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 Daniel Tasciotti, CLU, ChFC, CPF™, MBA, is a veteran Miami estate planning 
professional, now in his twenty-second year of practice.  Prior to starting his firm, he enjoyed a 
successful sixteen year career as a television journalist, winning the Emmy award for excellence 
in broadcast journalism.   

 Unlike typical life insurance agents who stumble into the industry, Dan began a focused 
and disciplined pursuit of his field while under contract at WCKT-WSVN-TV in Miami.  During 
his first year in the life insurance business he earned the Connecticut Mutual President’s 
Honorary Award for sales achievement in the top one percent of his peer group. 

    During his twenty-two years of practice Dan has helped hundreds of Miami families and 
businesses with their long-term retirement and estate plans.  He is well versed in investment, 
taxation, insurance, estate, and charitable gifting issues.  His unique ability is in helping people 
achieve maximum financial potential with minimum risk.  

    He presently serves as president of the Estate Planning Council of Greater Miami, and is 
past president of the Children’s Resources Center for developmentally disabled pre-school 
children, where he has been active for more than twenty-five years.  

 Within the life insurance industry Dan is recognized as an authority on life insurance 
technical and product design issues.  His firm, Tasciotti Financial, is located in the Doral Center, 
serving clients throughout South Florida, and many former Miamians who have relocated 
throughout the country.  

    In his leisure time Dan enjoys singing with his four-part acapella barbershop quartet, and 
playing cocktail piano in a popular Miami Italian restaurant.  He and his wife Jane have been 
happily married for thirty-three years. They have two children, Stephanie and J.D. 



TECHNICAL ISSUES 
SURROUNDING ONE OF THE BIGGEST ASSETS OWNED  

BY SUCCESSFUL CLIENTS -- 
LIFE INSURANCE 

 
I. Life Insurance 

 
 There are worse things in life than death.  Have you ever spend an evening 
with an insurance salesman?     Woody Allen 
 
A.  Introduction 
 
The life insurance industry could use a good public relations agent.  Woody Allen spoke 
of the delights of spending an evening with a life insurance agent.  I admit that I myself 
would not want to be trapped for an hour with many of the agents in our business.  There 
are far too many in our field who are simple policy peddlers, annoyingly aggressive.  
There is far too much agent turnover.  Only 12% survive in the industry beyond the third 
year.  And of those who do survive few rise to the level of technical proficiency and 
professionalism that should be required of all.  Most are poorly trained.  Too many offer 
life insurance only as a sideline, lacking the expertise to use the product to it's full 
potential.  Only a small percentage ever earn the industry’s Chartered Life Underwriter 
(CLU) designation. 

 
B.  For the Non-Insurance Professional Advisor  
 
Today we will present to you another side of the life insurance business.  The material we 
will cover is dry and technical and boring.  Even more dry and technical and boring than 
accounting – if that is possible.  But it is information that a professional advisor needs, to 
make intelligent recommendations to clients about their life insurance. 
 
Life insurance is not for everybody.  Many people do not need it and many do not want it.  
But it is a perfectly legitimate and indeed a remarkable product when it is understood and 
used properly.  Life insurance is nothing more than money that is purchased at a discount, 
for delivery at a time in the future that is uncertain.  And there is no other financial 
product that does that. 

 
There is no magic in the internal workings of a life insurance policy.  It is a bit 
complicated, but not hard to understand if one makes the effort.  Since most don’t make 
the effort, it is misunderstood to the point that some have an irrational distaste for it.  The 
product can be powerful if you know how to use it, and it can end up a mess if you don’t. 

 
Today’s presentation is limited due to time.  This will not be a comprehensive course in 
life insurance.  It is a primer on what the products are and how they work.  It will not 
address how to artfully use life insurance, or how to sell it.  We will more heavily weight 



our time to a detailed discussion of the life insurance product that is the most 
complicated, the most expensive, the most versatile, and generally most preferred by 
wealthy clients. 
 
C.  Matching Product to Objective   
 
This presentation will cover the several different types of life insurance products.  But the 
essence of a life insurance practice is not product alone.  The essence is to understand a 
client’s needs and wants, and to match those with the proper product.  What is the client’s 
objective?  Is it estate planning, securing a loan, funding a buy-sell agreement?  If for a 
buy-sell agreement, is the business owner trying to preserve his company for the next 
generation, or planning to sell it and walk away?  Different objectives may call for 
different insurance design. 
 
