower current interest rate, but it will never be less than the 
guaranteed rate. 

The guaranteed values shown are calculated using the guaranteed maxi-
mum monthly deductions and the guaranteed cumulative inter est rate of 
5.5% for the duration of the policy. 

The non-guaranteed values are based on the lesser of the current inter est 
rate and the current weighted interest rate. The current weighted interest rate 
is the average interest rate currently being earned by the various unloaned 
portions of your accumulation value as shown in the table of accumulation 
values in your annual statement. It is not a guar anteed rate. 

The non-guaranteed interest rate shown in the fourth and subsequent 
policy years may be different from the current interest rate or current weighted 
interest rate. 

Withdrawals are the amounts taken from the policy’s cash value and 
payable to you. Applicable surrender charges have been deducted from the 
policy’s values. Certain types of withdrawals may be subject to tax. You should 
consult your tax advisor as to the taxability of any planned withdrawal. A 
penalty-free withdrawal can be requested in policy years two and after an 
amount not to exceed 10% of the current accumulation value or 100% of the 
cash value—whichever is less. Withdrawals in excess of the penalty-free with-
drawal will be charged applicable surrender charges. 

The accumulation value is the policy value before the application of sur-
render charges. The cash value is the accumulation value less any applicable 
surrender charges and is the amount actually available to you upon surrender 
(less any outstanding policy loans). 

In-Force Illustration—Assumptions to Endow Policy 
This in-force illustration shows that to continue the policy and have it endow 
(cash value equal the death benefit at age 100), would now require an annual 
premium of $10,711 based on the interest rate and mortality charges at the 
time this illustration was run. 
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Universal Life In-Force Illustration—Sample 
Solve for Premium to continue policy to maturity  
based on current assump tions  Page 1 of 3 

Initial Face Amount: $750,000  Policy #xxxxxxxxx 
Current Account Value Balance: $xxxxxxxx  Male Issue Age 47 
% Accumulated Value Balance Projected to:  Premiums Payable: Annually 
DATE  Table Rating: None 
Current Weighted Interest Rate: 05.68% 
Cash Value Accumulation Test: @ 01881  Premiums Paid To Date: $45,288 

End-of-Year Policy Values 

Guaranteed Interest Rate and Non-
Guaranteed Projected Values

Guaranteed Monthly Deductions at 
Illustrated Guaranteed Interest Rates 

and Monthly Deductions 

Policy 
Year End 
and Age

Annualized 
Premium 

Outlay and/or 
Withdrawals

Accumulated 
Value

Net Cash 
Surrender 

Value
Death 
Benefit

Accumulated 
Value

Net Cash 
Surrender 

Value
Death 
Benefit

9  56 10,711 36,609 18,609 750,000 42,208 24,208 750,000
10  57 10,711 40,707 22,707 750,000 52,967 34,967 750,000
11  58 10,711 44,237 29,237 750,000 63,973 48,973 750,000
12  59 10,711 47,176 34,426 750,000 75,350 62,600 750,000
13  60 10,711 49,415 38,915 750,000 87,032 76,532 750,000

14  61 10,711 50,836 42,586 750,000 99,058 90,808 750,000
15  62 10,711 51,311 44,561 750,000 111,541 104,791 750,000
16  63 10,711 50,704 46,204 750,000 124,435 119,935 750,000
17  64 10,711 49,510 46,510 750,000 137,785 134,785 750,000
18  65 10,711 46,760 44,510 750,000 151,709 149,459 750,000

19  66 10,711 42,150 41,400 750,000 166,182 165,432 750,000
20  67 10,711 35,838 35,338 750,000 181,246 181,246 750,000
21  68 10,711 26,111 26,111 750,000 196,567 196,567 750,000
22  69 10,711 14,041 14,041 750,000 212,119 212,119 750,000
23  70 10,711 0 0 0 227,816 227,816 750,000

24  71 10,711 0 0 0 243,934 243,934 750,000
25  72 10,711 0 0 0 260,334 260,334 750,000
26  73 10,711 0 0 0 276,954 276,954 750,000
27  74 10,711 0 0 0 293,676 293,676 750,000
28  75 10,711 0 0 0 310,476 310,476 750,000

Percent accumulated value projected to DATE assumes that policy owner will pay premi-
ums totaling $0 in addition to premiums paid to date shown above. This projected value 
is based on the current weighted interest rate as described in explanatory notes. If a recent 
payment has been made, it may not be reflected on this illustration. 

Please refer to the last page for important explanatory notes. 

This is an illustration not a contract.
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Universal Life In-Force Illustration—Sample 
Solve for Premium to continue policy to maturity  
based on current assump tions  Page 2 of 3 

Initial Face Amount: $750,000  Policy #xxxxxxxxx 
Current Account Value Balance: $xxxxxxxx  Male Issue Age 47 
% Accumulated Value Balance Projected to:  Premiums Payable: Annually 
DATE  Table Rating: None 
Current Weighted Interest Rate: 05.68% 
Cash Value Accumulation Test: @ 01881  Premiums Paid To Date: $45,288 

End-of-Year Policy Values 

Guaranteed Interest Rate and Non-
Guaranteed Projected Values

Guaranteed Monthly Deductions at 
Illustrated Guaranteed Interest Rates 

and Monthly Deductions 

Policy 
Year End 
and Age

Annualized 
Premium 

Outlay and/or 
Withdrawals

Accumulated 
Value

Net Cash 
Surrender 

Value
Death 
Benefit

Accumulated 
Value

Net Cash 
Surrender 

Value
Death 
Benefit

29  76 10,711 0 0 0 326,951 326,951 750,000
30  77 10,711 0 0 0 343,077 343,077 750,000
31  78 10,711 0 0 0 358,841 358,841 750,000
32  79 10,711 0 0 0 374,187 374,187 750,000
33  80 10,711 0 0 0 389,170 389,170 750,000

34  81 10,711 0 0 0 403,898 403,898 750,000
35  82 10,711 0 0 0 418,395 418,395 750,000
36  83 10,711 0 0 0 432,785 432,785 750,000
37  84 10,711 0 0 0 447,157 447,157 750,000
38  85 10,711 0 0 0 461,536 461,536 750,000

39  86 10,711 0 0 0 476,046 476,046 750,000
40  87 10,711 0 0 0 490,756 490,756 750,000
41  88 10,711 0 0 0 505,732 505,732 750,000
42  89 10,711 0 0 0 521,112 521,112 750,000
43  90 10,711 0 0 0 537,081 537,081 750,000

44  91 10,711 0 0 0 553,793 553,793 750,000
45  92 10,711 0 0 0 571,511 571,511 750,000
46  93 10,711 0 0 0 590,407 590,407 750,000
47  94 10,711 0 0 0 611,078 611,078 750,000
48  95 10,711 0 0 0 634,254 634,254 750,000

Percent accumulated value projected to DATE assumes that policy owner will pay premi-
ums totaling $0 in addition to premiums paid to date shown above. This projected value 
is based on the current weighted interest rate as described in explanatory notes. If a recent 
payment has been made, it may not be reflected on this illustration. 

Please refer to the last page for important explanatory notes. 

This is an illustration not a contract.
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Universal Life In-Force Illustration—Sample 
Solve for Premium to continue policy to maturity  
based on current assump tions  Page 3 of 3 

Initial Face Amount: $750,000  Policy #xxxxxxxxx 
Current Account Value Balance: $xxxxxxxx  Male Issue Age 47 
% Accumulated Value Balance Projected to:  Premiums Payable: Annually 
DATE  Table Rating: None 
Current Weighted Interest Rate: 05.68% 
Cash Value Accumulation Test: @ 01881  Premiums Paid To Date: $45,288 

End-of-Year Policy Values 

Guaranteed Interest Rate and Non-
Guaranteed Projected Values

Guaranteed Monthly Deductions at 
Illustrated Guaranteed Interest Rates 

and Monthly Deductions 

Policy 
Year End 
and Age

Annualized 
Premium 

Outlay and/or 
Withdrawals

Accumulated 
Value

Net Cash 
Surrender 

Value
Death 
Benefit

Accumulated 
Value

Net Cash 
Surrender 

Value
Death 
Benefit

49  96 10,711 0 0 0 660,784 660,784 750,000
50  97 10,711 0 0 0 691,371 691,371 750,000
51  98 10,711 0 0 0 725,303 725,303 750,000
52  99 10,711 0 0 0 761,132 761,132 750,000
53  100 10,711 0 0 0 799,583 799,583 750,000

Percent accumulated value projected to DATE assumes that policy owner will pay premi-
ums totaling $0 in addition to premiums paid to date shown above. This projected value 
is based on the current weighted interest rate as described in explanatory notes. If a recent 
payment has been made, it may not be reflected on this illustration. 

Please refer to the last page for important explanatory notes. 

This is an illustration not a contract.
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The policy’s performance was affected not only by the decreased interest 
rate but also by an increase in the mortality costs. The increase in the mor-
tality costs was not shown anywhere in the in-force illustra tion. If you see a 
dramatic difference in the potential performance of your policy as shown here 
with the close to doubling of the premium, there may be more than meets 
the eye. Your agent may not always know—the front-line customer service 
representative might not know either. So either press your agent or someone 
at the company. For me, it took using a software package designed for this 
purpose and ulti mately a letter by an attorney involved with the case to a vice-
president of the company to confirm that they had raised the mortality costs. 
This is not always an easy matter when there is a large discrepancy. If you’re 
hitting a brick wall with your agent and/or the insurance company, use one of 
the resources discussed throughout this book, such as a life insur ance analyst/
consultant or the Department of Insurance (in your state). 

Q91
  Are There Other Issues If I Purchased a Limited Pre-
mium-Payment Policy? 

Limited premium-payment period policies almost always have not lived up 
to their promises. These were referred to, at one time, as “vanishing premium 
policies” (this term is now not allowed by the insurance code, due to its mis-
leading nature). At one point, agents and carriers could formulate an illustra-
tion (within some parameters) to make a policy attractive to a potential policy 
owner. Especially (in most cases) for these policies, an in-force illustration will 
show a much longer anticipated premium-payment period. 

These policies were sold under the concept of a vanishing premium, using 
illustrations and based on current assumptions at the time. When this was 
popular, the illustrated interest rates or dividend scales (perhaps coupled with 
a surrender of dividend additions) showed that the premium would “vanish” 
after a certain number of years. In other words, no further premiums would be 
due. At that time, there was no emphasis on guaranteed assumptions by either 
the carrier or the agent. In fact, the agent could generate an illustration using 
their own format that did not show the guarantees. 

A distinction to be made is that this misleading term of “vanishing pre-
mium” is actually a non-guaranteed projection of a limited premium-payment 
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period. One of the problems with the term “vanishing premium” is the ease of 
confusing it with paid-up life insurance, a similar concept but featuring a guar-
anty. Once a policy is paid up, continuation of cov erage is guaranteed regard-
less of future dividends. The truth is that a limited premium payment design 
can be useful, as long as it is under stood that premium payments may be due 
for a longer period or may need to start again at some point, if this is indicated. 
A good number of companies and agents have not taken any action to warn 
their clients. Again, this is where an in-force illustration is extremely useful. 

Another sign of these policies is that they will almost always have a sig-
nificant amount of term insurance mixed into them, and the non-guaranteed 
returns from the policy are required to replace the term portions of the policy 
with permanent insurance. When this does not happen, because of declining 
interest rates and perhaps other unmet projections, three related developments 
threaten the future of the pol icy. Reduced non-guaranteed returns leave fewer 
investment dollars inside the policy to generate additional dividends and cash 
value growth. With poorer investment results and lower dividends, addi tional 
permanent insurance, which must be acquired with these divi dends, is not 
purchased at a fast enough rate to replace the term insurance on the planned 
schedule. In turn, the continuing presence of too much term insurance, as the 
insured ages, increases the policy’s mortality charges and leaves less money 
left over to accumulate as the cash value reserve inside the policy. As that 
reserve fails to build fast enough because of reduced investment returns and is, 
at the same time, depleted with higher than projected insurance costs, there is 
a good chance that the policy will fall apart before the insured dies. 

Some policies, from what are generally regarded as reputable com panies, 
have gone so far as to offer step-rated or “graded” premiums, which depend 
on dividends to avoid an additional out-of-pocket cost to the policyholder 
when the future premium increase occurs. In some cases, the premiums do not 
increase for the first ten years. However, when interest or dividend rates fall or 
insurance costs go up, dividends will be insufficient to pay the increased pre-
mium, and the risk of policy lapse is especially high. This is just an example of 
the lengths to which life insurers will go to try to appear competitive price-wise. 

The danger with a good number of these policies is that they can ter-
minate very quickly. The other type of policy that can be worse is a “lowball” 
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premium policy. These policies have premiums that are too low to support the 
policy if there are any changes from the current assumptions at time of pur-
chase. The chance of this occurring is less than winning the lottery. 

If you are considering a policy with a limited premium-payment period, 
you should request an illustration with a dividend scale reduced by 200 basis 
points or an interest rate 2% below the current projected rate, respectively. 
Considering the last few years, this still may not be sufficient. Keep in mind 
that you can continue to pay the premium or increase it to meet the originally 
planned payment period, if you would like to. 

Q92
  How Do I Measure a Life Insurance Policy’s 
Internal Performance and Compare 
It with Another Policy? 

There are many ways to compare life insurance policies and measure their inter-
nal performance. We will take a look at a few of the various methods. Each has 
its pros and cons; also, some are easier to use than others. It can be difficult to 
compare similar types of poli cies, let alone different types of policies. 

There are many different methods of determining the performance of a 
policy and to use these methods in a replacement situation. Please note that 
these are applicable to permanent (cash value) life insurance policies only and 
not to term life insurance. 

For the most part, comparing term insurance is comparing premi ums. 
Another consideration, with term life insurance, is the conver sion factor (are 
there policies that you can convert to limited or can you convert to any of the 
company’s permanent policies?). (Ben Baldwin—Life Insurance Investment 
Advisor, Probus Publishing Company, ©1988).

INTEREST-ADJUSTED INDICES
These indices were adopted by the National Association of Insurance Com-
missioners (NAIC), in 1976, as a life insurance solicita tion model regulation, 
and were then recommended to each state for their adoption. This regulation 
has been adopted in almost every state. This regulation requires that insurers 
provide buyers with an interest-adjusted surrender cost index and an interest-
adjusted net payment cost index for the 10th and 20th policy years, using a 
5% interest assumption. 
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Keep in mind that this is automatically calculated on a proposal for a new 
policy. However, you can calculate it yourself for any rea son or understand the 
numbers better than shown on the initial illus tration. The inputs required for 
the interest-adjusted methods are: 

1. The annual level premiums accumulated at 5%. 
2. The face amount.
3. The time period over which the analysis is to be made (the model 

regulation requires it for 10 and 20 years). 
4. The interest rate. The NAIC chose 5% net after-tax as an accept able 

long-term interest rate, from personal investments of com parable 
security and stability as a life insurance policy. 

5. Dividends are to be accumulated at 5% interest, if dividends are avail-
able in the contract. 

6. The cash surrender value. 
The NAIC requires the use of two indices. The interest-adjusted net pay-

ment cost index assumes that the policy is continuing in-force, and therefore 
only the dividend values plus 5% interest earnings (if the policy in question 
pays dividends) are available to the policy owner to reduce cost. The cash 
surrender value is not available and therefore not included in the interest-
adjusted net payment cost index. The interest-adjusted surrender cost index 
assumes the policy is termi nated; thus the cash value is available to reduce cost 
and is included in the calculation of the surrender cost index. (Ben Baldwin—
Life Insurance Investment Advisor, Probus Publishing Company, ©1988).

INTEREST-ADJUSTED NET PAYMENT COST INDEX
This index is based upon the continuation of the policy. Since the pol icy is 
continuing in-force, it assumes that the cash value of the policy is not avail-
able to the policy owner. Dividends and 5% interest on those dividends are 
assumed to be available to the policy owner in par ticipating policies. 

This index is calculated by accumulating the annual dividends, if available, 
plus the 5% interest earnings on those dividends for the period of time in ques-
tion. In order to convert those dividend cred its and their interest earnings to a 
level amount for the period of time in question, the amount is divided by the 
future value of $1 at 5% for the period. The payment of $1 per year, assuming a 
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5% interest rate and a 20-year time period, results in a future value of $34.72 in 
20 years. By dividing the insurance-company-provided future dividend income 
value by this 20 year divisor, you will find out what number of dollars would 
have had to have been deposited annually to arrive at this amount. The ten-year 
divisor is $13.21; that is $1 per year, deposited at the beginning of the year into 
an account earning 5%, and would accumulate $13.21 in 10 years. If you do not 
have a calculator, use these factors to change the total value of the dividends, 
available at the end of the period of time, to the level annual equivalent credit 
that can be used to offset the adjusted premium. 

The adjusted premium is the level annual premium accumulated at 5%. 
For example a $1,000 annual premium accumulated at 5% for 20 years would 
be $34,719.30. If the 20th year accumulation of dividends was $12,000, you 
would calculate the 5% interest-adjusted dividend value by dividing the 
$12,000 by 20 years ($600), then calculating the future value of that average 
annual dividend of $600 compounded at 5% for 20 years for 20 years and 
arrive at an adjusted dividend value of $20,831.60. The difference between 
the adjusted dividend premium ($34,719.30), and the interest-adjusted div-
idend ($20,831.60), $13,887.70 is the interest-adjusted cost for this $100,000 
policy. To calculate what this $13,887.70 total cost is as an equivalent to a 
20-year interest-adjusted annual premium, you can use your calculator or 
the 20-year factor of 34.72 described above. $13,887.70 divided by 34.72 is 
$400. Dividing this amount by 100 gives us the per $1,000 interest-adjusted 
net payment cost index of $4.00. (Ben Baldwin—Life Insurance Investment 
Advisor, Probus Publishing Company, ©1988).

INTEREST-ADJUSTED SURRENDER COST INDEX 
The interest-adjusted surrender cost index assumes that the cash surrender 
value of the policy, and any termination dividend available at the termination 
of a policy, will be available, as well as the dividends and their interest earnings. 

If, in the example above, the total cash available upon surrender amounted 
to $10,000, you would then subtract the $10,000 from the $13,887.70 insur-
ance cost determined without considering the cash surrender value, and arrive 
at $3,887.70 for the $100,000 policy. Dividing that amount by the 20-year 
5% factor of 34.72 results in the amount of $112. Dividing this amount by 
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100 gives you the per $1,000 interest-adjusted surrender cost index of $1.12. 
This can then be used to compare this policy to others of comparable size 
and type. 

According to the Report of the Joint Special Committee on Life Insur-
ance Costs (Footnote—Report to American Life Convention, Institute of 
Life Insurance and Life Insurance Association of America (New York: Insti-
tute of Life Insurance, May 4, 1970), page 6), the advantages of these two 
interest-adjusted methods are as follows: 

1. They take the time value of money into account. 
2. They are easy to understand. 
3. They do not require recourse to advanced mathematics. 
4. They do not suggest a degree of accuracy that is beyond that jus tified 

by the circumstances. 
5. They are significantly similar to the traditional methods, so that tran-

sition could be accomplished with a minimum of confusion. 

Although these indices do take the time value of money into consid-
eration, neither the public nor insurance agents have found them easy to 
understand or communicate. The public does regard these devices as having a 
degree of accuracy beyond that which is justified. This is due to the facts that 
are on each illustration and, as such, are given a high degree of credibility. 

As with a lot of things in life, the lowest price may not always be the best. 
Life insurance companies can manipulate the internal design of their policies 
to wind up with a low index. The interest-adjusted indices then, although they 
do take the time value of money into con sideration, fail because you cannot rely 
on assumed policy values 10 and 20 years hence. Strict reliance on the indices, 
and the potential mis uses of indices, can mislead rather than help the consumer. 

The ledger statements from which the indices are derived are becoming 
less and less accurate due to the degree of complexity and types of products, 
the volatility of the economy, and the many changes in the life insurance 
industry. Due to these factors, the indices will become less and less useful as 
an appropriate tool for comparing life insurance products. (Ben Baldwin—
Life Insurance Investment Advisor, Probus Publishing Company, ©1988). 
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LINTON YIELD METHOD 
This is most likely the oldest method, named after Mr. Albert Linton (Presi-
dent of Provident Mutual, with a background as an actuary) who, in the 1930s, 
demonstrated that a whole life insurance policy or an endowment life insur-
ance policy could be analyzed as equivalent to a combination of decreasing 
term insurance and a savings fund. Basically, it derives estimated investment 
returns on cash value poli cies and can be used to determine policy returns on 
a year-by-year basis—so-called one year RORs (rates of return). There are 
many slight variations on this method. There are many variations of the Lin-
ton Yield to assist with different tasks. 

This is the basic method and is the method used by Mr. James Hunter at 
the Consumer Federation of America. As he describes it, the starting point 
is the next policy anniversary; the numbers come from a current illustration 
(either new for a proposed policy or an in-force illustration for an existing 
policy). Assume that a person surrenders their policy for the year-end sur-
render value (not accumulation/cash value prior to the surrender charge), and 
then changes their mind and asks to rein state immediately. The cost to rein-
state is the surrender value plus the next annual premium. (Rider costs not 
providing insurance on the insured must be excluded.) 

Here is how to calculate an annual rate of return (ROR). You may wish 
to do this for several future years to see any trends. 

DBt = Death benefit, policy year t. Use the average death benefit dur-
ing the year, if changing. 

Pt = Annual premium for year t. Divide other premium frequencies by 
appropriate factors from VII above to convert non-annual premiums 
to annual premiums. 

CSVt = Cash surrender value end of year t, including cash value of 
any paid-up additional insurance (PUAs). (If dividends are held at 
inter est, exclude them from the calculation; but, in this case add the 
year end dividend, but not interest, to CSVt. If the dividend option is 
cash or “reduce premium,” do not use the prior-year dividend; add the 
year-end dividend to CSVt.) 
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TCt = Term cost for risk amount in year t. 

TRt = Assumed market term rate for alternative policy. 

PFt = Any annual term policy fee. 

Basic Concept: BVt * (1 + RORt/100) = EVt. Solve for RORt 
where, BVt = beginning-of-year policy value = CSVt-1 (prior year sur-
render value) + Pt - TCt; EVt = end-of-year surrender value, including 
Dt for any divi dend not used for PUAs. 

TCt = (DBt - BVt) * TRt + PFt, or TCt = (DBt - (CSVt-1 + Pt - 
TCt)) * TRt + PFt. Or TCt = [(DBt - CSVt-1 - Pt) * PR + PF]/
(1-TR), from 8th grade algebra. 

Finally, RORt = [(EVt / BVt) - 1] * 100. 

Example—Suppose you want the 11th policy year ROR for a policy 
whose 10th year surrender value is $8,938, whose 11th year surrender 
value is $10,538, and whose annual premium is $1,159. (Dividends 
buy PUAs.) The death benefit during the next year averages $107,600. 
The cost of one-year term insurance for this person in his or her risk 
class and age is $1.22 per $1,000 per year plus $50. (It is not appropri-
ate, at least not without an “apples to apples” warning, to use 10-year 
or 20-year term rates because these policies may not be renewed with-
out evidence of insurability.) We have: 

TC11 = [(107,600 - 8,938 - 1,159) * 1.22/1,000 + 50] / (1 - .00122) 
= 169 

RORt = [(10,538 / (8,938 + 1,159 - 169)) - 1] * 100 RORt = 6.1%. 

This section taken from notes from a talk by Mr. James Hunter, FSA, on 
September 28, 2001.

THE JOSEPH M. BELTH METHOD 
Joseph M. Belth, Ph.D., Professor of Insurance at Indiana University, is the 
publisher of The Insurance Forum. This publication is provocative and features 
his work on getting at the truth from life insurance com panies. Part of that 
work is determining the true costs of life insurance policies. 

The method he came up with is a level-price approach, and is based on 
the premise that the protection provided by an insurance policy was not the 
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full face amount of the policy, but is the face amount of the policy minus its 
cash surrender value. As discussed previously, this would be the amount at risk 
to the carrier; in other words, the protection. 

Professor Belth used the level-cost method to attempt to measure the 
average cost to policy owners of this amount at risk. Professor Belth also 
developed a price per thousand dollars, for each age, for this net amount of 
protection. These were then converted, as yearly prices, into amounts that 
represented a level price per thousand, for each age, for this net amount of 
protection, provided by the policy for a particular time period. Professor Belth 
has referred to them as benchmark life insurance costs that represent a base 
value of the protection provided by a policy. 

In June and October of 1982 issues of The Insurance Forum, Professor 
Belth published an updated method of determining costs and/or rates of 
return within life insurance policies that was more easily adapted by the indi-
vidual in determining the cost efficiency of his individual policy. 

His formula is as follows, with the following inputs: 

1. Death benefit (F)
2. Policy cash surrender value as of the last previous anniversary date 

(CVP)
3. Policy cash surrender value as of the current anniversary date (CSV)
4. Most recent annual premium (P)
5. Most recent annual dividend or credited interest or a combina tion—

whichever is applicable (D)
6. Insured’s insurance age (six months and one day prior to next actual 

birthday)
7. Assumed alternative use of funds interest rate (i). This is the rate of 

interest that the policy owner (or whoever is doing the calcula tion) 
feels could be earned in an investment with liquidity equiv alent to that 
within the life insurance policy.

8. Benchmark rates per $1,000 of life insurance (net amount at risk) 

The table used by Dr. Belth for the cost of term insurance for the pol-
icy owner is derived as he describes it in The Insurance Forum of June 1982, 
Volume 9, Number 6. Due to the time elapsed since then, we are using more 
current figures. 
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The term costs that we will use are from the 2003 edition of Tax Facts 
(published by the National Underwriter Company). The table is for one-year 
term rates, used in the calculation of the “cost” of pure life insurance pro-
tection, which may be taxable to an employee in certain situations. 

What we are saying is that, if the price of your life insurance protec tion 
per $1,000 is in the vicinity of the “raw material cost” (that is the amount 
needed just to pay death claims based on population rates), your life insurance 
protection is reasonably priced. 

One-Year Term Premiums for $1,000 of Life Insurance Protection—One Life 

Age Premium Age Premium Age Premium 

0 $0 .70 34 $0 .98 67 $15 .20 

1 0 .41 35 0 .99 68 16 .92 

2 0 .27 36 1 .01 69 18 .70 

3 0 .19 37 1 .04 70 20 .62 

4/5 0 .13 38 1 .06 71 22 .72 

6 0 .14 39 1 .07 72 25 .07 

7 0 .15 40 1 .10 73 27 .57 

8 0 .16 41 1 .13 74 30 .18 

9 0 .16 42 1 .20 75 33 .05 

10 0 .16 43 1 .29 76 36 .33 

11 0 .19 44 1 .40 77 40 .17 

12 0 .24 45 1 .53 78 44 .33 

13 0 .28 46 1 .67 79 49 .23 

14 0 .33 47 1 .83 80 54 .56 

15 0 .38 48 1 .98 81 60 .51 

16 0 .52 49 2 .13 82 66 .74 

17 0 .57 50 2 .30 83 73 .07 

18 0 .59 51 2 .52 84 80 .35 

19 0 .61 52 2 .81 85 88 .76 

20 0 .62 53 3 .20 86 99 .16 

21 0 .62 54 3 .65 87 110 .40 

22 0 .64 55 4 .15 88 121 .85 

23 0 .66 56 4 .68 89 133 .40 

24 0 .68 57 5 .20 90 144 .30 

25 0 .71 58 5 .66 91 155 .80 

26 0 .73 59 6 .06 92 168 .75 

27 0 .76 60 6 .51 93 186 .44 

28 0 .80 61 7 .11 94 206 .70 

29 0 .83 62 7 .96 95 228 .35 

30 0 .87 63 9 .08 96 250 .01 

31 0 .90 64 10 .41 97 265 .09 

32 0 .93 65 11 .90 98 270 .11 

33 0 .96 66 13 .51 99 281 .06 
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Professor Belth’s Formula: 

(P + CVP) (1 + i) - (CSV + D) 
(F – CSV) (.001) 

P = Premium 
CVP = Cash Value Previous Year 
i = Alternate use of Funds Interest Rate (Net after Taxes) 
CSV = Cash Surrender Value this year 
D = Dividend or Interest Credited 
F = Death Benefit 
This method is suitable for comparing policies specifically for a replace-

ment situation. (Ben Baldwin—Life Insurance Investment Advisor, Probus 
Publishing Company, ©1988) 
THE BEN BALDWIN SYSTEM 
This is an alternative system devised by Ben Baldwin: “An Alternative 
Method—The Baldwin System for the financial analysis of life insurance on 
an individual basis.” It seeks to cure the previously stated defects in all of the 
previously discussed systems. 

According to Mr. Baldwin, in testing and evaluating this system on the 
financial evaluation of life insurance, a computer program was developed. This 
has been used to test the system with all types of life insurance: term, whole 
life, single premium life, universal life, variable life, and universal variable life. 
The program gives simultaneous results of Professor Belth’s system of evaluat-
ing the cost effectiveness of life insurance policies, the cash-on-cash rate of 
return, and cash and life insurance value rate of return. The Baldwin System 
has proved to be valuable in making individual decisions regarding existing life 
insur ance and potential purchases. Although it takes a bit of effort to under-
stand, you should be able to understand the data that is used in coming up with 
the conclusions, and then you are in a good position to evaluate the results. 

The step-by-step procedure follows: 
STEP 1 
Determine how much life insurance is provided by the policy. 

Total Death Benefit  ______________ 
Less Total Current Asset Value  -______________ 
Equals “Life Insurance”  =______________ 
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Total Death Benefit 
Total death benefit is the face amount of the policy plus any policy provisions 
that increase the death benefit in the event of a natural death, i.e., term insur-
ance riders or paid-up additional life insurance as a result of dividends being 
left in your policy. 
Total Current Asset Value 
Total current asset value is what you would get for your policy if you went to the 
insurance company and cashed it in today. It includes the amount of any loans, 
which you would not have to pay back as a result of cashing in the policy. The 
objective of this calculation is to determine how much of the total death benefit 
is your money and how much is life insurance company money, “life insurance.” 

STEP 2 

Determine what you have paid to maintain the life insurance in-force this year. 

Premium  ___________
Plus Net After-tax Loan Interest Cost  +___________
Plus Net After-tax Cost of Cash Left in the Policy  +___________
Equals Total Current Year’s Cost  =___________

Premium 
The premium portion of what you have paid to maintain the life insurance is 
the billed gross premium for the policy or what you have chosen to pay if the 
policy is a universal life type of contract without a stated premium. 
Loan Interest Costs 
The net after-tax loan interest cost is calculated first by determining the gross 
loan interest paid for the year. For example, if the policy had an outstanding 
loan of $1,000 at a 5% interest rate, the gross loan interest would be $50. 
For tax year 1987, assuming this is considered consumer interest, this inter-
est would be 65% deductible (40% in 1988, 20% in 1989, 10% in 1990, and 
zero % deductible thereafter). Assuming this is a 1987 cal culation, 65% of the 
$50 interest charge is deductible, or $32.50 ($50 x 65% = $32.50). We will 
assume that you are in the 28% federal tax bracket, and that the state income 
tax bracket adds percent to that, bringing your total marginal tax bracket to 
30%. Thus, the $32.50 income-tax deduction would reduce your tax liability 
by $9.75 tax reduction = $40.25). 
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Personal life insurance policy loans are becoming more expensive as a 
result of the provisions of the Tax Reform Act of 1986. Life insurance policy 
loans are more expensive for lower-bracket taxpayers than they are for high-
bracket taxpayers. 

There are further unseen costs for life insurance policy loans. In the last 
few years, most life insurance companies have offered enhance ments to their 
participating whole life insurance policies. If the policy owner accepts a higher 
interest charge on policy loans, he will be rewarded with high dividends. Con-
versely, if the policy owner refuses the enhancement in order to maintain his 
low policy loan interest rate, he will receive lower dividends. See Chapter 10, 
Questions 106-109 for more information on policy loans. 

This dividend credit differential between borrowers and non-borrowers 
is effectively an increase in the cost of life insurance policy loans. The precise 
dividend differential and loan interest-rate alternatives offered to an indi-
vidual policy owner in an enhancement or upgrade offer can be used to deter-
mine the impact on a specific policy. 

The wisdom of leveraging life insurance—borrowing to pay pre mium, 
the so called “minimum deposit plans”—are questionable at best today. What 
loan interest has to be paid? What effect does it have on dividends? What are 
the loan proceeds to be used for? For example, if the money is to be used to 
finance investments, you would expect the interest expense to be deductible 
up to an amount equal to the annual portfolio investment income. However, if 
it is used to make consumer purchases (such as an automobile) or to carry life 
insurance, it will be subject to the phase out of deductibility, which will make 
it a less eco nomical strategy. As stated in Forbes, June 29, 1987, “if you own a 
min imum-deposit life insurance policy, condolences are in order.”

Opportunity Costs 
The net after-tax cost of cash left within an insurance policy may be considered 
an “opportunity” cost. If you are able to borrow on your life insurance policy at 
5% and are able to invest that money at an amount more than 5%, it makes no 
sense to borrow on the policy and reinvest. If you choose not to do that, and leave 
the cash within your life insurance policy, you are sacrificing the opportunity. 

That lost opportunity is a cost that could be added to your cost of hold ing 
a life insurance policy. 
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Economic conditions in 1987 made it difficult to borrow from a policy, 
pay loan interest, and profitably reinvest the money to earn an easy profit. 
The increased costs for policy loan interest, and reduced div idends for poli-
cies that retained their low interest rate on policy loans, combined with the 
lower interest rates available on alternative safe investments, provided little 
opportunity for gain. 

For example, we have just established that if you as an individual in the 
30% combined marginal tax bracket borrowed from your policy at 5%, the net 
after tax deduction cost of the loan would be as follows: 

Interest charge on $1,000 loan: $50.00 
Amount of loan interest deductible: 65% 
Deductible interest (65% x 50): $32.50 
Amount of deduction in 30% tax bracket  

(30% x $32.50) equals: $ 9.75 
Net cost of $50 interest charge ($50 - $9.75): $40.25 

If you were then to reinvest the $1,000 at 5.5% taxable outside of the 
policy, the following would be the result: 

Interest earnings: $55.00 
Income tax on interest earnings (30 % x $55): -$16.50 
Net after tax gain: $38.50 

Net benefit realized by borrowing and reinvesting: 

Cost: $40.25 
Benefit: $38.25 
Gain (Loss): ($ 1.75) 

In addition to this loss, you may also have lost the opportunity to receive 
higher dividends. 

The situation in the early 1980s was far different. You would have found 
that if you had $1,000 at a 5% interest cost, and paid a total of $50 in interest 
for the year, your net after-tax cost for that $50-a-year deductible loan inter-
est would have been $25, assuming the 50% tax bracket. You could then have 
put those funds in a money-market account, earned 10% on the $1,000 (gross 
interest return of $100 per year), paid 50% tax on those earnings, and netted 
$50 per year. You could, therefore, have earned a 100% profit on the net $25 
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after-tax cost of your policy loan. Had you not borrowed on this policy and 
left the $1,000 within the policy during that period of time, you would have 
been sacrificing these earnings. This lost opportunity cost may be considered 
an addi tional cost for maintaining your life insurance policy. 

STEP 3 
What cash benefits did you receive as a result of maintaining the policy in 
force for the current year? 

