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Life insurance is commonly being promoted and
considered as an investment asset, but often consti-
tutes the most misunderstood and neglected item on a
client’s balance sheet and planning structure for a
number of reasons, which include the following:

1. Clients and advisors have a difficult time under-
standing true values, exceptions, and underlying
costs and expected performance.

2. Illustrations are often considered vague, non-
transparent, and difficult to conceptualize when
presented in columns that do not disclose costs,

volatility, or actual expected rates of return and
probability of death on a year-by-year basis.

3. The industry and advisors lack standards for pru-
dent selection and proper management of life in-
surance policies.

4. Wealth managers and investment advisors have
not been able to gauge historical pricing and per-
formance in the way they can for most other types
of assets they manage.

5. Brokers even struggle because prevailing indus-
try marketing practices are not consistent with,
and in some cases actually violate, the Prudent In-
vestor principles that are much more uniformly
followed and applied by fiduciaries and tax and fi-
nancial professionals.

This disconnect between proven Prudent Investor
asset-management principles and the prevailing life
insurance industry practices which are designed to
market and sell whichever product type may be the
‘‘flavor of the day’’ has been at the root of repeatedly
disappointing performance, and more recently grow-
ing complaints, arbitration, and litigation. The pur-
pose of this article is to give the tax and estate plan-
ning professionals practical questions to ask before
the purchase or continuation of any life insurance
product in order to reconcile the difference between
prevailing life insurance industry practices designed
to sell a policy versus proven Prudent Investor prin-
ciples designed to manage life insurance as an asset
pursuant to the client’s best interests.

This article supposes that the reader is familiar with
the basic differences between term life, whole life,
universal life, variable life, and equity index life,

* Acknowledgment: The author would like to thank Veralytic
and Barry Flagg, CFP�, CLU, ChFC, GFS for contributing con-
tent from Veralytic research reports and serving as technical edi-
tor. Barry Flagg is a leading expert in applying fiduciary prin-
ciples to the prudent selection and proper management of life in-
surance portfolios.

Tax Management Estates, Gifts and Trusts Journal

� 2015 Tax Management Inc., a subsidiary of The Bureau of National Affairs, Inc. 1
ISSN 0886-3547



which are described in the footnote below.1 The
reader will have to decide to what extent he or she
will become active in reviewing life insurance situa-
tions, and recommending second opinions, illustrative
analysis, or competing proposals when asked if and
when any particular life insurance policy should be
purchased, modified, or cancelled.

A TAX PROFESSIONAL’S
EXPERIENCE, FRUSTRATION &
PERSPECTIVE

Life insurance is often an essential tax and estate
planning tool with unique tax preferences not found in
any other asset type, but all too often also seems com-
plicated, opaque and difficult to understand. While all
forms of life insurance may have a time and place, a
good many financial and tax advisors believe that a
significant number of policyholders have not been
well advised or educated with respect to past and
present options concerning the nature and ownership
of life insurance products.

Unlike the vast majority of other financial product
and structuring devices, relatively few experts in this
area work on a fee-for-service or fully transparent ba-
sis, and the vast majority of life insurance carriers do
not disclose the inter-workings and costs of their
products in their regular course of business. Instead,
they almost uniformly use illustrations of annual hy-
pothetical policy values without further data or gauges
to market and sell their products.

These illustrations are a comingling of (a) actual
cost representations by the insurer, and (b) perfor-
mance assumptions which often do not correlate with
actual historical or probable performance. Once a

credible cost representation is comingled with an un-
supported performance assumption, it becomes im-
possible to differentiate low costs from high costs, and
superior performance from inferior performance.

To address this problem, the National Association
of Insurance Commissions (NAIC) published its 1993
‘‘Illustration Model Regulation’’ to ‘‘ensure that illus-
trations do not mislead purchasers of insurance and to
make illustrations more understandable.’’ However,
this Illustration Model Regulation is still being up-
dated to address severe criticism with respect to what
the regulations refer to as ‘‘illustrations that use an
[apparently] identical crediting approach yet illustrate
differing rates.’’ In other words, illustrations presented
to policy holders and tax professionals have been mis-
leading for a number of decades, and by the view of
many the expected 2015 update of the Illustration
Model Regulation will not be sufficient to correct this.
Most carriers do not provide the degree of transpar-
ency and disclosure that would satisfy a reasonable fi-
duciary standard for fear that their sales will suffer.

There are a number of reasons that illustrations that
should reflect the same assumed interest or earnings
rate deviate significantly from carrier to carrier, prod-
uct to product, and illustration to illustration.2 For
these reasons, the Financial Industry Regulatory Au-
thority (FINRA — i.e., a chief regulatory body of the
financial services industry) issued IM-2210-2(c) as
part of its Advertising Regulation, stating that ‘‘[i]t is
inappropriate to compare a . . . life insurance policy
with another product based on hypothetical perfor-
mance. . .’’ because ‘‘[a]ny comparison. . . must dis-
close all material differences. . .including investment
objectives, costs and expenses, [etc]. . .[the] omission
[of which] . . . would cause the communications to be
misleading’’ according to Rule 2210(d).

1 Whole life is a product where the carrier promises a cash
value, and also a death benefit in exchange for premiums that are
required to be paid. There will be a set cash value and death ben-
efit each year, although these may be enhanced if the carrier ex-
periences certain financial results on investments. Universal life
will also provide guaranteed financial results, but these guarantees
are typically far inferior to what is guaranteed under a whole life
policy, but the insurance carrier will credit more to cash value and
may pay a higher death benefit if its actuarial and investment re-
turn assumptions are met. Universal life insurance is far more
transparent than whole life insurance because the policyholder
will receive information on the carrier’s credited income with
credited return on investment within the policy, mortality costs,
and administrative expenses. Equity Index Life Insurance is a hy-
brid which combines elements of traditional universal life and
variable universal life. These products allow the owner to place
some, or all, of the cash value in upside market activity while lim-
iting downside losses. Whole Life, Universal Life, and Index Life
are dependent upon the insurance carrier remaining solvent in or-
der for the insured to receive his cash value. With variable life in-
surance, the carrier does not own the underlying investments so a
failure of the carrier will not cause loss of the underlying invest-
ments, assuming that there is no financial fraud involved.

2 The reasons for the rate deviations are as follows:

1. Un(der)-disclosed Bonus Interest Credits and/or Per-
sistency Credits inflate the illustrated rate of return in
one illustration to be greater than what appears to be
the same rate of return in the other illustration.

2. The ‘‘historical’’ interest crediting rates in the illus-
trations appear the same but are NOT actually based
on actual historical performance of invested assets un-
derlying policy cash values (believe it or not).

3. An assumed interest/earnings rate shown in the illus-
tration is NOT the rate of return that is reasonable to
expect for invested assets underlying policy cash val-
ues for either or both illustrations.

4. The volatility reflected in the range of returns as-
sumed under one illustration can be quite different than
the volatility assumptions applied to another.

5. The assumed interest crediting rates in the illustra-
tions are the same, but the actual performance of car-
rier invested assets for each insurer and/or investment
manager will often be significantly different.
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Similarly, the Society of Actuaries (SOA — i.e., the
chief actuarial body of the life insurance industry)
commissioned the FINAL REPORT OF THE TASK
FORCE FOR RESEARCH ON LIFE INSURANCE
SALES ILLUSTRATIONS which concluded in 1992
that ‘‘[I]llustrations should not be used for compara-
tive policy performance purposes’’ because doing so
‘‘is fundamentally inappropriate.’’ And most recently,
the Office of the Comptroller of the Currency (OCC
— i.e., the chief regulatory body of the banking in-
dustry), which is operated by the U.S. Department of
the Treasury, published a Handbook for Unique &
Hard-to-Value Assets which cautions regulators and
member banks that ‘‘policy illustration[s are] subject
to a high degree of fluctuation’’ and thus unreliable for
determining product suitability.3

For years, the illustration of hypothetical policy
values was the only tool available for advisors to at-
tempt to evaluate product suitability. As a result, too
many advisors believe that consumers are sophisti-
cated enough to recognize that different carriers have
different track records, different financial strengths,
and different potential weaknesses when comparing il-
lustrated and guaranteed rates of return. To the con-
trary, many life insurance carriers are ‘‘gaming’’ their
illustrations to ‘‘win the beauty contest’’ at the point
of sale, putting ethical advisors at a disadvantage, and
clients in harm’s way.

