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A. What is the right price to pay for life insurance (when no one wants to pay more than they 
have to)?

i. The answer is predicated on knowing “how long will you need life insurance?”

ii. Short term / intermediate term / lifetime price for a 33-year old healthy male

iii. Value statistics

a.   Regardless of the starting age, term insurance will cost approximately 70% of the 
death benefit through life expectancy

b.   Term life insurance cannot effectively or affordably provide insurance for the 
entirety of one’s life, unless we are unlucky enough to die substantially before life 
expectancy.

c.   The inevitability of adverse selection makes the long-term cost of term insurance 
much more than the equivalent net amount at risk under a permanent policy.

A. Whole life is generally comparable to the “style” of the conservative investor who is 
mostly intolerant to volatility and seeks guarantees in most investment choices.

i. Underlying investments are government and high-grade corporate bonds

ii. Premiums are guaranteed

iii. Policy itself is guaranteed

iv. There will be some “upside” potential, but magnitude is not guaranteed

B. No-lapse guarantee universal life is also generally comparable to the “style” of the 
conservative investor – intolerant of volatility and seeks guarantees

i. The death benefit and premium obligation are guaranteed

ii. Bare bones; “what you see is what you get”

iii. No upside potential for death benefit
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C. “Traditional” universal life is generally comparable to the “style” of the balanced investor 
– tolerant of modest volatility and willing to accept fewer guarantees in favor of premium 
payment flexibility

i. The risk of premium “sufficiency” has been shifted to the policy owner

ii. Policies should be funded with more premium than an illustration is likely to suggest

iii. No ability to manage the policy owner’s risk (premium sufficiency) except by paying 
more premium.

D. Variable universal life is generally comparable to the “style” of the growth or aggressive 
investor – tolerant of volatility and willing to lack of guarantees in favor of having the 
opportunity to manage the underlying investments supporting the policy

i. The risk of premium “sufficiency” has been shifted to the policy owner
ii. Policies should be funded with substantially more premium than an  

     illustration is likely to suggest

iii. Professional management of underlying investment accounts is 
     imperative

E. Equity Indexed universal life is generally comparable to the “style” of the 
“conservatively  aggressive” investor – intolerant of volatility yet desiring the “attractive 
impossibility” of no downside - without understanding the dynamics of indeterminate 
pricing.

i. The risk of premium “sufficiency” has been shifted to the policy owner

ii. Policy “premium” should be calculated with 5-6% return assumption

iii. Policy needs to be constantly monitored for premium sufficiency

A. “IQ” revisited

In 1992 The Society of Actuaries published an extensive examination of illustrations and 
illustration practices associated with the purchase of life insurance.  Its conclusion: " ... 
(when) illustrations are used to show the client how the policy works; (it is) a valid 
purpose of policy illustrations.   Illustrations which are typically used, however, to 
portray the numbers based on certain fixed assumptions - and/or are likely to be used to 
compare one policy to another - are an improper use of the policy illustration." 
Furthermore, the Executive Summary of the Society's report concluded:  
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" ... How credible are any non-guaranteed numbers projected twenty years in the future, 
even if constructed with integrity?   How does the consumer evaluate the credibility of 
two illustrations if they are from different companies? Or even if they are from the same 
company if different products with different guarantees are being considered?  Most 
illustration problems arise because the illustrations create the illusion that the insurance 
company knows what will happen in the future and that this knowledge has been used to 
create the illustration. (emphasis added)" 

B. VUL illustrations canNOT adequately project values or calculate “premiums”

4. The policy “Illustration Beauty Contest” - the attractive impossibility versus the less 

A. $6,000 or $12,000 premium per year - which would you pay?
B. The illustration dilemma: how it’s portrayed versus how it really works