Current Year’s Increase in Cash Value,  
Account Value, or Asset Value  _____________ 
Plus Current Year’s Dividend, if any  +_____________ 
Equals Total Policy Owner Credit  =_____________ 

Critics will find weaknesses and advocates will find strengths in this par-
ticular section of this system for the financial analysis of life insur ance. The 
critics will say that you are looking at the policy for only one particular year. 
They will question whether the financial results for any particular year are an 
accurate report on what has happened in the past, or a predictor of what will 
happen in the future. The criticism is valid because the policy under analysis 
could be a variable life insur ance policy with its investment in a common 
stock account in a year when the common stock fund has taken a substantial 
beating. If that were the case, current-year return could easily be negative. If 
you con cluded that one year’s negative return meant that you should get rid of 
the policy, that may certainly be an erroneous conclusion. You should perform 
further evaluation by re-entering your numbers in the for mula using the aver-
age annual increase in account value and the aver age annual dividend received 
since the policy’s inception as the credits received as a result of maintaining 
the policy in-force. For inputing into the policy, you could use average annual 
premium, average policy loan costs, and the average net after-tax costs for 
maintaining cash within the policy. This would give you an indication of aver-
age return from policy inception. From the standpoint that each policy owner 
is trying to make a “Where do we go from here?” decision, the current year’s 
actual return will be far more important than such averages. 

If you are considering an upgrade or enhancement offer, you can use the 
formula by entering assumptions, such as the elimination of the policy loan 
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and the acceptance of the higher dividend yields, to determine the impact of 
the offer. 

Advocates of this system of financial analysis of life insurance will appre-
ciate the fact that it can tell them what is going on within a life insurance 
policy in the current year and, by using other inputs, what has gone on since 
policy inception. It can also be used to evaluate the financial result of accept-
ing upgrade offers and increasing, decreasing, or eliminating policy loans. 

STEP 4 
Determine your investment in the contract. 

Total Asset Value _____________ 
Less (Subtract: Loan Outstanding) -_____________ 
Equals Investment Remaining in Contract =_____________ 

The investment capital in the contract is extremely important, as it is the 
investment upon which you are going to calculate your investment return. It 
is the investment at the moment of your evaluation. Some users of this system 
will wish to refine this figure to make it closer to the policy owner’s average 
investment in the contract during the year in question. That is, you could 
calculate your investment in the con tract at the beginning and at the end of 
the year and then add the two together, subtract any policy loan, and divide 
by two to come up with the average investment in the contract for that year. 

Others may wish to decrease the investment in the contract by the amount 
of ordinary income tax they would have to pay on the gain within the policy if 
they surrendered it and/or any back-end load. The gain in the contract is total 
policy value less the policy owner’s basis. This is subject to ordinary income 
tax upon policy surrender. This is valid if the policy is to be dropped and the 
income tax paid; however, it is invalid if this tax liability is to be avoided by 
using a 1035 tax-free exchange into either another life insurance policy or an 
annuity con tract or continue the policy. 

For our purposes, it is better that you understand the logic in the proce-
dure, using the current existing investment in the contract. 

When entering the figure for the outstanding policy loan, the unpaid 
outstanding interest on the policy loan at the time of the evalu ation should be 
added to the policy loan amount. 
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STEP 5 
Determine the dollar amount of return you have earned in the cur rent policy 
year. 

From step 3 above, take your increased value for the current policy year 
and subtract step 2, your current input into the contract for the current year. 

Policy Owner Credit (Step 3)  _____________ 
Minus Policy Owner Costs (Step 2)  -_____________ 
Equals Policy Owner Net Gain (Loss)  =_____________ 

STEP 6 
Determine your cash-on-cash return for the current year. 

In order to determine your cash-on-cash annual percentage rate of return 
for the current year, take the amount of the credit from step 5, and divide it by 
your investment remaining in the contract from step 4. 

Amount of Credit (Step 5)  _____________ 
Divided by Amount Invested (Step 4)  ÷_____________ 
Equals % Cash-on-Cash Return  =_____________ 

STEP 7 
Determine your policy owner’s equivalent taxable return. 

The cash-on-cash return varies in value for high- and low-bracket tax-
payers. This is easier to communicate if you have the number that represents 
the pre-tax rate of return that you would have to obtain on a taxable invest-
ment outside of the life insurance contract in order to match that non-tax-
able return within the policy. In order to accomplish this, take your tax-free 
rate of return as calculated in step 6 above and divide it by one minus your 
tax bracket. 

Policy owner’s Untaxed Cash-on-Cash
Rate of Return (Step 6)   _____________
Divided by (1 minus Tax Bracket)  ÷ _____________
Equals Equivalent Taxable Return  = ____________%
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STEP 8 
Determine the value of your life insurance. 

This is a very important question these days, when life insurance policies 
are being touted as competitive investments regardless of the life insurance 
protection they provide. If you are not in need of life insurance protection and 
place no value on the life insurance protec tion provided by the contract, then 
you need go no further in the finan cial evaluation of the life insurance con-
tract. Step 7, the cash-on-cash return, is all that is the value, and the viability 
of the life insurance con tract as an investment depends upon the competitive-
ness of this cash -on-cash return with other investment alternatives available. 

Other individuals will place varying values on the life insurance protec-
tion provided by the contract. The young non-smoker who has an opportunity 
to purchase term insurance at discounted rates through his association, his 
employer, or some other advantageous source would put one value on the 
life insurance that he could obtain in his preferred status. An individual who 
is older, has a great personal need for life insurance, and has just had a heart 
attack—so that existing life insurance could not be replaced—would place 
a much higher value on the net amount at risk. In some cases the insurance 
protection will have so much value to the policy owner that the cash-on-cash 
return or investment return of the policy would be irrelevant. 

Life insurance does have value, and that value has to be individu ally 
determined. The most accurate cost per thousand to be entered in this section 
of the formula would be the figure you obtained as a result of applying to an 
insurance company for an equivalent amount of term life insurance, submit-
ting to medical examination, and receiving an offer for term insurance at a 
contractually guaranteed rate. All other entries are estimates, and the financial 
analysis is only as good as that estimate is accurate. 

Once the equivalent retail value of term life insurance is deter mined, it is 
multiplied by the amount of life insurance protection pro vided by the contract 
(face amount of the policy minus asset value of the policy as determined in 
step 1) to determine the value of the life insurance within the contract. 

Some would argue that your retail cost of the term insurance divided 
by one minus your current marginal tax bracket is the figure that should be 
entered. This figure would represent the amount that you would have to earn 
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in total to service a retail term insurance policy. For example, for every $100 
a policy owner in the 30% mar ginal state and federal tax bracket must pay 
for term insurance, that policy owner must earn $142.86 (100 ÷ (1 - .30) = 
$142.857). This com municates that in order to send a check to an insurance 
company for $100, you must earn $142.86, pay the 30% tax ($42.86 [$142.06 
x .30 = $42.86]) and send the balance, $100, to the insurance company. 

This method of valuing the cost of retail term insurance would be accu-
rate if the untaxed earnings on an investment within the life insur ance policy 
were entirely sufficient to cover all mortality and expense charges within the 
policy. We have taken the more conservative approach using just the equiva-
lent retail cost of term insurance for the policy owner. 

Value of Life Insurance: 
Life Insurance in Thousands (Step 1)  

Multiplied by Policy owner’s Cost _____________
Per $1000 of Life Insurance ÷_____________ 
Equals Value of Life Insurance =_____________ 

STEP 9 
Determine the total value you receive as a result of continuing this life insur-
ance contract. 

The total value you receive as a result of continuing the life insur ance 
contract is the cash-on-cash return plus the value of the life insurance protec-
tion. Add the life insurance value determined in step 8 to the cash return of 
step 5 to come up with the total dollar amount of benefit you receive from 
the contract. 

Policy owner Net Gain (Loss) (Step 5)  _____________ 
Plus Life Insurance Value (Step 8)  +_____________ 
Equals Total Benefit Received =_____________ 

STEP 10 
Determine the percentage return on the contract when the cash-on-cash 
return is added to the life insurance value. 

 Value Received ÷ Amount Invested = ____________ % Rate of Return 
 (Step 9)  (Step 10) 
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STEP 11 
Determine the equivalent taxable return that you must earn to match this tax-
deferred/tax-free return from the life insurance contract. 

Percent Rate of Return (Step 10) ÷ (1 Minus Tax Bracket) = _______ % 

(Ben Baldwin—Life Insurance Investment Advisor, Probus Publishing Com-
pany, ©1988).

THE VERALYTIC SYSTEM
The Veralytic System was invented by Barry D. Flagg as a tool for measuring 
internal policy costs and actual historical performance of life insurance. The 
Veralytic System evaluates any in-force policy or proposed permanent life 
insurance product on the following five considerations:

• Insurer financial strength 
• Competitiveness of internal policy costs
• Illustration reliability
• Access to/restrictions on policy account values
• Actual historical performance of invested assets underlying policy 

account values

The Veralytic System rates each consideration against benchmarks for 
the universe of peer-group alternatives and assigns a star rating to the policy 
under evaluation. Each consideration is measured independently, given equal 
weight, and totaled for an overall Star Rating.  

See page 360 for a special offer on Veralytic reports.



Q&ACHAPTE R 9

WHAT SHOULD I KNOW ABOUT LIFE 
INSURANCE REPLACEMENTS? 

Q93  Why Would I Consider a Life Insurance Replacement? 

A life insurance policy is a financial asset. It is a good idea to review it on a 
regular basis to make sure you are getting the value you expected, in exchange 
for the premium dollars you pay the life insurance com pany. Things change in 
the real world, and your life insurance policy can be affected by such things 
as changes in the issuing company’s financial condition and by competition. 

Life insurance is also a financial tool, a complex tool that provides you 
with financial leverage. There is no substitute for life insurance, for it is 
unique in its ability to provide a self-completing financial plan, should the 
insured person die unexpectedly. Life insurance can be used to replace lost 
income, pay the federal estate tax, and provide money for many other worth-
while purposes. 

Replacing an in-force life insurance policy can be a very good idea or a 
very bad one. It depends on many factors. Traditionally, the viewpoint within 
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the life insurance industry is that replacing an existing life insur ance policy 
with a new one is generally not in the policy owner’s best interest. This state-
ment is ambiguous in the sense that it can be both true and false at the same 
time. Dealing with the complexities of the life insurance replacement issue is 
like peeling away the layers of an onion. Remove several layers and there are 
still many layers remaining. 

This section is intended to aid you in the replacement decision-mak ing 
process. It is not an exhaustive treatment of the subject, because your individual 
situation is unique and there is no one-size-fits-all solution. Our purpose here 
is to help you evaluate the pertinent facts and circumstances when consider-
ing whether or not to replace an existing life insurance policy. A replacement 
may be internal (i.e., replacing it with a new policy from the same company) or 
external (i.e., replacing it with a policy from a different company). 

Q94  How Is Replacement Defined? 

Simply stated, replacement means discontinuing one life insurance policy to 
purchase another. A very fine line divides replacement (which is permissible 
under state insurance law) from twisting (which is pro hibited by state law). 
Twisting is like churning—replacing a life insur ance policy primarily for the 
agent’s benefit, to earn a new agent commission. Twisting is defined as the 
practice wherein an agent induces a policy owner through misrepresentation 
to discontinue an existing life insurance policy and purchase a new one with 
the proceeds. 

State law determines the legal meaning of the word “replacement,” and 
it varies substantially by state. It is a good idea to become familiar with your 
own state’s definition of the term. To locate your state’s insurance code and 
replacement regulations, a good place to start is with the National Associa-
tion of Insurance Commissioners Web site (www.naic.org). Follow the link to 
your state’s insurance department. 

You will quickly find that your state has some fairly strict insurance regu-
lations, but enforcement varies by state. Some state insurance departments are 
better funded and hence better staffed than others. In general, the larger state 
insurance departments are better equipped to enforce the replacement regula-
tions, but this is not always the case. 
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Q95  What Issues Favor Replacement? 

Has the insured’s insurability and/or health improved since the existing policy 
was issued? If the existing policy was issued in a sub standard rating class (i.e., 
with an extra premium charge), will the company replace/remove the rating? 
If the insured person was for merly a smoker but is now a non-smoker, will the 
current company change the premium to a non-smoker rate? If the current 
company will not assist the policy owner in these circumstances, replacement 
might well be justified. 

What is the current company’s financial condition compared to the pro-
posed carrier? Has either company’s financial condition signifi cantly deterio-
rated? A justified replacement may be needed in order to rectify an unjustified 
replacement. Policy ownership problems may trigger replacement. For example, 
if an ex-spouse or business partner claims partial or full ownership, a replace-
ment might be indicated. The current policy may no longer suit your current life 
insurance needs. The policy may be an old non-participating policy (i.e., it does 
not pay dividends) which has not been updated by the company to give you the 
benefit of potentially more favorable current interest and mortality experience. 

When costs charged in an existing policy are greater than the costs that 
would be charged in a new policy (i.e., including consideration of new pre-
mium taxes, sales loads, and surrender charges), then a replacement could cer-
tainly be justified. Costs in an existing policy can be higher than costs charged 
in a new policy for a variety of reasons. In many cases, internal policy costs were 
never analyzed, and because insurers are permitted to “quote” low premiums 
and project high account growth while at the same time charging high costs 
without disclosing the higher risks of additional “premiums calls” to achieve 
expected/illustrated results, costs are often not understood or analyzed. 

Q96  What Issues Favor Retention of an Old Policy? 

• If you replace the existing policy, you will incur new first-year expense 
charges for agent compensation, issue, and underwrit ing. 

• The suicide clause and contestable period (where the company can 
challenge the policy) start anew, unless the replacing insurer is willing 
to waive them (be sure to ask). 
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• If your health has deteriorated since the issue of the original pol icy, or 
if the original policy was issued with no premium differ ence between 
smokers and non-smokers and you are a smoker. 

• If the existing policy has especially favorable policy provisions such as 
an attractive guaranteed interest rate on policy loans. Keep in mind that 
recent tax law changes may have diminished the benefits of a policy loan. 

• If the existing policy does not qualify for an Internal Revenue Code 
Section 1035 tax-free exchange (there is more information on this 
in a separate section of this report). For example, if there is a policy 
loan outstanding, it may be difficult to affect a tax-free exchange. The 
taxable income generated by an exchange that does not qualify for tax-
free treatment could be significant. 

Different considerations apply to the decision-making process for term 
life insurance vs. permanent policies. You will find worksheets in Questions 
98 and 99 that will help you do a replacement self-evalua tion of both perma-
nent and term life insurance. 

Replacing an existing life insurance policy may not be in the policy owner’s 
best interest. Buying a new policy most likely means a new sales load for com-
missions and other charges assessed by the com pany, along with a new suicide 
clause. The latter is the company’s right to challenge a death claim during the 
first two years the policy is in-force, if suicide is the cause of death. Two years 
is typical, but some policies have a one-year suicide exclusion. Existence of the 
suicide and contestability periods, advancing age or health concerns, and the loss 
of important grandfathered rights are some of the obvious reasons that most 
replacements cannot be justified. Before replacing policies, dis cuss it with the 
carrier. As carriers continually enhance their policies, they recognize that their 
policies may become obsolete and will con sider upgrade and exchange programs. 

On the other hand, there may be circumstances where replacement is 
indicated by the facts and circumstances. The ethical agent will pro vide the 
client with the facts and objective information needed to make an informed 
decision. These should include the reasons why the cur rent policy should not 
be replaced and—when appropriate—how the existing policy might be modi-
fied to accomplish the goals. The need for additional coverage is not, by itself, 
a justification for replacement. A better approach is purchasing a new policy 
to cover the additional amount needed. 
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Q97   What Are Some Questions to Consider Before 
Replacing? 

• What do you wish a new policy to achieve that your existing pol icy 
does not? 

• Have you contacted the current company to see if the policy can be 
modified to meet the desired objectives? Policy performance may actu-
ally be quite competitive, if the factors adversely affect ing this perfor-
mance have been experienced by all insurers. In particular, the dramatic 
fall in interest rates over the last 20 years has lowered the returns of all 
traditional whole life and universal life policies to one degree or another. 
Rather than replace the competitive policy of a well-rated insurer, whose 
returns have only gone down to some extent with the broad decline in 
interest rates, it may be more appropriate to make any necessary adjust-
ments to ensure the continuation of the policy by raising the pre mium, 
paying it for a longer time, reducing the policy’s death benefit, or seek-
ing an adjustment with an updated policy from the same insurer. 

• Compare the benefits of each policy. Differences in the underly ing 
investments of the old and new policies may make rate-of-return 
comparisons difficult or misleading, especially if the pro posed new 
policy is variable and equity investments are contem plated in place of 
the old insurer’s fixed-income-oriented investment portfolio. Invest-
ment returns obviously need to be adjusted for risk for comparisons to 
be meaningful, and the other factors affecting product performance—
mortality, expenses, and lapse rates—need to be considered as well. 

• Compare internal policy costs and performance requirements for both 
policies. 

• Be aware that a new policy will have new suicide and incon testable 
provisions, unless the company is willing to waive them. 

• Will the replacement (if it is a permanent life insurance policy with 
a cash value) qualify as a tax-free exchange under Internal Revenue 
Code Section 1035? (See Question 101.) 

• Will you be able to qualify both financially and health-wise for the 
new coverage? 

• Have you been urged to borrow from a current policy or policies to 
finance the new coverage? This is not a good idea. 
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• Is this a replacement proposal that attempts to increase the death ben-
efit for an existing premium or to lower the premium for an existing 
death benefit, by guaranteeing a death benefit—but only to a certain 
advanced age, such as age 95 or 100. Purchasers of “permanent” insur-
ance want their policies to be “permanent” and not to expire before 
they do, if they happen to live an espe cially long time. 

Term life insurance is less complicated than permanent, cash-value life 
insurance, so we will consider term life insurance first. 

Q98
  What Type of Worksheet Can I Use With a Proposed 
Term Life Insurance Replacement? 

This worksheet summarizes some important factors to consider. Not all of 
these factors necessarily apply to your situation. This is not an exhaustive list, 
but it covers the most likely scenarios. The worksheet is a good base on which 
to build in deciding whether or not to replace an in-force term policy. If you 
are familiar with spreadsheet computer programs like Excel, Lotus 1-2-3, or 
Quattro Pro, you can build a spreadsheet that will give you a side-by-side 
comparison of your pres ent term policy and the proposed policy. 

Term insurance generally does not pay dividends and does not accumu-
late cash values. Term insurance runs for a specified period of time, and it 
expires without value at the end of that term. During the term it provides 
pure life insurance protection in the amount for which you contract with the 
life insurance company. A good example is a $1 million 10-year term policy. 
If the insured person dies during the 10-year term period, the policy pays $1 
million to the designated benefici ary. If the insured person dies after the 10 
years is up, the policy pays nothing. Many term policies are renewable at a 
higher premium rate, and many are convertible to permanent life insurance at 
any time dur ing the policy term. 

Term policies come in many forms. The most common are annual-renew-
able term, decreasing term (e.g., mortgage cancellation insur ance) and level-
premium term. Some policies offer guarantees and oth ers do not. It pays to 
shop around. You may also want to record the comparison information you 
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are given, the source, and the date. Try to verify that the information is cur-
rent, because you will be making a deci sion based on that information. 

Present Policy Proposed Policy

Company Name

AM Best Rating and Ranking (16 Rat-
ings from A++ to S)

Standard & Poor's Rating and Rank-
ing (9 Ratings from AAA to R)

Moody's Rating & Ranking (9 Ratings 
from AAA to C)

Fitch Rating & Ranking (9 Ratings 
from AAA to C)

Type of Coverage: Annual Renewable 
Term (ART), Level Premium, Decreas-
ing Term, Mortgage Insurance, Etc .

Date of Issue

Face	Amount	(Death	Benefit)

Annualized Premium

Premium Detail—Will the Premium 
Increase?
• If yes, by how much?
• If it is level, then how much longer 
will it remain at the current level?
• What will happen to it at the end of 
the level premium period?

What are the Premium Guarantees, 
if any?

Is it Group or Individual Coverage?
• If Group, do you plan to stay with 
the group, employers, association, 
union, etc .?

Policy Expiration Date

Conversion and/or Exchange Option?
• If yes, until what date?
• Is there a conversion premium 
credit?

Is there a Re-Entry Provision, and if so 
what are the details?

Are there any riders on the policy, 
such as Waiver of Premium, Ac-
cidental	Death	Benefit,	Family	Rider,	
Spouse Rider, Child Rider, Etc .?

Cost of Rider(s)
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Q99
  What Type of Worksheet Can I Use With a Proposed 
Permanent Life Insurance Replacement? 

Because of the cash-value element and its complexities, it is much more dif-
ficult to analyze a permanent life insurance policy in a poten tial replacement 
situation. There are many types of different perma nent life insurance policies. 
For the purpose of this worksheet, we will use the generic term “permanent 
life insurance” to mean any type of life insurance that builds up a cash value, 
including whole life, univer sal life, variable life, variable universal life, and all 
variations on each of these policy types. 

Please note that the use of the word “illustrated” in this worksheet means 
that results are not guaranteed. An illustration is nothing more than a projec-
tion based on a bundle of assumptions that are almost certainly not going to 
occur in real life. That does not mean that life insurance companies are guilty 
of a sinister conspiracy against the con sumer. Quite the contrary, the truth is 
that neither the insurance com pany nor any person knows the future, so we 
have to make intelligent guesses. The result is a so-called linear or determin-
istic projection. 

Perhaps the key assumption in a linear projection is the future inter-
est rate that will be credited by the company to the policy. This is usu ally 
expressed as a level interest rate. For example, an illustration might assume 
an interest credited rate of 6%. In the real world, interest rates fluctuate, so 
in practice, that 6% illustrated rate is not realistic, even if it is a perfectly 
reasonable assumption. A truly realistic illustra tion would have to assume a 
constantly variable interest rate, which is virtually impossible. Since we don’t 
know the future, how does one come up with a variable interest rate? 

Keep in mind that different companies use different assumptions in pre-
paring illustrations. Illustrations alone should never be used to compare poli-
cies. State insurance regulations require—for your protec tion—that both the 
proposed replacing company and your existing company prepare current illus-
trations for your consideration in mak ing an intelligent replacement decision. 

These illustrations will show the effects of the surrender charge on the exist-
ing and proposed policies. In situations where the current pol icy will be modi-
fied, but not terminated, comparisons should include in-force ledgers of the 
policy before and after the change, if available. The terms “ledger” and “illustra-
tion” mean the same. Some companies use the term “ledger illustration” instead. 
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Reduced-scale illustrations—illustrations showing lower interest-rate-
crediting assumptions—should be provided on both existing and proposed 
policies to demonstrate the effects of volatility on the per formance of non-
guaranteed policy elements under varying circum stances. This is a reason-
able substitute for the stochastic modeling described above. In other words, 
if an illustration with a lower interest rate than is reasonably thought will be 
achieved shows that the plan will work, there is every indication that it will 
work in the real world, as long as things don’t go completely awry. 

The reduced-scale illustrations should be consistent with those required 
by NAIC model illustration regulations, when applicable in your state. This 
worksheet is intended for evaluation purposes only and is not a substitute 
for state replacement requirements. Also, for variable life insurance, you will 
need to look at the sub-accounts and most likely will need the use of an 
investment analyst. 

The term “sub-account” means the funds within a variable life or variable 
universal life policy in which the money is invested. A sub-account is similar 
to a mutual fund, except that it comes under the umbrella of a life insurance 
policy. It is, however, highly misleading to think of a variable life or variable 
universal life policy as a mutual fund with a thin layer of life insurance on 
top. We mention this because that terminology is sometimes used by well 
meaning but misguided agents to describe a variable life policy. A better way 
to think of a variable life or variable universal life policy is as a permanent life 
policy which uses mutual funds (sub-accounts) to manage the cash value ele-
ment within the policy. 

Illustrations should never be the sole criteria for evaluating a replace-
ment. Illustrated cash values and illustrated death benefits are never reliable 
predictions of future results. More information is needed. At a minimum, 
you should attempt to find out what the underlying assumptions are for the 
in-force illustration on the current policy, and for the sales illustration for the 
proposed policy. You should be aware that there might be differences in the 
assumptions used by each company, which may render a comparison based 
upon such illus trations invalid. Make sure you are comparing apples to apples. 
You can use the table on the following page. Also keep in mind that replace-
ment of an existing policy generally results in the reduction of cash-surrender 
value as a result of new acquisition costs. 
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A valuable tool to assist you in replacement situations is a current “in-
force illustration.” In-force illustrations allow you to gauge past performance 
against anticipated future performance. These are for simple situations that do 
not include a policy loan and for some of the other more complex situations 
listed throughout this book. 

Lastly, consider requesting a Veralytic report (see Question 92 for more 
information). A Veralytic report can help you understand whether internal 
policy costs are competitive and performance requirements are reasonable.

Q100  Are There Any Special Situations to Consider? 

Is there a policy loan? If there is, then the situation has just become even more 
complicated. You should consult the section (Chapter 10, Questions 106-
109) in this book on policy loans. For example, will the new company assume 
the loan from the old company? Most compa nies will not. The simplest solu-
tion is to repay the loan on the old pol icy before exchanging it. Otherwise you 
might wind up with taxable income as a result of the replacement. 

Issues for policy loans for both the current policy and, if applica ble, the 
proposed policy: 

• Gross Interest Rate
• Fixed or Variable Rate
• Direct Recognition
• Universal Life: What is the current spread between the loan rate and 

interest credited on the borrowed amount? Is this spread guaranteed? 

Does the policy qualify as life insurance under Internal Revenue Code 
Section 7702? 

Section 7702 states that a life insurance policy issued after 1984 will be 
treated as life insurance for tax purposes only if it is: 

1. Considered a life insurance contract under applicable (state) law; and 
2. It meets either the cash value accumulation test or a combination 

guideline premium—cash corridor test. 

Issue dates—depending on the issue date on which the current pol icy was 
issued, the following “grandfathered features” will be lost if the policy is replaced: 
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Company Name Present Policy Proposed Policy

AM Best Rating and Ranking (16 Ratings from  
A++ to S)

Standard & Poor's Rating and Ranking (9 Ratings 
from AAA to R)

Moody's Rating & Ranking (9 Ratings from  
AAA to C)

Fitch Rating & Ranking (9 Ratings from AAA to R)

Type of Coverage: Whole Life, Universal Life, Vari-
able Life, Variable Universal Life, Joint/Survivor Life, 
Etc .

Date of Issue

Current	Face	Amount	(Death	Benefit)

Is	the	death	benefit
• Level or increasing?
• How many years is it guaranteed for?
• How many years will it last for based on current/
illustrated assumptions?

Annualized Premium—the mode by which the 
premium is paid will affect the performance of the 
policy .

How will the premium payment mode affect the 
policy—
• Premium necessary to guarantee coverage at 
initial/current levels for duration of policy?
• If the premium is to be payable for a certain 
number of years?
• Number of years based on current assumptions?
• Number of years based on guaranteed assump-
tions?

Cash/Surrender Value—current policy? Compare 
current policies projected values (based on current 
assumptions)	with	new	policy’s	first-year	value	
(note:	surrender	charges	may	significantly	if	not	
completely reduce early values in any new policy) .

Policy Maturity/Termination Date

Term Rider (if applicable)—
• If yes, what is the ratio the initial term amount to 
the	total	death	benefit?
• Does the term rider convert to permanent insur-
ance?
• If so, when does it do so and is it guaranteed?
• Is the term rider guaranteed in any other fashion?

Are there any riders on the policy? If so, which 
ones?

Cost of Rider(s)



226 Questions and Answers on Life Insurance

• August 8, 1963—The current policy was purchased on or before 
8/6/63, so IRC Section 264(a)(3), which limits deductions for interest 
indebtedness, does not apply. If the current policy has met the “four 
out of seven” test of IRC Section 264(c)(1), interest on indebtedness 
is deductible to the extent otherwise allowed by law. Personal interest 
deductions are generally denied for tax years beginning after 1990, 
regardless of when the policy was purchased. IRC Sec. 163(h)(1). 

• June 20, 1986—The current policy was purchased on or before 6/20/86. 
Certain policies purchased for business purposes after this date have 
a $50,000 ceiling on the aggregate amount of indebtedness for which 
an interest deduction is allowed. IRC Sec. 264(a)(4). 

• June 20, 1988—Policy was issued on or before 6/20/88 and is not sub-
ject to Modified Endowment Contract rules. IRC Sec. 7702A. Sub-
stantial increases in the death benefits of grandfathered con tracts after 
10/20/88 may cause the imposition of the MEC rules. H.R. Confer-
ence Report No. 1104, 100th Cong., 2d Sess. (TAMRA ‘88) reprinted 
in 1988-3 CB 595—596. 

• October 21, 1979—Variable annuity contracts purchased before 
10/21/79 are eligible for a step-up in basis, if the owner dies before the 
annuity starting date. IRC Sec. 72; Rev. Rul. 79-335, 1979-2 CB 292. 

• August 14, 1982—An annuity issued prior to 8/14/82 is subject to 
more favorable (basis out first) cost recovery rules for with drawals. 
IRC Sec. 72(e). Such policies are not subject to the 10% penalty on 
withdrawals made prior to age 59. IRC Sec. 72(q)(2). 

• February 28, 1986—To the extent contributions are made after 
2/28/86 to a deferred annuity held by a non-natural person (such as 
a business entity), the contract will not be entitled to tax treatment as 
an annuity. IRC Sec. 72(u). 

• September 14, 1989—A survivorship life policy, issued prior to 
9/14/89, is not subject to the 7-pay MEC test if there is a reduc tion in 
benefits. IRC Sec. 7702A(C)(6). 

You should seek competent legal counsel before applying these fac tors to 
any specific situation. 
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Q101
  Are There Any Tax Issues to Consider with a 
Replacement, and What Is Internal Revenue 
Code Section 1035? 

Please note that this section is not intended as tax advice and should not be 
construed in such a manner. Please consult your tax advisor for advice in your 
specific situation. 

Overview of Internal Revenue Code Section 1035
Typically, upon the surrender of a life insurance contract, gain is immediately 
recog nized by the policy owner, to the extent the value of the policy received 
exceeds the policy owner’s adjusted basis in the transferred policy. 

Section 1035 allows certain exchanges of life insurance to be made without 
the immediate recognition of gain. Section 1035 allows the tax, that otherwise 
would be imposed on lump-sum disposition of certain life insurance policies (and 
annuities), to be postponed. The following are the types of exchanges allowed 
through Section 1035 that would result in no gain (or loss) to be recognized: 

• An ordinary life insurance contract for another ordinary life insurance 
contract (one for which the face amount, i.e., the death benefit, is not 
ordinarily payable in full during the insured’s life). 

• An ordinary life insurance contract for an endowment contract (one 
that depends in part on the life expectancy of the insured but that may 
be payable in full in a single payment during the insured’s lifetime). 

• An ordinary life insurance contract for an annuity (one payable during 
the life of the annuitant only in installments). 

• An endowment contract for another endowment contract that pro-
vides for regular payments beginning at a date not later than the date 
payments would have begun under the contract exchanged. 

• An endowment contract for an annuity contract. 
• An annuity contract for an annuity contract. 

Section 1035 relates only to the exchange of non-qualified contracts; 
those that do not receive qualified retirement plan treatment.

Generally, a contract received in a 1035 exchange carries over elements of 
the original contract, in addition to basis. Please note that there are a number 
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of Internal Revenue Service Private Letter Rulings, Revenue Rulings, and 
modifications. These are the basic rules, however, as previ ously stated; they 
may not apply in your specific situation. 

Q102  What Are Some Myths About Replacement? 

Myth: Your policy is on the old mortality table and therefore your cur-
rent insurance company is taking advantage of you by failing to recog-
nize that people are living longer today than when the older mortality 
table was developed.
Fact: The non-forfeiture values and reserves are based on the older table, 
but that alone is not a problem. The real issue is whether current mor-
tality experience is being reflected in the dividend, if the policy is par-
ticipating, or in the mortality charge, if the policy is interest-sensitive. 
Myth: Your policy is out of date. A claim like this implies that peri-
odic policy recycling is “normal” and an accepted and desirable busi-
ness practice.
Fact: If current mortality and interest experience is being credited, the 
age of the policy should not be of concern. If not, you may have a valid 
case for replacement. Another valid replacement indi cator: the policy 
owner has an old policy in which the company made no distinction 
between smokers and non-smokers (some companies refer to this as 
a unismoker policy). If this is the case and the client is a non-smoker, 
replacement should be considered on the merits. Another situation is 
one in which the policy owner would like one or more features that are 
not available on the pres ent policy. 
Myth: The company that wrote your policy is out of business (or 
has been taken over). The real myth is that such a situation always 
has negative implications for the policy owners. It may be that the 
company has simply changed its name, which happens quite often in 
today’s fast-paced business climate.
Fact: You need more information before reaching any conclusions. 
The company may have changed its name, been merged into another 
company, or been purchased by a stronger company—which could 
make retention of the existing policy that much more desirable. 
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Myth: You should buy cheap term life insurance and invest the dif-
ference in premium between term and permanent life insur ance. The 
myth here is that there is never a need for permanent life insurance.
Fact: Sometimes there are permanent needs that require perma nent 
life insurance, although in the majority of cases term life insurance 
will meet the need at a much more attractive cost. It depends on the 
situation and circumstances. When it comes to life insurance, one size 
definitely does not fit all. 
Myth: The agent portrays state insurance-department-mandated 
replacement forms and procedures in a way that implies that the state 
endorses replacements. The agent might, for example, say that this is 
the state approved procedure for helping people in your situation.
Fact: The real intent of insurance-department replacement forms and 
procedures is to assist the consumer in making an intelligent decision 
about whether or not a replacement is desirable under the particular 
circumstances. 

Q103  What Are Some Reasons for Replacing? 

Survey Results: Showing Why Policy Owners Replaced Their Policies

Chart Note: Multiple Responses were permitted. 
(Source: Life Insurance Marketing and Research Association (LIMRA)— “Replacement Now,” 
April 17, 1985, P.5) 

I wanted to switch to term insurance, the kind that 
only provides coverage without building cash value 

While my needs hadn’t really changed, I became 
convinced that I was underinsured

I could afford more, so I bought more

I found a new agent whom I liked

I wanted to consolidate several policies into one

I found a new company that I liked

I wanted to switch to the kind of policy that builds 
cash value

My needs changed; I needed more coverage

I thought that I would get the same or more 
coverage at a cheaper rate 

0% 10% 20% 30% 40% 50% 60% 70% 80%
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Q104
  What Are Some Areas to Use Caution 
in Making a Replacement? 

Generally, the exchange or replacement of insurance or annuity con tracts is a 
good idea, except for a very few reasons: 

• The “bonus” credit can be offset by the insurance company’s adding 
additional contract charges. 

• Other contract provisions, like surrender charges, eventually expire 
with an existing contract. However, new charges may be imposed with 
a new contact or may increase the period of time for which the sur-
render charge applies. 

• Higher charges, such as annual fees for the new contract, may apply. 
• Costly new contract features may not be needed. Since the initial costs 

of a life insurance policy or annuity contract are charged against early 
cash value increases or may result in substantial surrender charges, the 
contract owner or policy owner that exchanges an existing policy or 
contract is undergoing this a sec ond time. 