The following questions are intended to equip advi-
sors with important information that should be shared
with clients and taken into consideration with respect
to any life insurance purchase or continuation deci-
sion. For instance, while comparing illustrations of
hypothetical performance is now considered ‘‘mis-
leading,’’ ‘‘fundamentally inappropriate,’’ and unreli-
able by financial, insurance and banking industry au-
thorities, these illustrations contain valuable informa-
tion that can better reveal and explain internal costs,
anticipated rates of return, and alternative investment
strategies, and how they compare to a particular prod-
uct or application of a product. Tax professionals that
are not able or inclined to perform such spreadsheet
analysis may consider purchasing life insurance pric-
ing, performance research, suitability ratings and
other information. This data is available from a num-
ber of information services such as Ebix, Morningstar,
and Veralytic either for a fee or from certain life in-
surance professionals.

Question No. 1 — What Does It Take to Become
a Licensed Insurance Agent and What Advisor
or Advisors Should Be Engaged to Help
Determine the Prudent Selection and Proper
Management Life Insurance Policies/Portfolio
Holdings?

In order to become a life insurance agent in Florida,
one must complete a 40-hour internet-based course
that covers life insurance, health insurance, disability
insurance, and long-term care planning. The course
materials are very rudimentary, and an agent does not
have to have a college degree, any formal financial
training, or any experience. A great many agents have
marketing and liberal arts degrees, with virtually no
financial background, yet sophisticated law and CPA
firms rely on such agents to make basic and complex
policy structure decisions. The individual must also
register with the state, complete a background test,
and pass an exam that includes questions about health
insurance, life insurance, and annuities covered in the
internet-based course. Agents cannot sell variable life
insurance products without having a Series 6 license,
but may sell equity index products in addition to life
insurance, health insurance, disability insurance, and
non-variable annuity products despite having no train-
ing or knowledge with respect to these complicated
and often problematic products. If you are working
with advisors who are not licensed to advise the client
about all product types, then you and the client are at
risk of not receiving information that could be impor-
tant to making the prudent product selection and prop-
erly managing life insurance policies over time. In ad-
dition, insurance advisors licensed to advise clients
about all product types are subject to the rules and
oversight of both NAIC and FINRA. Insurance advi-
sors licensed to sell only fixed products are only sub-
ject to NAIC rules, and neither the NAIC nor the State
Departments of Insurance perform much in the way of
oversight. On the other hand, FINRA has been far
more active in promulgating rules and conducting
oversight activities in an effort to ensure that advice
from Series 6 licensees actually serves the clients’
best interests. As such, clients and tax advisers who
work with life insurance advisors who are not li-
censed to sell variable universal life products do not
get the benefit of any of this oversight.

In addition to basic licensing requirements, there
are additional credentials offered in the financial in-
dustry. For example, a Certified Financial Planner, or
CFP�, is offered by the Certified Financial Planner
Board of Standards in Washington, D.C. CFP� is the
only designation with a formal ethics review and dis-
ciplinary process like that for other professions in or-
der to ensure compliance with standards of care that
clients and advisors have come to expect from CFP�s.
This credential is usually the designation of choice for

3 Office of the Comptroller of the Currency, Unique and Hard-
to-Value Assets, Comptroller’s Handbook (Aug. 2012), available
at http://www.occ.gov/publications/publications-by-type/
comptrollers-handbook/Unique_and_Hard-to-
Value_Asset_Booklet.pdf.
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those who wish to offer fee-based financial planning.4

A CLU� credential is considered to be the most re-
spected insurance designation in the insurance indus-
try. It has been pursued by agents who wish to spe-
cialize in life insurance for business or estate-planning
purposes.5 Another credential offered to financial
planners is the Chartered Financial Consultant�
(ChFC�). The designation has the same curriculum as
the CLU� designation, plus additional electives that
focus on various financial planning.6 None of these
designations are considered to be inherently superior
to the others, but can allow the agents to provide their
clientele with a more exclusive focus in an area of life
insurance and investments.

Life insurance advisors can be compensated in
three different ways, namely (in order of prevalence):
(1) by commissions paid by the insurer which are usu-
ally not disclosed to the purchaser, (2) by a percent-
age of cash values of assets under management
(AUM) fee paid by either the insurer or the client, and
(3) by an hourly fee paid by the client. Each method
of compensation creates a different set of conflicts of
interest. The commissioned insurance advisor is con-
flicted by the incentive to place the product that pays
the highest commission or results in qualifying for re-
wards, trips or meeting quotas that can apply to ‘‘cap-
tive agents.’’ As such, many financial advisors believe
that lawyers, CPAs, and other non-insurance agent ad-
visors who work on an hourly basis should advise on
any large life insurance placement, with respect to
policy structuring. There are fee-for-service profes-
sionals also available, but they may be less likely to
discourage the purchase or maintenance of permanent
coverage if they will be able to derive income by pe-
riodically helping to review the status of coverage in
subsequent years. Some insurance advisors are limited
to a small number of carriers and products made
available through their agencies, and many derive the
vast majority of their business from commissioned
life insurance advisors who would no longer provide

a referral if they anticipated criticism of cost or prod-
uct selection. Many licensed agents are constrained by
distribution platforms that have selling agreements
with only a small number of insurers. Still others are
constrained by incentives or requirements to sell pro-
prietary products. In addition, some advisors are wed-
ded to prevailing life insurance industry practices
which are now deemed ‘‘misleading,’’ ‘‘fundamen-
tally inappropriate’’ and unreliable by a number of fi-
nancial, insurance, and banking industry authorities.7

The proverbial moral of the story here is that all life
insurance advisors who are paid for advice are con-
flicted, so it is important to understand those conflicts
when selecting an advisor. The advisor should be en-
gaged to help determine the consumer’s prudent se-
lection and prepared to maintain proper management
of the life insurance policy.
Question No. 2 — How Should an Individual Life
Insurance Policy Be Owned?8

Typically, an individual life insurance policy will
be owned by the insured person and payable directly
to one or more beneficiaries, or in trust for the benefi-
ciaries.

In many states, the creditors of the owner of a life
insurance policy can attach or levy upon the policy
only if it is owned by the insured, but they cannot at-
tach or levy upon the policy if a family member, indi-
vidual, or an irrevocable trust is the beneficiary of the
policy. A well advised client who wants to maximize
benefits and security for a spouse or other family
member will typically have the policy proceeds pay-
able by beneficiary designation to a trust or trusts that
will benefit family members without becoming sub-
ject to creditor claims, future spousal claims, or the
federal estate tax. Designating a contingent beneficia-
ry(ies) can ensure that the policy does not go to the
insured’s estate.

Commonly, life insurance on one spouse will be
payable to a credit shelter trust, also called a bypass
trust, that can benefit the surviving spouse without be-

4 The CFP� curriculum contains five core courses that cover the
following topics: investment planning, insurance planning, estate
planning, tax planning, retirement planning, education planning,
and ethics and the financial planning process. Upon successfully
competing all the coursework, the student must then pass a com-
prehensive 10-hour board exam. Once candidates have passed the
exam, they must then pass a background check and pay an en-
trance fee before receiving their certifications.

5 The CLU� curriculum includes five required courses plus
three elective courses. The required courses include: fundamentals
of insurance planning, life insurance law, individual life insur-
ance, fundamentals of estate planning, and planning for business
owners and professionals. The three elective courses can be cho-
sen from subjects such as: income taxation; planning for retire-
ment needs; investments, etc.

6 Unlike the CFP� designation, the ChFC� does not require the
individual to take a comprehensive board exam.

7 FINRA stated ‘‘[i]t is inappropriate to compare a . . . life in-
surance policy with another product based on hypothetical perfor-
mance. . .’’ because ‘‘[a]ny comparison. . . must disclose all mate-
rial differences. . .including investment objectives, costs and ex-
penses, [etc]. . .[the] omission [of which] . . . would cause the
communications to be misleading’’ according to Rule 2210(d).
The Society of Actuaries concluded in 2013 that ‘‘[I]llustrations
should not be used for comparative policy performance purposes’’
because doing so ‘‘is fundamentally inappropriate.’’ And most re-
cently, the Office of the Comptroller of the Currency published a
Handbook for Unique & Hard-to-Value Assets which cautions
regulators and member banks that ‘‘policy illustration[s are] sub-
ject to a high degree of fluctuation’’ and thus unreliable for deter-
mining product suitability.

8 The authors would like to thank Aen W. Webster, Esq. of Co-
chran Allan, for her comments regarding this question.
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ing subject to federal estate tax on the death of the
surviving spouse. With the present $5,430,000 estate
tax exemption and the portability feature of the ex-
emption, the surviving spouse may have use of what-
ever portion of the $5,430,000 exemption is not used
by the first dying spouse along with their own
$5,430,000 exemption.9 Having the life insurance
proceeds included in the estate of the first spouse to
die will result in a reduced portability allowance go-
ing to the surviving spouse if the first spouse to die is
under the $5,430,000 limit, or will result in excess as-
sets passing to the surviving spouse (or into a marital
deduction trust that will be considered as owned by
the surviving spouse for federal estate tax purposes) if
the first spouse to die has assets and life insurance
policies that exceed the $5,430,000 level.