D.  1978 – 1982   A Turning Point 
 
The period of 1978 – 1982 marked a dramatic turning point in the life insurance industry.  
Most of you know someone who bought a life insurance policy during that period with 
the promise of no more premiums after three, or seven, or ten years.  Yet today, they are 
still paying. 
 
The period of the late 70s, early 80s was the beginning of a transition in the industry 
where risk to a policyholder increased dramatically.  Many of the policies sold today bear 
no resemblance to the polices of our fathers.  Likewise the beliefs our fathers held 
regarding the security of life insurance do not always apply to today’s products.   
 
So let us begin our examination of the data, the actuarial structure, and pricing 
components of modern life insurance contracts.  Many of which now shift risks from the 
insurance company – to the policyholder. 

 
II. Components of Price 
 

A.  General Concepts 
 
Almost all life insurance products have some guarantees.  State laws require life 
insurance companies to use conservative assumptions in pricing life insurance products, 
and in developing the guarantees in the products.  Companies also have a need for 
conservative assumptions beyond compliance with the law.  A policy can be in force 75 
to 100 years and the policy owner has been promised a result.  When promising an 
outcome so distant in the future, companies need conservative assumptions.   
 
Beyond the contractual guarantees in the policy nobody know what the product will 
ultimately cost.  Companies set premiums using conservative assumptions to assure they 
will be able to pay benefits even under very adverse circumstances.  If the premiums are 
more than adequate the policy holder receives a dividend. 
 



Three Elements Determine Premium: 1.  Mortality, 2.  Expenses, 3. Investment Income. 
 

 
1. Mortality 
 
State laws and regulations requires guaranteed mortality cost assumptions in life 
insurance policies to be based on The Commissioner’s Standard Ordinary 
Mortality Table (CSO Table).  It is the same table for all insurance companies.  
This is a conservative table; it projects more deaths per thousand than insurers 
actually experience.  In reality, companies experience better mortality than is 
reflected in the standard table. 

 
State laws and regulations also specify standard mortality tables be used to 
measure life insurance reserve liabilities that are required to be held by the 
insurance company, and reported in the financial statements that are required to 
be filed with state insurance regulators.



 
 

2001 Commissioners Standard Ordinary Mortality Table 
Deaths per thousand 

Age  Male  Female   Age  Male  Female   Age  Male  Female 
0  0.97  0.48    40  1.65  1.30   80  70.14  43.86 
1  0.56  0.35    41  1.79  1.38   81  78.19  49.11 
2  0.39  0.26    42  1.96  1.48    82  86.54  54.95 
3  0.27  0.20    43  2.15  1.59    83  95.51  60.81 
4  0.21  0.19    44  2.39  1.72    84  105.43 67.27 
5  0.21  0.18    45  2.65  1.87    85  116.57 74.45 
6  0.22  0.18    46  2.90  2.05    86  128.91 80.99 
7 0.22  0.21    47  3.17  2.27    87  142.35 90.79 
8 0.22  0.21    48  3.33  2.50    88  156.73 101.07 
9 0.23  0.21    49  3.52  2.78    89  171.88 112.02 
10  0.23  0.22    50  3.76  3.08    90  187.66 121.92 
11  0.27  0.23    51  4.06  3.41    91  202.44 126.85 
12  0.33  0.27    52  4.47  3.79    92  217.83 136.88 
13  0.39  0.30    53  4.93  4.20    93  234.04 151.64 
14  0.47  0.33    54  5.50  4.63    94  251.14 170.31 
15  0.61  0.35    55  6.17  5.10    95  269.17 193.66 
16  0.74  0.39    56  6.88  5.63    96  285.64 215.66 
17  0.87  0.41    57  7.64  6.19    97  303.18 238.48 
18  0.94  0.43    58  8.27  6.80    98  321.88 242.16 
19  0.98  0.46    59  8.99  7.39    99  341.85 255.23 
20  1.00  0.47    60  9.86  8.01    100  363.19 275.73 
21  1.00  0.48    61  10.94  8.68    101  380.08 297.84 
22  1.02  0.50    62  12.25  9.39    102  398.06 322.21 
23  1.03  0.50    63  13.71 10.14    103  417.20 349.06 
24  1.05  0.52    64  15.24 10.96    104  437.56 378.61 
25  1.07  0.54    65  16.85 11.85    105  459.21 410.57 
26  1.12  0.56    66  18.47 12.82    106  482.22 443.33 
27  1.17  0.60    67  20.09 13.89    107  506.69 476.89 
28  1.17  0.63    68  21.85 15.07    108  532.69 510.65 
29  1.15  0.66    69  23.64 16.36    109  560.31 545.81 
30  1.14  0.68    70  25.77 17.81    110  589.64 581.77 
31  1.13  0.73    71  28.15 19.47    111  620.79 616.33 
32  1.13  0.77    72  31.32 21.30    112  653.84 649.85 
33  1.15  0.82    73  34.62 23.30    113  688.94 680.37 
34  1.18  0.88    74  38.08 25.50    114  726.18 723.39 
35  1.21  0.97    75  41.91 27.90    115  765.70 763.41 
36  1.28  1.03    76  46.08 30.53    116  807.61 804.93 
37  1.34  1.11    77  50.92 33.41    117  852.07 850.44 
38  1.44  1.17    78  56.56 36.58    118  899.23 892.44 
39  1.54  1.23    79  63.06 40.05    119  949.22 935.11 
          120 1000.00 1000.00 