C. It’s all about your minimum threshold for risk

A. Introduction

i. Diversification is at the heart of MPT

ii. Correlated versus uncorrelated assets

B. MPT essentials

i. Assess a portfolio into component “asset classes”

ii. Traditional classes

iii. Diversify with dissimilar categories
  

C. Life insurance as an asset class

i. Death benefit is cash

ii. Living benefits – cash value –take on the asset class attributes of the underlying 
policy style: whole life = fixed
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iii. Life insurance has unique attributes that keep it in a category by itself

 a.  income tax-deferred accumulation of cash value
 b.  income tax-free death benefit
 c.  estate-tax free planning opportunities
 d.  free from reach of creditors
 e.  inherent leverage of premium to death benefit
 f.  death benefit is triggered by the event of death; no market value 

    adjustment
 g.  policy premiums should be allocated out of investment portfolio assets

 h.  permanent life insurance can produce a favorable long-term return with 
     less risk within a portfolio of equity and fixed components

D. Life insurance as a value-added component of the fixed component of an asset 
      allocation 

i.      $500,000 municipal bond example

ii.     Risk Index explained

iii.    Needed life insurance can reduce risk and increase overall return of portfolio

iv.    Two strategies for enhancing retirement income

v.     Inherent leverage of premium to death benefit

vi.    Death benefit is triggered by the event of death; no market value adjustment

vii.   Policy premiums should be allocated out of investment portfolio assets

viii.  Permanent life insurance can produce a favorable long-term return with 
        less risk within a portfolio of equity and fixed return components

A. Growth of $100 to $2,440 in 30 years at S&P nominal return of 11.24% becomes a Real 
Real return of ...

i. 10.68% (and $2,101) after investment expenses
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ii. 9.28% (and $1,432) after taxes on dividends

iii. 8.90% (and $1,292) after taxes on capital gains

iv. 5.21% (and $459) after the depreciating effects of inflation

B. Similar effect on the growth of other asset classes, for example ...

i. 7.54% Municipal Bond return becomes a Real Real return of 3.33%

ii. 9.68% Long-term U. S. Treasury return becomes a Real Real return of 1.94%

iii. 9.20% Corporate Bonds return becomes a Real Real return of 1.28%

iv. 5.49% U. S. T-Bill return becomes a Real Real return of minus 1.00%

* Par whole life with annual premiums of $18,365 paid for 25 years on a $1 million 
policy issued to a 40-M-Best Class in 1986 and held through 2010.  The policy 
produced a total cash value (including cash value of paid-up additions) of $946,676 
representing a pre-tax IRR of 5.19%.  The cash value accumulation in a par whole life 
insurance policy is net of expenses and taxes, leaving only inflation to be accounted for.  
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Asset Type

REAL Real 
Return

Nominal
Return

Domestic Large Cap 5.21% 11.24%

Domestic Small Cap 4.81% 10.36%

International Stock 4.55% 10.21%

Municipal Bonds 3.33% 7.54%

Long Term Gov. Bonds 1.94% 9.68%

Corporate Bonds 1.28% 9.20%

Intermediate Gov. Bonds 1.06% 8.40%

Real Estate / Single Fam Home 0.36% 4.49%

T-Bills -1.00% 5.49%

Commodities -3.50% 0.46%

Cash Values*                                       1.60%                   5.19%



• The Real Real return of the cash value portion of a participating whole life insurance 
policy acquired and held between for the entire 25 years between 12/31/1985 and 
12/31/2010 had a nominal premium-to-total cash value return of 5.19%. 

• Taxes and expenses are net of the nominal return of 5.19%, leaving only inflation to 
be accounted for.

• The Real Real return of the cash value was 1.60%, comfortably confirming that it is 
representative of a reasonable return within its asset class category.