Because of the reduced portability or increased
marital deduction allowance received by the surviving
spouse, many planners will recommend that life insur-
ance be placed in an irrevocable life insurance trust
(‘‘ILIT’’) that can benefit the surviving spouse with-
out making use of any of the first dying spouse’s
$5,430,000 exemption amount. Gifts made to an irre-
vocable life insurance trust having appropriate
‘‘Crummey’’ withdrawal powers may not cause a re-
duction of the $5,430,000 exemption, but married
couples who expect their estates to be taxable may be
better off transferring assets that will have a larger
value on death than what will result from payment of
life insurance premiums. For example, a husband age
40 with a $10,000,000 net worth may be better served
by transferring non-voting member interests in an
LLC by use of $14,000-per-child withdrawal powers
in an irrevocable trust as opposed to paying life insur-
ance premiums using the annual gift tax exclusion.
Typically a whole or universal life policy will provide
a rate of return of just under or over 4% if the client
lives to life expectancy, whereas the transfer of non-
voting member interests in an entity that holds tradi-
tional equities may provide a rate of return that could
double or triple what is received on the life insurance.

If the purpose of a life insurance policy is to accu-
mulate values that can be used for retirement, then
typically the policy will be owned by the insured if it
is creditor protected under the law where the insured
resides, or under a special irrevocable trust that may
allow access to the policy if and when needed without

causing estate tax inclusion when the insured dies. As-
set protection trusts have become popular vehicles for
this, but special care must be taken to assure that the
§2042 Incidents of Ownership Rules do not apply if
federal estate tax is a concern.

Oftentimes the solution will be to have another
family entity loan monies to an irrevocable life insur-
ance trust as ‘‘split dollar advances,’’ whereby the
family entity will receive the amounts that it advances
plus interest at the applicable federal rate on the death
of the insured, with the excess of the death benefit
over the amount owed to pass estate tax free along
with whatever non-voting membership interests or
other assets were gifted using the $14,000 annual ex-
emption. Oftentimes grantor retained annuity trusts
(GRATs), or grantor trusts that have received gifts
and/or engaged in installment sales involving family
assets, may become owners of life insurance policies
or advance monies to life insurance trusts under split-
dollar arrangements in order to maximize the avoid-
ance of federal estate tax and maximize the use of
generation-skipping tax exemptions.10

Second-to-die policies, which pay a death benefit
on the death of a surviving spouse, should almost al-
ways be held under irrevocable life insurance trusts,
and will commonly be funded by split-dollar ad-
vances. Most planners recommend against having
second-to-die policies owned directly by children be-
cause of what can happen when a child has a creditor
issue, goes through a divorce, or takes unwise actions
that can result in loss of policy ownership or pro-
ceeds, or uses proceeds in ways that are not consistent
with what the contributing family members had ex-
pected.

Clients also might buy policies on their children as
an investment, and to ensure that the children will
have life insurance when needed. Policies on children
should usually not be owned by the parents, and can
be held under irrevocable trusts so that the cash value
and death benefit can be protected from creditors of
the parents, and also federal estate tax. The trustee of
such trust may be authorized to transfer ownership of
the policy or the right to designate the beneficiary of
the policy to the child.
Question No. 3 — Is Anything Needed Beyond
Term Life Insurance?

Term life insurance is fairly easy to understand.
Term life insurance contracts simply provide that if

9 The portability allowance does not grow with inflation and
does not provide additional generation skipping tax exemption to
the surviving spouse. Further, it will be reduced or lost if the sur-
viving spouse remarries and the new spouse predeceases the sur-
viving spouse and has a smaller estate tax exemption than the first
spouse who died or has an executor or personal representative
who does not consent to filing an estate tax return that will permit
portability to apply. The estate tax exemption will be $5,450,000
in 2016. Rev. Proc. 2015-53, 2015-44 I.R.B. 615, §3.33.

10 More detail in these areas can be found in Giordani and
Chesner, 870 T.M., Private Placement Life Insurance and Annui-
ties; Slade, 807 T.M., Personal Life Insurance Trusts, Blattmachr,
Slade, and Zeydel, 836 T.M., Partial Interests — GRATs, GRUTs,
QPRTs (Section 2702). It is noteworthy that generation-skipping
tax exemption cannot be allocated to a GRAT until after the term
of payments to the grantor have ended.
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the premiums are paid and the insured dies within a
certain period of time, then the carrier will pay the
death benefit.

It is relatively easy to compare the cost of term life
insurance policies offered between different carriers
on an apples-to-apples basis. The vast majority of
term policies provide for a fixed annual premium for
a set number of years that will then dramatically in-
crease after the set term. These types of term products
are often referred to as fixed-duration term. The ma-
jority of term products are also convertible to perma-
nent insurance, and the quality and terms of conver-
sion vary greatly from insurer to insurer and even
from product to product within the same insurer.
Therefore, conversions are typically not well under-
stood or analyzed because the purchaser will typically
only be looking for a guaranteed death benefit at com-
petitive pricing that will be available for a certain pe-
riod of time, without the probable need for conversion
to a permanent product. There is some possibility,
however, that the policy will need to be converted into
permanent coverage such as: when the insured has not
reached savings goals that would have provided for
his or her family in the event of death by a certain
year, when a poor health development occurs that
makes conversion a good investment, or when busi-
ness or estate tax liquidity needs (that were not ex-
pected in the past) become evident, and the insured is
not able to obtain competitive quotes for new cover-
age because of a health situation.

Fixed-duration term policies are available for vari-
ous terms of years. Term policies can be as short as 1
year with renewability for a longer duration, referred
to as annually renewable term (ART), and for longer
fixed durations such as 10 years, 15 years, 20 years,
and 30 years over which premiums remain level for
the specific initial term. Term policies offer the lowest
premiums and costs over this initial specified dura-
tion. However, term insurance is only issued for an
initial duration that is shorter than the insured’s life
expectancy. While many term products offer renew-
ability after the initial level-premium term, renewal
premiums are considerably higher and continue to in-
crease annually thereafter; typically at a rate of be-
tween 10%–15%. As such, term policies offer the low-
est premiums and costs over this initial specified du-
ration because the insurer is only insuring at most half
the mortality risk of a permanent policy. On the other
hand, term policies may be a much more expensive
form of insurance than permanent insurance if cover-
age is to be maintained beyond life expectancy.

Question No. 4 — What Are the Choices Beyond
Term Life Insurance?

Permanent insurance will require a higher premium
than term life insurance but should offer a lower cost

for coverage that extends beyond the life expectancy
of the insured. The various forms of coverage that can
continue beyond life expectancy and be made perma-
nent include whole life (whole life), universal life
(UL), guaranteed universal life (GUL), variable uni-
versal life (VUL), and indexed universal life (IUL).

The below chart shows best available rates and
terms for a 50-year-old male who would qualify for
preferred health risk rates and is considering term
policies of various durations versus a permanent vari-
able life policy, with the mortality costs shown. The
term life cost is based upon the total premium, as
fixed by the carrier, and the mortality cost is shown in
the ‘‘COI’’ column, and is in addition to other policy
charges.

The chart above shows what is known in the indus-
try as the best-available rates and terms (BART)
fixed-duration term insurance of various durations
versus BART VUL COIs for a $1,000,000 policy in-
suring a 50-year-old male presumed to qualify for pre-
ferred health risk rates.11

The distinguishing characteristic of whole life is
that there is a fixed premium paid in exchange for a
fixed death benefit and guaranteed minimum year-by-
year cash value. Fixed premiums are both an advan-
tage, in that the insurer cannot bill for more than the
fixed premium, but also a disadvantage, in that the
policy owner does not have the flexibility to pay more
or less as their circumstances may dictate. Premiums
paid in excess of policy costs create cash value, al-
though whole life policies do not disclose the math
behind the calculation of cash value. Whole life poli-
cies also typically credit a dividend to the policy
which will typically be a refund of the over-charged
expenses and a credit of the under-credited interest.12

The distinguishing characteristics of universal life
are premium flexibility as well as the disclosure of
year-by-year deductions for cost of insurance charges
(COIs), fixed administration expenses (FAEs), cash-
value-based ‘‘wrap fees’’ (e.g., VUL M&Es), pre-
mium loads, and surrender charges (i.e., early termi-
nation charges). Like whole life, premiums paid in ex-
cess of these policy costs create cash value, which is
credited with an interest rate periodically declared by
the insurer.

11 Best-available rates and terms (BART) refers to products
within each product type peer-group based on the following five
major factors of appropriateness: (1) high ratings for financial
strength and claims-paying ability, (2) low premiums/costs, (3)
stable pricing and/or convertibility rights, (4) high cash value li-
quidity (if applicable), and (5) superior historical performance of
invested assets underlying policy cash values (if applicable).