 
 



 





2.  Expenses 
 

Insurance companies project their internal expenses for the purpose of setting 
their premiums. 
 

a.  Expenses are projected conservatively, that is, companies project high, 
and hope to manage expenses below the projection. 

b.  This creates a slightly higher premium. 
c.  The expense element of the premium must be projected out for   

decades. 
 

All expenses are included in the projection:  
 

a.  Insurance company home office expenses, rent, salaries, supplies, legal, 
accounting, advertising, marketing, etc, etc. 

b.  Field and distribution expenses:  commissions, sales management, field 
offices, and product expenses like underwriting medical exams, costs 
to acquire an applicant’s medical records, attending physical 
statements, etc. 

 
Policy Expenses 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 





3.  Investment Income 
 

a)   To set premiums, and to establish guaranteed cash values, all 
companies must work with a maximum guaranteed interest rate 
assumption dictated by insurance regulators.  The higher the assumed 
rate, the lower the premium. 

 
b) Since 1941 the rate has been as high as 6% and as low as 2.5%  Each 

time the rate is adjusted all companies must re-price all policies being 
sold.  The current rate, based on the 2001 CSO Mortality Table is 4%. 

 
 c)   Conservative investments required by regulation.  Insurance company  

general accounts are generally weighted heavily with bonds. 
 

d) Net Investment Yield – Dividend Interest Rate 
 

e) Net investment yield excludes policy loans which generate income at 
the policy fixed or adjustable interest rate. 

 
f) Dividend interest rate.  Not the rate of return on the policy.  The rate is 

expressed differently by different companies.  Some quote gross rates, 
some quote rates net of investment expenses only, some quote rates 
that take other items into consideration.  This makes it difficult to 
compare companies based on this factor. 





 
III.  Generic Product Forms 

 
A life insurance policy is a vehicle to shift the risk of death from an individual who 
cannot pinpoint when death will occur, to a group of individuals which when statistically 
large enough and with sufficient historical experience can accurately predict how many 
deaths will occur each year at every age. 
 
Another way to put it:  If a life insurance company were to invite 75,000 thirty-five year 
old men to a football game, and on the way out gave each of them a ticket to return for a 
game one year later when they were all thirty-six, the insurance company knows with 
certainty that death will cause 70 empty seats next year.   
 
Now assume that the 75,000 thirty-five year olds are all of the type that would like to 
protect their families against the risk that their seat will be empty next year.  The 
sponsoring insurance company has several generically different products from which to 
choose. 



 
A. Term Insurance 



 
 
1. A graphic depiction of term insurance looks much like the pure mortality curve, since 

annually renewable term insurance is simply mortality plus expenses. 
2. The rate is very low until the forties, then it starts upward.  Notice the bubble in the early 

twenties.  This reflects mortality from youthful motor vehicle deaths. 
3. When illustrated, annually renewable term often shows only twenty years.  When all years 

are shown, the sharp steep mortality curve is revealed.  There are extremely high premium 
(pure mortality and expense) at the older ages.  Many companies cannot illustrate more than 
twenty years. 