A. Introduction

i.  The sophisticated form of diversification under MPT is Efficient Frontier Analysis

ii. A similar process can be applied to the efficient selection of life insurance policies 
intended for lifetime uses

B.   MPT indicates that appropriate diversification is how investors maximize returns  for a 
given amount of risk tolerance.

i.    The sophisticated form of diversification under MPT is Efficient Frontier Analysis;
ii.   A similar process can be applied to the efficient selection of life insurance policies 

intended for lifetime uses

C.  Dominant attributes/qualities of life insurance policies

i. “Price” (premium outlay); 

ii. “Cost” – (the net of the premium outlay and resulting cash value; 

iii. Likely death benefit (as generated by dividends or the cash value “pushes” the IRC 
Sec. 7702 “corridor”); 

iv. Any risk (to the policy owner) associated with the investments used to support the 
policy reserves.  The specific mixture of these attributes result in a “style” of policy. 
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D.   Attributes assessment matrix

                  Price  Cost  Increases in      Investment 
        Death Benefit   Risk
      
No Lapse UL      Lowest Highest       None   Lowest

Universal Life Low  High        Some   Low

Variable UL High  Low        Good   High

Par Whole Life Highest Best      Excellent  Very Low  

E.  Using the Efficient Choices Matrix

i. Buyer’s focus

a. If an insurance buyer’s focus is on lowest actual outlay, the healthy male non-
smoker might acquire NLG, yet for best cost, he might consider WL or VUL.  
Similarly, if his risk tolerance is relatively low, consideration of the amount of 
inherent risk might dictate NLG – yet this style can produce the highest cost.  No 
one style contains elements that will satisfy the various combinations of 
considerations.

b. The starting point for selecting amongst a range of policy styles is to determine 
the appropriate amount of policy investment “risk” the buyer is willing to take.  
(It is assumed that carrier selection will depend heavily on financial stability, 
therefore we will focus solely on the investment risk underlying the selection of a 
policy style).

ii. Buyer’s risk tolerance

a. As suggested in the above table, NLG has no investment risk (that is to say, the 
investment risk is the insurance company’s and not the policy owner’s – unless 
of course the adverse investment experience is so severe that the carrier becomes 
insolvent).  Assuming the selection of a financially superior insurance company, 
we would assign NLG a “Risk Index” of 0.

b. At the other end of the spectrum, a VUL entirely utilizing an S&P500™ Index 
sub account typically has a standard deviation (a measurement of risk) of 15%; 
we would assign such a VUL allocation a “Risk Index” of 15.
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iii. Combining buyer’s focus and risk tolerance

a. Participating whole life is comprised of two components: the underlying 
guaranteed policy which, as with NLG has no explicit investment risk, and a 
non-guaranteed dividend whose risk of meeting dividend projections is most 
closely associated with an investment in investment-grade bonds.  As indicated 
in the last section, we assign a “Risk Index” of “1.8” to participating whole life 
(blending the underlying guarantees of the base whole life policy with the bond-
like portfolio returns of the non-guaranteed dividend scale).

b. Because the UL policy doesn’t offer sufficient unique or advantageous attributes 
compared to the other policy styles, it will not be considered in this context.

c. The Matrix of Risk Indices (found on the last page of this outline) demonstrates 
all the possible ratios of NLG, VUL, and Par WL as components in a portfolio of 
policies ranked by “Risk Index.” For ease of explanation, we will divide the 
range of “Risk Indices” into 4 narrative labels:  Conservative (0 to 3.9), Balanced 
(4.0 to 7.9), Growth (8.0 to 11.9), and Aggressive Growth (12 to 15).  Note that 
these are Risk Indices and not rates of return. 

iv. A process for determining a reasonable, responsive, and effective blend of policies for 
maximization of desired qualities would be as follows:

a. What is the risk tolerance and time horizon of the insurance buyer, using the 
labels described above?  For the first example, we’ll assume that the response is 
“4” – in other words, the lowest range within “Conservative” (and comparable to 
a 20/80 mix of fixed and equity asset classes in a general portfolio).

b. Determine which of the following is the greater priority:  Lowest premium outlay, 
development and access to cash value, or the ability to generate excess death 
benefit.  Since the existence and access to cash value is closely linked to the 
ability to generate increases in death benefit (Section 7702 of the IRC) we will 
combine the cash value and death benefit criteria for the following choices:

1. Lowest premium outlay; or
2. Development and access to cash value and subsequent ability to generate 

excess death benefit

v. From the Risk Index Table, select the a matrix ranging from 3 steps below to 3 steps 
“above” the Risk Index closest to “4.”

vi.  Example - “Balanced” Risk Index

a. Here we assume that the prospective buyer of life insurance indicates a Risk Index 
of 7 (comparable to a 60/40 mix of equity and fixed asset classes in a general 
portfolio). 
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b. With a view to the different “mixes” of product styles in the chosen risk matrix:  if 
lowest premium outlay is the greater priority, we’ll focus on the NLG column and 
maximize the amount of NLG suggested in the matrix.  This results in 50% NLG 
with the accompanying 0% WL and 50% VUL.

     Par WL        NLG           VUL      Risk Index
30 30 40 6.54
40 20 40 6.72
50 10 40 6.9
60 0 40 7.08
0 50 50 7.5
10 40 50 7.68
20 30 50 7.86

vii. If, on the other hand, availability and access to cash value – as well as the potential 
for an increasing death benefit over time – is of greater importance, we’ll focus on 
the Par WL column and maximize the amount of WL suggested in the matrix.  This 
results in 60% WL with the accompanying 0% NLG and 40% VUL.

     Par WL        NLG           VUL      Risk Index
30 30 40 6.54
40 20 40 6.72
50 10 40 6.9
60 0 40 7.08
0 50 50 7.5
10 40 50 7.68
20 30 50 7.86

A. Issues encountered when managing life insurance as a long-term asset

i. transparency

a. how easy is it to distinguish the main components of expenses and credits

ii. deviation

a. if expenses and credits aren’t guaranteed, how does the non-guaranteed projection 
of expenses and credits compare to an independent actuarial benchmark/standard?

iii. interest crediting rates / investment returns
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a. how are credits determined?  Indexed?  Determined by Board of Directors?  
Segregated accounts?

iv. life expectancy

a. over time, an independent and personalized assessment of the insured’s statistical 
life expectancy can be very useful in long-term premium management.

B.   Optimizing a valuable asset

i. conduct a policy review using a Life Insurance Policy Management Statement 

ii. Assess the life insurance policy independent insurer’s non-guaranteed illustrated 
projections

iii. utilize personalized or generic probability analysis for longevity as appropriate to the 
client’s age and general health

iv. as appropriate, examine the remediation options generally available

a. increase the funding premium where possible or practical
b. decrease the policy death benefit in order to bring into balance the policy’s future 

expenses and likely returns
c. consider exchanging to a different style policy
d. surrender or life settle the policy if no longer needed or affordable

C. Major issues in the active management of life insurance

i. carrier financial integrity

ii. actuarial integrity of pricing/outcome projections

iii. ongoing policy management should not exclusively rely on policy illustrations of 
non-guaranteed expense and credit projections

iv. test assumptions: “what would happen if ...?”

v. examine illustrations for variance between projections and the “law of large numbers” 
expectation

vi. obtain a personal assessment of longevity (generally age 70+)
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vii. trustees have additional considerations of management, as their fiduciary duties may 
be defined by state law (Uniform Prudent Investor Acts - or “UPIA”)

9. In the real world: yesterday’s new policy is today’s “in-force” policy: Assessing and 

A. In-force view 10 years after purchase

i. 10th year cash value illustrated as $64,510 “on the curve”

ii. Actual 10th year cash value $60,513 and age 88 lapse
B.   Remediating in-force policies

i. Monte Carlo premium remediation = $15,073 (90% confidence)

ii. Monte Carlo death benefit remediation = $650,000 (90% confidence)

C. Life Settlement or surrender

i. Generally practical when review of medical records suggests a specific life 
expectancy of less than 150 months

ii. Under certain circumstances, may facilitate a more financially favorable exchange to 
a new policy

D. New policy to replace “failed” policy

i. Generally effective only if shifting style

ii. Big debate whether “more modern” scale of COI makes sufficient difference to begin 
with new sales charges, surrender charges, contestable period, etc; begs “migration to 
mean” expectation

iii. 1035 Exchange + annual premium of $10,530 No-Lapse Guarantee

iv. “I don’t want to pay more for life insurance than I have to!”