• In a life insurance policy, incontestable and suicide clauses gener ally 
begin anew on the new contract. 

• An existing life insurance policy or annuity contract may have more 
favorable provisions than a new life insurance policy or annuity con-
tract, especially in areas such as loan interest rates, settlement options, 
disability benefits, and tax treatment, which may be lost. 

No exchange or purchase of an annuity or life insurance policy should be 
made until all of the options have been carefully studied and any questions 
answered. The decision to exchange a policy or contract should be made only 
on the basis of the net improvement in the posi tion of the client. It has been 
proven 1035 exchanges can accomplish that. 

Q105
  How Have the Replacement Regulations Evolved To 
Provide More Protections for Consumers? 

Buying a life insurance policy—while usually a fairly simple trans action—
can involve a complex array of financial data. An agent can easily mis-
lead the purchaser, intentionally or unintentionally. Because replacement 
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is such a troublesome issue and a big problem, the National Association 
of Insurance Commissioners (NAIC) has formu lated model replacement 
regulations, which require the disclosure of certain information considered 
pertinent to the proposed replacement decision. Here is a history of the 
replacement regulations: 

• 1970—The NAIC adopted its first Model Replacement Regulation. 
This regulation requires an insurer (or agent) to provide the con sumer 
contemplating a replacement with (1) a notice and (2) a Comparison 
Statement. The notice states that “as a general rule, it is not advan-
tageous to drop or change existing life insurance in favor of a new 
policy.” The Comparison Statement is to be com pleted by the replac-
ing agent. It is to provide the consumer with comparative data on the 
existing and proposed policies, in order to assist the consumer in his 
or her replacement decision. 

• 1978—The NAIC adopted a revised, strengthened replacement regu-
lation at its December 1978 meeting. Several states still pat tern their 
replacement regulations on this version. The agent who proposes a 
replacement must provide the insured with a Replacement Notice 
and a completed Comparative Information Form. The agent is 
required to leave with the applicant copies of all sales materials used, 
and to send the replacing insurer signed copies of the Notice and the 
Comparative Information Form, plus a copy of the sales proposal(s). 
An agent attempting to con serve the in-force policy (i.e., persuade 
the policy owner to change his or her mind about replacement) must 
leave with the consumer a copy of all materials used in connection 
with that effort, and must submit to his or her own company a copy 
of such materials. 

The replacing insurer must mail the existing insurer a verified copy 
of the Comparative Information Form within three days of receiving 
the insurance application. In turn, the replacing insurer must delay 
issuance of the new policy for twenty days or provide a 20-day uncon-
ditional refund offer with the replacing policy. If the existing insurer 
undertakes a conservation effort, it must either complete, correct, and 
send to the consumer the Comparative Information Form it received 
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from the replacing insurer or send the consumer a Policy Summary 
completed in compliance with the solicitation regulation (if the state 
has adopted one). Cost comparison information need not be included 
in the Policy Summary. The existing insurer is, in turn, to provide the 
replacing insurer with a copy of the materials it sent the consumer in 
its efforts to conserve the policy. 

• 1984—The 1984 NAIC Model Replacement Regulation was adopted. 
This model is patterned in key parts, after the replace ment regulation 
adopted by Virginia in 1982. Several states have regulations similar to 
this model. The new regulation retains much of the previous version, 
but it eliminates the requirement that a comparison form be used. 
The notice that must be given to the applicant is far simpler than 
earlier versions and it puts more of the burden on the consumer to 
protect his or her own interests. Other differences in procedure are 
mandated. Although the newer version is generally acknowledged to 
be an improvement over earlier model regulations, it still leaves much 
to be desired. 

The NAIC continues to work on the replacement issue and further evo-
lutionary changes can be expected in replacement regulations. 

• 2000—The 2000 NAIC Life Insurance and Annuities Replacement 
Model Regulation is adopted.

• 2015—The 2015 Life Insurance and Annuities Replacement Model 
Regulation (Model #IV-613). This model regulation sets forth stan-
dards for the activities of insurers and producers with respect to the 
replacement of existing life insurance and annuities. It helps protect 
the interests of life insurance and annuity purchasers by establish-
ing minimum standards of conduct to be observed in replacement or 
financed purchase transaction. It updates definitions to include newer 
products and duties of producers and insurers.



Q&ACHAPTE R 10

WHAT YOU NEED TO KNOW 
ABOUT POLICY LOANS 

Q106
  What Is a Policy Loan, and Why Might 
I Not Want One? 

Life insurance policies have evolved from a simple method of sharing risk 
to complex financial instruments. Policy loans are one of the most complex, 
misunderstood, and misused components of a life insurance policy. They are 
like termites, and if left to their own devices, they even tually will cause an 
insurance policy to collapse on itself. This could result in the insured having 
no coverage and, possibly, a huge tax penalty. 

The term “policy loan” is a misnomer, according to Law and the Life Insur-
ance Contract by Muriel Crawford and William Beadles. A loan is defined as 
the transfer of money by one person—the creditor—to another person—the 
debtor—upon agreement that the debtor will return to the creditor an equiva-
lent sum at a later date, usually plus interest. A policy loan is not truly a loan, 
because the policy owner does not agree to repay the money transferred to 
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him or her by the insurer, although interest is still charged. It is an advance 
of money that the insurer eventually must pay out under terms of the policy. 
Thus, a policy loan does not create a creditor-debtor relationship between the 
insurer and the policy owner. 

U.S. Supreme Court Justice Oliver Wendell Holmes came to the same 
conclusion in Board of Assessors v. New York Life Insurance Company, one 
of the leading court decisions involving policy loans. “The so-called liability 
of the policyholder never exists as a personal liability, it is never a debt, but is 
merely a deduction in account from the sum the plaintiffs (the insurer) ulti-
mately must pay,” the justice wrote in 1910. 

Policy loans are more complicated than agents sometimes purport them 
to be, with promises of premium-free life insurance. In reality, bor rowing to 
pay premiums reduces the death benefit. Some companies today even suggest 
to clients with underperforming policies that a pol icy loan could support their 
faltering policy. But this robs Peter to pay Paul, and the policy owner eventu-
ally must make up the difference. 

Out-of-control policy loans can erode a life insurance policy over time, 
eventually draining all the death benefits as well as saddling the policy owner 
with a substantial tax bill. 

The basic calculation for the potential taxable income impact would be to 
add the net cash (surrender) value plus any dividends received (either prior or 
accumulated) and the loan balance at the time of sur render. From that sum, 
subtract the basis (sum of premiums) paid into the policy and that will be the 
gain in the policy that is subject to income tax. Please note that this is a rule 
of thumb and may not apply in all cases depending on ownership, transfers, 
if it is held inside a qualified plan, etc. However, this should give you a start-
ing point. A carrier will usually be able to provide you with the basis and the 
other necessary figures as well as the potential gain typically reported to the 
Internal Revenue Service on a 1099. Please note that this is not tax advice; for 
tax advice, please consult your tax advisor. 

On a whole life insurance policy, it’s also important to understand 
whether your insurer uses direct recognition or indirect recognition on a pol-
icy loan. With direct recognition, the insurance company will determine your 
loan interest rate and your cash value dividends based on the amount of your 
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loan. With non-direct recognition your cash value will continue to increase as 
if you didn’t take out a loan. While this may seem like non-direct recognition 
loans are more favorable, keep in mind that the insurance company will make 
adjustments to maintain profitability.

Q107  Are Policy Loans Tax-Free? 

The Tax Reform Act of 1986 magnified the tax ramifications of pol icy loans 
and added new penalties, making this area even more com plex. Consider the 
so-called minimum-deposit life insurance plans. Before the passage of TRA 
‘86, interest due on loans to finance these types of life insurance policies, sold 
after March 1, 1954, was not tax deductible. This was further expanded under 
Internal Revenue Code Section 264(a)(3), which states, “a deduction is denied 
for interest paid on an indebtedness incurred or continued to purchase or 
carry a life insurance, endowment, or annuity contract . . . pursuant to a plan 
of pur chase which contemplates the systematic direct or indirect borrowing 
of (sic) part of or all of the increases in the cash value of such contract either 
from the insurer or otherwise.” 

This rule (also referred to as the plan-of-purchase rule) applies only to 
contracts issued between August 6, 1963, and the implementation of TRA 
‘86. It contains four exceptions. If a financed plan met at least one of these 
exceptions, interest was deductible. A simplified explanation of these excep-
tions follows. For more detailed information, check the full version of the 
Internal Revenue Code. 

• The four-out-of-seven rule. This provides that interest on a financed 
plan is tax deductible if no part of (at least) four of the first seven 
annual premiums of a policy is paid through borrow ing, either from 
the policy or elsewhere. A new seven-year period begins if a “substan-
tial increase in borrowing occurs.” If borrow ing in any year exceeds the 
premium for that year, the excess is considered to be borrowings used 
to finance the previous year’s premium. If the policy owner borrows an 
amount that exceeds the total of three years’ premiums, then the four-
out-of-seven rule has been violated, irrespective of when the borrow-
ing occurred during the period. Once the seven years have passed, it 
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appears that borrowing beyond that period could be at any level. This 
was the most commonly used exception. 

• The $100 exception. The interest deduction will be allowed for any tax-
able year in which the interest in connection with any sys tematic plan 
of borrowing does not exceed $100. Where such interest exceeds $100, 
the entire amount of interest (not just the amount in excess of $100) is 
nondeductible under Internal Revenue Code Section 264(a)(3). 

• The unforeseen-events exception. If the indebtedness is incurred 
because of an unforeseen substantial loss of income or unfore seen 
substantial increase in the taxpayer’s financial obligations, the deduc-
tion will be allowed under this rule, even though the loan is used to 
pay premiums on the contract. An event is not “unforeseen,” however, 
if at the time the contract was purchased it could have been foreseen. 

• The trade-or-business exception. If the indebtedness is incurred in 
connection with the taxpayer’s trade or business, the interest deduc-
tion will not be denied. Thus, if an insurance policy is pledged as part 
of the collateral for a loan, the interest deductions will come within 
this exception if the taxpayer can show that the amounts borrowed 
were actually used to finance the expansion of inventory or other simi-
lar business needs. 

Q108  How Does a Policy Loan Become Harmful? 

Let’s look at a case study. As part of a divorce settlement, a woman owned a 
life insurance policy that had been issued to her ex-husband. At the time of 
issue, the insured was 38. The policy was a whole life paid up at age 90 with a 
death benefit of $100,000. But, before the policy had been transferred to the 
woman, a policy loan had been taken out on the policy. 

After 22 years, the policy had an outstanding loan of $62,098.42, with an 
interest rate of 5%. The policy’s basis (the sum of premiums paid minus the 
sum of any dividends received in cash or credited against the premiums) at the 
time was $59,018, and the net surrender value was $947.43. The policy had 
reached a point at which it was “over loaned,” which means the woman could 
no longer borrow against the policy to pay the premiums and loan interest. 
The policy owner had received a bill of $2,949.67 for loan interest due, and 
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the annual pre mium due was $2,152. This meant that there was an annual cost 
of $5,101.67 to carry a policy with a net death benefit of $37,901.58 (origi nal 
death benefit of $100,000, less the outstanding loan balance of $62,098.42). 

The policy owner had few options. She could pay the $5,101.67 to keep 
the policy in-force. Surrendering the policy and collecting the $947.43 would 
have resulted in a taxable gain of $4,027.85. This taxable gain is calculated 
by taking the gross proceeds (the net surrender value of $947.43, plus the 
outstanding loan of $62,098.47) and subtracting the basis of $59,018. In this 
scenario, the policy owner would have had to pay $1,611.14 in income taxes 
(in the 40% total tax bracket), and she no longer would have the benefit of the 
life insurance policy. 

Another option was to take extended term life insurance in the amount 
of the original policy’s current net benefit ($37,901.58) for about 12 months 
or to take a reduced paid-up policy with a death ben efit of $3,399. She chose 
to take the reduced paid-up death benefit, which means there are no further 
premiums or interest due. 

The situation above is quite common. The tax ramifications for this 
woman were minimal. Others do not fare as well. 

Q109  How Can a Policy Loan Be a Pitfall? 

Law and the Life Insurance Contract addresses the potential tax pitfalls for 
which life insurance policyholders must be on the lookout. The book specifi-
cally mentions minimum-deposit insurance plans, which are financed through 
payments—either out-of-pocket or with a policy loan. “Minimum deposit 
insurance plans can constitute an unexpected ‘tax trap’ for the ill-informed 
or just unlucky,” the book states. “These potential pitfalls suggest that financ-
ing life insurance should be approached only with the greatest of care. Even 
then, it is risky and subject to factors beyond the insurer’s and policy owner’s 
control.”(Law and the Life Insurance Contract; Muriel T. Crawford and Wil-
liam T. Beadles; Irwin, 1989, 6th Edition). 

An example that illustrates this “tax pitfall” is that of a 31-year-old man 
whose father had bought him a financed (minimum-deposit) pol icy, with a 
death benefit of $150,000, when the insured was 4 years old. The man’s father 
was the original owner, and ownership was trans ferred to the insured on his 
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21st birthday. The man’s father remem bered that the agent who sold the pol-
icy had told him that, after the initial payment, the policy could be put on 
automatic premium loan. There would be no further premiums or other costs 
to be paid, the agent had said, and there always would be a fully paid-up death 
bene fit of $150,000. This was simply not true, even though the policy had 
been sold on the basis of its being a fully guaranteed policy. 

The situation was dire. The policy loan was up to $70,327.83, and, with 
dividend additions, the gross death benefit had grown to $184,300.17. The 
problem was revealed when it was discovered that the net cash value was 
$74,600.61. This was the maximum allowable loan on the policy. But, at the 
next renewal, the loan would increase to $75,414.72, so no further loan value 
was available. The insured received a bill for loan interest of $3,348.94, and 
because the premium was $1,515, his total annual out-of-pocket cost would 
be $4,863.94 for $185,000 of coverage. This was not an affordable premium 
for this insured. If he let the policy lapse, he would have a taxable gain of 
$39,247.41. There would have been a net surrender value of $5,352.98. Assum-
ing that the insured was in a combined 35% tax bracket, he would have had to 
pay $8,383.61 for a supposedly paid-up-for-life pol icy. The only way to have 
prevented the policy from exploding was to surrender paid-up additions, which 
the carrier said would not lower the basis. This was a short-term solution. 

The carrier did not give the policyholder any indication that the pol icy 
was so far off the original marks. This is not unusual. Only a few carriers have 
added a line to their annual reports stating the client age at which policies will 
lapse, making it important for policyholders to monitor policy performance 
regularly. Often, the agent who sold the policy has no further contact with the 
insured after the original sale, so the policy is not reviewed. Policy loans pres-
ent a similar issue. A pol icy with a large loan and loan interest can eventually 
crash, creating an issue of no coverage and a significant phantom income-tax 
gain. This is because the IRS considers any policy value over basis to be taxable 
income. For example, a 35-year-old man owned a policy that his father had 
purchased for him when he was 4 years old for a single premium of $10,000. 
The policy contract was designed to default to an automatic premium loan, 
which means the son was borrowing his annual pre mium payments against 
the value of the policy. 
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He, therefore, has never made a premium payment out of his own pocket. 
Recently, however, the automatic loan program reached its limit—that is, the 
total value of the policy had been borrowed against. As a result, the insurer 
notified the insured man that annual payments of $4,000 would be required 
to keep the policy in-force. If he let the pol icy lapse, he would have had a 
phantom taxable gain of more than $70,000—the value of the policy, less the 
$10,000 initial payment. This was a significant problem for the man, since his 
annual income was about $45,000. He decided to keep the policy in-force 
until a better solution could be found. 

How long will companies continue to lure life policyholders with the 
promise of something for nothing? As these examples demonstrate, a policy 
loan can be a time bomb in a life insurance policy. And as with any type of 
bomb, if not defused correctly, it can be disastrous. That ticking sound you 
hear is all the policy loans out there just waiting to explode. 



Q&ACHAPTE R 11

LIFE INSURANCE AND QUALIFIED 
RETIREMENT PLANS 

Q110
  Should I Have a Life Insurance Policy Inside of a 
Qualified Retirement Plan? 

Qualified retirement plans are designed to encourage employees to save 
money now, so that they will have enough to sustain them when they are no 
longer working. Employer contributions are deductible for the employer and 
tax deferred for employees, within certain limits. The money that employees 
authorize their employers to divert into these savings plans—called elective 
deferral contributions—are tax deferred. Earnings on these monies are also 
tax deferred. Participants pay income tax when they receive distributions from 
their plans. 

Simply stated, a qualified plan is a tax-favored accumulation vehi cle. 
Permanent (cash value) life insurance can also be used as an accu mulation 
vehicle. In these cases, premiums are paid with after-tax dollars, and the death 
benefit is income-tax free. 



Life Insurance and Qualified Retirement Plans 241 

Paying life-insurance and annuity premiums with qualified-plan dollars 
is controversial. Why put an accumulation vehicle that enjoys tax-deferred 
treatment inside a plan that, by definition, is tax deferred? Life insurance and 
annuities are relatively expensive, in part because the vast majority of them are 
sold by agents on commission. This leaves producers open to allegations that 
their sales pitches may be aimed more at filling their own wallets, rather than 
helping customers choose their best investment tool. 

When asked why he targeted banks, bank robber Willie Sutton, as the 
legend goes, replied, “Because that’s where the money is.” Miners headed to 
California in 1849 because they heard that gold was there. Some producers 
recommend paying life-insurance and annuity premiums with qualified-plan 
dollars, in part, because the plans are a ready source of otherwise scarce pre-
mium dollars. 

Selling life insurance is a tough but financially rewarding job for the pro-
ducers who master the art and climb to the top of their field. Selling annuities 
is easier, but the temptation is there to sell high-commission life policies. The 
truth is, commission payouts are life and annuity pro ducers’ bread and butter. 
The fact that this business is highly commis sion-driven draws the attention of 
regulators who are increasingly focused on market conduct. 

The plaintiffs’ bar (attorneys) has noticed that life insurance and annuities 
are being sold within qualified plans. Many cases have been filed and settled. 
There will probably be more. 

Q111
  Why Can It Be a Good Idea to Have Life Insurance 
Inside of a Qualified Retirement Program? 

To understand why, a good starting place to look is at 403(b) plans, which are 
tax-deferred retirement plans for employees of schools and other nonprofit 
organizations. These plans are also known as tax-shel tered annuities, even 
though the term includes mutual funds and “incidental” life insurance. The 
rules for selling life insurance inside a 403(b) plan are fairly loose. A partici-
pant can use up to 50% of the aggregate contributions made to a 403(b) plan 
to purchase whole life insurance. In the case of universal life insurance, only 
25% of the aggregate contributions can be used to purchase a policy. 
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Consider, for example, that a tax-sheltered annuity participant has accu-
mulated $100,000. Now suppose a producer persuades the partici pant to use 
$49,000 to pay for a whole life insurance policy. The result: life insurance sales 
charges and other expenses eat up a lot of partici pant dollars, which otherwise 
could be growing toward a retirement nest egg. There is no question that this 
sale earned the producer a nice commission. But there are arguments in favor 
of such a purchase: 

• The life insurance is purchased with pretax dollars. 
• The life insurance provides a self-completing financial and/or estate 

plan. 
• The participant may keep the policy after retirement (by paying 

income tax on the cash value). 
• Premiums can be paid from previously accumulated contributions. 
• If no longer needed, the life insurance cash value can be trans ferred to 

an annuity contract. 
• The participant can borrow the cash value subject to Internal Revenue 

Service Code Sec. 72(p) rules. 
• The life insurance company calculates the annual cost of insur ance 

that must be included in the participant’s taxable income. This amount 
is based on so-called “P.S. 58” one-year term rates described in Rev-
enue Ruling 55-747, 1955-2 CB 228. 

Q112
  Why Is Having Life Insurance Inside a Qualified 
Retirement Program Not a Good Idea? 

The arguments against buying life insurance with qualified-plan dollars are 
as follows: 

• It is more of a commission-driven than a needs-oriented sale. 
• The mortality charges introduce an additional cost element when 

compared with an annuity or mutual fund. (Annuities on which the 
surrender charge is waived upon death contain a mortality element, 
but it is small enough to ignore for our purposes.) 

• It is an attempt to fill a permanent need with temporary cover age. The 
life insurance policy must be distributed by the plan at retirement and 
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income tax paid on it, or it must be converted to an annuity payout or 
surrendered. 

• Income tax must be paid each year on the current cost of the “inciden-
tal” life insurance element. 

• It uses up the participant’s 403(b) contribution limit—called the 
exclusion allowance. 

• All other things being equal, a lot less money will be accumu lated 
when life insurance is used as the accumulation vehicle. 

Q113
  What Else Do I Need to Know About Life Insurance 
Inside a Qualified Plan? 

Qualified plans, including employee stock-ownership plans, can offer life 
insurance to plan participants as long as the U.S. Treasury’s “incidental ben-
efit” rule is met. That is, the life insurance must be sec ondary to the plan’s mis-
sion of providing retirement income. In gen eral, the incidental rule is satisfied 
if the cost of the life insurance is less than 25% of the cost of benefits under 
the plan. In addition to the 25% rule, another test applies: The initial amount 
of life insurance protec tion cannot exceed 100 times the monthly annuity 
payable upon retire ment. The so-called “100 to 1” test does not limit the death 
benefit, but instead it provides a safe harbor for plan trustees. 

On or before retirement, the plan must surrender the life insurance and 
use the cash value to provide retirement benefits or distribute the policy to 
the participant. In general, the cash value of the life insurance policy must 
be included as taxable income in the year the distribution is made. A better 
measure of the value of the life insurance policy, however, may be the policy 
reserve maintained by the life insurance company. 

Only recently have annuities inside qualified retirement plans become 
controversial. In some cases, annuities are the traditional funding vehicle. For 
example, two of the three permissible investment vehicles for most 403(b) 
participants are annuities-fixed annuities, variable annuities, and mutual 
funds. The controversy focuses on variable annuities, which typ ically have 
considerably higher expense charges than mutual funds. 

Again, the argument centers on funding a tax-deferred plan with a high-
expense investment vehicle—a variable annuity. This is a fair concern, since 
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there are several alternative investment vehicles that have lower expense 
charges than variable annuities. 

Solving this problem is theoretically easy. If you must fund a quali fied 
plan with variable annuities, make sure the cost is comparable to the mutual 
fund alternative. Several companies offer low-cost vari able annuities, but they 
don’t pay any agent commission. Therein lies the problem. We have come full 
circle back to the fact that this is a commission-driven business. Logically, 
variable-annuity sales should be a tiny fraction of what they are. A fee-only 
financial advisor usually will recommend a variable annuity, only when the cli-
ent has a maxi mized qualified pension plan and individual retirement account 
con tributions—and has cash left to invest. Quite simply, the public does not 
seek out variable annuities; agents sell them to the public. The same is true of 
life insurance. 

Producers often urge affluent clients to allocate some of their quali fied 
retirement funds to life insurance and annuity contracts. The sales pitch inevi-
tably stresses the tax benefits of purchasing these products within a qualified 
plan. Keep in mind that most tax professionals will say that letting tax con-
siderations drive the decision-making process is a bad idea. It always seems to 
come back to haunt you. 

Including life insurance inside a qualified plan is fraught with com plexity. 
Absent careful planning, the ability to avoid estate taxes and some income 
taxes on the death benefit will be lost. The combined effect could mean loss of 
70% to 80% of the death benefit and/or the accumulated value. 

Q114
  Are There Any Government Regulation Issues and 
Concerns (Insurance Industry As Well) Regarding 
Life Insurance in a Qualified Plan? 

We must also consider the Employee Retirement Income Security Act of 
1974, when life insurance or annuities are included in a qualified plan. The 
U.S. Department of Labor oversees ERISA. The Department of Labor has 
contended that funding death benefits in qualified plans with per manent life 
insurance is a breach of fiduciary duty. To date, the majority of cases involving 
the Department of Labor have dealt with highly abu sive practices in plans 
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covering large numbers of employees. Sooner or later, the department will 
focus its attention on smaller plans, too. 

The life insurance industry has a big public-relations job ahead. It can-
not fall back on the ancient standard of caveat emptor—let the buyer beware. 
The industry must proactively set market-conduct standards and enforce 
them rigorously. 

The Insurance Marketplace Standards Association is an important step 
in the right direction. Mandatory commission disclosure at the point of sale 
would be helpful in exposing commission-driven prod ucts. As experience in 
the United Kingdom demonstrates, mandatory commission disclosure need 
not put agents out of business. In the mid-1990s, British financial-services 
regulators began requiring life compa nies to reveal expenses, commissions, 
lapse rates, and surrender values to consumers at the point of sale. This trans-
parency led to a more pro fessional sales force and improved persistency. It also 
demonstrated that consumers don’t mind if agents receive commissions, but 
they will object to big commission numbers. 

It is not always inappropriate to employ life insurance inside quali fied 
plans, but many of these sales are inappropriate. In the right situa tion, with 
good legal and tax advice and a competent insurance advisor, it can all work 
out just fine. 

That, unfortunately, describes a small percentage of such sales, but word 
is getting out. At the time of the writing of this book, two well-known life 
insurers recently acknowledged that they no longer allow the use of their 
life insurance products inside qualified plans. The wis dom of that decision 
will become apparent as yet another round of class-action litigation rocks the 
industry in the foreseeable future. 

Despite all the issues discussed above, life insurance sales to pension 
plans were on the rise again in 2001. The justification is that the 2001 tax law 
increased the amount that individuals could contribute to their pen sion and 
profit-sharing plans. Before the tax changes, high net worth indi viduals were 
limited in their contribution level and there was not enough capacity to com-
mit premium dollars to a retirement plan. 
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In 2002, the defined benefit commenced to increase and, combined with 
the elimination of the actuarial reductions in benefits at age 62, meant a fur-
ther increase for many. This increase allows for potentially increased life insur-
ance inside the plan. 

The issues discussed above still apply. And thus, the use of life insurance 
inside a qualified plan usually will lead to more problems than benefits. 
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TAXES AND LIFE INSURANCE 

Note: The information discussed in the following questions (115–121) is 
based on certain life insurance policy, tax, and legal assump tions, but is not 
meant as legal or tax advice and is, also, subject to change. Only your own 
attorney, accountant, or other tax professional can give you such advice. 

Q115
  Does the Cash Value of My Permanent Life Insurance 
Policy Grow on a Tax-Deferred Basis? 

The Tax Court has held, in a case involving a cash-basis taxpayer, that the 
cash values were not constructively received by the taxpayer where he could 
not reach them without surrendering the life insurance policy. The necessity 
of surrendering the life insurance policy consti tuted a substantial “limita-
tion or restriction” on their receipt. (Theodore Cohen, 39 TC 1055 (1963), 
1964-1 CB 4.) 
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Q116
  How Are Withdrawals from a Permanent Life Insurance 
Policy Typically Taxed? 

Living proceeds received under life insurance contracts that sat isfy the condi-
tions of the “seven pay test” of IRC Sec. 7702A (b) (i.e., not modified endow-
ment contracts) are taxed according to the FIFO method of accounting. They 
are taxed under the “cost recovery rule” no matter when the contract was 
entered into or when premiums were paid. In other words, such amounts are 
included in gross income only to the extent they exceed the investment in 
the contract. However, distributions taken in the first fifteen policy years that 
reduce the benefits of the contract may be, to a limited extent, tax able. (IRC 
Sec. 7702) 

Q117  Are Policy Loans Income-Tax Free? 

Policy loans under life insurance policies are not treated as distribu tions, 
assuming the policy qualifies as life insurance under IRC Sec. 7702 and is 
not considered a modified endowment contract. Upon lapse or surrender, the 
outstanding loan balance is automatically repaid from policy values held as 
collateral (death benefit is reduced by the amount of the policy loan). How-
ever, this use of collateralized policy values to repay a loan during a lapse or 
surrender may cause the recognition of taxable income. (IRC Sec. 7702)

Q118
  What Are the Income-Tax Consequences of the 
Inside Interest During the Policy’s Lifetime and 
at Surrender/Termination?

The value of a life insurance policy can impact a number of situa tions. Often 
omitted in sales presentations is the possibility of a tax able gain if the policy 
is surrendered. The inside interest is typically income-tax deferred. The inside 
interest is either income-tax exempt or partially income-tax exempt, depend-
ing upon how the policy termi nates and the circumstances surrounding ter-
mination. There are four possibilities: 

1. The policy terminates upon the insured’s death. The death bene fit is 
generally received income-tax free by the beneficiary, so the inside 
interest is income-tax exempt. 
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2. The policy is surrendered and the sum of the cash value and the total 
dividends is smaller than the total premiums; that is, there is a “loss” 
on surrender. The cash value is generally received income-tax free by 
the policyholder so the inside interest is income-tax exempt. The “loss” 
is not deductible, because the price of the protection exceeds the inside 
interest, and the price of the protection is not deductible, except to the 
extent it offsets what otherwise would be taxable as inside interest. 

3. The policy is surrendered and the sum of the cash value and the total 
dividends is equal to the total premiums; that is, there is no “gain” or 
“loss” on surrender. The cash value is generally received income-tax 
free by the policyholder, so the inside inter est is income-tax exempt. 
In this instance, the price of the protec tion and the inside interest 
are equal, so that the otherwise nondeductible price of the protection 
offsets the otherwise tax able inside interest. 

4. The policy is surrendered and the sum of the cash value and the total 
dividends is larger than the total premiums; that is, there is a “gain” on 
surrender. The “gain” generally is ordinary income to the policyholder 
in the year the policy is surrendered, so that the inside interest is par-
tially income-tax exempt and partially taxable. The inside interest, 
which in this instance exceeds the price of the protection, is income-
tax exempt to the extent of the price of the protection and taxable to 
the extent the inside interest exceeds the price of the protection. 
(Source: The Insurance Forum; November 2001 issue; article excerpt; Dr. 
Joseph Belth.) 

Q119
  Are There Any Taxes on a Life 
Insurance Death Benefit? 

The common conception is that life insurance is not subject to taxation. This is 
half-true and half-false. Life insurance is almost always not subject to income 
taxation, however, under current tax law, it is still subject to estate taxation. 

As a general rule, life insurance death proceeds are excludable from the 
beneficiary’s gross income (IRC Sec. 101(a)(1)). Death proceeds from single-
premium, term life insurance, periodic-premium, or flexible-pre mium life 
insurance policies are received income-tax free by the benefi ciary regardless 
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of whether the beneficiary is an individual, a corporation, a partnership, a 
trustee, or the insured’s estate (Treasury Regulation 1.101-1). However, the 
death benefits may be subject to estate taxes, gift taxes, and any other inheri-
tance tax. This is a good rea son to visit with an estate planning professional; 
somebody who is appropriately licensed and qualified. 

How to roughly calculate your potential estate tax: 

Step 1:  Total your gross estate. Include anything of value in which 
you have an ownership interest: Home and other real estate, 
retire ment plan balances, stocks, mutual funds, other invest-
ments, businesses, life insurance proceeds (not held outside 
your estate), etc. 

Step 2:  Subtract all allowable deductions, such as funeral and adminis-
trative expenses, mortgages, loans, credit card debt, qualified 
charities, Adjustable Taxable gifts (post-1976 lifetime taxable 
transfers not included in gross estate), gift taxes paid on post-
1976 taxable gifts, and applicable tax credits (e.g., unified tax 
credit, state death tax credit, foreign tax credit, tax on prior 
trans fers credit, marital deduction, other applicable expenses). 

Step 3:  Add the value of lifetime taxable gifts.
Step 4:  Deduct the exemption amount.

Year 2022: $12.06 million (single person) and $24.12 million for 
a married couple
Years 2023-2025: Indexed for inflation*
Year 2026: Exemption reverts to $5 million indexed for inflation 
($5.49 million)

Step 5:  Multiply the balance by the applicable estate tax rate. For the 
first $1 million over the exemption, there’s a sliding tax rate of 
18% to 39%, which results in a total tax of $345,800 on the first 
$1 million. For any amount over $1 million, the tax rate is 40%.*

*Visit the IRS Web site for the exemption amount for years 2023–2025 
and the tax rate for the first $1 million over the exemption (here: https://
www.irs.gov/businesses/small-businesses-self-employed/estate-tax).
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Notes: 
Your estate may be valued at death or six months later, whichever is more 
beneficial. If you own a farm or closely held business, your method of paying 
tax will be different. 

Use this information to generate a rough idea of your potential estate tax. 
Be sure to check that this is the current tax table by visiting the IRS Web site 
at www.irs.gov or consult with a properly certified estate planning advisor. 

Estate tax table: 
The Tax Cuts and Jobs Act of 2017 increased the estate, gift, and generation 
skipping tax exemption from $5M indexed for inflation to $10M indexed 
for inflation. Starting in 2018, this exemption is $11,180,000. In 2026, this 
exemption is set to expire and revert to $5M indexed for inflation. With 
such high estate tax exemptions, most Americans fall within the exemption 
amounts and will not have taxable estates at their death.

State Estate Taxes:
Prior to the enactment of the Economic Growth and Tax Relief Reconcili-
ation Act (EGTRRA) in 2001, most states relied on the federal estate tax 
credit as a mechanism to generate additional revenue without increasing the 
tax burden on its residents’ estates. To take full advantage of the federal credit, 
most states imposed an estate tax equal to the federal credit for state estate 
taxes paid. This method of generating estate tax revenue, commonly referred 
to as the “sponge” tax, worked for states until EGTRRA repealed the estate 
tax credit, replacing it with a federal deduction. 

The 50 states responded to the repeal of the state estate tax credit in vari-
ous ways. Many states took action to prevent future estate tax revenue losses 
by “decoupling” their estate tax laws from the federal estate tax credit. Seven-
teen states and the District of Columbia may tax your estate, an inheritance, 
or both, according to the Tax Foundation (www.taxfoundation.org). 

Eleven states have only an estate tax: Connecticut, Hawaii, Illinois, Maine, 
Massachusetts, Minnesota, New York, Oregon, Rhode Island, Vermont, and 
Washington. Washington, DC, does as well. Estate taxes are levied on the value 
of a decedent’s assets after debts have been paid. Maine, for example, levies no 
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tax on the first $5.8 million of an estate and taxes amounts above that at a rate 
of 8 percent to a maximum 12 percent.

Iowa, Kentucky, Nebraska, New Jersey, and Pennsylvania have only an 
inheritance tax—that is, a tax on what you receive as the beneficiary of an 
estate. Kentucky, for example, taxes inheritances at up to 16 percent. Spouses 
and certain other heirs are typically excluded by states from paying inheri-
tance taxes. Maryland is the lone state that levies both an inheritance tax and 
an estate tax.

Please note that I am not an attorney and this is not legal advice. You 
should consider consulting an attorney or at the minimum purchasing an 
appropriate book from Nolo Press. This applies for any tax related question. 

Q120  How Could the Estate Tax Affect My Estate? 

The table on the following page shows that the estate tax (as long as it is 
around) affects everyone including the most rich and famous. The table is 
an overview of the gross estates, settlement costs, and percent their estate 
shrunk due to settlement costs. Please note this table is based upon pub-
licly available information and may not be accurate in all cases. Please also 
note that this is based upon the estate tax rates at the time of each per son’s 
death. The bottom line is that proper planning is an important part of life 
for everyone. 