 
4. Level term.  This product is similar in theory to annually renewable term.  For three or four 

years you pay more than you would with annually renewable term, but over ten years the 
premium is lower.  In year eleven the price goes back to the mortality curve. 

5. Term rates by company.  Here are some real rates from various companies 



 
Male Age 30   
$500,000   
Ten Year Level Term 
  
  
Savings Bank Life $200 
Banner Life $215 
Protective Life $227 
Union Central $230 
Principal $255 
United of Omaha $262 
Ohio National $265 
Mass Mutual $285 
MetLife $294 
Lincoln Benefit $295 
Prudential $415 
Nationwide $460 

 



 
6. Term to age 100.  This is what it looks like if you level the premium to age 100, that is level 

for your whole life.  And this is the product that was offered by most insurance companies 
when the industry began, in the 1800s.  The public didn’t like the idea of an increasing 
premium.  They liked the low rates at the start, but they didn’t like the fact that they were 
forced to drop the policy when the rate got so high at the older ages.  So the industry 
developed level term for the whole of life. 

7. In 1905 the Armstrong Committee of the legislature of the State of New York conducted a 
large scale investigation into life insurance.  Consumers were paying premiums for years, 
then dropping their policies.  Armstrong said that since policy owners, in essence, paid extra 
in the early years, with the idea that the money would be reserved to offset high premiums in 
the later years, they should have a non-forfeitable right to that reserved cash if they 
terminated their policy.  Hence was born the concept of guaranteed, non-forfeitable cash 
value.  Cash value was a reserve to assure payment of the death benefit, not a tool for “forced 
savings”.  The work of the Armstrong Committee made the reserve available to policy 
holders.  Marketing people have since developed sales pitches for using the cash value 
(borrowing for example, like a home equity loan, they say) but it was never intended to be a 
savings or loan account.   

 
Cash Value Confusion 

 
There is a common misconception that the cash value belongs to the policyholder.  
Technically speaking, cash value represents the legal reserve that the insurance 
company must maintain to support the future death payment.  The reserve cannot be 



taken by the policy holder without consequence.  The policy owner has a non-
forfeitable right to the reserve only if the policy, or portions of it, is surrendered.  It is 
not a bank account as is often promoted.   So long as the liability (death claim 
obligation) of the insurance company exists, the reserve must be maintained.  If the 
reserve is reduced or taken completely by the policy owner, the liability is released.  
 
Policy owners think in terms of withdrawing cash from their life insurance policy 
“cash account”.  A pure withdrawal is actually a surrender of death benefit.   
 
Example: 
 

a)  $600,000 policy death benefit with $200,000 reserved to pay the death claim 
(cash value). 

 
“Withdraw” $100,000 of cash value, via a partial surrender of death benefit.  
$100,000 of reserve is released to the policy owner.  Leaving a  
 

b)  $300,000 policy death benefit  with $100,000 cash value. 
 
Borrowing 
 
Cash value can also be accessed by the policy owner without a surrender.  The 
insurance contract provides the policy owner the right to borrow funds from the 
insurance company, using the cash value as collateral.     

 
B. Traditional Whole Life Insurance 

 
This product has been existence for more than 100 years – since the Armstrong hearings. 
 



 
 
In a $250,000 policy the insurance company promises to pay $250,000 when death occurs, if 
the policy owner pays a premium that is fixed and guaranteed by the contract each and every 
year for life.   
 

Guaranteed Cash Value 
 
The guaranteed cash value is what the insurance company reserves for the claim based on 
the most conservative assumptions.  Below we will discuss dividends, and we will see 
that actual cash value may be higher than the guaranteed cash value.   
 
When the fixed premium is paid, the contract guarantees that the cash value will grow 
according the this schedule, so that at age 100 the reserve (cash value) in the contract is 
guaranteed to equal the death benefit.  The insurance company bears the risk of future 
expenses, mortality costs, and investment results.   
 
It is also important to note at this point that there are policies that - by contract - do not 
require a premium for one’s whole life.  The contract may require only ten payments, or 
twenty, or payments to age 65, for example.  If, for example, the contract requires only 
ten premiums, what do you think would happen to the fixed contractual premium?  
Correct, it would be higher. 
 



