
Life Insurance 
Life insurance was initially designed to protect the income of families, particularly young 
families in the wealth accumulation phase, in the event of the head of household's death. 
Today, life insurance is used for many reasons, including wealth preservation and estate 
tax planning.  

 
Life insurance provides you with the opportunity to protect yourself and your family 
from personal risk exposures like repayment of debts after death, providing for a 
surviving spouse and children, fulfilling other economic goals (such as putting your kids 
through college), leaving a charitable legacy, paying for funeral expenses, etc. Life 
insurance protection is also important if you are a business owner or a key person in 
someone else's business, where your death (or your partner's death) might wreak financial 
havoc. 
 
Life insurance is a great financial planning tool, but should never be thought of as a 
savings vehicle. In general, there are often far better places to hold and grow your money 
as you get older. 
 
Who Needs It? 
Not everybody needs life insurance. If you are single and have no dependents, it may not 
be worth the expense. If, however, you have anyone who financially depends on you 
(even partially), life insurance may be appropriate for you. When considering life 
insurance, the questions to ask yourself are this: 

• Do I need life insurance?  
• How much do I need?  
• How long will I need it?  
• What type of policy makes sense for me? (this will be answered in our next 

section)  

Your need for life insurance will depend on your personal circumstances, including your 
current income, your current expenses, your current savings and your family's goals. 
Rules of thumb might indicate that purchasing life insurance that covers six to 10 times 
your gross annual income is the right amount of coverage. But, that's merely a guide. 
Your family may need more or less than that. When deciding how much coverage is 
necessary, you really have to lay out the details of what you have versus what goals you'd 
like for your family once you are gone, keeping in mind that their security can often carry 
a higher price tag than you originally thought.  
 

Types Of Life Insurance 



 

Life insurance protection comes in many forms, and not all policies are created equal, as 
you will soon discover. While the death benefit amounts may be the same, the costs, 
structure, durations, etc. vary tremendously across the types of policies.  
 
Whole Life 
Whole life insurance provides guaranteed insurance protection for the entire life of the 
insured, otherwise known as permanent coverage. These policies carry a "cash value" 
component that grows tax deferred at a contractually guaranteed amount (usually a low 
interest rate) until the contract is surrendered. The premiums are usually level for the life 
of the insured and the death benefit is guaranteed for the insured's lifetime.  
 
With whole life payments, part of your premium is applied toward the insurance portion 
of your policy, another part of your premium goes toward administrative expenses and 
the balance of your premium goes toward the investment, or cash, portion of your policy. 
The interest you accumulate through the investment portion of your policy is tax-free 
until you withdraw it (if that is allowed under the terms of your policy). Any withdrawal 
you make will typically be tax free up to your basis in the policy. Your basis is the 
amount of premiums you have paid into the policy minus any prior dividends paid or 
previous withdrawals. Any amounts withdrawn above your basis may be taxed as 
ordinary income. As you might expect, given their permanent protection, these policies 
tend to have a much higher initial premium than other types of life insurance. But, the 
cash build up in the policy can be used toward premium payments, provided cash is 
available. This is known as a participating whole life policy, which combines the benefits 
of permanent life insurance protection with a savings component, and provides the policy 
owner some additional payment flexibility. 
 
Universal Life 
Universal life insurance, also known as flexible premium or adjustable life, is a variation 
of whole life insurance. Like whole life, it is also a permanent policy providing cash 
value benefits based on current interest rates. The feature that distinguishes this policy 
from its whole life cousin is that the premiums, cash values and level amount of 
protection can each be adjusted up or down during the contract term as the insured's 
needs change. Cash values earn an interest rate that is set periodically by the insurance 
company and is generally guaranteed not to drop below a certain level.  

 
Variable Life 
Variable life insurance is designed to combine the traditional protection and savings 
features of whole life insurance with the growth potential of investment funds. This type 
of policy is comprised of two distinct components: the general account and the separate 
account. The general account is the reserve or liability account of the insurance provider, 
and is not allocated to the individual policy. The separate account is comprised of various 
investment funds within the insurance company's portfolio, such as an equity fund, a 
money market fund, a bond fund, or some combination of these. Because of this 



underlying investment feature, the value of the cash and death benefit may fluctuate, thus 
the name "variable life".  

Variable Universal Life 
Variable universal life insurance combines the features of universal life with variable life 
and gives the consumer the flexibility of adjusting premiums, death benefits and the 
selection of investment choices. These policies are technically classified as securities and 
are therefore subject to Securities and Exchange Commission (SEC) regulation and the 
oversight of the state insurance commissioner. Unfortunately, all the investment risk lies 
with the policy owner; as a result, the death benefit value may rise or fall depending on 
the success of the policy's underlying investments. However, policies may provide some 
type of guarantee that at least a minimum death benefit will be paid to beneficiaries. 
 