12 This dividend will be the difference between the maximum
amount collected less their actual mortality and operating experi-
ence and the difference between what they actually earned on their
portfolio of high-grade bonds and government-backed mortgages
less what they already credited in guaranteed interest.

Tax Management Estates, Gifts and Trusts Journal
6 � 2015 Tax Management Inc., a subsidiary of The Bureau of National Affairs, Inc.

ISSN 0886-3547



Tax Management Estates, Gifts and Trusts Journal

� 2015 Tax Management Inc., a subsidiary of The Bureau of National Affairs, Inc. 7
ISSN 0886-3547



The distinguishing characteristic of guaranteed uni-
versal life is that premiums and death benefits can be
guaranteed if a premium set by the insurer is paid
when due. In this way, guaranteed universal life is
something of a hybrid between term insurance and
universal life. Guaranteed universal life is also similar
to term insurance in that it often has little or no cash
value.

The distinguishing characteristic of variable univer-
sal life is that cash values can be diversified among a
family of mutual-fund-like separate accounts. As
such, variable universal life cash values can be allo-
cated to both fixed income and equity-type assets
classes to match the policy owner’s investor tempera-
ment and risk/return objectives. Every dollar earned
in interest or from the performance of the mutual-
fund-like separate accounts is a dollar available to pay
policy costs that does not have to come from the
policy owner in the form of premium. As such, the
greater the interest/earnings, the lower the amount of
premiums required.

In that variable universal life cash values can be al-
located to asset classes from which it could be reason-
able to expect earnings averaging 8.0% +/− or more
for more aggressive allocations over time, variable
universal life policies can require lower premiums
and/or accumulate more cash values and death ben-
efits than universal life or whole life.13

However, because variable universal life cash val-
ues can fluctuate, variable universal life policies also
present a greater risk of a ‘‘premium call’’ (i.e., a call
for additional premium because cash values are insuf-
ficient to pay cost of insurance charges and policy ex-
penses). This risk arises in down or bear markets
when cost of insurance charges and policy expenses
are deducted when variable universal life cash values
are on the decline (e.g., effectively buying high and
selling low to pay COIs and expenses). It is therefore
important to quantify this risk of a ‘‘premium call’’ us-
ing Monte Carlo Simulations or other similar tools for
measuring the impact of volatility on variable univer-
sal life performance and funding requirements.

The distinguishing characteristic of index universal
life is that cash values can be allocated to a combina-
tion of high-grade bonds and government-backed
mortgages and options on an equity index like the
S&P 500, NASDAQ, Russell, EAFE, Hang Seng, etc.
It is important to understand that index universal life
cash values are invested in the insurer’s General Ac-
count of high-grade bonds and government-backed
mortgages. Only the earnings from the General Ac-

count are available to purchase options on the equity
index, commonly referred to as the ‘‘options budget’’.
As such, insurers with a track record for superior per-
formance from their General Account will have a
greater options budget and thus likely able to pur-
chase more options to generate greater actual perfor-
mance. It is also important to remember that the per-
formance of the index does not include the contribu-
tion to performance attributable to dividends.

While prevailing life insurance industry sales and
marketing practices involve the comparison of illus-
trations of hypothetical policy values between which-
ever ‘‘flavor of the day’’ product type and an inforce
policy of a different type, the more prudent methodol-
ogy to better reach goals and objectives will be to use
the R.A.T.E. system. R.A.T.E. stands for the follow-
ing:14

• R — Risk Tolerances of Client

• A — Assets & Asset Class Preferences

• T — Time Horizons

• E — Expected Outcomes
Clients seeking family or business protection for a

period of time shorter than their life expectancy will
usually purchase convertible term insurance, while
clients seeking protection for a time extending beyond
their life expectancy will commonly be best advised
to purchase permanent life insurance or to understand
the risk of not having coverage beyond their life ex-
pectancy.

Clients with a low risk tolerance will commonly be
attracted to guaranteed universal life if they wish to
pay the lowest guaranteed premium and are willing to
forgo cash value, while whole life may be chosen if a
client wishes to have a good degree of guaranteed
death benefit for guaranteed premium amounts and
larger cash values. Clients who want more premium
flexibility and expected cash values will gravitate to-
ward universal life. Clients with a higher risk toler-
ance who are comfortable with stock market-based in-
vestment products may gravitate toward variable uni-
versal life, or may be willing to pay more for
universal life in exchange for less volatility.

Clients seeking tax-efficient wealth accumulation
and/or creditor protection may wish to choose a prod-
uct that has the lowest expected insurance ‘‘wrapper’’
costs, grounded in the category of investment assets
with which a client feels most comfortable with. For
example, clients who wish to replicate the perfor-
mance of equity markets will commonly choose vari-
able universal life, and those who wish to replicate the

13 Whole life and traditional universal life cash values are re-
quired by regulation to be invested in high-grade bonds and
government-backed mortgages from which it would be reasonable
to expect interest of 5.0% +/− over time.

14 West Point Draft of Best Practice Standards for Life Insur-
ance Stewardship (May 7, 2013).
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rate of return normally expected on fixed-income in-
vestments may choose whole or universal life.

Policyholders will want to have the strongest assur-
ances that assumptions will be met, but the competi-
tiveness of rates and costs cannot be ascertained by
comparing illustrations. For all product types where
premiums and death benefits are not guaranteed, poli-
cyholders and tax advisors may wish to avoid, or
warn extensively about the lack of consistency that
can make comparing illustrations of hypothetical
policy values of limited use. Advisors may instead at-
tempt to measure and compare internal expenses to
comparable carrier policies and industry benchmarks
to evaluate reasonableness of performance assump-
tions, as they relate to the historical investment per-
formance for applicable asset classes. Different results
will apply when evaluating policies that are based
upon the carrier’s invested assets (whole life and tra-
ditional universal life), defined portions of index
growth (equity index products), and mutual fund-
based returns (variable universal life).
Question No. 5: Under What Circumstances Can
Premiums Change, and by How Much?

Unlike other types of insurance, premiums for life
insurance can be paid in amounts greater than the
amount needed to cover the cost of maintaining life
insurance coverage for tax-favored wealth accumula-
tion, supplemental retirement savings, and/or asset
protection. For instance, shopping for auto insurance,
homeowners insurance, or professional liability insur-
ance generally involves requesting quotes and choos-
ing the lowest quoted premium for the desired cover-
age.

Choosing the lowest quoted premium for the de-
sired coverage makes perfect sense for these other
forms of insurance because premium rates are on file
with the State Departments of Insurance, and you will
actually be billed the quoted premium provided you
qualify for the quoted rate class.

Choosing the lowest quoted premium for the de-
sired fixed-duration term life insurance coverage also
makes perfect sense because premium rates are again
on file with the State Departments of Insurance, and
you cannot be billed for more than quoted premium
provided you qualify for the quoted rate class. Simi-
larly, choosing the lowest quoted premium for the de-
sired flexible-duration term life insurance also makes
perfect sense and the insurer cannot bill for more than
quoted premium given qualification for the quoted
rate class. However, planned premiums for all other
forms of permanent life insurance are not on file with
State Departments of Insurance, and thus the insurer
can bill for more or less premium than originally
‘‘quoted.’’ As such, given the term ‘‘quote’’ is defined
as ‘‘a reliable estimate for the price of goods or ser-
vices,’’ it is thus generally inappropriate to think of
planned premiums shown in an illustration of hypo-
thetical life insurance policy values as a ‘‘quote.’’

Instead, premiums for all types of ‘‘permanent’’ life
insurance coverage are a function of: (1) cost of in-
surance charges (COIs) for the payment of death ben-
efit claims, (2) policy expenses related to policy de-
sign, underwriting, and ongoing administration and
service, and (3) investment gains/losses and/or inter-
est income (i%) credited to policy cash values and
premiums paid in excess of COIs and expenses.
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In other words, life insurance premiums are always
based on the following formula:

Premiums/Performance =
Cost-of-Insurance
Charges
(COI)

+
Policy
Expenses
(E)

−
Policy
Interest/Earnings
(i%)

When COIs and/or expenses are increased by the
insurer, premiums must also be increased to cover in-
creases in costs, or cash values will be lower than ex-
pected and the policy risks lapsing without value and
without paying a claim. Conversely, when an insurer
decreases COIs and/or expenses, premiums can be de-
creased, or cash values will be greater than expected
and death benefits may continue longer than expected.

When interest/earnings are less than expected, then
premiums must be increased to cover COIs and ex-
penses that can no longer be paid by policy interest/
earnings, or cash values will be lower than expected
and the policy again risks lapsing without value and
without paying a claim sooner than expected. Con-
versely, when interest/earnings are greater than ex-
pected, then premiums can be decreased, or cash val-
ues will be greater than expected and death benefits
may continue longer than expected.