IMPORTANT:  We will discuss below the concept of a vanishing premium, whereby 
dividends or excess interest earnings are used to pay premium.  This is what you 
will most frequently see in a sales illustration.  This is totally different from the 
limited-pay contract just described.  The limited-pay contract is guaranteed to 
remain in force for your whole life, but with a premium guaranteed for a limited 
period of time.  

 
Term-Whole Life Blends 
 
Sometimes whole life insurance policies are sold with a term insurance component.  For 
example, a policy with a $250,000 death benefit can be comprised of $125,000 of pure 
whole life insurance and $125,000 of term insurance.  Blends can be smaller (90% whole 
- 10% term), or larger (40% whole - 60% term).   
 
There can be variations, but a typical blended whole life policy requires a premium for 
the base whole life policy, a separate annual premium to pay the term cost, with the 
annual dividend used to purchase additional whole life insurance for the purpose of 
gradually replacing the term component.  At some point, the additional whole life 
purchases may totally replace the term component, but this is not guaranteed.  If the 
dividend replaces all of the term insurance, the policy is 100% whole life and dividends 
become available for other uses.  Dividends will be discussed in more depth below. 
 

 
 



If the dividend is insufficient to replace the term component, additional term insurance 
premium must be paid or the term portion of the death benefit is forfeited.  In later policy 
years the term premium can be significant.  Therefore, with larger blends of term 
insurance there is greater risk to the policy owner that the dividend will be insufficient to 
buy out the term component.  Blended policies should be monitored regularly to assure 
that they will continue to perform as desired. 
 
Blended whole life policies offer lower premiums than pure whole life insurance.  
However, they introduce additional risk to the policy owner.  Their ultimate performance 
is tied to dividends, which are not guaranteed.  In addition, the cost of the term insurance 
is typically not guaranteed.  Since the dividend is need to buy out the term component, it 
is not available for other uses, such as premium reduction or death benefit increases.   
 
 
 
C.  Flexible Insurance – Interest Sensitive Universal Life, Variable Universal Life, 
Indexed Life Insurance 

 

 
 
Interest Sensitive Contracts 
 
Flexible premium products were introduced in the 1970s.  In these products the 
components of interest, mortality, and expense are clearly exposed.  In the pure flexible 



premium $250,000 policy, the equity grows, but it is not guaranteed.  It is entirely 
flexible, dependent on the variables – expenses, mortality, and interest which is credited 
to the equity component of the policy.  In a flexible premium contract the premium is no 
longer fixed as in the traditional whole life policy.  This structure allows the policy owner 
to put in less premium if interest mortality and expenses are favorable, but it may require 
more premium if interest, mortality, and expenses are less favorable.  Computer 
illustrations are used to illustrate what level of premium may be required if interest rates 
remained at any given level. 
 
These contracts provide total flexibility to the policy holder.  But the risk is shifted from 
the insurance company to the policy owner.  The owner can get “off the premium hook”.  
He can put in less premium, or put in none at all.  The insurance company can get “off 
the death benefit hook”.  This is a risk that the consumer was never exposed to, prior to 
the introduction of interest sensitive, unbundled, flexible policies. 
 
Below we will discuss fluctuating interest rates and their effect on the flexible contract.   
 
Flexible Insurance with Secondary Guarantees 
 
The latest incarnation of the flexible product design includes a concept called the 
secondary guarantee.  This states that in return for some level of premium, fixed by 
contract, the death benefit will be guaranteed.  The premium is typically low in 
comparison to the traditional whole life premium, and the contract typically has little or 
no cash value.  This product is sometimes referred to as term to age one hundred, but it is 
not term insurance.  Interestingly, this is precisely the product concept found to be so 
unpalatable by the Armstrong Committee in 1905.  It is a contract for the whole of life 
with little or no non-forfeiture values.   
 
The industry has come full circle.  The modern-day market was demanding products 
guaranteed for the whole of life but with lower premiums.  The actuarial answer was 
rescission of the non-forfeiture provisions, which was technically possible within the 
legal parameters of a flexible premium contract. 
 
The performance of these contracts is based on narrow actuarial calculations.  There is 
little leeway in the time value of money calculations.  Therefore contracts with secondary 
guarantees include strict language voiding the guarantees if premiums are not paid on 
time.   
 