E. Personalized longevity study gives policy owner valuable funding information

i. LE “shift” information gives policy owner valuable funding information

ii. Other uses, including
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a. timing of Social Security benefits
b. retirement income distribution
c. long term care decisions
d. reverse mortgages
e. immediate annuities

F. Internal Rate of Return analysis on Death benefit 

i. $1 million vs $2,796,000 life expectancy death benefit 10.13% IRR

ii. $1 million vs $5,891,000 age 100 death benefit    9.55% IRR

A. Step 1: Facilitate the creation of an Insurance Policy Management Statement

i. Overall risk tolerance and its influence on policy choices

ii. Whether risk tolerance may be lower with respect to life insurance “because it’s life 
insurance”

iii. Inflation risk (death benefit is worth only half its original value after 24 years @ 3% 
average inflation)

iv. Premiums as expense or asset creation

v. Access to cash value

vi. Desirability of natural increases in death benefit

vii. Average return on portfolio assets

viii.Tax considerations of funding sources

ix. Annual gifts or premium resources existing outside the estate resources

x. Carrier risk

xi. Premium adequacy risk

xii. Medical/avocation assessment level 

B. Step 2: Answer the question: “Do I NEED life insurance?  If so - how much?”

Example:  43 year old executive 
current salary of $300,000 
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might result in a HLV calculation of $6 - $10 million to be replaced by appropriately 
deployed life insurance policies.

C. Step 3: Address the question: “What KIND of life insurance is in my best interest?”

D. Step 4: Answer the question: “What should I expect to PAY for life insurance?”

For a policy that is doesn’t have a fixed and guaranteed premium:

• Is a 25 percent probability of successfully sustaining a life insurance policy to age 
100 acceptable for you?  

• Even those with high risk tolerances will generally require a certainty range of 80–90 
percent; funding premiums accordingly must be increased.

• Long-term value created by higher funding premiums must also be taken into 
account.

E. Step 5: Answer the question: “From which INSURANCE COMPANY should I buy my 
policy?”

• A highly rated company with a high COMDEX score;

• Maintains the highest standards of ethics

F. Step 6: Answer the question: “And from which AGENT should I buy my policy?

• The very act of taking the time to address these questions and LISTEN to the 
prospect’s response - is going to answer the question!

G. Step 7: Answer the question: “When is a replacement of an existing policy appropriate - 
and when is it NOT?”

• A policy doesn’t necessarily need to be replaced just because it’s “old”

• “CSO” Tables and the impact on par whole life vs. universal life

• From industry darling to carrier retreat – no-laps products

• Tool: Replacement questionnaire

A.  Short-term needs are best met with term insurance for the appropriate duration; term 
insurance can be purchased on the basis of premium and carrier financial ratings.

B.  Needs change; current uses for life insurance may transform.  We don’t always know the 
answer to the “how long will I need it?” question.
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C.  Lifetime uses of life insurance require an enhanced level of understanding, assessment, 
and explanation in order to acquire the right type(s) of policies for specific financial, 
estate, and portfolio considerations.

D.  Policy illustrations are almost always an inappropriate means of valuing the price/value 
proposition.

E.  Buyers of VUL should consider scaling back their initial asset allocation as they get older.

F.  Permanent life insurance has unique characteristics that qualify it as an asset class in the 
context of an investment portfolio that includes a life insurance policy.

G.  Lifetime uses and needs for life insurance can enhance the value - while reducing the risk 
- of an investment portfolio holding a policy appropriate to the portfolio.

H.  A process of associating a risk tolerance with the dominant attributes of whole life, no-
lapse guarantee universal life, and variable universal life produces an efficient portfolio 
of policies that optimize potential results within the chosen risk category.

The Ethical Edge, Inc.
25A Crescent Drive - # 415

Pleasant Hill CA 94523
510 868 8804
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