Therefore, premiums are subject to change (unless
guaranteed) when the insurer changes cost of insur-
ance charges or policy expenses and/or when policy
interest or earnings are different than expected. As
such, the risk of having to make premium changes can
be reduced by selecting insurers and products where:
(1) cost of insurance charges are based on actual his-
torical mortality experience rather than an assumed
improvement in mortality, (2) policy expenses are
based on actual operating experience rather than an
assumed level of operating gains, and (3) illustrated
policy interest/earnings are consistent with actual his-
torical performance of invested assets underlying
policy cash values rather than an assumed arbitrary
interest earnings rate.

In addition, the magnitude of potential premium
changes can and should be measured by running illus-
trations to calculate premium requirements corre-
sponding to various different rates of return that are
consistent with the returns reasonable to expect for as-
set class(es) into which cash values are/will be in-
vested. However, the use of illustrations to calculate
premium requirements under different interest/
earnings assumption can cause erroneous expecta-
tions.

Alternatively, statistical analysis such as Monte
Carlo Simulations can help estimate the probability a
given premium will be sufficient to cover cost of in-
surance charges and policy expenses over the ex-
pected coverage duration. Monte Carlo Simulations
also estimate the probable earliest date of a ‘‘premium

call’’ for an underfunded policy, and the range of re-
quired premiums corresponding to the range of re-
turns reasonable to expect for the asset class(es) into
which cash values are or will be invested. Such statis-
tical analysis effectively runs 1,000 or more illustra-
tions using randomized actual historical rates of return
over several market cycles for the asset class(es) into
which cash values are or will be invested. As such,
Monte Carlo Simulations can provide an alternate and
more reliable means of planning for potential pre-
mium changes.

Question No. 6 — What Is the Client Being
Charged Inside the Policy? And How Do These
Internal Policy Costs Relate to Alterative Carriers
and Products, and the Client’s Goals and
Objectives?

For the reasons discussed above, premiums are not
the measure of cost in permanent-type life insurance
policies. Still, many life insurance advisors refer to
premiums as the cost of the policy. Instead, the costs
of a life insurance policy are those amounts deducted
from premiums and cash values.

All permanent life insurance policies charge COIs
as well as policy expenses. Policy expenses are col-
lected in one or more of the following three ways: (1)
fixed administration charges (FAEs) typically calcu-
lated as either a fixed amount per month or per year
or based on the death benefit, (2) cash-value-based
‘‘wrap fees’’ calculated as a percentage of policy ac-
count values, and (3) premium loads calculated as a
percentage of premiums paid. These policy costs are
disclosed in universal product types, but are not nec-
essarily disclosed in traditional term insurance or tra-
ditional whole life. Some insurers can nonetheless
produce cost disclosures for whole life products upon
request of their actuarial department.15

So while comparing illustrations of hypothetical
premiums, hypothetical cash values, and hypothetical
death benefits is considered ‘‘misleading,’’ ‘‘funda-

15 Cost disclosures are generally available in complete NAIC-
compliant illustrations, and found on pages often referred to as
Detailed Expense Pages (or something to that effect), but you may
need to specifically request these pages of the illustrations de-
pending on the insurer and/or life insurance advisor. Measuring
policy costs for a proposed or in-force policy against alternatives
is as simple as comparing year-by-year cost of insurance charges
and policy expenses from the Detailed Expense Pages from each
illustration.
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mentally inappropriate,’’ and unreliable by financial,
insurance and banking industry authorities, comparing
actual cost representations is consistent with and actu-
ally required by industry guidance and Prudent Inves-
tor principles.

Still, comparing the costs in one policy to the costs
in some subset of policies has limited usefulness.
Such a subset comparison is time-consuming and can
only reveal which of the products in the comparison
offer the lowest cost within that subset, but cannot re-
veal whether any of the products in the comparison
offer among the lowest costs in the market.16

It is also important to recognize whether the agent
or agency is providing the prospective insured the
most competitive product. Once a product type and
health ratings have been established, a number of pro-
posals can be obtained from many reputable and
strongly rated life insurance carriers. Oftentimes, the
premiums and expected cash value for policies that
are fairly similar in composition will vary dramati-
cally, and agents may recommend one policy or an-
other for various reasons, including carrier reputation
and, believe it or not, compensation of the agent.
Question No. 7 — What Are the Actual Historical
Performance of Whole Life or Universal Life
Carrier Rates of Return, and How Does This
Relate to the Assumed Rate of Return Being
Illustrated?

While past performance is no guarantee of future
results, consideration thereof is an established prudent
practice. Unfortunately, the FINRA illustration rules
do not require correlation or disclosure with respect to
what is illustrated and what historical performance
has been. This puts a burden on clients and advisors
who are evaluating policies, which is rarely, if ever,
addressed.

For instance, whole life illustrations have, for many
years in the past, assumed rates of return of greater
than 7%, 8%, or even 9%, even though assets under-
lying cash values are required by regulation as a prac-
tical matter to be invested predominantly in high-
grade bonds and government-backed mortgages that
have averaged 5% to 6% over most every long-term
measurement period. For this reason, whole life divi-
dend interest crediting rates have been on a steady de-
cline for decades, and clients have been getting pre-
mium notices well after the original illustration re-
flecting the over stated rate of return indicated their
whole life policy would be ‘‘paid up.’’

Conversely, universal life cash values are invested
predominantly in high-grade bonds and government-

backed mortgages averaging 5% to 6% over the long-
term, but illustration rules generally cap the rate of re-
turn shown at 3% to 4% in the current low-interest en-
vironment. As such, premium amounts shown in
universal life calculations are likely higher than what
will be required, while past whole life premium illus-
trations have understated what will be required. This
explains why many whole life illustrations presently
appear to offer lower premiums than comparable uni-
versal life illustrations, even though carriers are re-
quired by regulation to invest in the same asset
classes.

Similarly, variable universal life illustrations are
vulnerable to inappropriate rate of return assumptions
on both ends of the rate of return spectrum. FINRA
rules prohibit showing a rate of return exceeding a
maximum rate of 12% gross, and also prohibit show-
ing a minimum rate of return of 0%. However, nega-
tive rates and returns exceeding 12% commonly oc-
cur, and will vary based upon the allocation of invest-
ments, which will typically reflect the policy owner’s
risk profile to be used in calculating hypothetical
policy values. Nonetheless, this rate of return assump-
tion is too often incongruent with the rate of return
that is reasonable to expect from the cash value asset
allocation corresponding to the policy owner’s risk
profile. For instance, a 12% rate of return assumption
makes hypothetical premiums appear low and hypo-
thetical cash values and death benefits appear high,
but would be reasonable to expect only from an asset
allocation corresponding to clients with an Aggressive
Risk Profile,17 and thus appropriate only for clients
who can tolerate and afford extreme volatility, which
may ultimately result in the lapse of the policy or
large ‘‘premium calls.’’

On the other hand, variable life illustrations also
too often fail to consider lower rates of return that
should be shown to clients with a Conservative Risk
Profile.18 Variable universal life illustrations also of-
ten fail to consider lower rates of return that should

16 Alternatively, the cost competitiveness of any policy can be
measured against the universe of peer-group alternatives using life
insurance industry cost benchmarks.

17 An Aggressive Risk Profile is appropriate for policyholders
whose primary objective is long-term capital growth and who can
tolerate substantial fluctuations in cash values in the short-term in
anticipation of the highest possible return over a period of 10
years or more. Security of capital is secondary to the potential for
wealth accumulation; cash values are allocated predominantly into
growth stocks, with significant weighting in value stocks, interna-
tional stocks, corporate and high-yield bonds. As such, investment
choices carry with them a higher level of risk with expected rates
of return ranging between −30.1% and 50.3%, and averaging 10%
or more over time. (Source: Morningstar.) Conservative Risk Pro-
files have a rate of return closer to 6% and/or limit the assumed
rate of return to as little as 8%.

18 A Conservative Risk Profile is appropriate for policyholders
whose primary objective is preservation of cash values and who
require stable growth and/or a high level of income, access to
policy cash values within three years, and are highly risk averse
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be shown when taking into consideration expected
portfolios that will have more fixed income (bond
funds) and thus less volatility, but a lower expected
rate of return. In Re Stuart Cochran Irrevocable Tr-
tus19 is an excellent example of both the misleading
and inappropriate use of hypothetical illustrations as
well as the failure to set rate of return expectations
that are reasonable to expect from the asset allocation
corresponding to the client’s risk profile, which alto-
gether cost the Cochran beneficiaries between $2 mil-
lion and $6 million.20

Finally, and by dangerous recent trend, index uni-
versal life illustrations have been assuming high, even
double-digit, rates of return, even though assets un-
derlying cash values are required by regulation to be
invested predominantly in high-grade bonds and
government-backed mortgages. While it is certainly
reasonable to expect some lift to the rate of return
above the 5%-to-6% long-term average for fixed-
income asset classes, this potential for some addi-
tional return comes with additional risk that the op-
tions could expire without value and thus produce 0%
return. For this and other reasons, actual index univer-
sal life crediting rates have fallen short of such lofty
expectations. Regulators are in process of issuing new
rules to address such abuses, all of which again results
in clients having to pay more or get less than ex-
pected.