Variable Life Insurance 
 
With the stock market roaring in the 1990 variable life insurance became popular.  This is 
a variation on the flexible premium design.  Instead of policy values being tied to the 
fixed interest rate market, they are tied to the stock market.  Quick to give the consumer 
what it wanted, many life insurance companies entered the variable life market, 
packaging up stock, bond, and money market funds to offer policy holders more 
flexibility and control over the investment component of the policy. 



 
This is what variable life looks like graphically.  There is the familiar deduction for the 
expense component, and mortality component (both the current and guaranteed cost), but 
instead of fixed interest crediting, the crediting is based on the investment fund 
performance.  The investment component adds another layer of cost to the policy, namely 
investment management expense, and a new mortality cost, that is, the added mortality 
cost of liquidating investments in order to pay a death claim. 
 
In this product the performance of the investment funds are not the responsibility of the 
insurance company.  Policy reserves are held in so-called “separate accounts”.  These are 
accounts separate from the general account of the insurance company, where traditional 
policy reserves are held. 
 
The variable policy offers the hope of lower premiums to the policy owner, and exposes 
the policy owner to more risk.  The risk of investment performance is shifted from the 
insurance company to the policy owner. 
 
Indexed Life Insurance 
 
Recently another flexible product has been introduced to the market place.  Equity 
indexed life insurance policies tie the policy fund value to an index of equities.  Instead 
of fixed interest crediting, or stock market-based crediting, the fund crediting is based on 
the performance of an index defined by the policy.  The concept involves forfeiting a 
portion of the market return when it is high, in return for protection against loss when the 



market return is low.  Indexed contracts typically include some level of guarantee but it is 
difficult to quantify and not always what it seems to be.   
 
Definition of the crediting method varies widely from contract to contract, and is 
complicated.  The contracts have many more variables than interest sensitive or variable 
universal life contracts, and therefore it is even more difficult to determine the ultimate 
cost of the contract.  Indexed contracts are marketed to the consumer’s hope that the 
index will perform well enough for them to pay less.   
 
D.  Second To Die Life Insurance 

 
Second to die life insurance contracts insure two lives.  They pay a death benefit at the 
death of the second insured.  They were developed in the early 1980s upon the 
introduction of the unlimited marital deduction.  Second to die contracts are available in 
traditional whole life, or flexible premium varieties.  They are priced using the familiar 
components of interest, mortality and expense.  Mortality costs however are based on 
joint mortality tables.     
 
Overlooked Planning Consideration 

 
There is a common misconception that second to die polices are always more efficient 
than single life policies.  The premium is lower on a second to die policy, but in some 
cases a single life policy can produce a greater total benefit for the beneficiary.   

 
This can occur due to the timing of death and the time value of money.  When a single-
life death benefit is received (sooner than a second-to-die benefit), it could be invested.  
Depending on the earning assumption, the ultimate capital sum with accumulated 
earnings, can be dramatically higher than the second to die benefit received at the end of 
the time period.  

 
Example: 10 million second to die vs. 10 million single life 
 
Male age 75 
Female age 60 
 

Scenario 1 
Males dies age 90 
Female dies age 90 (15 years later) 
Beneficiary receives 10,000,000 

 
Scenario 2 
Male dies age 90 
Beneficiary receives 1 million of single-life proceeds 
Accumulated for 15 years (Female dies age 90) 
At 4% = 18,009,435 
At 5% = 20,789,280 



At 7% = 27,590,315 
 

E.  Which Product Is Best 
 
It is sometimes said that there are no deals in the life insurance business.  From policy to 
policy the mortality cost is the same.  Everything is a trade off between the premium you 
choose to pay and the amount of risk you either retain yourself, or shift to the larger 
group of insureds. 
 
Why is the flexible premium product less premium?  Because it shifts risk to the policy 
owner.  Term offers a lower premium initially because early deaths are few, and the 
product has a high lapse rate (low risk of claim to the insurer).  Whole life premiums are 
high because the product shifts the most risk to the insurance company.  Second-to-die 
premium is lower because payment of the benefit is typically delayed. 

 
 
IV.  Product Performance 
 

A.  Traditional Products 
 

1. Dividends 
 

Mutual insurance companies set premiums based on conservative assumptions, to 
assure that enough will be collected to pay claims even under adverse future 
circumstances.  In years when the premiums are more than adequate, the owner of a 
participating policy can receive a dividend.  Dividends are not guaranteed.  They are 
values over and above the guaranteed values in the contract. 

