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TOPIC: LIFE INSURANCE
There are two primary uses of life insurance. The first is to provide a replacement
source of income should a primary provider of income die. The second is to provide
liquidity for the payment of estate taxes. Less common uses of life insurance include
such functions as funding buy/sell agreements or other finite period requirements.
Income Replacement

The key characteristic of the use of life insurance for the replacement of income is
that it generally covers a finite period and does not require permanent insurance.
During the primary earning years of a person, two things should be occurring. One is
that assets are being accumulated which could provide income in the future. The
other is that the life expectancy of those who are dependent on that income is getting
shorter and shorter. In most cases, there is a cross-over point where enough assets
have been accumulated to satisfy the income needs for the remaining years of those
dependent on the income. At that point, the person, couple or family is self-insured
and no longer has a need for income replacement life insurance.
This type of requirement for a finite period is best served by the use of term life
insurance. Term insurance is the least expensive form of life insurance and provides
coverage for some limited period. Term insurance can now be obtained with a level
premium for a period of years: 5, 10, 15, or even 20 years. The advantage of such a
policy is that it is purchased based on the current health of the insured. The level
premium is locked in for the extended period with no insurability requirement during
the period. If health deteriorates during the period, there is no effect on the policy or
the premiums.
The primary risk with such a policy is the insurability of the person at the end of the
term. If the policy is maintained, the premiums will jump significantly at the end of
the term of level premiums, generally enough to be prohibitive. When insurance is
still required, the insured hopes to be re-insurable and starts another policy with a
term of years that will hopefully cover the remaining number of years until selfinsuring is possible. Because of this insurability issue, it is often wise to have multiple
policies with staggered terms, each one taken out at a time when health is still good
for the physical exam.

Permanent Insurance

The use of life insurance to provide liquidity to pay estate taxes is an entirely different
function. It requires a policy which will exist for an unknown, extended period, until
the death of the insured. The most efficient way to provide protection is with a
permanent policy which never requires insurability in the future. The younger the
person is and the better his/her health for the physical exam, the lower will be the
premiums, which will be paid until death. This period might extend well beyond the
normal life expectancy of the person, in which case a considerable sum will have been
paid out in premiums.
Premiums for permanent insurance (often referred to as “whole life,” “ordinary life,”
“variable,” “universal,” or “cash value” policies) are considerably higher than for
term insurance. A “whole life” policy is the most conservative form of permanent
insurance, with the highest premiums. It will tend to build cash value faster and has
the highest probability of not having a funding problem in later years. A “variable”
policy is one which has more upside to it but also more risk. Its funding depends on
the investment performance of the stock market. It therefore has the potential of a
higher payout at death, particularly if the policy remains in effect for a long period of
time (in excess of 20 years). Conversely, if death is premature during a down period
of the stock market, it could have a lower payout.
A “universal” policy is somewhat of a hybrid. It typically has lower premiums than a
whole life policy and uses some of the cash build-up in the policy to pay future
premiums. If too optimistic assumptions are used in initially setting the premiums,
the policy might end up under-funded in the future and require an increase in
premiums to prevent the policy from lapsing. This same danger exists for “single
premium” life insurance, which is designed to be perpetuated with a single initial
premium which, given the earnings record of the life insurance company, should be
able to pay all future premiums out of the cash build-up within the policy. Not
infrequently, such a policy ends up under-funded a long time in the future, and the
policy owner must either resume premium payments or forfeit the policy.
An excellent form of life insurance for funding the estate taxes of a married couple is
called “Second to Die” insurance. It insures the two lives jointly, which carries a
lower premium than insuring two separate lives. It works well because the unlimited
marital deduction allows avoidance of estate taxes at the first death, and the insurance
policy assists in paying taxes at the second death. Care should be taken in purchasing
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the policy and determining the owner of the policy to assure that the proceeds will be
received outside the insured’s estate and not be subject to estate taxes.
The most common method is to set up an irrevocable life insurance trust which
becomes the owner and beneficiary of the policy, but there are important pitfalls to
avoid in doing that properly. An alternative method, in the right family situation, is
to have the next generation be the owners and beneficiaries of the policy. Again,
there are important guidelines to follow to do that properly. How premiums are paid
- and by whom - is extremely important to assure that the death proceeds will not be
subject to either income or estate taxes.
For company owners or high level executives, a popular form of permanent
insurance is called Split-Dollar life insurance. It involves a single cash-value policy
with joint ownership between the company and the insured. Basically, the company
pays all or most of the premiums and maintains a right to be repaid the cumulative
amount of those premiums out of the cash value or death proceeds at time of
retirement or termination, death of the insured, or after some specified period of
years. The employee pays income taxes on a portion of the premium amount. The
arrangement is popular because it is generally easier for the company to provide the
funds for the premiums.
In analyzing and choosing life insurance policies, it is extremely important to get
objective advice, both on the appropriate type of insurance and particular policies,
from someone who has no vested interest in selling a policy. The financial strength
of the issuing company is also extremely important, because the insured is entering
into a very long-term contract which will be useless if the insurance company does
not continue to be financially strong.
We at Bingham, Osborn & Scarborough, LLC (BOS), are ready to work with clients,
their attorneys and tax professionals on the merits and specifics of these and other
investment and financial planning options. For additional information on this or
related topics, or to learn more about the investment management and financial
planning services offered by BOS, please visit our website at www.bosinvest.com.

Disclosure:
This white paper is for informational purposes only and is not intended to be used as a general guide to investing or
financial planning, or as a source of any specific recommendations, and makes no implied or express recommendations
concerning the manner in which any individual's account should or would be handled, as appropriate investment
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strategies depend upon the individual's specific objectives. It is the responsibility of any person or persons in possession of
this material to inform himself or herself of and to seek appropriate advice regarding any investment or financial
planning decisions, legal requirements, and taxation regulations which might be relevant to the topic of this white paper
or the subscription, purchase, holding, exchange, redemption or disposal of any investments.
The portfolio risk management process includes an effort to monitor and manage risk, but does not imply low risk.
Past performance is not indicative of future results, which may vary. The value of investments and the income derived
from investments can go down as well as up. Future returns are not guaranteed and inherent in any investment is the
potential for loss.
This white paper does not constitute a solicitation in any jurisdiction in which such a solicitation is unlawful or to any
person to whom it is unlawful. Moreover, this white paper neither constitutes an offer to enter into an investment
agreement with the recipient nor an invitation to respond by making an offer to enter into an investment agreement.
Opinions expressed are current opinions as of the date appearing in this material only and are subject to change. No
part of this material may, without the prior written consent of Bingham, Osborn & Scarborough, LLC, be (i) copied,
photocopied or duplicated in any form, by any means, or (ii) distributed to any person that is not an employee, officer,
director, or authorized agent of the recipient.
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