For example, the S&P 500 has averaged 10% in
round figures since 1926 (i.e., thus including both the
stock market crash following Great Depression as
well as the stock market crash following the Great Re-
cession), with as much as 40% of that total return
coming in the form of dividends. The vast majority of

equity index products give no credit for dividends. It
is unreasonable to expect much more than a 6% rate
of return under an index universal life policy because
of this.

For example, E. Randolph Whitelaw, AEP (Distin-
guished) and Charles M. ‘‘Mark’’ Whitelaw produced
an analysis of the total return for the S&P 500 index
versus actual indexed universal life rates of return
over a 25-year look-back period (a common time
frame used in indexed universal life illustrations).
This analysis which was published in the April 2015
Risk Management edition of the Journal of Financial
Service Professionals, concludes that there has been a
41.10% differential between the total return from S&P
500 over the past 25 years versus the average indexed
universal life return over the same 25 years for IUL
policies purchased in each of the last 11 years. This
means that an indexed universal life illustration as-
suming a 7% rate of return would require that the
S&P 500 produce a total return of 11.86%, which is
higher than the long-term historical average for that
index.

Mr. Whitelaw recently let the authors know that in
his opinion, ‘‘The indexed universal life issue is sales
agent disclosure of the illustration interest rate calcu-
lation in a form that demonstrates ‘suitability’ with the
agent’s understanding of the financial assumptions in
the consumer’s personal financial plan or estate plan,’’
and that ‘‘[i]f the agent is not securities licensed, it is
doubtful (if not prohibited by state regulation) that
this basic disclosure can be made.’’

For these reasons, it is important to examine the
reasonableness of the rate of return assumed in the il-
lustration. If a whole life or universal life illustration
reflects an assumed rate of return that is more than 6%
or less than 5%, then inquire as to why it is reason-
able to expect something different. If an index univer-
sal life illustration reflects an assumed rate of return
that is more than 7%, then inquire as to why it is rea-
sonable to expect something different. If a variable
universal life illustration reflects an assumed rate of
return that deviates substantially from the below rates
of return corresponding to each respective Risk Pro-
file, then inquire as to why it is reasonable to expect
something different.

Risk Profile Asset Allocation
(Equities/Fixed-Income) Rate of Return

Conservative 20% / 80% 6%
Moderate-Conservative 40% / 60% 7%
Moderate 60% / 40% 8%
Moderate-Aggressive 80% / 20% 9%
Aggressive 100% / 0% 10%

and prepared to accept lower returns to protect capital without re-
gard to the negative effects of inflations, and where cash values
are allocated predominantly to high-grade corporate and govern-
ment bonds and government-backed mortgages, which together
are expected to produce returns ranging between .6% and 10.0%
and average at least 5.3% or more over time. Source: Morning-
star.

19 901 N.E.2d 1128 (Ind. Ct. App. 2009).
20 For more information on Cochran v. Keybank, see Barry D.

Flagg and Steven S. Zeiger, A Shot Across the Bow, 149 Tr. & Est.
33 (Dec. 2010), available at http://wealthmanagement.com/
insurance/shot-across-bow.
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Note: The above Rates of Return and Asset Allo-
cations are not intended to portray actual histori-
cal performance and instead are intended to pro-
vide an easy-to-remember guide for non-
investment/financial services professionals.

It is important, pursuant to meeting client expecta-
tions, to understand that variable universal life illus-
trations express rates of return in different ways,
namely: (a) the Gross Rate, (b) the Net Rate, and (c)
the Net-Net Rate, defined as follows:

Gross Rate — The gross policy interest/earnings
rate is the rate of return credited to policy cash values
reported before deduction for investment-related fund
management expenses (FMEs) and before deduction
of cash-value-based insurance expenses. The gross
rate is typically disclosed in variable life products, but
not typically disclosed in traditional universal life and
whole life products, and either way is directly related
to the rate of return on invested assets underlying
policy cash values. Including the gross policy earn-
ings rate is unique to life insurance products as rates
of returns for investment products are generally re-
ported net of FMEs. As such, while the Gross Rate
may be an interesting piece of information as it relates
to benchmark performance of the respective asset
classes underlying policy cash values, because it does
not reflect the earnings actually credited to policy
cash values, it is most useful as a starting point in set-
ting reasonable expectations as to the investment per-
formance of policy cash values.

Net Rate — The net policy interest/earnings rate is
that rate of return credited to policy cash values re-
ported after deduction of investment-related FMEs,
but before deduction of cash-value-based insurance
expenses. In other words, ‘‘Net Rate’’ is equal to the
Gross Rate minus FMEs, and as such is most closely
analogous to the ‘‘investment rate of return’’ on policy
cash values.21 As such, because the Net Rate is de-
rived directly from the Gross Rate for the given asset

allocation, and because FMEs are a function of that
asset allocation, the Net Rate is most useful in com-
paring hypothetical policy performance between dif-
ferent products. For reasons explained further imme-
diately below, Net Rate can also be referred to as the
‘‘Single Net Rate.’’

Net-Net Rate — The net-net policy interest/
earnings rate is that rate of return credited to policy
cash values reported after deduction of both invest-
ment FMEs and cash-value-based insurance ‘‘wrap
fees’’ (e.g., M&Es). In other words, ‘‘Net-Net Rate’’
is equal to the Net Rate minus M&Es, and because
Net-Net Rate reflects the rate of return reported on
policy cash values after all cash-value-based fees, it
can also be referred to as the ‘‘policy rate of return’’
or the ‘‘Double Net Rate.’’ The Net-Net Rate is most
useful in measuring the appropriateness of policy ex-
penses (e.g., because the Net-Net Rate is the rate of
return at which cash values would otherwise grow but
for the deduction of all other policy expenses, the
Net-Net Rate is also useful in accounting for differ-
ences in the timing and amount of COIs, FAEs and
premium loads between one policy holding and an-
other).

While certain practitioners may disagree with the
use of a consistent Net Rate for comparison of hypo-
thetical performance and corresponding expenses, and
instead suggest that using a consistent Gross Rate pro-
duces a more accurate means of policy comparison,
the use of a consistent Gross Rate for the purposes of
such comparisons is only valid when the appropriate
cash value allocation is known and also made consis-
tent in all products under evaluation. For instance,
consider a comparison of performance and costs be-
tween two products based on a consistent 8.0% Gross
Rate but where the cash value allocation is assumed
to be balanced among both fixed income and equity
asset classes with an average FME of 100 bps in
Product A, while Product B is assumed to allocate
100% off cash values to a stable value account with
low FMEs of only 25 bps, as shown below:

Product A Product B
Gross Rate 8.00% 8.00%
Less Investment Wrap-Fees (FMEs) 1.00% 0.25%
Net Rate 7.00% 7.75%
Less Insurance Wrap-Fees (e.g., M&Es) 0.75% 0.75%
Net-Net Rate 6.25% 7.00%

As shown above, comparing policy holdings based
on a consistent Gross Rate, but without knowing and

also making consistent the cash value asset allocation,
can result in understated investment expenses and

21 Universal life policy interest crediting rates and whole life
dividend interest crediting rates are generally reported after corre-
sponding investment expenses in the same way as bank certifi-
cates of deposit report interest after deduction of related invest-

ment expenses. Further, variable life separate account earnings
rates are reported after corresponding investment expenses in the
same manner as mutual funds report earnings after deduction of
related investment expenses.
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overstated policy performance. In addition, because
the asset allocation can and typically does change
over the life of a given policy, comparing policy hold-
ings based on a consistent Gross Rate produces incon-
sistent results over time (e.g., a product offering low
costs based on one illustrated asset allocation could
have high costs based on a different cash value allo-
cation). On the other hand, because cash-value-based
insurance expenses (e.g., M&Es) are set at the time of
policy issue, and do not change from that pre-set
schedule, comparing policy holdings based on a con-
sistent Net Rate will produce consistent results over
time.

Because certain variable universal life illustrations
may or may not disclose the ‘‘Gross Rate,’’ the ‘‘Net
Rate,’’ and the ‘‘Net-Net Rate,’’ and may not clearly
distinguish between the ‘‘Gross Rate,’’ the ‘‘Net
Rate’’ and the ‘‘Net-Net Rate,’’ it is important to un-
derstand which rate is reflected in each illustration,
and how that rate relates to actual historical perfor-
mance of invested assets underlying policy cash val-
ues.