 
2. Use of Dividends 

 
Policy owners can elect to receive dividends in several different ways.  Common 
dividend options are: 

 
 a)  Cash 
 b)  Applied to reduce premium 
 c)  Accumulate at interest 
 d)  Purchase paid-up additional death benefit 
 e)  Purchase term insurance for one year 
 

Here are four illustrations of the identical life insurance contract, each with the 
dividend applied differently. 



 



 





 
3. Premium offset concepts (vanishing premium) 

 
Life insurance is sold frequently on the concept that the premium will not need to be 
paid out-of-pocket permanently.  As discussed previously, in a whole life contract the 
premium is due annually for the whole of life.  If dividends and cash values are 
sufficient, these accumulated values can be used to offset the premium.  It is 
important to understand that the premium has not been waived.  It has not “vanished”.  
The premium is due and payable.  The policy owner has opted to pay it from account 
values rather than “out of pocket”.   
 
This can be a tricky proposition.  Dividends are not guaranteed.  Most companies 
have never missed an annual dividend, but the amount of the dividend varies.  Here 
are two illustrations of the same policy in two different dividend environments.  The 
first anticipates 14 years of out-of-pocket payments.  The second anticipates 16 years 
of out-of-pocket payments.  The careful advisor discusses the offset point as a range 
of years, not as an absolute.  



 



   
 

B.  Flexible Products 
 

1. Earnings 
 

In a flexible premium contract insufficient earnings can cause increases in premium  
Failure to pay the higher premium will cause the policy to lapse.  In the variable 
contract illustrated below, 8% earnings hold the death benefit beyond age 100.  At 4% 
the policy lapses at age 85.  



 
 
Even when investment performance is favorable flexible contracts can be effected by 
changes in mortality costs and expenses.  Illustrated below is the identical contract 
with mortality costs and expense charges at the maximum allowed in the contract.  At 
8% the policy lapses at age 71.  At 4% lapse occurs at age 68. 



 
2.  Effect on Premium 
 
Policy illustration software in the hands of a skillful agent can be used to gauge how 
much premium should be paid if the policy owner wishes to pay for a shorter period 
of time, say ten years, or twenty years, or even one single payment.  But when real-
world conditions differ from the assumptions, premium has to be adjusted or 
everything unravels. 
 
Lower earnings can cause the premium to increase.  Mortality and expense charges 
can increase, resulting in the need for higher premium. 
 
The amount and timing of premiums can produce substantially different results.  For 
example the difference between paying monthly and annually can be significant.  
Skipping an annual payment, or paying a slightly lower premium for a period can 
produce dramatically different results. 

 
3.  Offset Point 
 



Flexible products have the potential to offset premium as well.  An out of pocket 
premium will offset (vanish) if the policy fund is large enough to carry the mortality 
and expense charges.  If the fund is low, due to poor performance or too little 
premium, the result to the policy owner is different from a failed vanish in a 
traditional product.   
 
In a traditional contract if dividends change, the policy owner runs the risk of having 
to resume payment of the fixed contractual premium.  In the flexible contract the 
premium will not re-emerge at the fixed level as it does in the traditional contract.  
Instead it will re-emerge at the pure term premium for the full face amount.  If the 
fund cannot cover the mortality cost the policy owner must pay the full term premium 
or lose the death benefit. 
 
Flexible products must be monitored.  Illustrations should be re-run regularly to see 
what is happening with the components of interest, expense, and mortality so mid-
course corrections can be made if necessary.   
 
Causes of Underfunding: 
 
§ Lack of understanding by the client 
§ Lack of understanding by the agent 
§ Client over optimism 
§ Agent over optimism 
§ Agent misleading 
§ Client looking for the “easy way”.  I’ll skip a payment and worry about it 

later. 
 

 
V. Insurance Company Performance Issues 
 

When doing Business with life insurance companies there are several things to look for, 
among them, financial strength, historical performance, and how they conduct daily 
operations. 
 

 A.  Financial Strength 
 

1.  Ratings  - Ratings are important.  But ratings are not the only answer.  If they 
were, how would we explain the failure of Executive Life, Mutual Benefit, or 
Confederation Life.  Ratings agencies labeled them AAA or AA only a couple 
years before they were taken over by state regulators.   