Term Life 
One of the most commonly used policies is term life insurance. Term insurance can help 
protect your beneficiaries against financial loss resulting from your death; it pays the face 
amount of the policy, but only provides protection for a definite, but limited, amount of 
time. Term policies do not build cash values and the maximum term period is usually 30 
years. Term policies are useful when there is a limited time needed for protection and 
when the dollars available for coverage are limited. The premiums for these types of 
policies are significantly lower than the costs for whole life. They also (initially) provide 
more insurance protection per dollar spent than any form of permanent policies. 
Unfortunately, the cost of premiums increases as the policy owner gets older and as the 
end of the specified term nears.  
Term polices can have some variations, including, but not limited to: 
 
Annual Renewable and Convertible Term: This policy provides protection for one year, 
but allows the insured to renew the policy for successive periods thereafter, but at higher 
premiums without having to furnish evidence of insurability. These policies may also be 
converted into whole life policies without any additional underwriting.  
 
Level Term: This policy has an initial guaranteed premium level for specified periods; 
the longer the guarantee, the greater the cost to the buyer (but usually still far more 
affordable than permanent policies). These policies may be renewed after the guarantee 
period, but the premiums do increase as the insured gets older.  
 
Decreasing Term: This policy has a level premium, but the amount of the death benefit 
decreases with time. This is often used in conjunction with mortgage debt protection. 
 
Many term life insurance policies have major features that provide additional flexibility 
for the insured/policyholder. A renewability feature, perhaps the most important feature 
associated with term policies, guarantees that the insured can renew the policy for a 
limited number of years (ie. a term between 5 and 30 years) based on attained age. 
Convertibility provisions permit the policy owner to exchange a term contract for 
permanent coverage within a specific time frame without providing additional evidence 
of insurability. 



 
Food for Thought 
Many insurance consumers only need to replace their income until they've reached 
retirement age, have accumulated a fair amount of wealth, or their dependents are old 
enough to take care of themselves. When evaluating life insurance policies for you and 
your family, you must carefully consider the purchase of temporary versus permanent 
coverage. As you have just read, there are many differences in how policies may be 
structured and how death benefits are determined. There are also vast differences in their 
pricing and in the duration of life insurance protection.  
 
Many consumers opt to buy term insurance as a temporary risk protection and then invest 
the savings (the difference between the cost of term and what they would have paid for 
permanent coverage) into an alternative investment, such as a brokerage account, mutual 
fund or retirement plan. 

 

Life Insurance Considerations 
There are other important considerations that you should know about life insurance 
before you buy it.  

 
Tax Treatment 

 
The death benefit proceeds of life insurance policies are not taxable to the beneficiaries. 
They are, however, included as a part of the estate in some cases, depending on how the 
life insurance policy is owned. This, however, is beyond the scope of this tutorial. 
Distributions from cash values of whole life policies (loans or withdrawals) may be tax-
free or taxable depending on whether they exceed the cost basis (or premiums paid) of 
the policy. Meanwhile, the earnings or growth of the cash value is tax deferred until a 
distribution is made.  
 
Standard Provisions 

 
A life insurance policy and your application for the coverage constitute a binding contract 
between the applicant and the insurer. It is understood that the information provided by 
the applicant is warranted to be true and that no misrepresentations have been made to 
attain coverage. The incontestable clause protects the insurance company if at a later 
date, as benefits are paid, it is revealed that the insured lied about his or her health or risk 
exposures. Once a policy is in force for at least two years, the validity of that contract 
cannot be questioned under the incontestable clause, unless in the case of fraud. If the 
insured commits suicide within one or two years of the policy being in force, then no 



death benefits will be paid, only a refund of premiums. 
 
Beneficiaries 

 
In the assignment of beneficiary designations, there are always two categories: primary 
and contingent beneficiaries. The primary beneficiary is the person (or entity) who is first 
entitled to the death proceeds. Of course, more than one primary beneficiary can be 
named. The contingent beneficiary is the person (or entity) who would be entitled to the 
death benefits if the primary beneficiary or beneficiaries are dead or unable to receive 
benefits. One easy way to deal with beneficiary assignments of multiple family 
generations is to use either the "per capita" or "per stirpes" description. It's easy to 
accidentally disinherit family members without proper wording. If your intent is to leave 
your benefits, for example, to your surviving children, a "per capita" designation might 
be appropriate, whereby your surviving children would share the proceeds equally. If 
however, your intent is to fairly distribute proceeds by line of descent, then the "per 
stirpes" designation accomplishes this. If this is done, the children of a deceased 
beneficiary will each receive an equal share of the benefits intended for that family line. 
It is critical that both primary and contingent beneficiaries be named to ensure the proper 
planning.  

Beneficiary designations can be deemed revocable or irrevocable, depending on the 
contract's flexibility. If revocable, the policy owner can change the beneficiary 
designation at any time without the beneficiary's consent or notification. With an 
irrevocable designation, the policy owner cannot change the beneficiary designation 
without the beneficiary's consent, such as in a business or key man policy.  
 