In all cases, if you do not get an answer about dif-
ferences between actual historical performance and
assumed illustrated rates for which you feel you can
hold the life insurance advisor accountable, then re-
quest that the illustration be re-run based on a rate of
return that is consistent with actual historical perfor-
mance of invested assets underlying policy cash val-
ues. While past performance is no guarantee of future
results, the absence of rules prescribing a better corre-
lation between actual historical performance and as-
sumed illustrated rates means the client and their ad-
visors are responsible for understanding the reason-
ableness of the expected rate of return for each
product type. Otherwise, the client may suffer the con-
sequences for not examining such rate of return as-
sumptions.

Question No. 8 — What Are the Proper Ways to
Measure the Rate of Return that Is Reasonable to
Expect from a Proposed Life Insurance Policy?

Typically, an insurance agent will explain that the
cash value of a life insurance policy will be credited
at a rate that might presently be 4% a year, and that
might be guaranteed to be at least 3% per year. The
policy holder is also informed that if and when inter-
est rates go up, the crediting rate could be expected to
go up. The policy holder may not understand that the
internal rate of return will be reduced by mortality
costs, administrative expenses, and other possible
charges within the policy. These may exceed what
term life insurance would cost, and the monies taken
out of the policy in the initial year and possibly sub-
sequent years will actually reduce the rate of return.

Commonly, agents will provide information with
respect to how long the insured may be expected to
live. This is commendable, but the purchaser needs to
be aware that quite often the insured will have an av-
erage or median life expectancy that is significantly
longer than what the carrier or agency may illustrate.
The American Society of Actuaries has performed
studies and concluded that actual life expectancy of
an insured individual will be longer than the life ex-
pectancy reflected under the tables normally used by
a good number of carriers. Further, the same studies
determined that individuals who have their lives in-
sured for $1 million or more on average live signifi-
cantly longer than individuals who may be of less
economic means. A recent example is a 65-year-old
female preferred non-smoker who was recently told
that an expected life expectancy would be 89 years.
The above-referenced studies instead provided for an
age 89 life expectancy if insured for less than $1 mil-
lion, and an age 91 life expectancy if insured for more
than $1 million. The expected rates of return between
the two life expectancy tables were significant. The
rate of return on the policy she was purchasing would
be as summarized in the columns below:
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The primary purpose of the policy in this situation
was to provide liquidity in the event of death, so the
purchase decision is still considered to be prudent by
the trustees, notwithstanding the overall rate of return
from the investment portfolio of the trust that pur-
chased the policy is expected to be lower over the
next two to three decades as the result thereof.
Question No. 9 — Does the Client Understand the
Lack of Liquidity with Respect to the Policy?

The suitability of a permanent life insurance prod-
uct is also influenced by the amount of cash value
relative to the death benefit. All other factors being
equal, the higher the liquid cash value, the more suit-
able the policy.22 Industry studies have been said to
show that fewer than 2% of permanent life insurance
policies are actually maintained up through the death
of the insured,23 although the author has concluded
that this may be folklore. Yet, life insurance compa-
nies calculate premiums and derive significant profit-
ability from the fact that they will usually not have to
pay the death benefit. Typically, most of the first year
premium is used by the company to compensate the
sales agent and for other expenses. A typical life in-
surance illustration shows limited cash value after the
first year, and cash value not reaching amounts paid

in premiums (notwithstanding if the insured is of a
relatively young age with lower than average mortal-
ity costs and that the policy has a crediting rate of at
or close to 4% per year as illustrated as of May 2015).

It is noteworthy that many life insurance policies
can be sold to viatical settlement companies or inves-
tors based upon the health of the insured and the an-
ticipated investment return to a purchaser. It may be
possible to sell an existing life insurance policy and
to report any net income therefrom as a capital gain,
as opposed to reporting ordinary income, to the extent
existing, when a policy is cashed in.24

If there is a significant chance that the policy will
need to be cashed in during the first few years, then a
‘‘no load’’ or a ‘‘buy term, invest the rest’’ premium
and savings scenario will often seem preferable.

Life insurance is often recommended to provide li-
quidity in estate planning for clients who may have
mortgages called in and/or estate tax to pay in the
event of death. A ‘‘Buy Term and Invest the Rest’’
chart appears below and is based upon a client taking
monies that would otherwise be placed into a perma-
nent life insurance policy, and using them to purchase
mutual funds that would be assumed to perform at the
indicated after-tax and fund cost rates of return.25

22 After taking into account the deduction of cost of insurance
charges and policy expenses, including contingent surrender
charges.

23 Wm. Scott Page, The Life Insurance Industry’s Big Secret,
Huffington Post (Oct. 4, 2012) available at http://
www.huffingtonpost.com/wm-scott-page/the-life-insurance-
indust_b_1937246.html.

24 See Donald O. Jansen, Esq. and Lawrence Brody, Esq., The
Often Overlooked Income Tax Rules of Life Insurance Policies,
Willamette Management Associates available at http://
www.willamette.com/insights_journal/13/autumn_2013_6.pdf.

25 The chart below illustrates a healthy 30-year-old non-
smoking male investing the annual net premium difference be-
tween a 20-year universal life policy and a 30-year term life
policy into investments yielding 5% and 8% over 30 years. At an
8% rate of return, the additional assets from investing the pre-
mium difference would be $246,548 after 30 years.
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Cash value, or cash surrender value, is a defining
characteristic of permanent life insurance. In simple
terms, the cash value is available to the policyholder
if the policy is surrendered. A hypothetical example of
policy cash value account growth may be seen be-
low:26

Higher cash value and higher liquidity rations give
policy holders more planning options, greater flexibil-
ity, and better exit strategies in the event of changes
in facts and circumstances or changes in tax law or
other regulations.

Funding the policy to endow offers the policy
holder benefits. If a policy does not endow, the poli-
cyholder can potentially lose the entire investment as
well as the death benefit. If the policy is funded to en-
dow, some insurers will extend maturity beyond the
original endowment age. In that case, the policy
holder survives beyond the original endowment date,
the cash is paid at maturity but is taxable to the extent
the cash value exceeds the premium investment.

More weight should be placed on policies that offer
higher liquidity and policy value over the short term,
and less on mid-term and long-term measurement pe-
riods.
Question No. 10 — What Are the Advantages and
Disadvantages of Permanent Life Insurance
Versus Buying Term and Investing the
Difference?

A whole life insurance policy will usually return
somewhere around 3% to 5% for the policy owner in

the long run, well below the historical average annual
stock market returns of a little over 12%.27 Therefore,
it may yield better results for the clients to obtain in-
surance that provides the protection of life insurance
coupled with equity compensation arrangements.

For example, a given insurance carrier might offer
a universal life policy where the carrier is presently
crediting the policy with a 4.25% rate of return, and
may also offer a variable universal life policy where
the rate of return will be based upon the after-fund
cost performance of selected mutual funds.

Typical mutual fund costs may be demonstrated by
the following examples.

One carrier Variable Universal Life policy issued in
2014 was offering the following funds (among dozens
of others), which have the following internal fund
costs (in addition to what the carrier takes out for
mortality, administrative and other charges):

26 The chart is an excerpt from a Veralytic Research Report and
was used with permission of Barry Flagg to contribute to the dis-
cussion of cash liquidity.

27 See Thomas Rockford, Should You Buy Term and Invest the
Difference? Life Ant (Mar. 16, 2014) available at http://
www.lifeant.com/buy-term-invest-difference/.
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Name of Fund
Total Portfolio
Operating
Expenses

10-Year Historical
Rate of Return of
the Fund

10-Year Historical Rate
of Return, Average Rate
of Return Minus Fund
Costs

Global Growth Portfolio .98% 3.96% 2.98%
Small/Mid Cap Value Portfolio .81% 10.04% 9.23%
XXX Variable Series Fund
(Class I Shares) 0.72% 8.52% 7.8%

Most investors would have a comparable fund cost
if they buy mutual funds directly, but many investors
purchase balanced portfolios of stocks, which do not
have fund costs, or may prefer to invest in lower cost
funds, or index funds. Compared to life insurance,
buying these mutual funds, or substantial equivalent
funds directly, may save the policy owner additional
costs. Further, investing in mutual funds could pro-
vide ease and liquidity when a policy owner wishes to
borrow against them.

While tax planning and financial flexibility make
the borrowing feature of a life insurance policy attrac-
tive, policyholders tend to view this as if they were
borrowing money from themselves, and will therefore
think that they will not have to pay interest to the life
insurance carrier. To the contrary, the life insurance
carriers will charge the insured interest which will
typically be in the range of 0.75% to 2% on the policy
holder’s own money. For example, if a policy is cred-
iting 4% and has a $300,000 cash value, and the
policy holder borrows $100,000 for a year, then 4%
of $300,000 is $12,000, and 5% of $100,000 is
$5,000. At the end of the year, there will be only
$7,000 credited under the policy ($300,000 multiplied
by 4% equals $12,000; $12,000 minus $5,000 is
$7,000; $7,000 divided by $200,000 equals a 3.5%
rate of return). Most policy holders would be able to
take home, after the loans or margin loans on their
brokerage accounts, rates less than 5%.