 
2.  Lapse ratios – they are important to the actuary.  The lapse ratio is a calculated 
assumption that some contracts will remain in force, while others will lapse, 
allowing the claim reserve (liability) to be released.  If this lapse estimate is 
incorrect it can jeopardize the projections, or even the solvency of the insurer.  
This has happened recently.  Some companies ceased operations, after contract 



owners held annuity contracts to maturity in numbers higher than anticipated.  
Sometimes carriers will respond to this risk by terminating sales of a product line. 

 
3.  Other factors: 

 
a) Market Behavior  
 

 Market behavior is another indicator of a potential problem with an 
insurer. 
 

i. Why would a company project very high results?  For 
short term gain, i.e. premium revenue.  But that can 
result in long term loses, bad relative performance, and 
disappointed policyholders and agents. 

ii. Why would a company take bad underwriting risks, e.g. 
award premium rate classifications to applicants who 
don’t warrant them?  For short term gain, i.e. premium 
revenue.  In the long term loss are higher because future 
claims may be higher. 

iii. Why would a company over spend to attract new 
business, e.g. advertising, sales incentives, etc.? 

 
Companies always try to justify these behaviors.  But in the world of large 
life insurance companies with billions of dollars of investments, with more 
than a hundred years of mortality experience, and with expenses 
constantly monitored by comptrollers, actuaries, cpas, compliance 
attorneys, and budget committees, is it really possible for one company to 
suddenly find a way to compete in the short run without paying the price 
in the long run?  There is no free lunch. 

 
b)  Too Hungry for business: 

 
Professional advisors should be alert to companies that are to hungry for 
business.  It can be a sign of underlying issues not yet reflected in the 
company ratings. 

 
c)  Overexposure to one line of business:  

 
Some companies limit their product offerings.  For example they may be 
heavily weighted in sales of term insurance, flexible life, annuities, whole 
life, disability insurance, long term care insurance, etc.  Companies with 
broader product offerings generally tolerate market pressures and 
economic cycles more favorably, due to the diversified nature of their 
offerings.   

 
 



B.  Historical performance 
 

A evaluation of historical performance is an attempt to answer the question:  how did a 
company really do with mortality expense and investment, and how much of the profit 
did they pass back to the policy holders. 

 
Performance evaluation is complicated.  Even within the same company the same policy 
will look different historically, depending on the period chosen for examination.  
Different policies within the same company will perform differently over the same time 
periods.  Comparing policies of different companies is even more difficult since product 
offerings tend to vary dramatically.  Apples to apples comparisons are almost never 
possible. 

 
C.  Daily Operations 

 
Daily operations of an insurance company are often overlooked, but they are important to 
policy owners and their professional advisors. 

 
1. Claims - How quickly are they paid?  7 days or 45 days? 
2. Sales Illustrations – can a company illustrate a variety of “what ifs” or just 

“vanilla”. 
3. Policy Change options -  are they available?  Can they be illustrated?  E.g. some 

companies won’t reduce the face amount of a term policy after it has been issued. 
4. In Force Illustrations – Does the company charge for them?  Can they illustrate 

new options on old policies. 
5. Communications - are agents copied on policy owner communications?  Many 

companies save costs by not informing agents of important issue affecting an in 
force contract – lapse notices for example. 

6. Attitude toward policy holder -  Who is on the other end of the 1-800 number?  Is 
the customer service phone rep expert with their product, or just reading info from 
the screen?  Is their attitude “can do” or “sorry Charlie”. 

 
VI. Summary 
 

The objective of this paper has been to review the technical aspects of life 
insurance products for the non-insurance professional.  Life insurance can be one 
of the largest assets owned by successful clients.  Knowledge of life insurance 
fundamentals can help professionals guide their clients and alert them to red flags 
that arise commonly. 

 
Life insurance is priced logically.  There is no magic and no free lunch.  There is 
a trade off between the amount of premium and the amount of risk - born by the 
insurance company or retained by the policy owner.   
 



Professional life insurance design is the skillful matching of an appropriate 
product for the given situation.  When done well, life insurance design is much 
more than acquiring three quotes and choosing the one in the middle. 

 
 
VII. Questions - Discussion 