Q121
  How Is a Monetary Settlement Received f 
rom an Insurance Company Class Action  
Settlement Taxed? 

Policyholders eligible for compensation are usually given several options, 
depending on the life insurance company. The tax ramifica tions will depend 
on the method you choose. You will need to discuss this with your tax advisor. 
On most life insurance policies (except for Modified Endowment Contracts 
(MECs), discussed in Question 12), any amount taken from a policy, up to 
the amount of premiums paid in (your basis), is received income-tax free; any 
amount received after that is subject to income tax (treated as gain). 
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Name: Gross Estate: Settlement Costs: Percent Shrinkage:

Marilyn Monroe $818,176 $450,327 55%

Henry J . Kaiser, Sr . 5,597,772 2,488,364 44%

Elvis Presley 10,165,434 7,374,635 73%

Alwin C . Ernst, CPA 12,642,431 7,124,112 56%

William Boeing 22,386,158 10,589,748 47%

Walt Disney 23,004,851 6,811,943 30%

John D . Rockefeller 26,905,182 17,125,988 64%

Bill Graham 30,000,000+
(Estimated)

16,000,000+
(Estimated)

53%
(Estimated)

Malcolm Forbes 1,000,000,000
(Estimated)

550,000,000
(Estimated)

55%
(Estimated)

Policyholders eligible for compensation in a class action lawsuit may 
be offered several options. Most of the carriers involved have offered two to 
three “relief choices” to policyholders eligible for class action settlements. The 
choices included a refund of premiums (with interest) and two types of “basic 
claim relief.” There could be taxable money involved in each choice. 

If you opt for a return of premium with interest, the premium is not 
subject to taxes, but the interest would be. For other settlement options, dis-
tributions from a life insurance policy are not taxable until you’ve received 
more money than you paid in premiums. Any amount above that is taxed at 
the ordinary income rate. 

If you take a settlement from a life insurance company due to a law suit, 
the company will send you an Internal Revenue Service (IRS) Form 1099. 
This form shows whom you received income from and how much. Therefore, 
the IRS will know that you received this money, and will match it up with 
your tax return. This form shows gross earned income, which is fully taxable. 
The insurance company should also provide you with a document showing 
how the amount of the settle ment breaks down. This allows you to pay taxes 
only on the amount above the sums of your premium paid if applicable. These 
forms are required to be sent by the insurance company by January 31st of the 
year your tax is due. 

You will receive either a Form 1099MISC, which applies to miscella-
neous income and shows the toal amount you received, or a Form 1099INT, 
which lists the interest payment of your premium that you received.

This can be confusing, so you should seek a qualified tax advisor. 
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LIFE INSURANCE TRUSTS 

Q122
  What Is an Irrevocable Life Insurance Trust, and Why 
Should I Consider It? 

One of the main reasons to have set up these trusts historically has been to 
avoid or minimize any potential estate tax. Currently, there are other planning 
purposes for these trusts. An advantage of the life insurance trust is that it 
removes the life insurance from the estate of the insured. Please note that I am 
not an attorney, and this is not to be used as legal advice. 

Despite the advantages of an irrevocable life insurance trust (ILIT), it 
is important for anyone thinking about setting one up to keep these points 
in mind: 

• If you transfer an existing life insurance policy into the ILIT and die 
within three years of the transfer, then the policy will revert back to 
your estate and will be subject to estate taxes. 

• The trust is irrevocable. If it is your trust and you are funding it with a 
life insurance policy, you are considered the grantor. You must give up 
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complete control over the trust and will not have any rights including: 
changing the beneficiary, making policy loans, withdrawing funds, and 
terminating the policy. 

• Once a payment is made to the trust, the trustee will send out a letter 
under the gift-tax exclusion rules, under what’s known as the Crum-
mey provision (named after a legal case regarding this issue). This let-
ter allows beneficiaries a 30-day period (typically) wherein they have 
the opportunity to withdraw their share. 

• Enables the grantor to leverage the annual gift-tax exclusion to a 
much larger sum of money, through the purchase of life insurance. 

• Provides the insured’s heirs estate liquidity on a transfer tax-free basis. 
• Replaces estate assets used to pay estate taxes or to provide a chari-

table bequest. 
• Gives the grantor the opportunity to control the distribution of the 

death proceeds through the trust provisions in a manner con sistent 
with overall estate objectives.

• Protects the trust assets from the trust beneficiaries’ creditors. 
• The heirs are not obligated to use the proceeds to pay the estate taxes.
• Trusts can cost approximately $1,000 to $3,000 and should be drawn 

up by an attorney. The more complex the situation, the higher the fee 
can be. 

You should carefully consider who the trustee is and discuss the ramifications 
with your attorney. 

Special Considerations of Life Insurance
An example: If the owner resides in a community-property state and the pol-
icy is purchased with community-property funds, one-half the proceeds are 
owned by the surviving spouse, no matter who the policy names as the ben-
eficiary. This result can be varied by a written agreement between the spouses 
in which one spouse transfers all inter est in a particular insurance policy to 
the other spouse. Insurance companies should supply this form upon request. 
(Plan Your Estate, NOLO Press.)
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Q123  How Does an Irrevocable Life Insurance Trust Work? 

1. Grantor/insured annually makes a gift to the irrevocable trust in an 
amount sufficient to pay the premiums on a life insurance pol icy. 

2. The trustee of the trust annually makes the gifts available to the trust 
beneficiaries for a limited number of days pursuant to the Crummey 
withdrawal provisions in the trust document. This qualifies the gift for 
the gift tax annual-exclusion treatment. 

3. If the trust beneficiaries fail to exercise the withdrawal right over the 
cash gift, the trustee may use the gift to pay premiums for the life 
insurance policy. The trustee is the owner and beneficiary of the policy. 

4. At the death of the grantor/insured, the life insurance death pro ceeds 
pass transfer tax-free to the trust. 

5. The trustee may loan money to purchase assets from the estate, thus 
providing liquidity to the estate to help pay estate taxes. 

6. The trust assets are distributed to the beneficiaries of the trust as 
directed by the terms of the trust document 

Q124  What Is My Basic Role If I’m Named Trustee? 

The first thing to realize is the importance of fully understanding your role 
and responsibility as a trustee. As a trustee, you also become a fiduciary. Both 
are defined here: 

1.Gift
GRANTOR

TRUST 
BENEFICIARIES

TRUST
2.Crummey Letter

6.Distribute Assets

3.Pay 
Premiums

LIFE 
INSURANCE 
COMPANIES

4.Death 
Proceeds

5.Loan Money 
or Purchase 

Estate Assets

ESTATE
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• Fiduciary: A fiduciary is defined as a person who occupies a posi-
tion of special trust and confidence in handling the affairs or funds of 
another person (Law and the Life Insurance Contract). 

• Trustee: A person to whom property is legally committed in trust, to 
be applied either for the benefit of specified individuals, or for public 
uses; one who is entrusted with property for the benefit of another; 
also, a person in whose hands the effects of another are attached in a 
trustee process. (Source: Webster’s Revised Unabridged Dictionary.) 

Fiduciaries of an irrevocable life insurance trust have a duty to act in the 
best interest of beneficiaries. Most fiduciary breaches are the result of a lack 
of prudence. Basically, the fiduciaries do not understand their responsibilities. 

Q125
  What Are Some Tools to Assist Me as a 
Trustee and Fiduciary? 

This book provides some tools in performing your duties. If you wish an exter-
nal resource, find a knowledgeable advisor to assist you or seek out a profes-
sional trustee or learn more about life insurance policies and trusts. Be advised 
that a significant percentage of advisors and professional trustees do not pos-
sess sufficient knowl edge to be of significant assistance. 

Issues to keep in mind are: 

• Are the policy type, face amount, planned premium, riders, underwrit-
ing class, insured, ownership, and beneficiary designa tions correct? 

• Is the policy performing according to the original illustrations, sales 
letters, and materials? 

• Are there are any surprises—such as unexpected loans, required pre-
miums, or change in modified endowment contract status? 

• Do you have a current in-force illustration? This is the only way to 
evaluate the policy, so it is important to examine the carrier’s illustra-
tion questionnaire. My recommendation is to do this every 2-3 years. 

• Review the rate of return as discussed in Question 19. 
• Do you get an analysis of internal policy costs? ILIT Trustees are gov-

erned by the Uniform Prudent Investor Act (UPIA) as adopted by 
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each state. UPIA Section 7 requires that trustees may only incur costs 
that are appropriate and reasonable. 

• Is the policy providing good value? 
• Should it be replaced? (See Chapter 9, Questions 93–105.) 
• Avoid using illustration comparisons for decision-support. Fiducia-

ries/Trustees have a duty to exercise reasonable care, skill, caution, 
prudence, and diligence. Use of illustration comparisons as decision-
support would therefore be difficult to defend given such comparisons 
are now considered “misleading,” “fundamentally inappropriate,” and 
unreliable by financial, insurance, and banking industry authorities 
(see Question 21).
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MISCELLANEOUS ISSUES 

Q126
  What Happens When It Is Time for a  
Claim to Be Paid? 

It is a good idea for a policy to be in an easily accessible place for the benefi-
ciary. A safe deposit box may not be advisable as some states will seal the safe 
deposit box upon the death of the owner. The next step is to either call your 
life insurance agent or call the life insurance com pany to request the form. The 
life insurance company will require a certified copy of the death certificate. 
It is advisable for the person handling the affairs of the deceased to obtain 
several death certificates. 

If your policy is part of a group employee benefits program (as an insured), 
you should make sure that it is noted somewhere for your beneficiary. You may 
be able to call the insurance company, or your employer’s human resources 
department may need to be contacted. 

Other types of life insurance are with credit card companies or other 
financial institutions, travel life insurance, mortgage life insurance, acci-
dental death insurance, credit life insurance, and with the Social Security 
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Administration. Finding these policies may require research and phone calls 
to lenders, etc., regarding any life insurance benefits. 

When submitting a claim, the insured may have chosen a payment plan. 
If you are not aware of the option, the insurance company will inform you 
about the option and how it works. If the policy owner has not chosen the 
settlement option, it will need to be chosen at the time the claim is filed. There 
is no income tax on the death benefit, however, interest that you receive from 
the death benefit may be subject to income tax. However, if the ben eficiary, 
for any reason, cannot manage money, then the other settlements should be 
considered, unless there is someone who can man age the money for them. 

The more commonly found settlement options are: 

• Lump sum—The life insurance company pays the entire death benefit 
in one lump sum, which allows you to do what you wish with it. 

• Retained Asset Account—The company typically will open a money-
market account and issue a check book. That way, you do not need to 
make any decisions until you are ready. There are no restrictions on 
this account of any type.  You can always write a check for the remain-
ing balance.

• Specific income provision—You receive from the company both 
principal and interest on a predetermined schedule. 

• Life income option—You receive a guaranteed income for life. The 
amount of income depends on the death benefit, your gen der, and 
your age at the time of the insured’s death. 

• Interest income option—The company holds the proceeds and pays 
you interest on them. The death benefit remains intact and goes to a 
secondary beneficiary upon your death.

This is an area where life insurance companies do act quickly. If all the 
paperwork is in order and a death certificate is received, a benefici ary usually 
receives the death benefit within a week when the life insurance carrier does 
act quickly. 

If an insured passes away within two years of the life insurance pol icy’s 
issue date, the incontestability and suicide clauses can come into play. The 
suicide clause is self-explanatory. The incontestability clause allows the insurer 
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to challenge a policy for suspected mistruths, such as concealing a condi-
tion such as heart trouble and/or passing away from something heart related. 
This would be grounds for denying a claim. A common occurrence is when 
someone is a smoker and claims not to be. In this event, the insurer will either 
completely deny the claim or pay the death benefit, based on the amount of 
coverage that the premiums paid would have purchased on a smoker basis. If 
an insurer does decide to investigate, it can take between a month to a month 
and a half in most cases. Therefore, be truthful and honest; oth erwise, you can 
negate the whole reason for getting life insurance in the first place. 

Q127
  What Happens When You Need to Track down a 
Missing and/or Unknown Life Insurance Policy?

Depending on the life insurance company, they may require the life insurance 
policy at the death of the insured. Alternatively, you may know that the insured 
had a life insurance policy(ies), but you do not know who the carrier was. 

Even if you find the life insurance policy(ies), there may be a ques tion as 
to whether or not you will actually receive the death benefit due. You will need 
to find out if the policy is still in-force. This will depend on the type of policy, 
and sometimes, on the carrier: 

• Term life insurance is very simple. If the insured passes away at or 
after the policy has passed the grace period, the premium has not been 
paid, and the carrier will not accept payment, then there is no death 
benefit. If the insured passes away before this point, then the death 
benefit will be paid. 

• Whole life should continue if there is an automatic premium loan 
provision that will borrow money from the policy’s cash value to pay 
premiums. Once the cash value is exhausted, the policy will lapse. 

• Universal life—each month the company will deduct from the cash 
value the cost of insurance (mortality cost), expense charges, and any 
other costs. Once the cash value is exhausted, the policy will lapse. 

• Other policies such as variable life, variable universal life, and survi-
vorship life policies of each type of will stay in-force, depend ing on 
whether they are a type whole life or universal life. 
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• Typically, with a permanent life policy, you will receive the money, if 
the death occurred while the policy was in-force, meaning all premium 
payments were made up until the time of death. If a certain amount 
of time since the death occurs, the car rier will pay the benefit with 
interest from the date of death; the amount of time varies by carrier. 

Please note that there may exist certain modifications on each type of 
policy; so it is always a good idea to check with the insurance com pany. Older 
policies can have different methods than those discussed above. 

If the policy lapsed—meaning the insured stopped making pre mium pay-
ments before he died—there is a chance that you might get nothing. When a 
permanent life insurance policy lapses, most insur ance companies switch its 
status from permanent insurance to one of two options: 

• “Extended term”—The insurance company uses the cash value of the 
policy to buy a short-term life insurance policy. 

• “Reduced paid up”—The insurance company will keep the pol icy in-
force, but reduces the death benefit. 

If the policy lapses, and the extended-term period expires before the 
insured dies, the policy is worthless and the beneficiary will get noth ing. If 
the insured dies before the extended-term period is up, the bene ficiary will 
receive the death benefit. If the policy lapsed because the insured died (thus 
ending premium payments), the beneficiary will still collect the full death 
benefit, regardless of when the extended term was up. In any case as before, a 
death certificate is still required. 

The following is a checklist of tips for keeping life insurance policies 
where beneficiaries may find them as well as for other places where benefi-
ciaries can look: 

• Keep all your financial records (especially your life insurance pol-
icy) in one place—Don’t force your beneficiaries to search your house 
from top to bottom when you’re gone. 

• Your safety deposit box 
• Your file cabinets, address books, etc. 
• Your computer 
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• Your beneficiary should go through canceled checks and con tact 
your bank for copies of old checks—Look for checks made out to 
insurance companies. 

• Check credit card statements—Credit card companies also issue life 
insurance. 

• If you are a beneficiary, ask those who may have known about 
your relative’s finances—Contact the deceased’s family, friends, and 
advisors, i.e., lawyer, accountant, banker, financial advisor, insurance 
agent(s), and trustee. The insurance agent(s) would be the most likely 
to know about life insurance policies. 

• The beneficiary should check probate court records—for details of 
your relative’s estate. If the estate has gone through or is in probate 
court, a life insurance policy could show up as an asset. 

• The beneficiary should contact the deceased’s current and prior 
employers—The Human Resources person should know of any group 
insurance as well as any supplement life insurance; or, if applicable, 
check with the Union Welfare office. 

• Contact the Medical Information Bureau—They offer a “policy loca-
tor service.” The service offers a way to help locate lost life insur ance 
policies by submitting a decedent’s name for a search against their 
policy locator database. This database contains information processed 
over the last eleven years (as of 2006), consisting of over 140 million 
records representing inquiries submitted on individually underwritten 
life insurance applications. Application activity often leads to policies, 
and matches against this database are identified. As of January 2022,  
the cost for this service is $75 U.S. The Web site address is https://
www.mib.com/pls.html.

• Contact every insurance company with which you had a policy— 
even if you’re not sure it is still in-force. There are over 750 life insur-
ance companies in the United States. 
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• Check email and the mail for a year after death for premium 
notices—If a policy has been paid up, there will not be any notice 
of premium payments due. Typically the company may still send an 
annual notice regarding the status of the policy, or it may pay or send 
notice of a dividend. 

• Review your loved one’s income tax returns for the past two years—
Look for interest income from and interest expenses paid to life 
insurance companies. Life insurance companies pay inter est on accu-
mulations on permanent policies and charge interest on policy loans. 

• Check to see if the insurance company has changed names—This 
can be done through your state’s insurance department (see listing in 
Appendix A). Another resource is online at AM Best’s Web site—
www.ambest.com. 

• Check with the state’s unclaimed property office—After a num ber 
of years (typically 3 years and can be dictated by the state), if an insur-
ance company holding the unclaimed money cannot find the rightful 
owner, it must turn over either the full death benefit or the cash value 
to the state’s comptroller’s department (only if the insurance company 
knows that the insured has passed away). The state where the insured 
last lived is usually the state where the funds are turned over to. The 
department maintains a database that lists the names and addresses 
of lost beneficiaries. There are millions of insurance policies that are 
“lost,” and you are not alone in trying to track down a “lost” policy. 
Many states will try to contact beneficiaries. See Appendix C for a 
listing of each state’s unclaimed property office’s contact information. 

Q128  What If a Life Insurance Company Goes Bankrupt? 

In the early 1980s, the issue of a life insurance company becoming bankrupt 
or insolvent was a relative rarity. By the early 1990s, however, there were some 
well-known insurance companies that were placed into receivership. 

Because insurance companies are regulated by the states, federal bank-
ruptcy law is not applicable to insurance receivership proceed ings. In fact, 
insurance companies cannot declare bankruptcy; instead, they are placed into 
insolvency receivership or liquidation by the state’s insurance department. 
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State liquidation courts then rule on the many complex issues involved in an 
insurance company insolvency, including what becomes of the insurance poli-
cies and cash values. 

Oftentimes, the policies can be bought by other insurers with the death 
benefits remaining the same, but this may involve a lowering of cash values 
and/or an increase in premiums. 

Insurance companies are regulated by individual states, and it is ulti-
mately the responsibility of the states to safeguard the solvency of insurers 
licensed to do business in their state. When states determine that an insurer is 
insolvent, the mechanism used to protect policyhold ers is the guaranty asso-
ciation system. All 50 states, the District of Columbia, and Puerto Rico have 
guaranty associations to which licensed life and health insurers must belong. 

The best resource for information on this issue is the National Organiza-
tion of Life and Health Insurance Guaranty Associations (www.nolhga.com). 
The following information is from their Web site.4 

The National Organization of Life and Health Insurance Guaranty 
Associations (NOLHGA) is a voluntary association composed of the 
life and health insurance guaranty associations of all 50 states, the 
District of Columbia, and Puerto Rico. When an insolvency involves 
multiple states, NOLHGA assists its state guaranty asso ciation mem-
bers in quickly and cost-effectively fulfilling their statutory obliga-
tions to policyholders. 

NOLHGA was founded in 1983 after the state guaranty associa-
tions determined that there was a need for a coordinating mecha nism 
to assist affected guaranty associations in efficiently meeting their stat-
utory obligations in the face of the often-complex issues resulting from 
the insolvency of an insurer licensed to do business in multiple states. 

State guaranty associations provide coverage, up to certain statu-
tory limits, for resident policyholders of insolvent member insur ers. 

4. The language from NOLHGA’s Web site is reprinted with the permission 
of NOLHGA, all rights reserved. Information on NOLHGA’s Web site is not 
intended as legal advice; no liability is assumed in connection with its use. Con-
sumers should seek advice from a qualified attorney when con sidering any ques-
tions relating to guaranty association coverage. 
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NOLHGA provides its member state guaranty associations with a 
method for quickly and cost-effectively fulfilling their statutory obli-
gations to policyholders in the event of a multi-state life and health 
insurer insolvency. 

When an insurer licensed in multiple states is declared insolvent, 
NOLHGA, on behalf of affected member state guaranty associa-
tions, assembles a task force of guaranty association officials. This task 
force—with the support of NOLHGA staff, legal experts, actuaries, 
and financial experts—develops a plan for meeting member associa-
tion obligations. Typically, the task force analyzes the company’s com-
mitments; ensures that covered claims are paid; and, where appropriate, 
arranges for covered policies to be transferred to a healthy insurer. 
The task force may also support the efforts of the receiver to dis pose 
of the company’s assets in a way that maximizes their value. When 
there is a shortfall of estate assets needed to fulfill all of the covered 
policyholder obligations of the insolvent insurer, guar anty associations 
assess the licensed insurers in their states a pro portional share of the 
funds needed. 

At all steps in the process, the affected state guaranty associations, 
working together through NOLHGA, cooperate with the receiver 
and other interested parties to build consensus on the steps needed to 
resolve an insolvency equitably and efficiently. 

There are several key benefits that the state guaranty associations 
seek to achieve by working together through NOLHGA. The first 
is to decrease costs to the member insurers that fund state guaranty 
associations. Rather than each state association hiring its own legal 
and financial experts, the associations work together through NOL-
HGA and use one team of experts, significantly reducing costs to 
guaranty associations. This coordination of effort also helps reduce the 
length of time a receiver may require to develop a plan of rehabilita-
tion or otherwise resolve a multi-state insolvency. 

Since its creation in 1983, NOLHGA has assisted its member 
guar anty associations in guaranteeing more than $22 billion in cover-
age benefits for policyholders and annuitants of insolvent companies. 
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In that time, the associations have provided protection for more 
than 2.5 million policyholders and worked on more than 100 multi-
state insolvencies.

NOLHGA Coverage Amount: 

While laws governing maximum limits and types of policies covered 
vary from state to state, most states are consistent with the NAIC 
Model Act and provide coverage at least in the amounts specified 
below. Check your state association’s website to confirm the applicable 
benefit levels in your state.

• $300,000 in life insurance death benefits
• $100,000 in cash surrender or withdrawal values for life insurance
• $250,000 in present value of annuity benefits, including net 

cash surrender/withdrawal values
• $500,000 in major medical or basic hospital, medical, and sur-

gical insurance policy benefits
• $300,000 in long-term care insurance policy benefits
• $300,000 in disability insurance policy benefits
• $100,000 in other health insurance benefits

In most states, the aggregate benefit level for an individual life 
in any one insolvency is $300,000 (except if there is covered major 
medical insurance or covered basic hospital, medical, and surgical 
insurance, in which case the aggregate benefit is $500,000). The above 
coverage levels apply separately for each insolvent insurer.

Q129
  As a Business Owner, Are There Any 
Special Planning Concepts? 

This question is designed to serve as an overview of some of the most com-
monly used business planning concepts funded with life insurance. For each 
of these concepts listed, where applicable, description, plan objective, advan-
tages, disadvantages, income tax position, gift tax position, estate tax posi-
tion, ownership, premium payor, beneficiary, dis ability benefit, control of 
policy values, loss of use of money, cost recovery, deductible contribution of 
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premium, corporate resolution, plan document or agreement, and discrimi-
nation available. 

Please note that there are other concepts that are not included, including 
Corporate Owned Life Insurance (COLI) and Bank Owned Life Insurance 
(BOLI), among others. These are important concepts, however, they are com-
plex and are subject to changing regulations at this time.

CAVEAT: The information contained herein is to serve as an overview 
only. Consideration of the usage of any concepts requires an analysis of all the 
facts surrounding the case. Further amplifica tion of concept features would 
have resulted in a voluminous and cumbersome amount of material. Feature 
descriptions are based on interpretations of existing tax laws at the time this 
book was written, which are subject to change and may not be current. Legal 
opinions are to be secured from the client’s attorney/tax advisors as the con-
cepts are applied. 

BUY-SELL CROSS-PURCHASE 

DESCRIPTION:   Exchange stock or business interest 
for cash and/or notes among business 
own ers or third-party buyers. 

PLAN OBJECTIVE:  Convert non-liquid business interest 
to cash. 

ADVANTAGES:  Fair market value guaranteed and 
imme diate; keep heirs out of business. 
Allows owners to achieve the owner-
ship percentages desired. Number of 
policies grows quickly when more 
than 2 owners (each partner owns a 
policy on every other partner).

DISADVANTAGES:  Ties up personal discretionary 
income. Number of policies grows 
quickly when more than 2 owners 
(each partner owns a policy on every 
other partner).

INCOME TAX POSITION:  Gain, if any, upon sale of appreciated 
stock subject to income tax. Surviving 



Miscellaneous Issues 269 

owners receive an increased tax basis 
in their ownership interest.

GIFT TAX POSITION:  None.
ESTATE POSITION:  Value of business interest, as estab-

lished in buy-out agreement, includ-
able in owner’s estate.

OWNER OF POLICY: Business purchasers, if not trusted.
PREMIUM PAYOR: Business purchasers or trustee. 
BENEFICIARY: Business purchasers, if not trusted. 
DISABILITY BENEFIT: Yes, if waiver of premium is included.
CONTROL OF 
POLICY VALUES: Business purchasers or trustee.
LOSS OF USE OF MONEY: Yes.

COST RECOVERY: No. 
DEDUCTIBLE CONTRIBUTION  
OF PREMIUM:  No. 
CORPORATE RESOLUTION, 
PLAN DOCUMENT, 
OR AGREEMENT: Agreement only. 
DISCRIMINATION 
AVAILABLE: Not applicable.

BUY-SELL ENTITY STOCK REDEMPTION 

DESCRIPTION:   Corporation redeems deceased’s 
stock for cash and/or notes.

PLAN OBJECTIVE:   Creates market for stock at a fair 
value and liquidity for stockholders.

ADVANTAGES:   Fair market value guaranteed 
and imme diate; keep heirs out of 
business. 

DISADVANTAGES:   No improved cost basis for surviv-
ing stockholder; life insurance cash 
value or proceeds may be subject to 
alternate minimum tax. 
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INCOME TAX POSITION:   Gain, if any, upon sale of appreciated 
stock subject to income tax. Surviv-
ing owner’s basis is not changed. 
Death Benefit may be subject to 
Federal Alternative Minimum Tax 
(AMT).

GIFT TAX POSITION:  None. 
ESTATE POSITION:   Value of business interest, as estab-

lished in buy-out agreement, includ-
ible in owner’s estate. 

OWNER OF POLICY:  Corporation, if not trusted. 
PREMIUM PAYOR:  Corporation. 
BENEFICIARY:  Corporation, if not trusted. 
DISABILITY BENEFIT:  Yes, if waiver of premium is included. 
CONTROL OF 
POLICY VALUES:  Corporation.
LOSS OF USE OF MONEY:  Yes. 
COST RECOVERY:  No. 
DEDUCTIBLE CONTRIBUTION 
OF PREMIUM:  No.
CORPORATE RESOLUTION, 
PLAN DOCUMENT, 
OR AGREEMENT:  Yes.
DISCRIMINATION 
AVAILABLE: Not applicable. 

SECTION 303—PARTIAL REDEMPTION 

DESCRIPTION:   Partial redemption of stock without 
being treated as a dividend. 

PLAN OBJECTIVE:   Provide liquidity for estate settle-
ment costs and business continuation 
for sur viving family members. 

ADVANTAGES:   Conversion of non-marketable stock 
to cash for liquidity. 
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DISADVANTAGES:   No improved cost basis for surviv-
ing stockholder; life insurance cash 
value or proceeds may be subject to 
alternate minimum tax. 

INCOME TAX POSITION:   Gain, if any, upon sale of appreciated 
stock subject to income tax. 

GIFT TAX POSITION:  None. 
ESTATE POSITION:   Fair market value of stock includible 

in shareholder’s estate. 
OWNER OF POLICY:  Corporation. 
PREMIUM PAYOR:  Corporation. 
BENEFICIARY:  Corporation. 
DISABILITY BENEFIT:  Yes, if waiver of premium is included. 
CONTROL OF 
POLICY VALUES:  Corporation. 
LOSS OF USE OF MONEY:  Yes. 
COST RECOVERY:  No. 
DEDUCTIBLE CONTRIBUTION 
OF PREMIUM:  No. 
CORPORATE RESOLUTION, 
PLAN DOCUMENT, 
OR AGREEMENT:  Yes. 
DISCRIMINATION 
AVAILABLE:  Not applicable. 

EXECUTIVE BONUS (SECTION 162) ARRANGEMENT 

DESCRIPTION:   Employer payment of premiums 
to pro vide additional personal life 
insurance coverage to key employees 
and owners. 

PLAN OBJECTIVE:   Help owner and key employee buy 
addi tional life insurance protection. 

ADVANTAGES:   Flexible. Easy to design. 
Discriminatory. 
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DISADVANTAGES:   Can place employee in a higher 
income tax bracket.

INCOME TAX POSITION:   Bonus considered income to 
employee. 

GIFT TAX POSITION:   Upon assignment, three-year time 
limit must be met to remove from 
employee’s estate. 

ESTATE POSITION:   Includable if incidence of ownership 
by insured is involved. 

OWNER OF POLICY:  Insured or third party. 
PREMIUM PAYOR:  Employee using premium bonus. 
BENEFICIARY:  Named by owner. 
DISABILITY BENEFIT:  Yes, if waiver of premium is included. 
CONTROL OF 
POLICY VALUES:  Insured or third-party owner.
LOSS OF USE OF MONEY:  Yes, on after-tax cost of bonus. 
COST RECOVERY:  No. 
DEDUCTIBLE CONTRIBUTION 
OF PREMIUM:   Bonus deductible to corporation 

when paid to employee (if not con-
sidered unreasonable compensation). 

CORPORATE RESOLUTION, 
PLAN DOCUMENT, 
OR AGREEMENT:  No. 
DISCRIMINATION 
AVAILABLE:  Yes. 

GROUP CARVE OUT 

DESCRIPTION:   Replace excess group term life 
insurance (over $50,000) with 
individual life insur ance contracts for 
employees. 

PLAN OBJECTIVE:   Provide permanent insurance protec-
tion for employees on a more attrac-
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tive basis than group term. (May also 
reduce employer cost.) 

ADVANTAGES:   Life insurance protection for 
employees on a more attractive  
economic basis than excess  
group term. 

DISADVANTAGES:   Can place dollars received in higher 
individual income tax bracket 
(assuming corporation has taxable 
income less than $75,000); guaran-
teed issue may be unavailable. 

INCOME TAX POSITION:   Income tax free to beneficiary, but 
pre mium or P.S. 58 economic benefit 
cur rently taxable to employee if 
bonus plan or split dollar is used. 

GIFT TAX POSITION:   Upon assignment, three-year time 
limit must be met to remove from 
employee’s estate. 

ESTATE POSITION:   Included if not assigned to a third 
party; three-year rule applies. 

OWNER OF POLICY:  Insured or third party. 
PREMIUM PAYOR:   Employer (employee may contribute 

to some plans). 
BENEFICIARY:   Named by insured employee or third 

party owner. 
DISABILITY BENEFIT:  Yes, if waiver of premium is  
 included. 
CONTROL OF 
POLICY VALUES:  Insured or third party owner. 
LOSS OF USE OF MONEY:  Yes.
COST RECOVERY:  No. 
DEDUCTIBLE CONTRIBUTION 
OF PREMIUM:   Yes, to employer if Section 162 

Bonus Plan is used. 
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CORPORATE RESOLUTION, 
PLAN DOCUMENT, OR  
AGREEMENT:  No. 
DISCRIMINATION 
AVAILABLE:  Yes. 

GROUP TERM LIFE 

DESCRIPTION:   Provides insurance coverage at 
reasonable rates to employee and/or 
dependant. 

PLAN OBJECTIVE:   Provide personal insurance for 
employ ees and/or dependents. 

ADVANTAGES:   Life insurance protection for 
employees at reasonable rates. 

DISADVANTAGES:   The irretrievable cost of the program; 
non-discriminatory.  

INCOME TAX POSITION:   First $50,000 of coverage tax free; 
excess taxed at Table 1 rates (unless 
plan is dis criminatory). Premi-
ums deductible by employer on all 
employees except part ners and sole 
proprietors. 

GIFT TAX POSITION:   Upon assignment, three-year time 
limit must be met to remove from 
employee’s estate. 

ESTATE POSITION:   Included if not assigned to a third 
party; three-year rule applies. 

OWNER OF POLICY:   Employer owns master policy with 
employee receiving certificate. 

PREMIUM PAYOR:   Employer (employee may contribute 
to some plans). 

BENEFICIARY:   Named by insured employee or third 
party owner. 

DISABILITY BENEFIT:   Yes, if waiver of premium is included. 
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CONTROL OF 
POLICY VALUES:   Generally, no policy values, as term is 

used. 
LOSS OF USE OF MONEY:  Yes. 
COST RECOVERY:  No. 
DEDUCTIBLE CONTRIBUTION 
OF PREMIUM:  Yes, to employer for employees. 
CORPORATE RESOLUTION, 
PLAN DOCUMENT, 
OR AGREEMENT:  Yes. 
DISCRIMINATION 
AVAILABLE:   No, see Internal Revenue Code Sec-

tion 79. 

PAYROLL DEDUCTION LIFE 

DESCRIPTION:   Mass marketed individual life insur-
ance paid by salary deductions. 

PLAN OBJECTIVE:   Help wage earners pay for personal 
life insurance coverage conveniently. 

ADVANTAGES:   Guaranteed issue available; conve-
nient, portable coverage. 

DISADVANTAGES:   Benefits provided by after-tax 
employee dollars. 

INCOME TAX POSITION:   Premium payments using after-tax 
dollars. 

GIFT TAX POSITION:   Upon assignment, three-year time 
limit must be met to remove from 
employee’s estate. 

ESTATE POSITION:   Included if not assigned to a third 
party; three-year rule applies. 

OWNER OF POLICY:   Insured or third party. 
PREMIUM PAYOR:  Employee. 
BENEFICIARY:   Named by insured employee or third 

party owner. 
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DISABILITY BENEFIT:   Yes, if waiver of premium is  
included. 

CONTROL OF 
POLICY VALUES:   Insured or third party owner. 
LOSS OF USE OF MONEY:  Yes. 
COST RECOVERY:  No. 
DEDUCTIBLE CONTRIBUTION 
OF PREMIUM:  No. 
CORPORATE RESOLUTION, 
PLAN DOCUMENT, 
OR AGREEMENT:   Yes (salary deduction authorization 

forms). 
DISCRIMINATION AVAILABLE:  Yes. 

SALARY CONTINUATION—DEATH BENEFIT ONLY 

DESCRIPTION:   Provides death benefits only to 
employee’s beneficiaries. 

PLAN OBJECTIVE:   Lock in key personnel and provide 
addi tional benefits for owners. 

ADVANTAGES:   Discriminatory; locks in key employ-
ees; legal way to use corporate dollars 
for personal benefits.

DISADVANTAGES:   Benefits provided by agreement 
subject to continuation of business; 
employer deduction delayed until 
benefits paid.

INCOME TAX POSITION:   Annual death benefit fully deductible 
by corporation, taxable as ordinary 
income to beneficiary in excess of 
first $5,000 (assuming death benefit 
was forfeitable before employee’s 
death). 
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GIFT TAX POSITION:   May be completed gift at employee’s 
death. 

ESTATE POSITION:   No, unless employee retains any right 
in the plan. 