Distribution Options 

 
Life insurance benefits can be distributed in a number of ways. The most obvious is the 
lump sum distribution, which is essentially a one-time payment in cash. With an "interest 
option", the death benefits are left with the insurance company but paid out at a later 
time, in which case a minimum guaranteed rate of interest is paid to beneficiaries. 
Beneficiaries can also opt for an "installment option", whether a fixed installment period 
or fixed installment amount. The latter option is sometimes used by policy owners to 
ensure that the beneficiary does not spend all the money at once. Finally, the "life 
income" option, which is much like an annuity, also pays the life insurance proceeds over 
time, but based on the beneficiary's life expectancy. The life income option has several 
payout possibilities: 
 
Straight Life Income: Proceeds are paid to the beneficiary on the basis of life expectancy. 
 
Life Income with Period Certain: The beneficiary is paid for as long as he or she is alive, 
but with a minimum number of guaranteed payments. 
 



Life Income with Refund: The beneficiary is paid as long as he or she lives, and if 
original principal remains after the beneficiary dies, then it is paid to a contingent 
beneficiary. 
 
Joint and Survivor Income: Income is paid to two beneficiaries, with payments 
continuing to the survivor after the first payee dies. 

Life Insurance Basics 

• What it is: A contract with an insurance company that provides your beneficiaries 
with a certain amount of money when you die. 

• Pros: Beneficiaries are safeguarded from the financial impact of your passing; 
death benefits pass to beneficiaries income tax–free and may be estate tax–free; 
cash values grow tax deferred. 

• Cons: Confusing products; high fees; agents may push products you don’t need. 
• How to buy: From a local life insurance agent or online firm (check the 

company’s ratings with A.M. Best or other rating agency) 
• Tip: In most cases, a term life policy is the way to go. As a general rule, policies 

should be worth seven to 10 times your annual income, or enough for your family 
to live off 4% interest earned on the lump-sum payout. 

A life insurance policy, as noted above, is a contract with an insurance company. You 
pay premiums, and in exchange, the insurance company makes payments to your 
beneficiaries. These payments are known as death benefits, and they are generally income 
tax-free and may be estate tax-free. There are two primary categories of life insurance: 

• Term life insurance: These policies offer protection for a specified period of time, 
typically between one and 20 years. Proceeds from term life policies are generally 
used to replace lost potential income during working years, providing a safety net 
for your beneficiaries. Premiums, which are based on your health and life 
expectancy at the time you apply for coverage, are guaranteed during the term. 
You may be able to continue coverage beyond the term – but you’ll pay a much 
higher premium. If, at any time, you stop paying the premium, the insurance 
stops. Term life policies pay a lump-sum benefit if you pass away during the 
policy period, but they don’t build any cash value. They are usually less 
expensive than permanent life insurance. 

• Permanent life insurance: This type of life insurance combines a death benefit 
with a savings or investment account. These policies are intended to protect your 
beneficiaries as long as you are living, providing you pay the premiums. The 
premiums may be fixed or not, depending on your policy, and, like term life, they 
are based on your health and life expectancy. These policies accumulate some 
cash value through a savings or investment component, but they are generally 
much more expensive than term life policies. 

Buying Life Insurance 



Life insurance is a good choice if you have dependents to protect, who wouldn’t have 
enough savings to cover things like the mortgage, college tuition (either now or looming) 
and other bills if you were no longer around. When you purchase life insurance, you have 
to answer a couple of questions: What kind of insurance should I get, and how much 
insurance do I need? 

Permanent life insurance policies (such as whole life or universal life) are often used by 
wealthy individuals as estate planning tools to help preserve the wealth they plan on 
passing to their beneficiaries. These policies are substantially more expensive than term 
life, and, in most cases, are not the policy of choice unless your income is more than 
$250,000 a year or you have over $1 million in assets. 

Term life insurance, on the other hand, is the way to go if your main goal is to protect 
your family against the loss of your income. These policies last a certain amount of time 
– such as 20 years – and after that, the need for the insurance is typically gone (i.e., the 
mortgage is paid off and the kids are through college). 

So how much? One rule of thumb is that your policy’s death benefit should be seven to 
10 times your annual salary. This is not very precise, but it does provide a good starting 
point. Another option is to calculate how much is needed for a lump-sum payout to create 
income for your family indefinitely. In this case, your family would live off the interest 
from your payout: The rule of thumb assumes 4% interest a year. So if you make $50,000 
a year, for example, you would need $1.25 million in insurance for your family to 
maintain your “salary” ($50,000 ÷ 0.04). If you make $100,000 a year, you’d need a $2.5 
million policy ($100,000 ÷ 0.04). 

One other option is to calculate how much money your family would need to cover 
normal monthly expenses and pay off debts (like the mortgage and credit card debt), plus 
money to pay for your funeral and your children’s future education.  
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