Question No. 11 — What Are the Financial
Strength, Claims-Paying Ability Ratings and
Ranking of the Insurer(s) of the Recommended
Product(s)? And Has/Should Diversification
Among Multiple Insurers Been/Be Considered?

In that insurance is most simply defined as an
agreement for the payment of a premium today in ex-
change for payment of a claim in the future, the more
time between policy inception and the expected claim
date, the more important the durable financial strength
and long-range claims-paying ability of the insurer(s).
In addition, evaluating financial strength and claims-

paying ability of an insurer is potentially more impor-
tant than ever.28

It also may be prudent to use multiple insurance
carriers to enhance the financial security of the insur-
ance. In fact, many purchasers choose to ladder their
term life insurance — this means that the insured
would purchase a 10-year term policy, a 30-year term
policy, and a 15-year term policy from different carri-
ers. Doing so would allow the insured to convert their
insurance at different stages in their lifetime while
providing for financial security.

The United States has been spared the disaster of
policy holders not being paid their death benefits or
policy values due to carrier failure, but there have
been carrier insolvencies which have resulted in
policy holders being unable to cash in policies. This
has contributed to significant economic uncertainty
experienced by policy holders during insolvency pro-
ceedings. A recent example is that of Shenandoah Life
Insurance, which went into receivership in February
2009 until it was bought by United Prosperity Life In-
surance Company in May 2012.29 Shenandoah was
required by state law to invest the assets which sup-
port cash values primarily in high-grade bonds and
government-backed mortgages, which have notably
included the Fannie Mae and Freddie Mac stock.
Shenandoah had owned as much as $50 million of
Fannie Mae and Freddie Mac stock in its portfolio in
2009, which caused it to become insolvent and sub-
ject to receivership. During the insolvency, policy-
holders were able to receive limited cash only upon
going through a fairly arduous and lengthy process of
proving substantial need. State guaranteed funds will
typically only guarantee up to $300,000 of death ben-
efit per policy per carrier. In 2009, Hartford had to re-
ceive TARP money in order to remain solvent. It was
subsequently acquired by Prudential, and its financial
problems were in large part caused by guaranteed rate
of return products that became a tremendous financial

28 The current environment is more favorable for high(er) rat-
ings over short-term contributions, but longer term contributions
may be (considerably) less favorable to an insurer’s financial
strength and claims-paying ability.

29 Shenandoah Life Insurance Company Receivership Docu-
ments, available at: https://www.shenlife.com/home/wcm/
ReceivershipDocuments.html.
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burden on the carrier when the 2008 stock market
crash occurred.30 Will the carriers who promise the
best results be the first to fail? Does the parent com-
pany of any corporate division of a life insurance car-
rier guarantee all obligations?

For these purposes, the insurer’s financial strength
and claims-paying ability ratings should be examined,
and diversification should be considered. Many carri-
ers purchase reinsurance and will not actually pay the
death benefit from their own resources. Evaluating the
financial strength and claims paying ability and con-
sidering diversification is potentially more important
than ever given increased M&A activity particularly
among ‘‘alternative buyers’’ (i.e., non-insurance com-
pany buyers who may or may not have an alignment
of interests with policyholders that a more traditional
insurance company buyer would have).

When examining an insurer’s financial strength and
claims-paying ability, consider all available ratings
from both voluntary Nationally Recognized Statistical
Rating Organization (‘‘NRSRO’’) agencies as well as
publishers of involuntary ratings. Voluntary rating
from NRSRO agencies require cooperation by insur-
ance company management and fees paid to the rat-
ing agency, and are regulated by and subject to SEC
oversight. Notable ratings agencies include (in alpha-
betical order): ALIRT (AnaLysis of Insurer Risk
Trends), A.M. Best, Fitch, Moody’s, Standard &
Poor’s, and Weiss.

Voluntary ratings have the benefit and insights of
non-public information but are susceptible to conflicts
of interest and vulnerable to ‘‘shopping’’ for good rat-
ings because management can withdraw from the rat-
ings process if they are not getting what they want. As
such, using both voluntary and involuntary ratings
based only on public information, and eliminates
‘‘shopping’’ and conflicts of interest, provides a more
balanced view of the insurer’s financial strength and
claims-paying ability.

In addition, while all rating agencies evaluate insur-
ers based on common criteria to include company
management, operating results, investment perfor-
mance, and capitalization, different ratings agencies
publish ratings based on dissimilar scales, different
nomenclatures, and incongruent ‘‘crossover’’ between
investment-grade and non-investment-grade ratings,
as shown in the table below. For this reason, it is use-
ful to consider each insurer’s ratings in relation to the
ratings of all other insurers (e.g., ranked in the top
10% or top decile of all insurers).

It is also important to inquire: (a) whether a parent
is obligated for the claims of a subsidiary (which is
often not the case) when the subsidiary has the same
ratings as the parent, (b) whether insurer financial
statements reflect the use of affiliated reinsurance, pri-
vate captives and limited purpose subsidiaries and/or
accounting treatment that is more favorable in some
states than others, and (c) whether the insurer is or
may become a Systemically Important Financial Insti-
tution (SIFI).31 Each of these factors can impact the
financial strength and claims-paying ability of a given
insurer relative to other insurers, but may not be re-
flected in their ratings.

In addition to guarding against insolvency con-
cerns, ratings also have served as a leading indicator
of cost increases and/or changes that adversely im-
pacted policyholders. Insurers such as (in alphabetical
order) AIG, Hartford, Lincoln Benefit, Lincoln Finan-
cial, Phoenix, Sun Life and VOYA/ING/Security Life
of Denver all suffered ratings downgrade preceding
either an increase in costs, a decrease in policy cred-
iting rates, or a change in corporate structure that in-
troduced new risks. As such, it is equally important to
both examine financial strength and claims-paying
ability before the purchase of a policy and to monitor
ratings over time.

In addition, for large transactions, it is prudent to
ask about the insurer’s internal capacity to retain risks
and its use of reinsurance, and to consider diversifica-
tion. Most primary insurers reinsure some part of
most every risk. As such, the payment of claims and
the costs internal to the policy are dependent on the
continued existence of an unknown reinsurer. In peri-
ods of turmoil in the reinsurance market, as was expe-
rienced some years ago where several reinsurers
failed, primary insurers with the capacity to retain
more risk were not at the mercy of a reinsurance mar-
ket that may have wanted to charge more, and whose
increased costs would likely have been passed along

30 Matthew Sturdevant, The Hartford: Sale of 3 Units Com-
pleted This Week, Hartford Courant (Jan. 2, 2013) available at
http://articles.courant.com/2013-01-02/business/hc-hartford-mass-
mutual-retirement-plans-20130102_1_sheila-bridgeforth-mark-
cybulski-retirement-plans.

31 Systematically Important Financial Institution (SIFI) is a
bank, insurance company, or other financial institution whose fail-
ure might trigger a financial crisis.
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to policyholders. Because of this additional risk, it
may also be prudent for the insured to diversify his/
her life insurance assets.

According to the Rationale for Diversification in
the Uniform Prudent Investor Act, ‘‘[d]iversification
reduces risk.’’32 While most of the discussion of risk
in the Uniform Prudent Investor Act refers to tradi-
tional trust investments like stocks and bonds, the Ra-
tionale for Diversification also applies to life insur-
ance because diversification of life insurance policy
holdings reduces the risk that the failure of one in-
surer would result in a total loss of investment.

For these reasons, there is a presumption under Pru-
dent Investor principles that diversification is inher-
ently prudent unless it is reasonably determined that
the client is better served without diversifying. One

such reason for not diversifying could be costs. Con-
centrating coverage with the insurer offering best-
available rates and terms offers the client the lowest
costs. Diversifying among providers with the best-
available rates and terms and the second best-
available rates and terms will increase costs, unless
the difference in costs is negligible.

As such, costs, financial strength, and claims-
paying ability are important considerations. There are
hundreds of life insurers offering products for sale in
most states. There are plenty of choices ranked in the
top 10% of all insurers for financial strength and
claims-paying ability and dozens ranked in the top
5%. For these reasons, beware of companies’ market-
ing statements claiming they are one of the ‘‘top com-
panies.’’ Financial strength and claims-paying ability
is important but only one of the five major factors of
product suitability.

32 Uniform Prudent Investor Act §3 cmt. (Unif. Law Comm’n
1995).
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