OWNER OF POLICY:  Employer (corporation). 
PREMIUM PAYOR:  Employer (corporation). 
BENEFICIARY:  Employer (corporation).   
DISABILITY BENEFIT:  Yes, if waiver of premium is included. 
CONTROL OF 
POLICY VALUES:  Employer (corporation). 
LOSS OF USE OF MONEY:   Use of money may be recover-

able when plan is funded by life 
insurance. 

COST RECOVERY:   Possible when plan is funded by life 
insurance. 

DEDUCTIBLE CONTRIBUTION 
OF PREMIUM:  No. 
CORPORATE RESOLUTION, 
PLAN DOCUMENT, 
OR AGREEMENT:  Yes. 
DISCRIMINATION 
AVAILABLE:  Yes. 

KEY PERSON 

DESCRIPTION:   Plan to indemnify business for death 
of a key person and loss of his/her 
skill and experience. 

PLAN OBJECTIVE:   Provide tax-free dollars to recruit, 
hire, train, or replace skills and prof-
its of deceased key personnel. 

ADVANTAGES:   Guarantee flow of tax-free dollars to 
replace lost profits; recruit, hire, and 
train replacement; ensure business 
continuity. 



278 Questions and Answers on Life Insurance

DISADVANTAGES:   Premiums paid with after-tax 
employer dollars; life insurance cash 
value or pro ceeds may be subject to 
alternate mini mum tax. 

INCOME TAX POSITION:   Premium payments nondeductible 
by employer; insurance proceeds 
received tax-free by employer. 

GIFT TAX POSITION:  None. 
ESTATE POSITION:   May increase value of business 

interest includible in deceased key 
employee/owner’s estate. 

OWNER OF POLICY:  Employer (corporation). 
PREMIUM PAYOR:  Employer (corporation). 
BENEFICIARY:  Employer (corporation). 
DISABILITY BENEFIT:  Yes, if waiver of premium is included. 
CONTROL OF 
POLICY VALUES:  Employer (corporation). 
LOSS OF USE OF MONEY:   Use of money may be recov-

ered when plan is funded by life 
insurance. 

COST RECOVERY:   Premiums recovered through tax-free 
life insurance proceeds. 

DEDUCTIBLE CONTRIBUTION 
OF PREMIUM:  No. 
CORPORATE RESOLUTION, 
PLAN DOCUMENT, 
OR AGREEMENT:  Yes. 
DISCRIMINATION AVAILABLE:  Yes. 
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KEY EMPLOYEE COVERAGE WORKSHEET

Key Employee—is an important coverage as are all the others. To give you an idea 
of the value of these concepts, here is a sample worksheet for Key Person coverage: 
 EXAMPLE YOUR COMPANY 

Key Executive’s Salary  $ 100,000 $ ________

Total Salary Compensation 
for Management Group  $ 500,000  $ ________
Executive’s Salary as % of 
Total Management Compensation  20% ________ %
Transition Period (Years)  2 ________

REPLACEMENT COST (TRANSITION AND TRAINING)—(A)* 

Replacement Executive’s Salary ** $ 150,000  $ ________
Current Executive’s Salary -$100,000 -$ ________
Additional Salary  $50,000 $ ________
Transition Period (Years) x 2 x ________
Total Additional Salary  $100,000 $ ________
Fee to Executive Recruiter
( 20% of Salary) $30,000 $ ________
Replacement Cost
(Additional Salary Plus Recruiter’s Fee) $ 130,000 $ ________

POTENTIAL IMPACT ON SALES—(B) 

Anticipated Sales for ____2 Years $ 5,000,000 $ ________
% Attributed to Current Executive 20% ________ %
Sales Attributed to Current Executive $1,000,000 $ ________
Sales Potentially Lost $ 500,000 $ ________

POTENTIAL IMPACT ON CREDIT LINES—(C) 

Anticipated Line of Credit $1,000,000 $ ________
% Attributed to Current Executive 20% ________ %
Credit Line Potentially Lost $200,000 $ ________

OTHER POTENTIAL IMPACT—(D) ________ ________

TOTAL KEY EXECUTIVE 
VALUATION (A)+(B)+(C)+(D) $ 830,000 $ ________

* This may indicate the executive’s relative importance and may be useful in deter-
mining the impact on sales and credit lines. ** Replacement executive’s compensa-
tion may have to be substantially higher if he does not have an equity ownership 
position.
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Appropriate worksheets are available for some of the other methods 
either through the Internet, books, etc. However, for buy-sell planning and 
most of the others, it is important to meet with your advisors (especially your 
attorney; tax attorney preferable for planning and agreements). 

Q130
  Can I Donate My Life Insurance Policy to a Non-Profit/
Charitable Organization? 

Donating life insurance policies to a non-profit/charitable organi zation is a 
fairly common event. A main reason is that it amplifies the gift. If a gift of 
premiums, of let’s say $1,000 a year, were given to the organization for 20 years, 
that would be substantially less than a death benefit of $100,000 at that time. 

However, some development professionals are not familiar with the con-
cept or do not wish to accept life insurance as a gift. Be advised that the poli-
cies can present potential hazards for the organizations. The other issue is that 
life insurance is not often understood and as such is refused as a gift. 

This does not mean that a life insurance policy will not be accepted. It 
simply means that the planned-giving officer at the organiza tion will need to 
be educated by either a life insurance agent or other advisor who can assist 
them in feeling comfortable. If the planned-giving offi cer is knowledgeable 
about life insurance or has an advisor whom to call, then the policy can typi-
cally then be gifted. 

The issues that will typically be addressed by a non-profit/charity in 
accepting a policy would be: 

• An appraisal of a life insurance policy and a determination of its fair 
market value 

• Valuations in special circumstances 
• An assessment of the danger of accepting an encumbered policy (with 

a policy loan outstanding) 
• Completion of Internal Revenue Service Form 8283 
• A review of any other risks in accepting a life insurance policy 

The value of the gift can depend on a number of variables and, for this you 
would need to consult a properly qualified appraiser for life insurance policies. 

As mentioned, using life insurance in conjunction with charitable gift 
planning has also been around for quite some time and for the most part is 
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generally accepted. An outright gift of a life insurance pol icy to charity works 
out well for both the donor and for the recipient charity. Typically, such a gift 
will result in an income tax deduction for the donor to the extent of his or 
her basis in the policy (or the policy value if less). No income tax deduction 
is available if the donor merely designates the charity as policy beneficiary, 
whether revocable or irrev ocable, for failure to satisfy the partial interest rule. 

There is generally no insurable interest on the donor’s life on the part of 
the charity. Thus, the gift could be made but is potentially void able under a tra-
ditional concept of insurable interest. The unwelcome tax consequence is that 
because the charity’s interest is voidable under the state’s insurable-interest law, 
and a challenge to such interest would likely cause ownership of the policy to 
revert to the donor or his heirs, the gift is only a partial interest, which does 
not qualify for the income tax or gift tax charitable contribution deductions. 

Virtually every state has enacted provisions allowing charities to own life 
insurance policies where the insured is a donor in whose life the charity does 
not otherwise have an insurable interest. They typi cally require the consent 
of the insured. Some define “charitable organ ization” with reference to IRC 
Sec. 501(c)(3) (e.g. Fla. Stat. Ch. 27.404); others refer to their own law (e.g. 
N.Y. Ins. Law §3205(b)(3)). These vari ations mean that although insurable 
interest should not present a real problem to charitable giving of life insurance 
policies, the planner should (as always) be sure to consult applicable state law. 

There are some uncommon additional tax risks due to Investor Initiated 
Life Insurance (see Question 132: What is Stranger-Owned Life Insurance 
(STOLI))? Investors are involving charities in their efforts to acquire life 
insurance policies that would not otherwise be available because the investors 
lack an insurable interest in the insureds. One variation of non-recourse pre-
mium financing transactions involves promising modest benefits to a charity 
or university in order to market to its list of wealthy older donors and alumni. 
(In North Carolina and Texas, for example, legislators changed the definition 
of “insurable interest” to allow charities and other tax-exempt entities to par-
ticipate in STOLI transactions. In other states, lobbying continues with key 
legis lators to change the insurable interest law and allow STOLI transactions 
for their favorite charity or university.) 

This allows the promoters to identify clusters of potential insureds 
through a single source. The promoters typically convince the donors to allow 
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the investors to use their “excess insurability” by promising the charity an 
expected payment estimated at 2% to 5% of the eventual death benefit after 
payment of all expenses and a guaranteed profit to the investors. In essence, 
the charity is paid a modest finder’s fee. Meanwhile, the charity may not be 
aware of its potential exposure under the securities laws, the potential 100% 
excise tax on money going into one of these schemes, the potential harm to its 
reputation, or the risk to its tax-exempt status. 

The two preceding paragraphs are from: “Free Life Insurance: Risks and 
Costs of Non-Recourse Premium Financing” by R. Marshall Jones, Stephan 
R. Leimberg, and Lawrence J. Rybka, attorneys. 

Q131
  What Are Some Tips on Understanding Viatical and 
Life Settlements to Sell a Life Insurance Policy? 

People living with a terminal illness often face very tough financial choices. 
A life settlement or viatical settlement is one option that can give you cash to 
help with expenses. A life or viatical settlement is the sale of a life insurance 
policy to a third party. The owner of the policy sells it for a percent of the 
death benefit. The buyer becomes the new owner and/or beneficiary of the life 
insurance policy, pays all future premiums and collects the entire death benefit 
when the insured dies. 

Initially, back in 1989, the viatical business began with good inten tions, 
as a method to allow terminally ill AIDS patients early access to a portion 
(or all) of their life insurance policy’s death benefits. Viaticals eventually 
expanded to include other conditions such as cancer, heart disease, and any 
other life-threatening illness. 

The industry has been troubled by a high number of unethical, ille-
gitimate operations. These operations have gone after potentials viators in an 
aggressive manner. These companies have given the industry a bad name and 
led to more regulation and scrutiny. 

The main difference between life settlements and viatical settle ments is 
that with a viatical settlement the insured must be ter minally ill. Life settle-
ments do not require the insured to be terminally ill, but they must be a maxi-
mum age, and the amount of settle ment will depend on their age and health. 

Defining common terms: 
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• The person selling the life insurance policy is the viator. He or she will 
get money from the settlement. This person gives up ownership of the 
policy in return for cash now. The viator gener ally has a terminal illness. 

• A life or viatical settlement provider is the person or company that 
buys the life insurance policy. The buyer becomes the policy owner, 
and must pay any premiums that are due, and eventually collects the 
entire death benefit from the insurance company. 

• The person or company who represents the seller and can “shop” for 
offers is a settlement broker. The buyer pays the broker a com mission 
if the sale is completed. 

• An accelerated death benefit (ADB) is a feature of a life insurance 
policy that typically pays some or all of the policy’s death benefit 
before the insured dies. It may be another way to get cash from a 
policy without selling it to a third party. 

Issues to consider with viatical settlements: 

• To sell your life insurance policy, you must have a terminal dis ease 
and an estimated life expectancy of 36 months in most cases, or less, 
although there are companies that will buy policies from people with 
greater life expectancies, such as 60 months. 

• There is no requirement that you have to be an AIDS patient. More 
and more companies are expanding to terminally ill cancer and heart 
patients or to those suffering from other fatal diseases. Up until recently, 
AIDS patients have been the main source because the disease’s course 
is fairly predictable, but that could change as new treatments and drugs 
that prolong life are used by more AIDS patients. 

• Many different types of policies can be sold, including whole life, 
term, and universal. In many cases, group policies also can be sold—
for instance, if a disability waiver locks in coverage, and the policy is 
assignable or convertible. You will need to check specifics with the 
company. In addition, policies need to have been in-force beyond any 
contestability period, usually two years. Group policies that are con-
verted must not require a new contestability period. 

• To sell the policy, your financial advisor may be able to assist you; keep 
in mind that he or she will receive a fee (commission) on the sale of a 
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percentage (5% to 7%) of either the cash value or death benefit. You may 
also choose to approach viatical funding compa nies directly. Make sure 
you get offers from more than one, and do not be afraid to negotiate. 
If you do not have any advisors, there usually are brokers and providers 
who advertise in magazines and newspapers for the gay community. 
Community organiza tions and health, financial, or legal professionals 
may provide a referral. In some states, it is not legal for doctors or law-
yers to col lect a fee from a company for steering clients their way. 

• Check whether or not your state insurance department has licensing 
and other requirements for funding or brokerage com panies to conduct 
business in that state; currently only a few states do. The number of 
states that do, however, is growing quickly. It’s important to check to 
see whether your company is properly licensed. Otherwise, you might 
get hit with unneces sary taxes. Recent changes in federal tax laws allow 
an exemp tion from federal taxes on proceeds from viatical settlements 
only when you do business with a company that is properly licensed. If 
your state doesn’t have licensing requirements, then the com pany must 
comply with the National Association of Insurance Commissioner’s 
Model Act and Regulations on viatical settle ments (see above). 

• The company must be licensed in the state where it is making the trans-
action, not where it is located. For example, if a company is based in 
California but doing business in New York, it must be licensed in New 
York. If the company is doing business in Nevada, there is no law there. 
That means you should do busi ness only with companies that comply 
with the National Association of Insurance Commissioner’s Model Act 
and Regulations on viatical settlements. Ask any broker or funding com-
pany with which you deal whether they are licensed and, if so, in which 
states. Call those state’s insurance divisions to verify and see if there 
are any complaints. See Appendix A for contact information on the 
various state insurance departments. You should also check with your 
own state insurance regulators to see if new regulations are imminent. 

• Keep in mind that you do not need to sell the entire policy. You can 
sell whatever percentage you would like (the company may have a 
minimum as a purchase requirement). 



Miscellaneous Issues 285 

• The amount you receive will depend on a variety of factors, such as 
anticipated life expectancy (unfortunately the shorter it is, the higher 
the pay out), the anticipated premiums the company will have to pay, 
if there are any loans outstanding against the policy, whether there is a 
premium waiver in case of disability, the insur ance company’s ratings, 
prevailing interest rates, and the com pany’s targeted rate of return. A 
life expectancy of 6 months or less typically brings about 80 percent 
of the policy’s death benefit, although sometimes it can be as high as 
85 percent. Conversely, a life expectancy of 60 months would bring 25 
to 30 percent. 

• If you have cash value in the policy, you can usually withdraw it. 
• The process typically takes four to eight weeks to viaticate a policy, 

although it can take longer, especially with some group policies. You 
can help speed things up by notifying your physician and insurance 
company to expect the inquiries from the viatical company. 

• After Dec. 31, 1996, the proceeds from a viatical settlement will no 
longer be subject to federal tax under some circumstances. The per son 
selling the policy must have a life expectancy of two years or less. Also, 
the company buying the policy must be properly licensed in states 
that require that and/or the company has to com ply with the National 
Association of Insurance Commissioner’s Model Act and Regulations 
on viatical settlements. 

• The lump sum payout could result in the loss of state and federal need-
based aid such as Medicaid, food stamps, or SSI. 

• Depending on your financial situation, specifically, if you owe a lot of 
money to hospitals, doctors, or other creditors, they may seek payment 
from the proceeds you receive. Also, if you have filed bankruptcy, the 
creditors lay claim. 

• The viatical company normally will not contact you after settle ment, 
but it will track your status so it knows when the policy “matures”—
that is, when the viator dies and the policy becomes payable. It can do 
this in a number of ways, for example by keeping in touch with your 
primary physician. You should check how a company you are consid-
ering handles this sensitive issue. 
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• Viatical contracts are required by some states to have a period when 
the contract can be canceled for a period of 30 days from the time it 
is signed, and 15 days after the viator receives the pro ceeds. Compa-
nies in states where there is no such regulation almost always offer a 
similar clause. 

• If you live past your anticipated life expectancy, there are no repercus-
sions for you. That is part of the risk for the company. 

• As with anything and as the song goes “You Better Shop Around” to 
make sure that you are getting a fair price. This is a type of transac-
tion that you can negotiate with the companies. There is usually no 
set price. 

Life Settlements
A life settlement allows a person to sell a life insurance policy and receive 
a cash amount higher than the cash surrender value. The policy owner-
ship is transferred to an unrelated investor in exchange for a cash payment 
in excess of the policy’s cash surrender value. The investor makes required 
premium payments and collects the death benefit when the insured person 
dies. Life settlements are identical in form to viatical settlements, except 
for the expected remaining lifetime of the insured, which is less than two 
years for viaticals. 

The following are some facts about life settlements to keep in mind: 

• Most companies require that the insured be a minimum age of at least 
65 or older.

• The policy usually has to have a minimum death benefit of $250,000. 
• May be useful where a policy is not performing up to expectations.
• The life insurance is not needed 

 ǹ in a business insurance situation such as a “key person” or a “buy-
sell” agreement where an insured leaves and the policy is no longer 
necessary; or

 ǹ When a loan secured by life insurance has been paid in full.
• The proceeds from the life settlement can be used to

 ǹ provide cash gifts to family members; or
 ǹ provide funds for charitable giving or to establish a charita ble 

remainder trust.
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• The policy is beyond the two-year contestable period.
• Useful when an insured person’s health has substantially wors ened 

since policy’s issue date and/or when current life expectancy is between 
2 and 12 years. 

• Returns to investors are above average, sometimes reaching 12% or 
more; the shorter the life span, the greater the return. 

• The investor incurs significant transaction expenses, including under-
writing, commissions, reinsurance, administration, and taxes on the 
gain at death.

• Commissions to financial advisors, brokers, and independent agents 
with a life insurance license generally range from 4% to 6% of the 
amount paid for the settlement. 

• The policy may be resold multiple times.
• Lack of privacy—ongoing tracking of the insured person’s health and 

medical records until death. 

What are the current tax considerations for life settlements? 
• On the sale of a life policy, the tax treatment of life settlements gen-

erally leads to a three-tier taxation of the proceeds paid to the policy 
owner, where a portion may be taxed as ordinary income, a portion as 
long-term capital gains, and a portion as income tax free.

The Tax Cuts and Jobs Act (2017) includes the following guid-
ance on the taxation of a life insurance policy sale to the seller. Here 
are the three steps:
1. Determine total gain by subtracting the cost basis of the policy, 

typically the total premium paid, from the amount received from 
the sale by the policy owner.

2. Determine the amount that will be taxed as ordinary income, 
which is the difference between the cash value in the policy and 
the cost basis. This is the same process used to calculate the taxable 
amount of a policy surrender. The cost basis in both transactions 
is received free of income tax—it is the return of premium paid. 
Before the new tax law, a policy seller would have to reduce the 
cost basis by the mortality charges paid in the policy, which was a 
complex process.
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3. Calculate that portion of the sale that will be taxed at capital gains 
rates by subtracting the amount taxed as ordinary income (step 
two) from the total gain (step one). The amount above the cash 
value is taxed as capital gains.

Here’s an example: 

1. Amount received ($1,000,000) less cost basis ($250,000) equals 
total gain ($750,000).

2. Cash value ($350,000) less cost basis ($250,000) equals amount to 
be taxed as ordinary income ($100,000).

3. Total gain (from step 1—$750,000) less amount taxed as ordinary 
income (from step 2—$100,000) equals amount to be taxed as 
capital gains ($650,000).

Note that if there is no cash value in the policy, the total amount 
received above cost basis is taxed at capital gains rates.

• At the insured’s death, the life settlement investor normally owes 
income tax on the excess of the death benefit over the investor’s 
investment in the contract. 

• If the life policy were retained rather than sold, the entire death 
benefit would pass income tax free to the insured’s estate or named 
beneficiary. 

Recent statistics on life settlements
• Approximately $848 million of life insurance coverage was settled in 

2020. The Life Settlements Report by The Deal 2021. 
• Policies resulting in settlements represent less than 1% of all policies 

issued by carriers (Life Settlements, Secondary Annuities, and Struc-
tured Settlements—Conning, Inc. publication, 2016).

Life settlements are generally accepted as legal. Forty-three states in the 
U.S. have created laws around the practice of life settlements, as of December 
2021. You can find a Life Settlement Regulation—Map of Regulatory Law 
here: https://www.lisa.org/regulations-overview/. 

What are some tips to consider prior to selling a life insurance policy 
through a viatical settlement or a life settlement? (Non-Investor Initiated 
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Life Insurance—See Question 132: What Is Stranger-Owned Life Insur-
ance?) (STOLI): 

• Is there still a need for life insurance? 
• If you’re interested in selling your policy, you should visit your State 

Insurance Department for more information and to review the appro-
priate state insurance department laws. Contact information for each 
State Insurance Department can be found in Appendix A.

• Consider all your options.
• Find out if the policy has any cash value. This cash value may be used 

to meet immediate needs and keep the policy in-force for beneficia-
ries. The cash value may also be able to be used as secu rity for a loan 
from a financial institution.

• Find out if the life insurance policy has an accelerated death ben efits 
provision. It could pay a substantial portion of the policy’s death ben-
efit and then the policy would not need to be sold to a third party. A 
greater number of companies and policies are including this type of 
provision than in the past. 

• If I sell my policy, how do they decide how much cash I get? 
• Is this an employer or other group policy? If so, do I need their per-

mission to sell it? 
• If I sell my policy, who will be the legal owner? 
• Do I need the advice of a tax or estate-planning advisor before I decide 

to sell my policy? 
• Find out the tax implications. Not all proceeds are tax-free.
• Know that the proceeds are subject to the claims of any creditors.
• Understand what information a buyer must know about you to buy 

your policy, and who else might get that information. Know that you 
must provide certain medical and personal information and that this 
may be disclosed to investors. 

• Understand how the process works and when the phases will happen.
• Decide whether to sell the policy directly to a life or viatical set tlement 

provider or to go through a settlement broker who will do the com-
parison shopping.
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• If you don’t use a settlement broker, comparison shop on your own.
• Any life or viatical settlement offer is just that, an offer that does not 

need to be accepted. 
• Check all application forms for accuracy, especially information about 

medical history.
• You must be truthful in your answers to application questions.
• Make sure the settlement provider agrees to put your settlement pro-

ceeds in escrow with an independent party or financial insti tution to 
make sure your funds are safe during the transfer.

• Find out if you have the right to change your mind about the set-
tlement after you get the proceeds. If you have that right, you’ll have 
to return the money you were paid and the premiums the buyer 
paid. In many states you have a certain period of time to change 
your mind.

• Can the policy be resold? 

The transaction process for a life settlement

1. Application: After choosing proper representation to settle a policy, 
the policy owner must fill out an application and provide proper docu-
mentation, such as policy copies and medical records. 

2. Information gathering: No medical exam is required, but policy infor-
mation and medical records are necessary for evaluating each case.

3. Appraisal: The process of assessing the insured’s current health and 
their policy enables buyers to develop an offer based on the unique 
characteristics of each case.

4. Offers: Offers consist of both the amount of money the buyer is will-
ing to pay and any terms they may propose to complete the transac-
tion. Terms include timing and other information that may need to be 
confirmed before the sale is completed.

5. Finalize the sale: Once an offer has been accepted, a set of documents,  
including a contract and other disclosure forms, is prepared and sent 
to the policy owner or their representative. Most states have regula-
tions that allow a policy owner (seller) to change their mind up to 15 
days after all the forms are signed and due diligence is completed. 



Miscellaneous Issues 291 

The above transaction process is from the Life Insurance Settlement Asso-
ciation, which is the trade association for the life settlement industry and associ-
ated businesses.

Q132  What is Stranger-Owned Life Insurance (STOLI)? 

Please note that the practice of STOLI has been banned in at least 29 states 
(as of 2019), and the majority of remaining states are considering banning it. 
Visit this website to check the current state laws: https://blog.lisa.org/mem-
ber/life-settlement-regulation-by-state-map. Both the National Association 
of Insurance Commissioners (NAIC) and National Conference of Insurance 
Legislators (NCOIL) have adopted model acts for doing so. However, since 
STOLI is still allowed in some states (or recently was), this question should 
still be helpful in understanding the issues.

Stranger-owned life insurance (STOLI) is an attempt to twist life insur-
ance into a speculative financial instrument to take advantage of the unique 
tax features of life insurance (i.e., income tax-free death benefit and cash value 
accumulation). Using life insurance as a commodity to speculate in human 
lives threatens the survival of life insurance companies. The difference between 
STOLI and life settlements is that life settlements are supposedly for pur-
chasing in-force policies that were purchased when there was a “real” insur-
able need and which no longer exists, rather than STOLI, which involves no 
“real” insurable need. STOLI goes by other names, including Investor Initiated 
Life Insurance (IILI), SOLI, and SPINLIFE. STOLI also combines premium 
financing (see Question 133: What Is Premium Financing?) into the mix.

The concept includes the bribing of wealthy, elderly individuals to apply 
for large policies destined for purchase by investors. Basically, the insured is 
provided with life insurance for two years with no out-of-pocket cost—“free 
insurance.” These prospective insureds, gener ally between age 72 and 85 with 
a net worth of at least $5 million, are approached with the concept that they 
“own” an asset in the form of their insurability and that they can monetize this 
wasting asset by con senting to be insured under a STOLI policy. 

This concept of selling an individual’s unused insurance capacity through 
a structured life settlement may appear advantageous to all parties involved. 
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However, combining the use of premium financing with the future planned 
life settlement may be contrary to one of the basic principles upon which the 
insurance industry is founded, which is the insurable-interest doctrine. 

STOLI is not a type of life insurance product; it is a particular use of a 
life insurance policy, such as key person, buy-sell, etc. However, it is a poten-
tially “malignant” concept and is un-established in many areas, as we will look 
at. The concept combines the premium-financed pur chase of a life insurance 
contract with the future sale of that contract in a life settlement. 

The parties to a STOLI transaction: 

• Insured—person whose life the insurance is on 
• Life insurance agent/broker—person who “sells” the life insur ance 
• Life insurance company 
• Investor group—the viator or life settlement market maker 
• Special purpose lender—see premium-financing section 
• Internal Revenue Service—possibly depending on how the policies 

are set up and the future interpretation of these types of policies. 
How it works (an example of a basic STOLI arrangement; please note 

there are many types): 
1. An agent/broker proposes to a prospective insured that they own a 

“wasting asset” in the form of their insurability and that this can be 
monetized by consenting to be insured under a STOLI policy. There 
is no traditional life insurance need and they are acquiring the life 
insurance strictly for monetary purposes. They are generally offered 
one (or a combination) of the following if they qualify for the pro-
gram: two years of free life insurance; an up-front cash dis tribution 
of 1.5% to 3% of the death benefit (or a free luxury car); a portion of 
the net profits from the expected sale of the policy to a life settlement 
company after two years; or, in some instances, another 1.5% to 3% of 
the insurance benefit when the insured dies. The insured will generally 
not put up any money themselves. 

2. The client secures a non-recourse premium-financing loan from the 
lender to finance a life insurance policy. 

3. The proposed insured qualifies for the issuance of a $2 mil lion or 
larger permanent life insurance policy. 
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4. The third-party investor group makes or guarantees a non-recourse 
loan to the non-grantor irrevocable trust created to purchase the policy. 

5. As part of the policy purchase, the trust collaterally assigns the policy 
to the lender. 

6. After 24 months or longer, in order to satisfy both the pol icy’s incon-
testability provision and state insurance laws regulating the sale of 
newly issued policies, the insured’s trustee chooses from the following 
options, if available: 
• repay the loaned premiums with interest along with any cash 

advances, origination fees, termination fees, or other charges; pay 
all future premiums and keep the policy; or 

• sell the policy to a life settlement company; or 
• transfer ownership of the policy to the lenders in full satisfaction 

of the loan. 
There are many issues to be concerned about when reviewing/consid-

ering a STOLI transaction and the discussion of which for the most part, are 
beyond scope of this book.

The following is a partial list of poten tial issues that appeared in arti-
cled titled “Free Life Insurance: Risks and Costs of Non-Recourse Premium 
Financing,” by R. Marshall Jones, Stephan R. Leimberg, and Lawrence J. 
Rybka, attorneys. 

• Future insurability—if the maximum amount of life insurance (capac-
ity) is purchased on a single life, then that insured would probably not 
be able to ever purchase life insurance again in the future. This would be 
of concern if a true need were to surface. This is an especially important 
factor—as the capacity for life insurance is shrinking both in the U.S. 
and around the world, it is becoming difficult if not impossible to write 
large amounts of life insurance (partially due to STOLI).

• Ethical/moral issues—As mentioned in the introduction, there are 
some ethical and moral concerns with selling your life insur ance and/
or insurability (unused life insurance capacity) to an investor group 
or stranger. A review of these issues is beyond the scope of this book. 

• Appropriate disclosures—there are no standard disclosures at this 
time. 
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• Policy resale—the original purchaser is not obligated to keep the pol-
icy; they can resell it.

• Privacy—life settlement contracts have little protection for per sonal 
and health information.

• Violations of state “insurable interest” insurance laws and regu-
lations—third-party investors offer the insureds two years of “free” 
insurance, because it is illegal for them to purchase insur ance on the 
life of an individual unless the original applicant-owner has an insur-
able interest at the time the policy is purchased. Without an insurable 
interest, the policy would be void from inception and the death benefit 
will not be paid to the investors. To protect the public, all states have 
insurable interest statutes designed to discourage speculation on an 
insured’s life. Generally, the initial owner and beneficiary must have 
a strong economic interest in, and benefit from, the continued life of 
the insured. For example, family members are generally presumed to 
have an insurable interest in their spouses and parents. These laws vary 
from state to state.

• Litigation risk—if a state insurance department rules that an insur-
ance interest law is violated, the insured’s trust and estate, and their 
agents and advisors, may become embroiled in unex pected litigation. 
This could occur either during the insured’s lifetime or after death. 

• Premium financing issues—(see Question 133: What Is Premium 
Financing and How Does It Work?) There are special issues to 
STOLI regarding the cost of repaying the loan and keeping the 
policy: It is very unusual for an insured to participate in a “free 
insurance” premium financing program with the primary intent of 
repaying the loan after two years and keeping the insurance for the 
origi nally stated “insurable interest” purpose. In general, the purpose 
of the repayment option is to give apparent legitimacy to the insur-
ance transaction and not to encourage repayment. In fact, the insured 
usually has lower-cost private or commercial recourse financing avail-
able as an alternative. The decision to use higher-cost non-recourse 
financing is yet another indication that the insured never intended to 
pay premiums after the second policy year. Even the most compliant 
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and professional non-recourse premium financing programs gener-
ally expect to earn at least a compounded 15% return on equity for 
the investors. Many programs impose a much higher actual cost of 
repayment through a combination of exit fees and other charges to 
dramati cally discourage repayment. 

• Fraud and misrepresentation by the insured—the standard life insur-
ance application requires insureds to sign written state ments regarding 
their health, financial circumstances, policy ownership, and the pur-
pose of the insurance. Companies rely on this information as part of 
their consideration for issuing cover age. The answers to most of these 
questions become part of the contract. Most life insurance contracts 
provide that the policy may not be contested by the insurance com-
pany after two policy years. A standard part of “free insurance” pre-
mium-financing transactions is an indemnification provision whereby 
the insured agrees to indemnify the lenders and investors for any loss 
result ing from a material misrepresentation or omission. The insured, 
or the insured’s family, may be liable for the investors’ loss—potentially 
the multi-million-dollar death benefit that was not paid to the inves-
tors—if any misrepresentation of these items is discovered during the 
contestable period. If the misrepresenta tion is intentional and material, 
it may give rise to fraud that extends beyond the contestable period. 

• Rebating—another area of risk to insureds is the use of cash incen-
tives to purchase the policy. The New York State Insurance Depart-
ment General Counsel Opinion, citing lack of insurable interest for 
one of these transactions, also made the point that free insurance 
might constitute an illegal rebate. Most state insur ance regulations 
either prohibit or severely restrict the offer of rebates to clients who 
buy insurance. The few states that allow this practice require that any 
rebates fit within specific parame ters established by the state. (Califor-
nia does allow rebates under certain specific conditions.)

• Violations of state insurance statutes on “wet ink” viaticals—many 
states have enacted model statutes prohibiting the sale of life insurance 
as an investment for the benefit of a disinterested third party. Fur-
thermore, to guard against so-called wet ink viat ical transactions (i.e., 
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the sale of a newly issued policy to a life settlement company “almost 
before the ink is dry”), the National Association of Insurance Com-
missioners’ (NAIC) Viatical Settlements Model Regulation has been 
adopted by a number of states to prohibit the sale of insurance policies 
within 24 months of the policy issue date. This restriction applies to 
both policy owners and licensed life insurance agents and brokers. 

• Potential violations of federal or state securities law—in addition to 
insurance law issues, advisors must consider these programs as pos-
sible securities transactions. Insureds, their advisors, and insurance 
agents/brokers may face significant, long-term finan cial exposure if 
the non-recourse premium-financing transaction is a security but not 
structured to be fully compliant with federal and state securities laws. 
One of the more serious and often over looked transaction risks is the 
possibility that the insured, the trustee, and the advisors are partici-
pating in the issuance, sale, or solicitation of unregistered securities in 
violation of sections 5(a) and 5(c) of the Securities Act of 1933. This 
risk should cause great pause, because transactions falling under secu-
rities law may require very specific disclosure in the transaction and 
many additional statutory remedies. 

• The risk of failure to comply with the Patriot Act—some coun tries 
have more favorable tax laws regarding investor-owned life insurance 
that make U.S.-issued life insurance policies particu larly attractive. 
Consequently, foreign investors have entered both the non-recourse 
premium-financing market and the life set tlement arena. 

• The unknown tax cost of the unpaid loan—there does not appear to be 
any clear or certain guidance regarding the tax con sequences related 
to non-payment of the loan. An argument can be made that any “free” 
insurance benefit should be taxed as ordinary income and that income 
tax may be due on 100% of any forgiven loan balance, including all 
accrued interest and any waived fees or charges. The tax opinions will 
vary from advisor to advisor and from transaction to transaction. 

• The risk of estate tax on the death benefit—because the investors are 
looking for insureds with a projected life expectancy of 120 months 
(ten years) or less, advisors must evaluate the risk that the death ben-
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efit will be included in the insured’s taxable estate if he or she dies 
during this period. 

What is the impact on life insurance carriers of stranger-owned life 
insurance?

There is some debate as to what the bottom-line impact will be to life 
insurance companies. There will be some impact due to the way that life 
insurance companies price their policies. The pricing of a life insur ance policy 
is dependent upon a number of actuarial-based assump tions, one of which is 
expected lapse rates. 

The majority of life insurance policies in force today were sold, and priced, 
prior to the secondary life insurance marketplace. Therefore, when the prod-
ucts were designed, companies took into historical lapse rates (this includes 
surrenders). Lapse rates impact the premiums since insurance companies 
assume that a certain number of pol icyholders will lapse (discontinue paying 
premiums) rather than retaining the policy until death. 

Life insurance product pricing is a function of three pricing factors: cost 
of insurance charges (COIs), policy expenses, and policy interest earnings. 

This is a delicate balance for companies to be both competitive and prof-
itable. Well, some companies try harder to be profitable than others, but that’s 
another story. 

Life settlements make estimating lapse assumptions more difficult 
because policyholders are opting to sell their policies rather than allowing 
them to lapse. If insurers price policies based on significantly lower lapse 
assumptions than are realized, insurers lose. Furthermore, the insurer cannot 
raise rates on guaranteed premium policies to make up the shortfall. Conse-
quently, they could be compelled to hoard more reserves to pay claims. This 
will impact profitability and could upset the delicate balance. 

Q133  What Is Premium Financing and How Does It Work? 

Premium financing has been around for years in the life insurance industry 
and has been heavily promoted, especially among wealthier clients. It occurs 
when an outside (third party) lending source like a bank or hedge fund pays 
premiums on a life insurance contract. 
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The unique characteristics in these premium-financing arrangements are 
that the loan is assumed to be renewed until death and the insur ance proceeds 
are relied upon to be sufficient to repay the loan at death and to provide your 
client’s family with the insurance coverage they need. Conceptually, this is a 
great idea: you use borrowed funds to pay for the insurance program, which 
will ultimately pay off the loan and provide the family with the needed funds 
at their death. 

Premium financing is especially attractive in low-interest-rate environ-
ments when it is likely that the death benefit will exceed the loan and 
accrued interest. This can also be an attractive method of buying more life 
insurance if a trust is unable to purchase additional insurance due to taxable 
gift limitations. 

Interest is generally compounded in a premium-finance arrangement 
with an optimal loan period of less than 10 years. Therefore, the best pros-
pects for premium financing are insureds who are age 70 or older, with a life 
expectancy of from 10 to 15 years. 

Unfortunately, there are significant risks that you assume that could derail 
the entire program. In addition to determining product suitabil ity, purchas-
ers should be wary of loan terms and implied interest rate assumptions when 
considering premium financing. Purchasers need to understand the life insur-
ance contract, including the future yield assumptions, death benefit structure, 
cost assumptions, and, of course, the appropriate amount of the death benefit. 
The individual should have a net worth of at least $5 million and have a sig-
nificant life insurance need with an annual premium of usually $100,000 plus.

Most loans for premium are variable; the interest rate depends on the 
type of contract and the personal guarantee of either the insured or the pur-
chaser. Financing for premiums is generally based on LIBOR (the London 
interbank offered rate) plus an additional percentage cost, assuming sufficient 
collateral. Banks will usually lend up to 70% of the cash value of a universal 
life contract or below 50% when lending against the cash value of a variable 
universal life contract. 

How does premium financing work? 
The premium-financing loan works similarly to other loans and has these 

three components: 
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1. Interest rate is usually a variable one-year rate but can sometimes be 
fixed up to 10 years. 

2. Loan term is usually for one year, but can sometimes be as high as 10 
years. Each year during the loan term, the lender will review the loan 
to make sure everything is in order. If the numbers don’t match up, 
adjustments will have to be made to bring everything in line. At the 
end of the loan, term, you must either repay the loan or reapply for a 
new loan, which will be subject to new financial underwriting. There 
is no guarantee the lender will renew the loan either due to a change 
in financial situation or a change in the lender’s willingness to offer 
this type of loan. 

3. Collateral has to be posted for the loan. The policy’s cash sur render 
value is usually acceptable as collateral and, to the extent it is not 
sufficient to cover the loan, additional collateral will have to be 
posted—usually in the form of marketable securities. There may be 
an indefinite number of collateral calls should the value of the col-
lateral fall at any time. 

How does a premium financing loan tie in with a life insurance pol-
icy? Some carriers have recently developed death benefit riders, which are 
intended to grow the death benefit by the amount of the loan and, in some 
cases, also the interest. Today’s riders fall into one of three categories: 

1. Return-of-Premium Rider—increases the death benefit each year by 
the premiums paid in that year. The death benefit is intended to keep 
pace with the loan’s principal so the loan principal can be repaid at 
death while still providing the insurance coverage needed. This rider is 
used when the goal is to pay the loan interest each year. 

2. Return-of-Premium with Interest Rider—increases the death benefit 
each year by that year’s premiums and inter est. This death benefit is 
intended to keep pace with the loan’s principal plus accrued interest 
so the entire loan can be repaid at death while providing the needed 
insurance coverage. This rider would be used to accrue loan interest. 

3. No Rider—leaving the only option as the choice of type of death 
benefit—either the Level Death Benefit Option or the Increasing 
Death Benefit Option—neither of which are designed to work in 
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the premium financing sale. The best option would most likely be the 
Increasing Death Benefit option to have some death benefit growth to 
at least keep pace with part of the growing loan balance. 

While the life insurance purchase and the loan are two separate trans-
actions, attempts have been made to combine them. In recent years, lend-
ers have become more willing to provide the necessary capital for clients to 
fund their insurance programs, and carriers have become more receptive to 
designing their products to work in the premium-financing markets. Since 
the insurance policy and the loan operate independently of each other, there 
are no built-in mechanisms or guar antees that they will work in sync. In other 
words, should changes to one occur without a corresponding change in the 
other, the entire pre mium-financing arrangement could fail to perform as 
projected, result ing in a precarious situation. 

What are the risk factors affiliated with using premium financing?
The following risk factors, both alone or in combination, would result in 

a significant burden and could cause the entire program to fail: 

• Interest Rate Risk—If the loan interest rates increase more than pro-
jected, more money may need to be paid into the program, and/or 
more collateral may need to be provided than originally anticipated. If 
there is not sufficient funds and/or collateral to make up this shortfall, 
the entire loan could be called—forcing the loan be repaid prior to the 
original planned-on date, which could be an inopportune time. 

• Collateral Risk—If the value of collateral falls below the level required 
by the lender to satisfy the loan, additional collateral could be required. 
If there is not sufficient collateral to make up this shortfall, the entire 
loan could be called—forcing the repay ment before originally planned. 
This also could occur at an inop portune time and put collateral at risk. 

• Asset Risk: 

 ǹ While Alive—Should the loan be called and the collateral posted 
not be sufficient to repay the loan, other assets, whether cash or 
otherwise, may be at risk of being for feited to satisfy the outstand-
ing loan balance. 
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 ǹ At Death—Should the total death benefit be less than expected: 
 � The net death benefit available after repaying the loan could be 

less than needed to satisfy estate liquidity needs, thus, putting 
other assets at risk of having to be sold to satisfy this need. 

 � If the total death benefit is less than the outstanding loan bal-
ance, not only would there not be any death benefit available for 
the family, but the family would owe the remaining loan bal-
ance—without neither the funds to satisfy this loan obligation 
nor those to satisfy the estate liquidity need. 

• Earnings Risk: 
 ǹ If the policy’s cash surrender value does not perform as projected, 

there may be a requirement of more collateral than originally antici-
pated. If the policy’s death benefit does not, or can not, grow suf-
ficiently to keep pace with the outstanding loan, then there is risk 
of either not get ting as much coverage as expected, after the loan 
is paid off, or, worse yet, getting no insurance coverage at all and 
having to come up with additional funds to repay the bal ance of the 
loan. There is no guarantee that the insurance policy will be able to 
repay the entire loan and provide the needed insurance protection. 

If a Side Fund is used to accumulate assets to later offset the loan, the 
growth of this side fund could be lower than pro jected. This could 
require that additional funds be paid off the loan as scheduled and/
or require a longer time than expected to repay the loan from the 
Side Fund. 

• Policy Design Risk: 
 ǹ Policy Pricing—The cost of an increasing death benefit, especially 

in the later years, can have an enormous effect on the policy’s pre-
mium requirements. With premium-financing programs, higher 
premiums means larger loans since a larger loan is needed to pay 
the policy’s higher premium. However, a larger loan means even 
higher death benefits are needed, which in turn mean higher pre-
miums. This circular dependency can require significantly more 
insurance just to satisfy the ultimate loan. While this may be nice 



302 Questions and Answers on Life Insurance

for commission purposes, it poses a particu lar problem if the cost to 
maintain the entire program becomes either more expensive than 
just purchasing the insurance outright or becomes cost prohibitive. 

 ǹ Lack of Guarantees—There is no guarantee the policy will keep 
pace with the outstanding loan balance. Since the loan is repaid 
from the insurance proceeds first, if the loan is larger than pro-
jected, the additional amount would be paid from the death benefit 
originally intended to be available for the beneficiary. Therefore, 
there would be insufficient coverage, or possibly no coverage. 

• Loan Underwriting Risk—Loans can be made for a fixed term of 
years, but can not be made in perpetuity. Premium-financing pro grams 
assume the loan continuously gets renewed at the end of each term 
until the insured’s death when the insurance proceeds are intended 
to repay the loan. Since each loan renewal is subject to the lender’s 
underwriting guidelines, the lender’s desire to continue to fund insur-
ance premiums and the individual’s finan cial situation, there is no 
guarantee the lender will renew the loan nor that any lender will offer 
a new loan to continue the pro gram. In this event, the loan could be 
required to be repaid at a time other than death and from funds other 
than the insurance policy. 

• Reinsurance Risk—Depending on the design of the insurer’s pol icy, if 
an increasing death benefit is used to keep pace with the outstanding 
loan balance, the ultimate death benefit may have to be underwritten 
up-front. The following could be issues in these situations: 
 ǹ The insured doesn’t qualify, due to medical or other reasons, for the 

required amount of reinsurance, thereby limiting the amount of 
coverage available to repay the loan. 

 ǹ Even if the insured can qualify, there may not be sufficient reinsur-
ance available in the marketplace to satisfy the ulti mate need—
thereby limiting the amount of insurance that can be purchased 
up-front. 

Since worldwide reinsurance capacity is limited, if the insured is able to 
secure all the reinsurance they need, these committed amounts would not 
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be available to satisfy any of their other insurance needs, such as key person, 
increased estate liquidity needs, etc. 

Q134  What Is Private Placement Life Insurance? 

Private Placement Life Insurance Products (PPIP) are non-registered Vari-
able Universal (VUL) policies and Variable Annuity (VA) contracts that are 
offered exclusively to high net worth individuals. These prod ucts are filed with 
and approved by state insurance departments and are designed to comply 
with the current Internal Revenue Service (IRS) tax code. They have been 
referred to as a “hedge fund in a life insur ance wrapper.”

A Private Placement Variable Universal Life (PPVUL) Policy is a non-
registered-tax U.S.-tax-compliant (Internal Revenue Code (IRC) Section 
7702), flexible premium life insurance policy that provides the same income-
tax exempt death benefits as other variable life policies. Premiums less charges 
and fees are invested into the various invest ment options inside the insurer’s 
separate account. PPVUL provides flexible investment options (with some 
non-registered investments within asset classes that are not available in other 
life insurance poli cies), flexible premium payments, and flexible compensation 
to brokers. PPVUL purportedly provides transparency to the buyer and seller. 

What are the similarities between PPVUL and VUL? 

• Under current U.S. Tax Law, the tax benefits include: 
 ǹ tax deferral of any current policy investment earnings and gains; 
 ǹ tax-free exchanges between the underlying investment options; 
 ǹ tax-free withdrawals (up to basis) and loans from the pol icy cash 

value free of income tax (provided the policy is a non-MEC (mod-
ified endowment contract) under IRC Section 7702A); 

 ǹ income tax-free death benefit to the policy’s beneficiaries. 

How does a PPVUL differ from Variable Universal Life insurance (VUL)? 

• Higher face amounts are required to maintain IRC Section 7702 
compliance. Financial underwriting can be stringent and the reinsur-
ance marketplace can be restrictive. Underwriting requirements are 
the same. 
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• Investment flexibility:
 ǹ access to alternative investment styles and managers;
 ǹ ability to use hedge fund strategies aimed at reducing volatility;
 ǹ can add/customize options without a lengthy filing and SEC reg-

istration subject to minimum deposit require ments of $5 million 
within total life of the policy.

• Load and charge structure: 
 ǹ State regulators mostly allow charges to be negotiated, including 

insurance product charges, distribution expenses, and front-end 
loads, which are all generally more competi tive than retail products. 

 ǹ No surrender charges—retail life insurance policies gener ally have 
significant back-end surrender charges (on a decreasing scale last-
ing through fifteen and up to twenty years).

 ǹ Compensation is usually asset based and is relatively low as a per-
centage of premiums.

• The funds can have liquidity issues, for example, where the money is 
“locked up” for five years.

• Can only be purchased by an “Accredited Investor” who is a “Qualified 
Purchaser,” as defined by Regulation D of the Securities Act of 1933. 

Insurance companies requires the investment manager to comply with 
IRC Section 817 and related rules with respect to “diversification require-
ments and investor control.” A prospective policy owner must relinquish 
control and ownership with respect to the investment options available 
within a policy. 



Q&ACONCLUS ION

WHAT SHOULD I MAKE OF ALL OF THIS? 

Life insurance is a very valuable component of financial planning. Life insur-
ance is also a very complex financial instrument and needs to be treated as 
such. Every day life insurance companies introduce new products and mar-
keting concepts. As you’ve seen in this book, select ing and maintaining the 
“right” life insurance policy is a challenge. 

The human mind seeks simple answers, but very often the simple answer 
is not the right answer. Proper selection of a life insurance product requires 
more than simply choosing the lowest priced policy. Many other factors must 
be considered in making an intelligent choice. For most people, consulting a 
qualified and objective life insurance specialist is the best way to ensure that 
an appropriate recommenda tion is made in the circumstances. 

The problem, from a consumer perspective, is making sure that the advice 
given is professionally objective. There are many fine people who make their 
living selling life insurance, but they depend for a liv ing on making sales. This 
tends to affect their recommendations. For example, very often inexpensive 
term life insurance will do the job effectively for the least cost. 
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Yet even when term insurance will suffice, a great deal of permanent cov-
erage is aggressively sold in these circumstances. The fact is that commissions 
on term insurance are much lower than on permanent coverage. Therefore, the 
incentive is there to sell permanent over term. 

This is the reality and that is one reason why I decided to seek a life insur-
ance analyst’s license as well as to write this book. 

The other purpose of this book is that oftentimes the life insurance sales-
person does not service/review the life insurance coverage. As we’ve seen 
with the permanent (cash value) life insurance policies, this can lead to some 
bad situations. 

The tools in this book are designed to assist you in under standing life 
insurance and monitoring your portfolio easier. 

Please keep in mind there is no substitute for the value that life insurance 
can bring into play for providing discounted dollars and protection that you 
need. 

The more informed you are, the better choices you can make. 

“The man who questions opinion is wise; the man  
who quarrels with facts is a fool.” 

—Frank A. Garbutt 
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Hartford, CT 06103
860-297-3800
https://portal.ct.gov/cid

Delaware
Delaware Insurance Department
1351 West North Street, Suite 101
Dover, DE 19904
302-674-7300
 https://insurance.delaware.gov/

APPE N DIX A

CONTACT INFORMATION FOR ALL STATE INSURANCE 
DEPARTMENTS 
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District of Columbia
Department of Insurance
1050 First Street, NE, Suite 801
Washington, DC 20002
202-727-8000
www.disb.dc.gov

Florida
Department of Insurance
The Larsen Building
200 East Gaines Street, Room 101A
Tallahassee, FL 32399-0301
850-413-3140
www.floir.com

Georgia
Department of Insurance
Two Martin Luther King, Jr. Dr.
West Tower, Suite 716
Atlanta, GA 30334
404-656-2070
https://oci.georgia.gov/

Guam
Department of Insurance
1240 Army Drive
Barrigada, Guam 96913
United States
671-635-1817
https://www.guamtax.com/

Hawaii
Department of Insurance
PO Box 3614
Honolulu, HI 98611-3614
808-586-2790
http://cca.hawaii.gov/ins/

Idaho
Department of Insurance
700 W. State St., 3rd Floor
Boise, ID 83720-0043
208-334-4250
www.doi.idaho.gov

Illinois
Department of Insurance
302 West Washington Street
Springfield, IL 62767-0001
217-782-4515
www.insurance.illinois.gov

Indiana
Department of Insurance
311 W. Washington St., Suite 300
Indianapolis, IN 46204
317-232-2395
www.in.gov/idoi

Iowa
Insurance Division
1963 Bell Avenue, Suite 100
Des Moines, IA 50315
515-281-5705
https://iid.iowa.gov/

Kansas
Kansas Insurance Department
1300 SW Arrowhead Road
Topeka, KS 66604-4073
785-296-3071
https://insurance.kansas.gov/



Appendix A 309 

Kentucky
Department of Insurance
500 Mero Street 2 SE 11
Frankfort, KY 40601
502-564-6034
https://insurance.ky.gov

Louisiana
Department of Insurance
1702 N. Third St.
Baton Rouge, LA 70802
225-342-5423
 ttp://www.ldi.la.gov

Maine
Department of Insurance
34 State House Station
Augusta, ME 04333-0034
207-624-8475
https://www.maine.gov/pfr/insurance/

Maryland
Department of Insurance
200 St. Paul Place
Baltimore, MD 21202
410-468-2000
www.mdinsurance.state.md.us

Massachusetts
Department of Insurance
1000 Washington Street, Suite 810
Boston, MA 02118
617-521-7794
https://www.mass.gov/orgs/
division-of-insurance

Michigan
Department of Insurance
530 West Allegan Street
Lansing, MI 48933
517-284-8800
https://www.michigan.gov/difs/

Minnesota
Department of Insurance
85 7th Place East
Suite 500
St. Paul, MN 55101
651-296-2488
https://mn.gov/commerce/industries/
insurance/

Mississippi
Department of Insurance
1001 Woolfolk State Office Building, 
501 North West Street
Jackson, MS 39201
601-359-3569
www.mid.state.ms.us

Missouri
Department of Insurance
301 West High Street
PO Box 690
Jefferson City, MO 65102-0690
573-751-2640
573-751-4126
www.insurance.mo.gov

Montana
Department of Insurance
840 Helena Ave., Suite 270
Helena, MT 59601
406-444-2040
https://csimt.gov/
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Nebraska
Department of Insurance
Terminal Building
941 O St., Suite 400
Lincoln, NE 68508-3690
402-471-2201
https://doi.nebraska.gov/

Nevada
Department of Insurance
1818 East College Parkway, Suite 103
Carson City, NV 89706
775-687-0700
https://doi.nv.gov/

New Hampshire
Department of Insurance
21 South Fruit St., Suite 14
Concord, NH 03301
603-271-2261
Toll free: 1-800-852-3416 (NH)
TTY: 1-800-735-2964 (NH)
Fax: 603-271-1406
E-mail: consumerservices@ins.nh.gov
www.nh.gov/insurance

New Jersey
Department of Insurance
PO Box 325
Trenton, NJ 08625
609-292-5360
https://www.state.nj.us/dobi/index 
.html

New Mexico
Department of Insurance
1120 Paseo de Peralta, Suite 428
Santa Fe, NM 87501

855-427-5674
https://www.osi.state.nm.us/

New York
Department of Insurance
25 Beaver St.,
New York, NY 10004
212-480-6400
https://www.dfs.ny.gov/

North Carolina
Department of Insurance
1201 Mail Service Center
Raleigh, NC 27699-1201
855-408-1212
www.ncdoi.com

North Dakota
Department of Insurance
State Capitol 
600 East Boulevard
Dept. 401, 5th Floor
Bismarck, ND 58505-0320
701-328-2440
https://www.insurance.nd.gov/

Ohio
Department of Insurance
50 West Town Street, 3rd floor, Suite 
300
Columbus, OH 43215
614-644-2673
https://insurance.ohio.gov/wps/portal/
gov/odi

Oklahoma
Department of Insurance
400 NE 50th Street
Oklahoma City, OK 73105
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405-521-2828
https://www.oid.ok.gov/

Oregon
Department of Insurance
PO Box 14480
Salem, OR 97309-0405
503-947-7980
https://dfr.oregon.gov/Pages/index 
.aspx

Pennsylvania
Department of Insurance
1326 Strawberry Square
Harrisburg, PA 17120
717-787-2317
www.insurance.pa.gov

Puerto Rico
Department of Insurance
World Plaza Building
268 Munoz Rivera Avenue
San Juan, Puerto Rico 00918 
787-722-8686
www.ocs.pr.gov

Rhode Island
Department of Insurance
1511 Pontiac Avenue
Cranston, RI 02920
401-462-9520
https://dbr.ri.gov/divisions/insurance/

South Carolina
Department of Insurance
1201 Main Street, Suite 1000
Columbia, SC 29201
803-737-6160
www.doi.sc.gov

South Dakota
Department of Insurance
445 East Capital Avenue
Pierre, SD 57501
605-773-4104
https://dor.sd.gov/

Tennessee
Department of Insurance
500 James Robertson Pkwy   
Suite 660
Nashville, TN 37243-0565
615-741-2241
https://www.tn.gov/commerce/ 
insurance-division.html

Texas
Department of Insurance
333 Guadalupe Street
Austin, TX 78701
512-676-6000
https://www.tdi.texas.gov

Utah
Department of Insurance
4315 S. 2700 W.
Suite 2300
Taylorsville, UT 84114-6901
801-957-9200
www.insurance.utah.gov

Vermont
Department of Insurance
89 Main Street
Montpelier, VT 05620-3101
802-828-3301
https://dfr.vermont.gov/industry/
insurance
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Virgin Islands
Department of Insurance
1131 King Street, Suite 101
Christiansted, St. Croix, Virgin 
Islands 00820
340-773-6449
 https://ltg.gov.vi/departments/
banking-insurance-and-financial-
regulation/

Virginia
Department of Insurance
1300 E. Main Street
Tyler Building
Richmond, VA 23219
804-371-9741
www.scc.virginia.gov

Washington
Department of Insurance
Insurance Building
PO Box 40255
Olympia, WA 98504-0255
360-725-7100
www.insurance.wa.gov

West Virginia
Department of Insurance
West Virginia Lottery Building
900 Pennsylvania Avenue
Charleston, WV 25302
304-558-3386
www.wvinsurance.gov

Wisconsin
Department of Insurance
125 S Webster St.
Madison, WI 53703-3474
608-266-3585
www.oci.wi.gov

Wyoming
Department of Insurance
Herschler Building
106 E. Sixth Avenue
Cheyenne, WY 82002
307-777-7401
https://www. insurance.state.wy.us



APPE N DIX B

ADDITIONAL FACTORS THAT MAY 
IMPACT UNDERWRITING AND WHAT 

YOU NEED TO KNOW 

Any underwriting will include exam requirements, which will depend on the 
company, your age, the amount applied for, and specific medical conditions. 
Both medical and non-medical factors can affect an under writer’s decision. 
The following is a list of the most common medical and non-medical factors 
and information that the underwriter will usually be looking at, and a general 
idea of what decision to expect. Please keep in mind that this is to give you a 
sense of what to expect and is not a guarantee of a specific outcome. You will 
find that the decisions can vary from company to company. 

As a reminder, and as we discussed in Question 76, a substandard table 
rating/flat extra is an extra premium imposed by a life insur ance company 
based on certain health conditions and other areas such as avocation, travel, 
etc. These are applied against a company’s stan dard rates rather than the pre-
ferred rates. A flat extra is a flat dollar amount of premium in addition to the 
initial premium amount. A table rating is an additional percentile of premium 
multiplied by the cost per $1,000 of coverage; each table is an additional 25% 
of premium. These may drop off or reduce automatically after a certain num-
ber of years. If you feel that the reason for this extra premium no longer exists, 
you can petition the company to have it removed (at no cost to you).

PLEASE NOTE THAT THE FOLLOWING INFORMATION IS 
NOT MEDICAL ADVICE NOR IS ANY OF IT GUARANTEED. IT 
IS SUBJECT TO CHANGE AND IS PRESENTED HERE TO GIVE 
YOU A GENERAL IDEA. 
Avocation or Hobbies and Aviation Risk Factors—Non-medical factors, 
such as avocations or hobbies, can frequently affect the underwriter’s decision. 
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The rate class will depend on a number of issues and can range from preferred 
to highly rated. 
Alcohol—If use is socially, then it should not be a problem. If recovering, 
then the premium will be rated for the first few years and will be more favor-
able the longer the time period eventually to a possible preferred. 
Aortic Valve Disorder—Very mild cases of aortic valve regurgitation are usu-
ally approved at Standard, sometimes better. More severe cases where fatigue, 
chest pain, atrial fibrillation, edema, enlarged heart (cardiomegaly), or heart 
failure is present will be rated to a decline. Case will also be table rated to a 
decline depending on how many valves have had to be replaced. 
Asthma—Bronchial asthma: mild, lungs clear = standard with possi bility of 
preferred; moderate, chronic with acute episodes, treated by injection or spray, 
slight wheezing = Standard to Table 2 range; severe episodes treated by hos-
pitalization, chronic steroid use = Table 2 to Table 6 range.
Atrial Fibrillation—Approval depends on the severity of the arrhyth mia, 
what treatment has been utilized, if another cardiac condition is present, and 
how many episodes client has had. Many underwriters will issue credits for a 
recent, well done stress and/or echo or a cardiac catheterization, which is nor-
mal. A history of heart attack, angioplasty, or bypass surgery combined with 
an arrhythmia usually results in a decline from the carrier. Simple arrhythmias 
can be Standard. Others are usually Table 2 and up depending on the findings 
of the cardiac work-up and period of stability. 
Bladder Cancer—The underwriting offer will depend on the grade and 
invasiveness of the tumor. Low grade tumors that did not invade beyond 
the mucosa can usually be approved at Standard. More inva sive, severe 
tumors may have a postponement period of 1–5 years with a flat extra then 
added on. 
Breast Cancer—The offer depends on tumor size, invasiveness, and stage. 
Most breast cancers carry a 1–5 year postponement depending on the factors 
listed above. Afterward a flat extra is added along with a possible table rating 
for more severe cancers. Depending on the type and severity of the cancer, the 
flat extra/rating can be lifted after 5–10 disease-free years. 
Bundle Branch Block (BBB)—A left BBB is a medium rating at mini mum. 
Right BBB without any complications is usually Standard. Approval will 
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depend on the severity of the BBB, age at diagnosis, and any related compli-
cations or diseases. 
Cancer—Many cancers can be Standard after a 5 to 7 year period from the 
date of the last treatment. Prior to that, expect flat extra ratings of anywhere 
from $5.00 to $15.00 per thousand. 
Cardiac Catheterization—Underwriting offer depends on the severity of the 
disease in conjunction with family history and/or any contribut ing factors 
(hypertension, diabetes, obesity, etc). Mild disease under good control can be 
Standard. Moderate to severe disease can be any where from a low rating to 
decline depending on control, compliance, and contributing factors. 
Cholesterol Levels—Carriers usually put the most emphasis on HDL ratio, 
but they also factor in total cholesterol. If both of these are within normal 
limits (ratio of 5.0–5.5 or below and total of 200–220 or below for most com-
panies), carrier will offer their best rates if all other criteria are met. As both 
of these numbers increase, the offer will be closer to Standard. Most carriers 
will apply table ratings to total cholesterol that exceeds 300 and a ratio that 
exceeds 10.0. 
Chronic Bronchitis—Mild disease with minimal reduction in lung function 
can be Standard. Others will be moderate substandard rating up to decline 
for severe diseases. 
Chronic Lymphocytic Leukemia—The offer will depend on the age of onset 
and the number of symptoms you experience. If leukemia was acquired before 
the age of 50, white blood count is under relative con trol, and no anemia or 
enlargement of the organs is present, the best offer will be a mid-range rating. 
Persons diagnosed at an earlier age or with a more progressive form of the 
disease can expect a very high rat ing to decline. 
Colorectal Cancer—The offer will depend on how invasive the tumor is and 
the Duke’s score. Depending on these two factors, there will be a postpone-
ment period of 1–5 years depending on severity, then a flat extra. Standard is 
available after a certain period (anywhere from 3–10 years) again, depending 
on severity of tumor. 
Coronary Artery Bypass Graft (CABG)—Applicants are typically insurable 
6 months after a bypass. May be insurable after 3 months with negative stress 
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test performed after the bypass. Most often will receive a mid to low table 
rating 3–6 months after the procedure. 
Coronary Artery Disease—There are many factors to consider when under-
writing CAD, including age, smoking status, cholesterol, LV function and 
ejection fraction (both of which can be found on the stress test), whether or 
not you had a heart attack, if an angioplasty or bypass graft(s) was done, and 
any information from your physician(s) regard ing current cardiac condition. 
Because so many factors are involved, it is probably best to consult with a life 
insurance advisor so they can contact an underwriter with case specifics in 
order to obtain a tentative quote. However, good cases are generally in the 
table 2–4 range. Best cases can be Standard after 10 years. 
Crohn’s Disease—Crohn’s Disease in the most mildest of cases, last attack 
over 5 years ago, duration less than 2 weeks, and no mainte nance medications 
could possibly be Standard. Most common under writing for Crohn’s Disease 
is a low table rating. Very severe Crohn’s Disease, frequent attacks, need corti-
costeroids for maintenance and will most probably be a decline. 
Depression—Some situational depression = Preferred. Mild and con trolled 
with medications = Standard to low table rating. Manic depression and/or 
bipolar = mid-table rating and up, and suicidal thoughts and attempts = post-
pone for 2 years. 
Diabetes—The rating for DM depends upon the age at onset and the dura-
tion of the disease. Good control and not requiring insulin will reduce the 
rating. Sometimes an offer to Standard can be obtained if the DM is well 
con trolled for at least 1 year and current blood sugar is within normal lim its. 
Will not do better than Standard. Insulin using diabetics are usually a low 
table rating at the very best. Evidence of neurological, kidney, or vision prob-
lems will add greatly to any rating. Coronary artery disease with diabetics is 
a very poor risk. 
Driving Under the Influence—DUI may be standard after 3 years. Some-
times a single episode violation can be Standard sooner. This will require ade-
quate explanation. Multiple DUIs are usually a decline. 
Drugs—Marijuana use is a possible smoker. Drug abuse: postpone for 2 
years; 2–4 years = high table rating; 4–6 years = low to mid table rating; 6+ 
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years = Standard; and some carriers will go preferred with 10+ years out of 
rehabilitation. 
Emphysema—If still smoking, high substandard to a decline. Mild emphy-
sema may be standard if diagnosed early and lung function is close to normal. 
Others will be moderate to high table rating. 
Hepatitis A, B, C—Approval depends on type of hepatitis (A, B, C, alco-
holic, etc.), if it is chronic or acute, the cause of the hepatitis (virus, parasite, 
etc.), the results of current tests and labs, age and treatment. If the case is mild, 
in remission and all lab results are normal, Standard is usually available. More 
severe cases that are chronic with elevated labs and current flare up are table 
rated. If you are currently drinking alco hol, the case is usually a decline. 
Hypertension (High Blood Pressure)—Well-controlled hypertension can 
expect a possible preferred rating with some of the carriers. Uncontrolled 
hypertension will require several table ratings added to a standard rate, 
depending on the blood pressure readings. 
Irregular Heart Beat—Approval depends on the severity of the arrhythmia, 
what treatment has been utilized, if another cardiac condi tion is present, and 
how many episodes client has had. Many under writers will issue credits for a 
recent, well done stress and/or echo or a cardiac catheterization, which is nor-
mal. A history of heart attack, angioplasty, or bypass surgery combined with 
an arrhythmia usually results in a decline from the carrier. Simple arrhythmias 
can be Standard. Others are usually a low table rating and up depending on 
the findings of the cardiac work-up and period of stability. 
Mitral Valve Prolapse—MVP is probably the most common of the heart 
valve lesions. Many individuals with MVP are asymptomatic. Usually an indi-
vidual with a negative echo and no complications or family history of heart 
disease can get Standard. Some carriers will even go Preferred with an espe-
cially good history. 
Multiple Sclerosis—Assuming diagnosis has been made—typically post-
poned within 1st year of diagnosis. Age 35 and over at onset—slowly pro-
gressive with infrequent episodes = mid-table rating. More progressive disease 
with frequent episodes (more than 2 per year) = high table rating. Rapidly 
progressive disease = decline.
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Myocardial Infarction (Heart Attack)—Most carriers will wait 3-6 months 
after the incident before making an offer. The extent of table ratings and/or 
flat extras depends on the severity of the MI, your age at the time of under-
writing, your current smoking status, and the results of recent cardiac tests. 
The best way to gauge how you will be underwritten is to consult your life 
insurance advisor with the spe cific details so that they can discuss it with an 
underwriter. 
Ovarian Cancer—The offer will depend on the stage of the tumor and how 
far the cancer spread. Most ovarian cancers will have a 1–5 year postpone-
ment period followed by a flat extra of anywhere from $7 to $15 per thousand 
for 5 or more years. 
Pacemaker—Approval is dependent primarily on the underlying impairment 
that precipitated the pacemaker installation. In other words, you are usually 
not rated solely on the fact that the pacemaker was installed, but rather based 
on the disease or event that caused the pacemaker to be needed. Most pace-
maker cases will be rated following a rather lengthy postponement period to 
determine stability. It is prob ably best to discuss the specific details of the case 
with your life insur ance advisor so they can discuss it with an underwriter. 
Parkinson’s Disease—Those Parkinson’s disease individuals who have later 
onset disease without the problems of depression or dementia can usually be 
offered policies at very mild ratings, such as low table ratings. Disease more 
severe than mild will be in the mid-table ratings. 
Percutaneous Translumitnal Angioplasty (PTCA)—The best-case sce nario 
is a low table rating with select cases becoming standard after 10 years. 
Pneumonia—Preferred is possible with a single episode completely healed. 
Multiple episodes usually indicate an underlying disorder and the rating will 
be for the underlying disease. 
Prostate Cancer—Offer depends on the age at diagnosis, Gleason score, 
method of treatment, and pre-operative PSA level. If client had a radical 
prostatectomy or radiation treatment, case will be postponed for 3-6 months. 
If you are younger than age 50, your case will be postponed at least 5 years. 
After the postponement period, the case will be approved with a table rating 
that usually remains for the life of the policy. 
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Prostate Specific Antigen (PSA)—A PSA of approximately 0-4 is nor mal 
for males to age 60. After age 60 the normal PSA may increase to 4.5-6.5. 
“Free PSA” should be above 20%. If the elevated PSA is a new finding on the 
carrier’s lab tests, carrier will usually postpone the case until you have gone 
to your doctor for a work up. Some carriers may offer a table rating depend-
ing on the degree of elevation. If you have a history of elevated PSA due to 
enlarged prostate or infection, the car rier will usually not rate the file (can get 
Standard or Preferred) as long as you have recently had follow up with your 
doctor and cancer has been ruled out. 
Proteinuria—The offer will depend on the type of proteinuria. Transient and 
orthostatic proteinuria is of no medical concern and car ries no extra rating. 
You can usually be approved at what he otherwise qualifies for medically. 
Proteinuria related to diabetes, hypertension, or other known kidney disorders 
can be Standard to table rated depend ing on your age (older people—above 
50—normally have a larger amount of protein in their urine) and the amount 
of protein found in the speci men. However, even a small amount of protein 
with diabetes is not a good sign and can cause a case to be highly rated or 
even declined. 
Pulmonary Disease (COPD)—COPD is usually underwritten based on 
several factors, including the results of pulmonary function tests, frequency 
of attacks, frequency of hospitalization, and current smok ing history. A mild 
case of COPD with little obstruction and few attacks may be Standard to a 
low table rating depending on whether or not you are a smoker. Moderate to 
severe cases of COPD are usually in the middle table rating to decline range, 
again depending on whether or not you currently smoke. 
Pulmonary Function Testing (PFT)—Entirely dependent on the results of 
the test. When there is a history of pulmonary disease, nor mal PFTs can 
result in a standard rating. 
Renal (Kidney) Disease—Anywhere from standard on up to decline. Much 
will depend on the kidney’s ability to act as a filter and this will be assessed by 
the BUN and creatinine levels. If these are normal and stable then standard 
is possible. 
Rheumatoid Arthritis—If uncomplicated, most of these cases will be Stan-
dard and mild cases even Preferred. If any of the stronger medi cines are 
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required for control, i.e. gold salts, prednisone, or methotrex ate, then the case 
may be rated slightly. 
Sarcoidosis—After complete recovery, Standard is not usual. Prior to that, 
table ratings or flat extra ratings may be applied. A low to mid range table rat-
ing may be appropriate for disease that is stable but not yet resolved. 
Skin Cancer—The offer depends on the type of skin cancer, invasive ness, 
tumor size and stage. Basal cell carcinoma is the least serious type of skin can-
cer and many carriers will offer Preferred if you are med ically healthy other-
wise. Skin cancers confined to the dermis or outer layers of skin and removed 
completely can usually be approved at Standard. Persons with the most severe 
forms of skin cancer will be postponed from 1-5 years, and then a flat extra 
will be added. 
Sleep Apnea—If the apnea is mild, it can usually be treated with lifestyle 
change and may resolve itself. Most carriers will offer Standard in these cases. 
More serious apneas may require a CPAP (Continuous Positive Airway Pres-
sure) machine or even surgery. More severe cases will be table rated and non 
compliance with treatment will usually result in a declination. 
Systemic Lupus Erthematosas (SLE)—If Lupus involves the skin only then 
standard may be expected. Lupus that involves the kidneys, heart, or lungs is 
often highly rated to decline. 
Testicular Cancer—The offer will depend on how invasive the tumor is as well 
as the stage and type. A non-invasive tumor (Stage 0), can often be considered 
at Standard. For more severe tumors, there could be a postponement period 
of 1-5 years followed by a flat extra. However, testicular cancer responds very 
well to current treatment and many testicular cancers, even those that are 
metastic, can be approved Standard in a relatively short period of time. 
Tobacco Usage—Underwriting approvals vary widely from carrier to carrier. 
Some carriers will accept occasional cigar smokers (usually < or = 12/year) 
as a nonsmoker. Others consider any tobacco use as “smoker” class. Some 
have separate classifications for “smoker” and “tobacco.” However, most car-
riers will consider an applicant with greater than .5 nicotine in the urine 
as a smoker. A value of .5 or less nicotine in the urine is usually consid-
ered as “second-hand smoke,” and many applicants, if they do not admit to 
any tobacco use on the application, will be con sidered nonsmokers with this 
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value (please see Question 79 for infor mation on how this can void a life 
insurance policy). The best way to gauge how you will be underwritten is to 
consult your advisor with the specific smoking details. The rates for smokers 
are significantly higher than those for non-smokers. 
Transient Ischemic Attack (TIA)—Underwriting offer will depend on age 
at time of attack and number of attacks. Over age 40, will be a post pone until 
3 months after last attack. After the postponement, file will be approved with 
a low table rating. Possible Standard after 5 or more years without any fur-
ther episodes. Some TIA cases will fit into a spe cial table low-middle table 
range to Standard underwriting programs. Please check with your advisor for 
details. 
Ulcerative Colitis—Mild Ulcerative Colitis—less than 1 attack per year, no 
maintenance medications, or have been surgically corrected can possibly be 
Standard. Generally, ulcerative colitis is underwritten with low to mid-range 
tables added to a Standard rate. Severe ulcera tive colitis will be declined until 
surgically corrected. 
Valvular Heart Surgery—Most cases will be postponed for 6 months after 
valve surgery. After this time the approval usually depends on how many 
valves have been replaced and the current assessment of the valve disorder. 
Mild cases with one valve replaced are about a low to middle table rating. 
More severe cases with up to three valves replaced are very highly rated to a 
decline. 
(This section reprinted with permission of BISYS.) 
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KEY LIFE INSURANCE TERMS 

Absolute Assignment: The irrevocable transfer of all the policy owner’s rights 
in a life insurance policy. 

Accelerated Death Benefit Rider: Rider that allows payment of a por tion of 
the face amount prior to the death of the insured, if the insured is diagnosed 
with a terminal illness or injury. 

Acceptance: Assent by an offeree to the terms of an offer. 

Accident: An event or occurrence that is unforeseen and unintended. 

Accident and Health Insurance: A type of coverage that pays benefits, some-
times including reimbursement for loss of income, in case of sick ness, acci-
dental injury, or accidental death. 

Accidental Death Benefit: A feature of a life insurance policy provid ing an 
additional benefit if the insured dies in an accident. Because the face amount 
of the policy is often doubled under this provision, it is also called a double 
indemnity. 

Acquisition Costs: The insurer’s cost of putting new business in-force, includ-
ing the agent’s commission, the cost of clerical work, fees for med ical exami-
nations and inspection reports, sales promotion expense, etc. 

Actual Authority: The authority to act on the principal’s behalf that an agent 
reasonably believes he or she has been given by the principal. Actual authority 
can be express or implied. 

Actuarially Fair: The price for insurance that exactly represents the expected 
losses.
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Actuary: Mathematician employed by an insurance company to cal culate pre-
miums, reserves, dividends, and insurance, pension, and annuity rates, using 
risk factors obtained from experience tables. These tables are based on both 
the company’s history of insurance claims and other industry and general 
statistical data. 

Additional Insured: An assured party specifically named under an insurance 
policy 

Adhesion, Contract of: A contract that is drafted by one party and accepted or 
rejected by the other, with no opportunity to bargain with respect to its terms. 

Adjustable Life Insurance: A type of insurance that allows the policy holder 
to change the plan of insurance, raise or lower the face amount of the policy, 
increase or decrease the premium, and lengthen or shorten the protection 
period. 

Adjusted Gross Estate: Approximately the net worth of the deceased—the 
beginning point for the computation of estate taxes. 

Adjuster: A person who investigates and settles losses for an insurance carrier. 

Adjusting: The process of investigating and settling losses with or by an insur-
ance carrier. 

Adjustment Bureau: Organization for adjusting insurance claims that is sup-
ported by insurers using the bureau’s services. 

Adverse Selection: The tendency of persons who present a poorer-than-aver-
age risk to apply for, or continue, insurance to a greater extent than do persons 
with average or better-than-average expecta tions of loss. 

Admitted Assets: Assets allowed by state regulatory authorities and by the 
National Association of Insurance Commissioner for statutory accounting 
statements. Only the value of the admitted assets may be shown on the statu-
tory balance sheet. (See also Non-admitted Assets). 

Age Last: Age based on the individual’s current age or their age on their last 
birthday. 
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Age Limits: Stipulated minimum and maximum ages below and above which 
the company will not accept applications or may not renew policies. 

Age Nearest: Age based on the individuals nearest birthday. If the indi vidual 
is more than 6 months or 182 days into their birthday year, the birthday 
would be treated as if it had already occurred that year (also referred to as 
Insurance Age). 

Agent: An insurance company representative licensed by the state, who solic-
its, negotiates, or effects contracts of insurance, and provides service to the 
policyholder for the insurer. 

Alien Insurer: An insurance company domiciled in another country. 

Amendment: A formal document changing the provisions of an insur ance 
policy signed jointly by the insurance company officer and the policyholder or 
his authorized representative. 

Annual Statement: The annual report, as of December 31, of an insurer to a 
state insurance department, showing assets and liabilities, receipts and dis-
bursements, and other financial data. 

Anti-selection: The tendency of persons who present a poorer-than average 
risk to apply for, or continue, insurance to a greater extent than do persons 
with average or better-than-average expectations of loss. 

Apparent Authority: Agency authority a person has because a princi pal has 
created the appearance of authority to a third person. 

Application: A signed statement of facts made by a person applying for life 
insurance and then used by the insurance company to decide whether or not 
to issue a policy. The application becomes part of the insurance contract when 
the policy is issued. 

Assets: All funds, property, goods, securities, rights of action, or resources of 
any kind owned by an insurance company. Statutory accounting, however, 
excludes non-admitted assets, such as deferred or overdue premiums, that 
would be considered assets under gener ally accepted accounting principles 
(GAAP). 
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Assignment: The passing of beneficial rights from one party to another. A 
policy or certificate of insurance cannot be assigned after interest has passed 
unless an agreement to assign was made or implied prior to the passing of 
interest. An assignee acquires no greater rights than were held by the assignor, 
and a breach of good faith by the assignor is deemed to be breach on the part 
of the assignee.

Assumption Certificate: An endorsement to an insurance contract stat ing 
that reinsurance proceeds will be paid directly to the named payee in the 
event of an insurer’s insolvency. 

Assumption of Risk Doctrine: Defense against a negligence claim that bars 
recovery for damages if a person understands and recognizes the danger 
inherent in a particular activity or occupation. 

Attained Age: The age of the insured at the time of renewal (current age).

Automatic Premium Loan: Cash borrowed from a life insurance pol icy’s cash 
value to pay an overdue premium after the grace period for paying the pre-
mium has expired. 

Automatic Reinsurance: An agreement that the insurer must cede and the 
reinsurer must accept all risks within certain explicitly defined lim its. The 
reinsurer undertakes in advance to grant reinsurance to the extent specified in 
the agreement in every case where the ceding com pany accepts the applica-
tion and retains its own limit. 

Bad Faith: The allegation that insurers have failed to act in good faith, i.e., 
that they have acted in a manner inconsistent with what a reason able policy-
holder would have expected.

Basis: An amount attributed to an asset for income tax purposes; used to deter-
mine gain or loss on sale or transfer; used to determine the value of a gift. 

Beneficiary: The person named in the policy to receive the insurance proceeds 
at the death of the insured. A secondary or contingent benefi ciary will receive 
the proceeds if the primary beneficiary cannot collect. 

Benefits: The amount payable by the insurance company to a claimant, 
assignee, or beneficiary under each coverage. 
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Binder: A written or oral contract issued temporarily to place insurance in-
force when it is not possible to issue a new policy or endorse the existing 
policy immediately. A binder is subject to the premium and all the terms of 
the policy to be issued. 

Binding Receipt: A receipt given for a premium payment accompany ing the 
application for insurance. If the policy is approved, this binds the company to 
make the policy effective from the date of the receipt. 

Branch Office System: Type of life insurance marketing system under which 
branch offices are established in various areas. Salaried branch managers, who 
are employees of the company, are responsible for hir ing and training new agents. 

Breach of Contract: The failure of a party to perform a promise accord ing to 
its terms, without a legal excuse.

Business Insurance: A policy that primarily provides coverage of benefits to 
a business as contrasted to an individual. It is issued to indemnify a business 
for the loss of services of a key employee or a partner who becomes disabled. 

Business Life Insurance: Life insurance purchased by a business enter prise on 
the life of a member of the firm. It is often bought by partner ships to protect 
the surviving partners against loss caused by the death of a partner, or by a 
corporation to reimburse it for loss caused by the death of a key employee. 

Buy-Sell Agreement: An agreement made by the owners of a business to 
purchase the share of a disabled or deceased owner. The value of each owner’s 
share of the business and the exact terms of the buying-and-sell ing process 
are established before death or the beginning of disability. 

Cancellation: The discontinuance of an insurance policy before its nor mal 
expiration date, either by the insured or the company. 

Capacity: The amount of capital available to an insurance company or to the 
industry as a whole for underwriting general insurance cover age or coverage 
for specific perils. 

Capital Retention Approach: A method used to estimate the amount of life 
insurance to own. Under this method, the insurance proceeds are retained and 
are not liquidated. 
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Capital Stock and Surplus: Represents the excess of a company’s assets over 
its liabilities as reported in its financial statements. Stock compa nies have 
capital stock and surplus. Capital stock represents funds paid into the com-
pany by stockholders. Surplus represents the remain ing excess of assets over 
liabilities. Mutual companies only have sur plus since there are no stockhold-
ers in a mutual company. 

Captive Agent: Representative of a single insurer or fleet of insurers who is 
obliged to submit business only to that company, or at the very minimum, give 
that company first refusal rights on a sale. In exchange, that insurer usually 
provides its captive agents with an allowance for office expenses as well as an 
extensive range of employee benefits, such as pensions, life insurance, health 
insurance, and credit unions. 

Cash Surrender Value: The amount payable if a life insurance policy is can-
celed by the insured before it either matures or is payable on death. 

Cede: To transfer risk from a direct insurer to his reinsurer. 

Ceding Insurer: One who cedes a risk to his reinsurers or retroces sionaires. 

Cession: Amount of the insurance ceded to a reinsurer by the original insur-
ing company in a reinsurance operation. 

Chartered Life Underwriter (CLU): An individual who has attained a high 
degree of technical competency in the fields of life and health insurance and 
who is expected to abide by a code of ethics. Must have minimum of three 
years of experience in life or health insurance sales and have passed ten pro-
fessional examinations administered by The American College. 

Child Rider: Rider that provides insurance to the insured’s child(ren).

Claim: A request for payment of a loss, which may come under the terms of 
an insurance contract. 

Claimant: The first or third party. That is any person who asserts right of 
recovery. 

CLU: See Chartered Life Underwriter. 
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Collateral Assignment: A temporary transfer of some, but not all, pol icy 
rights to a lender to provide security for a loan. 

Combined Ratio: Basically, a measure of the relationship between dol lars 
spent for claims and expenses and premium dollars taken in; more specifically, 
the sum of the ratio of losses incurred to premiums earned and the ratio of 
commissions and expenses incurred to premiums writ ten. A ratio above 100 
means that for every premium dollar taken in, more than a dollar went for 
losses, expenses, and commissions. 

Commission: The part of an insurance premium paid by the insurer to an 
agent or broker for his services in procuring and servicing the insurance. 

Commissioner: A state officer who administers the state’s insurance laws and 
regulations. In some states, this regulator is called the direc tor or superinten-
dent of insurance. 

Concealment: Deliberate failure of an applicant for insurance to reveal a 
material fact to the insurer. 

Conditional Receipt: A receipt given for premium payments accompa nying 
an application for insurance. If the application is approved as applied for, the 
coverage is effective as of the date of the prepayment or the date on which 
the last of the underwriting requirements, such as a medical examination, has 
been fulfilled. 

Conservation: The attempt by the insurer to prevent the lapse of a policy. 

Consideration: One of the elements for a binding contract. Consideration is 
acceptance by the insurance company of the payment of the premium and the 
statement made by the prospective policyholder in the application. 

Contest, Policy: A court action challenging the validity of a policy. 

Contingent Owner: The person to succeed as owner of a life insurance policy 
if the original owner dies. 

Contract: A binding agreement between two or more parties for the doing or 
not doing of certain things. A contract of insurance is embod ied in a written 
document called the policy. 
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Contract Law: The portion of civil law that interprets written agree ments 
between parties and resolves disputes between them. 

Contribution Principle: The principle under which divisible surplus is distrib-
uted among policies in the same proportion as the policies are considered to 
have contributed to that surplus. 

Conversion Privilege: A privilege granted in an insurance policy to convert to 
a different plan of insurance without providing evidence of insurability. 

Convertible Term Insurance: Term insurance that can be exchanged, at the 
option of the policyholder and without evidence of insurability, for another 
plan of insurance. Credit life insurance is term life insurance issued through a 
lender or lending agency to cover payment of a loan, installment purchase, or 
other obligation, in case of death. 

Cost Basis: An amount attributed to an asset for income tax purposes; used 
to determine gain or loss on a life insurance contract to determine the value 
of a gift.

Cost-of-Living Rider: Benefit that can be added to a life insurance pol icy 
under which the policy owner can purchase one-year term insur ance equal 
to the percentage change in the consumer price index with no evidence of 
insurability. 

Cost of Pure Risk: All costs related to pure risk, which includes, from the per-
spective of shareholders, retained risk, loss prevention costs, insur ance costs, 
and more. 

Coverage: The scope of protection provided under a contract of insur ance; any 
of several risks covered by a policy. 

Cross Liability Clause: Obligates an insurer to protect each insured separately. 

Cross Purchase Agreement: Specifies the terms for the surviving partners or 
shareholders to buy a deceased’s share of the business’s ownership. 

CSR: Customer service representatives support the work of insurance agents 
with a variety of tasks that must be done within a company or agency to 
deliver services to and handle requests from clients. 
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Cumulative Premium: The total amount paid over the course of a specified 
amount of years. 

Current Assumption Whole Life Insurance: Nonparticipating whole life 
policy in which the cash values are based on the insurer’s current mortal-
ity, investment, and expense experience. An accumulation account is credited 
with a current interest rate that changes over time. Also called interest-sensi-
tive whole life insurance. 

Current with Re-entry Premiums: Applicable to certain term life insur ance 
policies; non-guaranteed premiums at the time of re-entry. 

Death Benefit: A payment made to a designated beneficiary upon the death 
of the employee annuitant. 

Declarations: Statements in an insurance contract that provide infor mation 
about the property or life to be insured and used for under writing and rating 
purposes and identification of the property or life to be insured. 

Declination: The insurer’s refusal to insure an individual after care ful evalua-
tion of the application for insurance and any other perti nent factors. 

Deferred Compensation: Arrangements by which compensation to employ-
ees for past or current services is postponed until some future date. 

Demutualization: The process of changing the legal structure of an insurance 
company from a mutual form of ownership to a stock form of ownership. 

Deposit Premium: The premium deposit paid by a prospective policy holder 
when an application is made for an insurance policy. It is usu ally equal, at 
least, to the first month’s estimate premium and is applied toward the actual 
premium when billed. 

Deposit Term Insurance: A form of term insurance, not really involving a 
“deposit,” in which the first-year premium is larger than subsequent premi-
ums. Typically, a partial endowment is paid at the end of the term period. In 
many cases the partial endowment can be applied toward the purchase of a 
new term policy, or, perhaps, a whole life policy. 
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Direct Recognition: A procedure under a policy’s dividends that directly 
reflects earnings on borrowed and non-borrowed values of that policy. 

Direct Response System: A marketing method where insurance is sold with-
out the services of an agent. Potential customers are solicited by advertising in 
the mail, newspapers, magazines, television, radio, and other media. 

Direct Writer: Method of selling insurance directly to insureds through a 
company’s own employees, through the mail, the Internet, or at airport booths. 

Disability: A physical or a mental impairment that substantially limits one 
or more major life activities of an individual. It may be partial or total. (See 
Partial Disability; Total Disability.) 

Disability Benefit: A feature added to some life insurance policies pro viding 
for waiver of premium, and sometimes payment of monthly income, if the 
policy holder becomes totally and permanently disabled. 

Disclosure: The duty of the insured and his broker to tell the under writer 
every material fact before acceptance of the risk. 

Dismemberment: Loss of body members (limbs), or use thereof, or loss of 
sight due to injury. 

Dividend: A policyholder’s share in the insurer’s divisible surplus fund appor-
tioned for distribution, which may take the form of a refund of part of the 
premium on a participating policy. 

Dividend Addition: An amount of paid-up insurance purchased with a policy 
dividend and added to the face amount of the policy. 

Divisible Surplus: Represents that portion of a company’s earnings for the 
year that have been designated for distribution as dividends to pol icy owners. 

Doctrine of Reasonable Expectations: A legal doctrine that holds policies will 
be interpreted according to how a reasonable person who is not trained in the 
law would expect.

Domestic Insurer: An insurance company is a domestic company in the state 
in which it is incorporated. 
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Donor: The person making a gift. 

Double Indemnity: A policy provision usually associated with death, which 
doubles payment of a designated benefit when certain kinds of accidents occur. 

Earned Premium: That portion of a policy’s premium payment for which the 
protection of the policy has already been given. For example, an insurance 
company is considered to have earned 75% of an annual premium after a 
period of nine months of an annual term has elapsed. 

Economic Policy: Special type of participating whole life insurance in which 
the dividends are used to buy term insurance or paid-up addi tions equal to 
the difference between the face amount of the policy and some guaranteed 
amount. 

Effective Date: The date on which the insurance under a policy begins. 

Embedded Value: the sum of these two elements: (1) shareholders’ equity 
considering the assets at market value and (2) in-force life insur ance business 
valued at the present value of future after-tax statutory profits.

Endorsement: An additional piece of paper, not a part of the original contract, 
which cites certain terms and which, when attached to the original contract, 
becomes a legal part of that contract. 

Endowment: Life insurance payable to the policyholder if living, on the 
maturity date stated in the policy, or to a beneficiary if the insured dies prior 
to that date. 

Entire Contract Clause: Provision in life insurance policies stating that the 
life insurance policy and attached application constitute the entire contract 
between the parties. 

Entity Purchase Agreement: Specifies the terms for the business to buy back 
a deceased’s share of the business’s ownership. 

Equity in the Unearned Premium Reserve: Amount by which an unearned 
premium reserve is overstated because it is established on the basis of gross 
premium rather than net premium. 

Estate: The assets and liabilities of a person left at death. 
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Estate Planning: Developing a plan to transfer all of your property from one 
generation to the next or within a generation. 

Evidence of Insurability: Any statement of proof of a person’s physical con-
dition and/or other factual information affecting his/her accept ance for 
insurance. 

Exclusive Agent: An agent who is employed by one and only one insurance 
company and who solicits business exclusively for that com pany. 

Expense Loading: See Loading. 

Expense Ratio: The ratio of a company’s operating expenses to pre miums. 

Exposure Unit: Unit of measurement used in insurance pricing. 

Extended Term Insurance: A form of insurance available as a non-for feiture 
option. It provides the original amount of insurance for a lim ited period of 
time. 

Face Amount: The amount stated on the policy that will be paid at death 
or maturity. It does not include additional amounts payable under acciden-
tal death or other special provisions, or acquired through the use of policy 
dividends. 

Fair Premium: The premium level that is just sufficient to fund an insurer’s 
expected costs and provide insurance company owners with a fair return on 
their invested capital. 

Family Income Policy: Special life insurance policy combining decreas-
ing term and whole life insurance that pays a monthly income of $10 for 
each $1000 of life insurance if the insured dies within the specified period. 
The monthly income is paid to the end of the period, at which time the face 
amount of insurance is paid. 

Family Policy: A life insurance policy providing insurance on all or several 
family members in one contract, generally whole life insurance on the prin-
cipal breadwinner and small amounts of term insurance on the other spouse 
and children, including those born after the policy is issued. 

Fiduciary: A person who holds something in trust for another. 
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Fixed Amount Option: Life insurance settlement option in which the policy 
proceeds are paid out in fixed amounts. 

Fixed Expenses: Fixed expenses are those not directly related to a pol-
icy (a premium tax, for example is a direct expense, as is the payment of 
a commission associated with the sale of a policy). Includes: adver tising, 
accounting, planning, rent, computer facilities, etc. These expenses must 
be allocated to each “block” of policies sold and the dis tribution is discre-
tionary and can be critical. Some insurers assume too many (or too few) 
policies will be sold, thereby reducing (or increas ing) the fixed expense fac-
tor assumed in the pricing of the policy. This may lead to lower credits or 
increased policy charges. 

Fixed Period Option: Life insurance settlement option in which the policy 
proceeds are paid out in fixed amounts. 

Flexible Premium Policy or Annuity: A life accident policy or annuity under 
which the policyholder or contract holder may vary the amounts or timing of 
premium payments. 

Flexible Premium Variable Life Insurance: A life insurance policy that com-
bines the premium flexibility feature of universal life insurance with the 
equity-based benefit feature of variable life insurance. 

Foreign Insurer: An insurer is a foreign company in any state other than the 
one in which it is incorporated. 

Fortuitous Loss: Unforeseen and unexpected loss that occurs as a result of 
chance. 

Franchise Insurance: Insurance under individual contracts issued to the 
employees of a common employer or the members of an associa tion under an 
arrangement by which the employer or association agrees to collect the pre-
miums and remit them to the insurer. The insurer usually agrees to waive its 
right to discontinue or modify any individual policy, unless it simultaneously 
discontinues or modifies all other policies in the same group. 

Fraternal Life Insurance: Life insurance provided by fraternal orders or soci-
eties to their members. 
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Fraternal Society: A social organization that provides insurance for its 
members. 

Free-Look Period: Time during which the policyholder may return the policy 
if he/she is not completely satisfied and receive a complete refund. The cus-
tomary length of time for a “free look” is 30 days.

Fronting Company: A domestic insurance company that provides claims or 
administrative services to a captive.

Future Increase Option: A provision found in some policies that allows the 
insured to purchase additional disability income insurance at spec ified future 
dates regardless of the insured’s physical condition. 

General Agency System: Type of life insurance marketing system in which 
the general agent is an independent businessperson who repre sents only one 
insurer, is in charge of a territory, and is responsible for hiring, training, and 
motivating new agents. 

Generation Skipping Tax: A transfer tax imposed on gift or inheritance to 
those at least two generations younger than the person making the transfer.

Gift: A voluntary transfer of property to another person, made without receiv-
ing consideration in return. 

Grace Period: A period of time after a premium due date, usually 30 or 31 
days, during which an insurance policy remains in-force and the overdue pre-
mium may be paid without penalty. 

Gross Premium: The full amount of premium, ignoring taxes or deductions. 

Graded Commission Scale: A commission scale providing for payment of a 
high first-year commission and lower renewal commissions. 

Gross Estate: All of the assets and liabilities owned at death. 

Guaranteed Insurability: An option that permits the policyholder to buy 
additional stated amounts of life insurance at stated times in the future with-
out evidence of insurability. 

Gross Rate: The sum of the pure premium and a loading element. 
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Group Contract: A contract of insurance made with an employer or other 
entity that covers a group of persons identified as individuals by reference to 
their relationship to the entity. 

Group Creditor Life Insurance: Life insurance provided to debtors by a lend-
ing institution to provide for the cancellation of any outstanding debt should 
the borrower die. Normally term insurance limited to the amount of the loan. 

Group Life Insurance: Life insurance usually without medical exami nation, 
on a group of people under a master policy. It is typically issued to an employer 
for the benefit of employees or to members of an association, for example a 
professional membership group. The indi vidual members of the group hold 
certificates as evidence of their insurance. 

Group Ordinary Life Insurance: Group insurance plan providing life insur-
ance for employees. Traditional whole life policy is split into decreasing insur-
ance protection and increasing cash values. 

Group Paid-Up Life Insurance: Accumulating units of single premium whole 
life insurance and decreasing term insurance, which together equal the face 
amount of the policy. Provided through a group life insurance plan. 

Group Permanent Plan: Type of pension plan in which cash value life insur-
ance is issued on a group basis and cash values in each policy are used to pay 
retirement benefits when a worker retires. 

Group Term Life Insurance: Most common form of group life insur ance. 
Yearly renewable term insurance on employees during their working careers. 

Group Universal Life Products (GULP): Universal life insurance plans sold 
to members of a group, such as individual employees of an employer. There 
are some differences between GULP plans and indi vidual universal life plans; 
for instance, GULP expense charges gener ally are lower than those assessed 
against individual policies. 

Guaranteed Insurability Option: See Future Increase Option. 

Guaranteed Investment Contract (GIC): An investment contract with an 
insurer in which the insurer guarantees both principal and interest on a pen-
sion contribution. 
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Guaranteed Premiums: The guaranteed maximum payment for the purchased 
policy. 

Guaranteed Purchase Option: Benefit that can be added to a life insur ance 
policy permitting the insured to purchase additional amounts of life insurance 
at specified times in the future without requiring evi dence of insurability. 

Guaranteed Renewable Contract: A contract that the insured person or 
entity has the right to continue in-force by the timely payment of premi-
ums for a substantial period of time, during which period the insurer has 
no right to make unilaterally any change in any provision of the contract, 
while the contract is in-force, other than a change in the premium rate for 
classes of policyholders.  

Guaranty Fund: A fund, derived from assessments against solvent insur-
ance companies, to absorb losses of claimants against insolvent insurance 
companies. 

Home Service Life Insurance: Industrial life insurance and monthly debit 
ordinary life insurance contracts that are serviced by agents who call on the 
policy owners at their homes to collect the premiums. The amount of life 
insurance per policy generally is larger than $1000. 

Human Life Value: For purposes of life insurance, the present value of the 
family’s share of the deceased breadwinner’s future earnings. 

Incontestability: Life policies provide that, except for non-payment of premi-
ums and certain other circumstances, the policy shall be incon testable after 
the policy has been in-force for two years during the life time of the insured. 

Incontestable Clause: A policy provision in which the company agrees not 
to contest the validity of the contract after it has been in-force for a certain 
period of time, usually two years. 

Incurred Claims: Incurred claims equal the claims paid during the pol icy year 
plus the claim reserves as of the end of the policy year, minus the corresponding 
reserves as of the beginning of the policy year. The difference between the year 
end and beginning of the year claim reserves is called the increase in reserves 
and may be added directly to the paid claims to produce the incurred claims. 
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Incurred-but-not-reported (IBNR) Reserves: Liability account on an insur-
er’s balance sheet reflecting claims that are expected based upon statistical 
projections but which have not yet been reported to the insurer.

Indemnification: Compensation to the victim of a loss, in whole or in part, by 
payment, repair, or replacement. 

Indemnity: Indemnity is the legal principle that ensures that a policy holder is 
restored to the same financial position after the loss as he was in immediately 
prior to the loss. 

Independent Agent: An independent businessperson who usually rep resents 
two or more insurance companies in a sales and service capac ity and who is 
paid on a commission basis. 

Independent Agency System: Type of property and liability insurance mar-
keting system, sometimes called the American agency system, in which the 
agent is an independent businessperson representing sev eral companies. The 
agency owns the expirations or renewal rights to the business, and the agent is 
compensated by commissions that vary by line of insurance. 

Indeterminate Premium Whole Life Insurance: Nonparticipating whole life 
policy that permits the insurer to adjust premiums based on anticipated future 
experience. Initial premiums are guaranteed for a certain period. After the 
initial guaranteed period expires, the insurer can increase premiums up to 
some maximum limit. 

Indexing: Adjusting of values over time to reflect the impact of inflation. 

Individual Contract: A contract of health insurance made with an indi vidual 
called the policyholder or the insured, which normally covers such individual 
and, in certain instances, members of his family. 

Individual Insurance: Policies that provide protection to the policy holder 
and/or his/her family. Sometimes called Personal Insurance as distinct from 
group and blanket insurance. 

Industrial Life Insurance: Life insurance issued in small amounts, usu ally 
less than $1,000, with premiums payable on a weekly or monthly basis. The 
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premiums are generally collected at the home by an agent of the company. 
Sometimes referred to as debit insurance. 

Inheritance Tax: A tax on the right of an heir to receive property at the death 
of another. 

Initial Reserve: In life insurance, the reserve at the beginning of any policy year. 

Insolvent: Having insufficient financial resources (assets) to meet financial 
obligations (liabilities). 

Inspection Report: A report (usually written) of an investigation of an appli-
cant, conducted by an independent agency that specializes in insurance inves-
tigations. The report covers such matters as occupa tion, financial status, health 
history, and moral problems. 

Insurability: Acceptability to the company of an applicant for insurance. 

Insurable Interest: The insured’s financial interest in the subject mat ter of the 
insurance. A policy where the insured is without such interest is unenforceable. 

Insurable Risk: The conditions that make a risk insurable are (a) the peril 
insured against must produce a definite loss not under the control of the 
insured, (b) there must be a large number of homogeneous expo sures subject 
to the same perils, (c) the loss must be calculable and the cost of insuring 
it must be economically feasible, (d) the peril must be unlikely to affect all 
insureds simultaneously, and (e) the loss produced by a risk must be definite 
and have a potential to be financially serious. 

Insurance: (1) A means whereby the losses of the few are distributed over the 
many. (2) A system under which individuals, businesses, and other organiza-
tions or entities, in exchange for payment of a sum of money (a premium), 
are guaranteed compensation for losses resulting from certain perils under 
specified conditions. 

Insurance Age: Age based on the individual’s nearest birthday. If the indi-
vidual is more than 6 months or 182 days into their birthday year, the birthday 
would be treated as if it had already occurred that year (also referred to as Age 
Nearest). 
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Insurance Company: Any corporation primarily engaged in the busi ness of 
furnishing insurance protection to the public. 

Insurance Commissioner: The top insurance regulatory official in a state. 

Insurance Examiner: The representative of a state insurance depart ment 
assigned to participate in the official audit and examination of the affairs of 
an insurance company. 

Insurance Guaranty Funds: State funds that provide for the payment of 
unpaid claims of insolvent insurers. 

Insured: A person or organization covered by an insurance policy, including 
the “named insured” and any other parties for whom pro tection is provided 
under the policy terms. 

Insurer: The party to the insurance contract who promises to pay losses or 
benefits. Also, any corporation engaged primarily in the business of furnish-
ing insurance to the public. 

Insuring Agreement: That part of an insurance contract that states the prom-
ises of the insurer. 

Insuring Clause: The clause that sets forth the type of loss being cov ered by 
the policy and the parties to the insurance contract. 

Inter Vivos Trust: A trust created while the creator of the trust is living. Also 
known as a living trust. 

Interest: Money paid for the use of money. 

Interest-Adjusted Method: Method of determining cost to an insured of a life 
insurance policy that considers the time cost of money by applying an inter-
est factor to each element of cost. See also net pay ment cost index; surrender 
cost index. 

Interest Crediting—New Money Method: A method under which for pur-
poses of crediting interest under the company’s dividend scale or other non-
guaranteed pricing structure, the company’s policies are subdivided into 
generations based on year(s) of issue. The crediting rate is determined sepa-
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rately for each generation. Each crediting rate is based on the investment 
earnings of the funds underlying the particu lar group of policies and the rein-
vestment frequency. 

Interest Crediting—Portfolio Method: The method under which, for pur-
poses of crediting interest under the company’s dividend scale or other non-
guaranteed pricing structure, the same rate applies to all policies. The crediting 
rate is based on the investment earnings of all of the investments underlying 
the entire block of policies. The portfolio method may apply to all policy types 
issued by a company, or there may be separate portfolios for different policy 
types or years of issue. 

Interest Maintenance Reserve (IMR): A statutory accounting method adopted 
by the National Association of Insurance Commissioners that is designed to 
capture all realized fixed income investment capital gains and losses resulting 
from the changes in the overall level of inter est rates and amortize them over 
the remaining original investment period. 

Interest Option: Life insurance settlement option in which the princi pal is 
retained by the insurer and interest is paid periodically. 

Intestate: Without a will. 

Investment Income: The income generated by a company’s portfolio of invest-
ments (such as in bonds, stocks, or other financial ventures). 

Irrevocable Beneficiary: Beneficiary designation allowing no change to 
be made in the beneficiary of an insurance policy without the benefi ciary’s 
consent. 

Irrevocable Trust: A trust in which the creator does not reserve the right to 
reacquire the trust property. 

Issue Age: The age of the insured at the time the policy is being issued. 

Joint Tenants: A form of joint property ownership with right of sur vivorship, 
i.e., in which the survivors automatically own the share of a deceased co-owner. 

Jumbo Risk: A risk involving exceptionally high benefits. 
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Jumping Juvenile Insurance Policy: Life insurance purchased by parents 
for children under a specified age. Provides permanent life insurance that 
increases in face value five times at age twenty-one with no increase in 
premium. 

Key-Person Insurance: Insurance designed to protect a business firm against 
the loss of income resulting from the death or disability of a key employee. 

Lapse: The termination or discontinuance of an insurance policy due to non-
payment of a premium. 

Lapsed Policy: A policy terminated for non-payment of premiums. The term 
is sometimes limited to a termination occurring before the policy has a cash 
or other surrender value. 

Lapse Supported Pricing: A pricing structure that uses gains from ter minated 
policies to support subsequent values of policies remaining in-force. If policy 
lapses are lower than assumed, the pricing will prove to be inadequate for the 
persisting policies in that block. 

Law of Large Numbers: Concept that the greater the number of expo sures, 
the more closely will actual results approach the probable results expected 
from an infinite number of exposures. 

Legal Reserve: The minimum reserve that a company must keep to meet future 
claims and obligations as they are calculated under the state insurance code. 

Legal Reserve Life Insurance Company: A life insurance company operating 
under state insurance laws specifying the minimum basis for the reserves the 
company must maintain on its policies. 

Level Commission Scale: A commission scale providing for payment of com-
missions at the same rate every year the policy is in-force. 

Level Premium: A premium that remains unchanged throughout the life of 
a policy. 

Level Premium Life Insurance: Life insurance for which the premium remains 
the same from year to year. The premium is more than the actual cost of pro-
tection during the earlier years of the policy and less than the actual cost in 
the later years. The building of a reserve is a nat ural result of level premiums. 
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The overpayments in the early years, together with the interest that is earned, 
serve to balance out the underpayments of the later years. 

Liability: Any legally enforceable obligation. Also, funds required for pay-
ment of future claims and expenses, including Asset Valuation Reserve.

Life Expectancy: The average number of years of life remaining for a group of 
persons of a given age according to a particular mortality table. 

Life Income Option: Life insurance settlement option in which the pol icy 
proceeds are paid during the lifetime of the beneficiary. A certain number of 
guaranteed payments may also be payable. 

Life Insurance: Insurance providing for payment of a specified amount on the 
insured’s death, either to his or her estate or to a designated ben eficiary; or in 
the case of an endowment policy, to the policyholder at a specified date. 

Life Insurance In-force: The sum of the face amounts, plus dividend additions, 
of life insurance polices outstanding at a given time. Additional amounts pay-
able under accidental death or other special provisions are not included. 

Life Insurance Programming: Systematic method of determining the insured’s 
financial goals, which are translated into specific amounts of life insurance, 
then periodically reviewed for possible changes. 

Limited Payment Life Insurance: Whole life insurance on which premi-
ums are payable for a specified number of years or until death if death occurs 
before the end of the specified period. 

Liquidation: Dissolving a company by selling its assets for cash. 

Living Benefits Rider: A rider that allows insureds who are terminally ill or 
who suffer from certain catastrophic diseases to collect part of their life insur-
ance benefits before they die, primarily to pay for the care they require. 

Living Trust: A trust created while the creator of the trust is living. Also 
known as an inter vivos trust. 

Lloyd’s of London: Insurance marketplace where brokers, representing cli-
ents with insurable risks, deal with Lloyd’s underwriters, who in turn repre-
sent investors. The investors are grouped together into syn dicates that provide 
capital to insure the risks. 
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Loading: The amount that must be added to the pure premium for expenses, 
profit, and a margin for contingencies. See Expense Loading.

Loan Value—The amount that can be borrowed at a specified rate of interest 
from the issuing company by the policyholder, using the value of the policy 
as collateral. In the event the policyholder dies with the debt partially or fully 
unpaid, then the amount borrowed plus any interest is deducted from the 
amount payable. 

Loss—A claim under a policy. The financial loss caused to the insured by the 
happening of the event insured against. 

Loss Prevention: Any measure that reduces the probability or fre quency of 
a particular loss but does not eliminate completely all possi bility of that loss.

Loss Ratio: A ratio calculated by dividing claims into premiums. It may be 
calculated in several different ways, using paid premiums or earned premiums, 
and using paid claims with or without changes in claim reserves and with or 
without changes in active reserves. 

Loss Reserve: The amount set up as the estimated cost of a claim. See IBNR 
Reserve.

Loss Reserve Development: How the latest estimate of an insurance com-
pany’s claim obligations compares to an earlier projection. 

Lump-Sum Distribution: Payment within one taxable year of the entire bal-
ance payable to an employee from a trust, which forms part of a qualified pen-
sion or employee annuity plan on account of that per son’s death, separation 
from service or attainment of age 59. 

Mail Order Insurer: Type of insurance company that sells policies through the 
mail or other mass media, eliminating need for agents. 

Master Policy (or Master Contract): The policy issued to a group poli cyholder 
setting forth the provisions of the group insurance plan. The individuals 
insured under the policy are then issued certificates of insurance. 

Material Facts: Any fact or circumstance that would affect the judg ment of a 
prudent underwriter in considering whether he would accept the risk or not, 
and at which rate of premium. 
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Material Representation: A statement made to the underwriter before 
acceptance of risk, which is material to his decision in accepting and rating 
the risk. 

Maximum Premium: The maximum periodic payment a company will require 
regardless of age and face amount to keep a policy in-force. 

McCarran-Ferguson Act: Federal law passed in 1945 stating that con tinued 
regulation of the insurance industry by the states is in the pub lic interest and 
that federal antitrust laws apply to insurance only to the extent that the indus-
try is not regulated by state law. 

Medical Examination: The examination given by a qualified physician to 
determine to the insurability of an applicant. A medical examination may 
also be used to determine whether an insured claiming disability is actually 
disabled. 

Minimum Group: The least number of employees permitted under a state law 
to affect a group for insurance purposes; the purpose is to maintain some sort 
of proper division between individual policy insurance and the group forms. 

Minimum Premium: The minimum periodic payment a company will allow 
regardless of face amount to keep a policy in-force. 

Misquote: An incorrect estimate of the insurance premium. 

Misrepresentation: A misstatement of fact made by the insured or his broker 
to the underwriter before acceptance of the risk that misleads the underwriter 
in assessing the risk and induces the contract. If the representation is material 
and amounts to misrepresentation, it is a breach of utmost good faith. 

Mode of Premium Payment: The frequency with which premiums are paid— 
monthly, quarterly, semiannually, or annually. 

Moral Hazard: Hazard arising from any nonphysical, personal charac teristic 
of a risk that increases the possibility of loss or may intensify the severity of 
loss—for instance, bad habits, low integrity, poor financial standing. 

Mortality Table: A statistical table showing the death rate at each age usually 
expressed as so many per thousand. 
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Mutual Life Insurance Company: Is organized and incorporated under a 
state’s laws and has no stockholders. The policy owner is the customer and, in 
effect, an owner. A portion of surplus earnings may return to policyholders in 
the form of dividends. This is in contrast to a stock company, where the policy 
owner is a customer only. 

MVR: Motor vehicle report.

National Association of Insurance Commissioners (NAIC): The associ ation 
of insurance commissioners of various states formed to promote national uni-
formity in the regulation of insurance. 

NAIC Certified: Products that have been certified by the NAIC. 

NAIC Compliant State: A state that has passed the NAIC model illus tration 
regulations. 

Negligence: Failure to use the care that a reasonable and prudent per son 
would have used under the same or similar circumstances. 

Net Premium: The portion of the premium rate that is designed to cover ben-
efits of the policy, but not expenses, contingencies, or profit. The term is also 
used to describe the portion of the premium remitted to the home office by 
an agent after deduction of the agent’s commission. 

Net Present Value (NPV): Means of evaluating which products offer the low-
est cost, taking into account the time value of money for the life of the policy. 

Net Written Premiums: Premium income retained by insurance com panies, 
directly or through reinsurance, after payments made for reinsurance. 

Non-admitted Assets: Assets that are not recognized by regulatory authori-
ties in assessing solvency and include items such as furniture, certain equip-
ment, and agent’s balances. These assets are listed in exhibit 13 of the annual 
statement that insurers provide to insurance regulators. 

Non-admitted Insurance Company: An insurance company not licensed to 
do business in a particular state; such a company, however, may sell excess 
and surplus insurance in that state if admitted insurers lack the capacity or 
expertise. 
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Non-cancelable Guaranteed Renewable Policy: An individual policy that the 
insured person has the right to continue to force until a spec ified age, such as 
to age 65, by the timely payment of premiums. During this period, the insurer 
has no right to unilaterally make any changes in any provision of the policy 
while it is in-force. 

Non-disclosure: Failure by the insured or his broker to disclose a material fact 
or circumstance to the underwriter before acceptance of the risk. 

Non-forfeiture Option: One of the choices available if the policyholder dis-
continues premium payments on a policy with a cash value. This, if any, may 
be taken in cash, as extended term insurance, or as reduced paid-up insurance. 

Non-medical Limit: The maximum face value of a policy that a given com-
pany will issue without the applicant taking a medical examination. 

Non-occupational Policy: Contract that insures a person against off-the-job 
accident or sickness. It does not cover disability resulting from injury or sick-
ness covered by workers’ compensation. Group accident and sickness policies 
are frequently non-occupational. 

Non-participating Policy: A life insurance policy in which the com pany does 
not distribute to policyholders any part of its surplus. Note should be taken 
that premiums for nonparticipating polices are usu ally lower than for compa-
rable participating polices. Note should also be taken that some nonpartici-
pating polices have both a maximum premium and a current lower premium. 
The current premium reflects anticipated experience that is more favorable 
than the company is will ing to guarantee, and it may be changed from time 
to time for the entire block of business to which the policy belongs. See also 
Participating Policy.

Non-Tobacco Status: No cigarette or tobacco usage based upon com pany 
guidelines. 

Occupational Hazards: Occupations that expose the insured to greater than 
normal physical danger by the very nature of the work in which the insured is 
engaged, and the varying periods of absence from the occupation, due to the 
disability, that can be expected. 



348 Questions and Answers on Life Insurance

Operating Ratio: The sum of expenses and losses expressed as a per cent of 
earned premium. 

Ordinary Life: Synonymous with whole life and straight life. The three terms 
are applied to the type of policy, which continues during the whole of the 
insured’s life and provides for the payment of amount insured at this death. 

Other Insured Rider: Rider which provides coverage to an eligible business or 
family member other than the insured. 

Override Commission: Commission payable in addition to the original 
commission. 

Paid-up Insurance: Insurance on which all required premiums have been paid. 
The term is frequently used to mean the reduced paid-up insurance available 
as a nonforfeiture option. 

Paramedical Examination: Physical examination of an applicant by a trained 
person other than a physician. 

Participating Policy: A life insurance policy under which the company agrees 
to distribute to policyholders the part of its surplus that its board of directors 
determines is not needed at the end of the business year. Such a distribution 
serves to reduce the premium the policy holder had paid. See also Policy Divi-
dend; Nonparticipating Policy.

Pegging: Pegging is a practical smoothing device used to arbitrarily increase 
the actual dividend(s) paid on a new lower dividend scale to eliminate a 
temporary reduction in the actual dividends paid from year to year on a 
policy. Usually only base policy dividends are pegged; dividends on riders 
and paid up additions (PUA) are not. (See Substitution). Pegging compares 
(normally before any adjust ments for loans) the following: (a) the smaller 
of the dividend amount actually paid in the prior policy year and the prior 
year’s dividend schedule payable in the current policy year, and (b) the cur-
rent policy year’s formula payment under the current year’s schedule. This 
distri bution does not follow the contribution method. It’s done infrequently 
to enhance persistency. 
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Per Capita: This means that if a beneficiary dies before the insured, the 
remaining beneficiaries will equally divide that share of the proceeds in addi-
tion to receiving their own shares when the insured dies. (1) By head or by 
individual; (2) to share equally.

Peril: The cause of a loss insured against in a policy. 

Permanent Life Insurance: Type of life insurance (other than term insurance) 
that accrues cash value and is designed for long-term, or permanent, needs of 
a policyholder. Includes universal and variable life, among others. 

Persistency: The degree to which policies stay in-force through the con tinued 
payment of renewal premiums. 

Persistency Bonus (Policy owner’s): An enhancement to the policy’s benefits, 
usually in the form of additional interest credits and/or reduced charges, for 
policies that remain in-force for a certain period. The bonus may or may not 
be guaranteed in the contract. 

Personal Representative: A person appointed through the will of a deceased 
or by a court to settle the estate of one who dies. 

Per Stirpes: This means that if a beneficiary dies before the insured, that ben-
eficiary’s share of the proceed will pass upon that beneficiary’s heirs rather 
than going to the remaining beneficiaries when the insured dies. It means “by 
family branches.” It’s a method of dividing benefits among living members of 
a class of beneficiaries and the descendants of deceased members. 

Physical Hazard: The risk associated with the subject matter of insurance. 

Policy: The legal document issued by the company to the policyholder, which 
outlines the conditions and terms of the insurance; also called the policy con-
tract or the contract. 

Policy Dividend: A refund of part of the premium on a participating life 
insurance policy reflecting the difference between the premium charged and 
actual experience. 

Policy Fee: Fee added to the periodic premium payments to cover undefined 
policy costs. 



350 Questions and Answers on Life Insurance

Policy Loan: A loan made by a life insurance company from its general funds 
to a policyholder on the security of the cash value of a policy. 

Policy Owner: The person or business that owns the policy and is responsible 
for premium payments. 

Policy Reserves: The measure of the funds that a life insurance com pany holds 
specifically for fulfillment of its policy obligations. Reserves are required by law 
to be so calculated that, together with future premium payments and antici-
pated interest earnings, they will enable the company to pay all future claims. 

Policy Term: That period for which an insurance policy provides coverage. 

Policyholder: The person who owns a life insurance policy. This is usu ally the 
insured person, but it may also be a relative of the insured, a partnership, or a 
corporation. 

Policyholders’ Surplus: Sum left after liabilities are deducted from assets. 
Sums such as paid-in capital and special voluntary reserves are also included 
in this term. This surplus is an additional financial pro tection to policyholders 
in the event a company suffers unexpected or catastrophic losses. In effect, it 
is the financial base that permits a com pany to sell insurance. 

Pool: An organization of insurers or reinsurers through which particu lar types 
of risk are underwritten and premiums, losses, and expenses are shared in 
agreed-upon amounts. 

Pooling Arrangement: An agreement to divide any losses that might occur 
equally among two or more people, typically with each paying the average loss. 

Premium: The amount paid to an insurer or reinsurer in consideration of his 
acceptance of a risk. 

Premium Discount: Periodic payment discount given by a company. 

Premium Financing: A policyholder contracts with a lender to pay the insur-
ance premium on his/her behalf. The policyholder agrees to repay the lender 
for the cost of the premium, plus interest and fees. 

Premium Loan: A policy loan made for the purpose of paying premiums. 
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Premium Tax: A tax, imposed by each state, on the premium income of insur-
ers doing business in the state. 

Pricing Elements: The elements used in pricing a policy, principally invest-
ment earnings, mortality, and expenses. If actual experience is better than the 
assumptions made in determining the policy guaran tees, the difference after 
reflecting surplus needs is available for distri bution to policyholders through 
the company’s dividend scale or other non-guaranteed pricing structure. 

Primary Beneficiary: See Beneficiary. 

Principal: One for whom an agent acts, especially as to contractual dealings 
with third persons. 

Principal Sum: The amount payable in one sum in the event of acci dental 
death and, in some cases, accidental dismemberment. When a contract pro-
vides benefits for both accidental death and accidental dis memberment, each 
dismemberment benefit is an amount equal to the principal sum or some 
fraction thereof. 

Privacy: (1) The right to be let alone; (2) in insurance contexts, the right to fair 
personal information practices. 

Probate: The court-supervised process of validating or establishing a distribu-
tion for assets of a deceased, including the payment of out standing obligations. 

Probate Estate: That portion of the assets and liabilities whose distribu tion is 
supervised by the courts in the probate process. 

Projected Rates: Policy payment that is currently being charged by the com-
pany after the guarantee period. 

Proof of Loss: Documentation presented to the insurance company by the 
insured in support of a claim so that the insurer can determine its liability 
under the policy. 

Pro Rata Cancellation: When the policy is terminated midterm by the insur-
ance company, the earned premium is calculated only for the period cover-
age was provided. For example: an annual policy with premium of $1,000 
is cancelled after 40 days of coverage at the com pany’s election. The earned 
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premium would be calculated as follows: 40/365 days X $1,000=$110 X 
$1,000=$110. 

Profit Commission: A commission payable on the profit generated under an 
insurance or reinsurance contract as an encouragement to maintain the flow 
of profitable business. 

Proportional Reinsurance: A type of reinsurance where the ceding insurer 
cedes to its reinsurer a predetermined proportion of the liability and pre mium 
of those policies subject to the reinsurance agreement. 

Prospectus: A guide to the various sub-accounts and other required informa-
tion by the National Association of Security Dealers (FINRA) and Securities 
and Exchange Commission (SEC). This is required with any variable insur-
ance product. 

Prototype Plan: A standardized plan, approved and qualified as to its concept 
by the Internal Revenue Service, which is made available by life insurance 
companies, banks, and mutual funds for employers’ use. 

Risk Classification: The process by which a company decides how its pre-
mium rates for life insurance should differ according to the risk characteristics 
of individuals insured (e.g., age, occupation, sex, state of health) and then 
applies the resulting rules to individual applica tions. See Underwriting. 

Risk Control: Any conscious action (or decision not to act) intended to reduce 
the frequency, severity, or unpredictability of accidental losses. 

Risk Pooling Arrangement: See Pooling Arrangement. 

Risk Retention Group: An alternative form of insurance in which mem bers 
of a similar profession or business band together to self insure their risks. 

Select Mortality: Descriptive of the mortality experience of newly underwrit-
ten insureds. This period of discernibly different (favorable) mortality usually 
lasts 5 to 15 years. 

Separate Account: An asset account established by a life insurance company 
separate from other funds, used primarily for pension plans and variable life 
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products. This arrangement permits wider latitude in the choice of invest-
ments, particularly in equities. 

Settlement Options: The ways in which policyholders or beneficiaries may 
choose to have benefits paid other than a lump sum. 

Skip Person: A beneficiary who is at least two generations younger than the 
person making the transfer. 

Smoker Status: Cigarette or tobacco use based upon company guidelines. 

Special Risk Insurance: Coverage for risks or hazards of a special or unusual 
nature. 

Spousal Rider: Rider that provides coverage to the insured’s spouse. 

Standard Insurance: Insurance written on the basis of regular morbid ity under-
writing assumption used by an insurance company and issued at normal rates. 

Standard Markets: Insurance companies for which the vast majority of people 
qualify.

Standard Provision: Those contract provisions generally required by state stat-
utes until superseded by the uniform policy provision. 

Standard Risk: A person who, according to a company’s underwriting stan-
dards, is entitled to purchase insurance protection without extra rating or spe-
cial restrictions. 

State Insurance Department: A department of a state government whose 
duty is to regulate the business of insurance and give the public information 
on insurance. 

Statutory Accounting Principles (SAP): Principles required by statute, which 
must be followed by an insurance company when submitting its financial 
statements to the various state insurance departments. They are designed to 
provide greater protection for the public against poten tial insolvency of these 
essential institutions. Such principles differ from the Generally Accepted 
Accounting Principles (GAAP). 

Statutory Reserve: Reserves calculated on the basis of state requirements. 
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Statutory Surplus: The amount left after a company’s liabilities are sub tracted 
from assets when both those values are computed using Statutory Accounting 
Principles (SAP).

Statutory Underwriting Profit or Loss: Premiums earned less losses and 
expenses. 

Step-Rate Premium: A rating structure in which the premiums increase peri-
odically at predetermined times, such as policy years or attained ages. 

Stock Life Insurance Company: A life insurance company owned by stock-
holders who elect a board to direct the company’s management. Stock 
companies, in general, issue nonparticipating insurance, but may also issue 
participating insurance. 

Stock Redemption Plan: An entity purchase form of buy-sell agreement 
within a corporation that involves the corporation buying back shares from a 
departing owner. 

Straight Life Insurance: Whole life insurance on which premiums are payable 
for life. 

Subagent: The agent of an agent. 

Substandard Risk: An individual, who, because of health history or physical 
limitations, does not measure up to the qualification of a stan dard risk. 

Substantial Compliance Rule: The rule that, where a policyholder has done 
everything possible to comply with the beneficiary change proce dure set forth 
in the policy, but has failed because of circumstances beyond his or her con-
trol, the change will be effective. 

Substitution: Substitution replaces the dividend formula that would have 
been used in the current policy year (normally before any adjust ments for 
loans) with a prior formula if greater. Usually substitution is only used for 
very small base policy dividends in the first few years of a policy. See Pegging. 

Supplementary Contract: An agreement between a life insurance com pany 
and a policyholder or beneficiary by which the company retains the cash sum 
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payable under an insurance policy and makes payments in accordance with 
the settlement option chosen. 

Surplus: The amount by which the value of an insurer’s assets exceeds its lia-
bilities, i.e., the net worth of an insurance company. 

Surrender: To terminate or cancel a life insurance policy before the maturity 
date. In the case of a cash value policy, the policyholder may exercise one of 
the non-forfeiture options at the time of surrender. 

Surrender Charge: An amount retained by the issuer of a life insurance policy 
when a policy is canceled, typically assessed only during the first five to ten 
years of a policy. 

Tax Basis: The cost from which your profits or losses are calculated for income 
tax purposes. 

Taxable Estate: The value upon which estate taxes are calculated by the federal 
government. 

Tenants in Common: A form of joint property ownership in which the own-
ers may have unequal shares and that does not involve a right of survivorship. 

Term Insurance: Life insurance protection during a limited number of years 
but expiring without value if the insured survives the stated period. 

Termination Dividend: An additional dividend payable when a policy ter-
minates (either by maturity, death, or surrender), reflecting a return to ter-
minating policyholders of part of the company surplus held for this policy. 

Tobacco Status: Status given to an individual who, in the past or present, has 
used any type of tobacco or nicotine product other than cigarettes. 

Tort: A civil wrong, other than a breach of contract, for which a court of law 
will afford legal relief.

Treaty: An agreement between a reinsurer and a ceding insurer setting forth 
details of the reinsurance arrangement. 

Trust: A legal instrument allowing one party to control property for the bene-
fit of another. 
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Twisting: The practice of inducing by misrepresentation, or inaccurate or 
incomplete comparison, a policyholder in one company to lapse, forfeit, or 
surrender his insurance for the purpose of taking out a policy in another 
company. 

Ultimate Mortality: Descriptive of the insured’s mortality experience after 
the select period (5-15 years from issue), when mortality increases due to 
health deterioration. 

Underwriter: Underwriters are the professionals upon whose experi ence and 
judgment the market depends for its expertise and reputation. It is the under-
writer’s responsibility to assess the merits of each risk and decide a suitable 
price, or premium, for accepting all or part of the risk. 

Underwriting: The process of selecting applicants for insurance and classify-
ing them according to their degrees of insurability so that the appropriate 
premium rates may be charged. The process includes rejection of unaccept-
able risks. 

Underwriting Classes: Classification given to an individual based on personal 
and family health history. 

Underwriting Profit or Loss: The amount of money that an insurance com-
pany gains or loses as a result of its insurance operations. It excludes invest-
ment transactions and federal income taxes. 

Unearned Premium: The portion of a premium that a company has col lected 
but has yet to earn because the policy still has unexpired time to run. 

Unified Credit: A one-time credit of $192,800, usually applied against federal 
estate taxes that is available to every individual’s estate. The credit also can be 
used for payment of federal gift taxes during that individual’s lifetime. 

Uniform Premium: A rating structure in which one premium applies to all 
insureds, regardless of age, sex, or occupation. 

Unilateral Contract: A contract having promises by one party only. 

Uninsurable Risk: One not acceptable for insurance due to excessive risk. 
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Unisex Rates: Rates that are used for both males and females.

Universal Life Insurance: A flexible premium life insurance policy under 
which the policyholder may change the death benefit from time to time (with 
satisfactory evidence of insurability for increases) and vary the amount or 
timing of premium payments. Premiums (less expense charges) are credited 
to a policy account from which mortality charges are deducted and to which 
interest is credited at a rate that may change from time to time. 

Variable Life Insurance: A permanent whole life insurance policy under 
which the death benefits and/or cash values vary (the death benefit is guar-
anteed to be at least as large as the initial face amount) reflecting the invest-
ment experience of a separate pool(s) of assets sup porting the reserves for 
such policies. 

Variable Universal Life Insurance: Similar to universal life in that the policy 
owner chooses the premium to be paid each period, and has the option to 
increase or decrease the policy death benefit. However, the assets supporting 
the policy are maintained in one or more separate accounts, and the policy 
owner’s values fluctuate (no guarantees). 

Vested Commissions: Renewal commissions payable to the writing agent or 
his estate, whether or not he remains with the company. 

Viatical Settlement: Payment of a portion of the proceeds from life insurance 
to an insured who is terminally ill. 

Void Policy: One that legally does not exist. 

Voidable Policy: Where the underwriter or insured has the right to avoid a 
policy (for example in the event of a breach of utmost good faith) the policy 
is termed “voidable.”

Voluntary Market: The market where one seeking insurance obtains insurance 
in the open market with no help from the state, through an insurer of his or 
her own selection. 

Waiting period: A period of time set forth in a policy that must pass before 
some or all coverages begin. See also Elimination Period. 
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Waiver of Premium: A provision in some policies to relieve the insured of 
premium payments falling due during a period of continuous total disability 
that has lasted for a specified length of time, such as three or six months. 

Warranty: A statement guaranteed to be true in all respects. If the state ment 
is untrue in any respect, even if it is not material, the contract of which it is a 
part can be rescinded. 

Whole Life Insurance: Life insurance payable to a beneficiary at the death of 
the insured whenever that occurs. Premiums may be payable for a specified 
number of years (limited payment life) or for life (straight life). 

Will: The legal statement of a person’s wishes concerning the disposal of his 
or her property after death. 

Written Premiums: The entire amount of premiums due in a year for all 
polices issued by an insurance company. 
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Thank you for taking the time to learn all about life insurance from the basic 
essentials to the finer points of life insurance and how it fits into your financial 
life. I hope you are feeling more in control of your life insurance and ready to 
implement and monitor your optimal life insurance portfolio with Questions 
and Answers on Life Insurance. 
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a short review on your favorite book site. You’re the reason why I continue to 
write about financial wellness and advocate for integrity in financial services. 

If you think this book might help others to better understand life insur-
ance, please share with them. Life insurance is a complex topic and this book 
will help you whether you are reviewing your own life insurance portfolio, or 
whether you’re an insurance agent or financial advisor guiding clients with 
their life insurance portfolio. For members of the media and educators, this 
book is a great resource.

So, what’s next? Join the Get Ready Movement and stay up to date on the 
latest in changing the way we think about money by subscribing to the Get 
Ready! Newsletter and joining our community. 

Financial wellness is a lifelong journey. Let’s change the way we think 
about money.

Thank you!

Tony 
P.S. Listen to The Get Ready Money Podcast: Change the way you think about 
money. It includes insightful conversations with thought leaders that will pro-
vide you with practical advice that demystifies the complexities of finance and 
builds healthy habits that actually work. 

P.S.S. If you are passionate about helping people feel empowered with their 
money, then please join the Get Ready! Expert Money Guides: Dedicated 
to Helping People Change the Way They Think about Money group on 
LinkedIn. 
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replacement worksheets for, 222–224
tax issues, 247–248
versus term life insurance, 33–34
tracking down missing and/or unknown 

policies, 261–262
types of, 39

persistency, 66, 78, 116–117
policy design risk, 301–302
policy fees, 64, 82
policy loans

Baldwin system, 206–207
harmful effects of, 236–237
overview, 41, 233–235
repaying with dividends, 70
replacement issues, 224, 226
tax issues, 235–236, 248
as tax pitfalls, 237–239

policy owner, naming, 157
policy riders, 52, 53–54, 64, 299–300
portfolio method, 71
PPIP (Private Placement Life Insurance 

Products), 303–304
PPVUL (Private Placement Variable Uni-

versal Life) policy, 303–304
premium financing

components of, 298–299
defined, 297–298
riders, 299–300
risk factors, 300–303
STOLI, 294–295

premium growth, 104

premium loads, 77–78
premiums

fluctuation in, 81–82
limited premium-payment period poli-

cies, 195–197
mode of payment, 82, 149–151
in no-load/low-load life insurance, 

50–51
in permanent insurance, 34, 38, 52
reading policy illustrations, 62–65
reducing with dividends, 69
in term insurance, 33, 36–37
in universal life insurance, 44–46
in whole life insurance, 40–44

Private Placement Life Insurance Products 
(PPIP), 303–304

Private Placement Variable Universal Life 
(PPVUL) policy, 303–304

producer licensing, 136
product regulation, 136–137
Professional Pledge, 120–121
professionalism, 132–133
profitability analysis, 104

Q
qualified retirement plans, life insurance in

advantages of, 241–242
disadvantages of, 242–243
other considerations, 243–244
overview, 240–241
regulation issues, 244–246

quarterly premiums, 149

R
rate book, 59
rate of return (ROR), 201–202, 213
rated premium, 164–167
rating agencies, 90–94
rating bands, 64
ratings

comparing, 94–95
definitions for, 95–101
overview, 90
rating agencies, 90–94

RBC (Risk Based Capital), 106–108
readjustment period, 23
rebating, 295
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reduced-scale illustrations, 223
re-entry premiums, 62–63
referral services, 112
regulation. See also state insurance 

regulation
of policy illustrations, 85–87
of replacement, 230–232
suitability, 145
of viatical settlements, 284

reinsurance risk, 302
renewability, 64
repaying policy loans, 70
replacement

areas of caution in, 230
considerations, 215–216
defined, 216
issues favoring, 217
issues favoring retention over, 217–218
myths about, 228–229
permanent insurance worksheets, 

222–224, 225
questions to consider before, 219–220
reasons for, 229
regulation of, 230–232
special situations in, 224–226
tax issues in, 227–228
term insurance worksheets, 220–221
versus twisting, 216

researching advisors, 112–113
retirement plans, 27–28
return of premium term, 37
Revised Basic Illustration, 86
riders, policy. See policy riders
Risk Based Capital (RBC), 106–108
risk class, 64–65
rogue-designation, 114
ROR (rate of return), 201–202, 213
Rybka, Lawrence J., 293–297

S
salary continuation-death benefit only, 

276–277
secondary life insurance marketplace, 

152–153
Section 162 (executive bonus) arrange-

ment, 271–272
section 303-partial redemption, 270–271

securities law, violations of, 296
self-regulation, 134
selling fee, 116–117
selling policies

life settlements, 282, 286–291
viatical settlements, 282–286

semi-annual premiums, 149
senior life insurance, 55
service fee, 116–117
settlement options, 260
simultaneous death, 157
Single Premium Whole Life (SPWL), 44
Social Security benefits, 27
Society of Financial Service Professionals’ 

Code of Professional Responsibility, 
121–134

competence in, 127–128
components of, 121
confidentiality in, 128–129
diligence in, 131–132
fairness in, 123–126
integrity in, 129–131
preamble, 122–123
professionalism in, 132–133
self-regulation in, 134

Socrates, 5
SPWL (Single Premium Whole Life), 44
Standard and Poor’s Corporation

comparing ratings with other services, 
94–95

definitions for ratings, 99–101
insurance financial strength rating, 

93–94
overview, 90–91

state estate taxes, 251–252
state insurance departments, 109–110, 112

contact information, 307–312
state insurance regulation

company licensing, 135–136
consumer protection, 138–139
consumer services, 138
cost of, 139
creation of federal agency to oversee, 

142–143
financial regulation, 137
Gramm-Leach-Bliley, 139–140
history of, 134
insurance versus banking, 139
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market regulation, 137–138
modernization of, 140–142
NAIC, 135
producer licensing, 136
product regulation, 136–137
promotion of market competition, 141
purpose of, 135, 138
role of state legislatures, 135
structure of, 135

Statement of Intent—The Future of Insur-
ance Regulation, 140–141

stock life insurance companies, 89–90
straight life insurance, 40–44
Stranger-Owned Life Insurance (STOLI), 

152–153, 281
bans on, 291
concept of, 291–292
example of arrangement, 292–293
parties to, 292
potential issues with, 293–297

sub-account, 223
suicide clause, 64–65, 260–261
suitability of policy, 145–148
Supplemental Illustration, 86
surrender, 82, 248–249
survivor living expenses, 25–26
survivor options, 157–158

T
Tabular Detail, 86
Tax Cuts and Jobs Act of 2017, 251, 287
Tax Reform Act of 1986, 235–236
taxes. See also estate taxes

class action settlements and, 252–253
on death benefits, 249–252
growth of cash value on tax-deferred 

basis, 247
income-tax consequences of inside 

interest, 248–249
on life settlements, 287–288
on policy loans, 235–236, 237–239, 248
on qualified retirement plans, 240–241
on replacement, 218, 224, 226, 227–228
on STOLI, 296
on withdrawals from permanent policy, 

248
tax-sheltered annuities, 241–242

tele-underwriting, 144
term life insurance

advantages and disadvantages of, 37–38
choosing policy, 57–59
comparing policy performance, 197
cost comparison between policies, 56
important aspects of illustrations, 62–65
investing difference in, 34–36
versus permanent life insurance, 33–34
reading illustrations, 59–61
replacement worksheets for, 220–221
reviewing for potential changes, 

175–177
tracking down missing/unknown poli-

cies, 261
types of, 36–37

terminal dividend, 70
terminal illness, sale of policy in, 282–286
termination, 70, 248–249
tobacco usage, 167, 168, 170, 173, 261
tontine annuity system, 3–4, 152
tracking down missing/unknown policies, 

261–264
trade-or-business exception, 236
transaction process for life settlements, 

290–291
trustees, 256–258
trusts

considerations, 254–255
defined, 254
overview, 256
role of trustees, 256–257
tools for fiduciaries and trustees, 

257–258
twisting, 216

U
UCAA (Uniform Certificate of Authority 

Application), 136
unclaimed property offices, 264
underwriting

additional factors, 313–321
adverse decisions, asking for informa-

tion on, 170
conditional receipt, 172–173
financial, 171–172
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height and weight, effect on premium, 
167–168

honesty in, 160–161, 162, 173
Medical Information Bureau, 162–164
overview, 159, 174
rated premium, 164–167
sample guidelines, 168, 169
tips for examination, 161–162
tobacco usage, 167, 168, 170, 173, 261
understanding process, 159–161

unforeseen-events exception, 236
Uniform Certificate of Authority Applica-

tion (UCAA), 136
Uniform Prudent Investor Act (UPIA), 

257–258
Uniform Simultaneous Death Act, 157
universal life insurance

general discussion, 44–46
guaranteeing death benefit in, 83–84
health of policy, reviewing, 180–182
in-force illustration, 184–195
policy illustrations, 83
replacement worksheets for, 222–224, 

225
tracking down missing/unknown poli-

cies, 261

V
value of life insurance, determining, 

212–213
vanishing premium policies, 195–196
variable annuities, 243–244, 303
variable universal life insurance

earnings in, 67
general discussion, 48–50
PPVUL versus, 303–304
replacement worksheets for, 222–224, 

225

variable whole life insurance, 44, 48–50
Veralytic reports, 214, 224
viatical settlements

common terms, 283
issues to consider with, 283–286
versus life settlements, 282
regulation of, 295–296
tips to consider prior to selling, 

288–290
viator, 283

W
weight, effect on premium, 167–168
wet ink viatical transactions, 295–296
whole life insurance

general discussion, 40–44
health of policy, reviewing, 177–179
replacement worksheets for, 222–224, 

225
tracking down missing/unknown poli-

cies, 261
withdrawals from permanent policy, taxes 

on, 248
written applications, 144

Y
yearly renewable term (YRT), 36
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