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q&ACHAPTER 1

Introduction to Life Insurance 

q1
	What Is Life Insurance, Where Did It Come From,  

	 and Why Should I Care?

Life insurance is a type of insurance that pays money when someone passes 
away. That’s simple. However, to understand what life insurance is today you 
should look at how life insurance originated. Life insurance is one of the very 
oldest types of insurance/financial products in existence. It stems from the old 
principle that if a villager’s house burned down, the other villagers would help 
to rebuild the house. 

The first life insurance came from this concept. Then a concept known as 
the tontine annuity system was founded in Paris by the 17th century Italian-
born banker Lorenzo Tonti. Although essentially a form of gambling, this 
system has been regarded as an early attempt to use the law of averages and 
the principle of life expectancies in establishing annuities. Under the tontine 
system, associations of individuals were formed without any reference to age, 
and a fund was created by equal contributions from each member. The sum 
was invested, and, at the end of each year, the interest was divided among the 
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survivors. The last remaining survivor received both the year’s interest and the 
entire amount of the principal. 

However, as the amount of money that people wished to be insured for 
increased, and the risk potential for violent fluctuations for those involved 
increased as well. To minimize this effect, it was necessary that the law of large 
numbers be applied to this situation. This is where we see the first roots of the 
actuarial practice. An actuary is a mathematician employed by an insurance 
company to calculate premiums, reserves, dividends, and insurance, pension, 
and annuity rates, using risk factors obtained from experience tables. These 
tables are based on the company’s history of insurance claims as well as other 
industry and general statistical data. 

This is an example of the principle known as the Law of Large Numbers. 
This principle states that the greater the number of similar exposures (in this 
case—lives insured) to a peril (e.g. death), the less the observed loss experi-
ence will deviate from the expected loss experience. Basically, the more people 
that the risk is spread out over, the more money (premiums) will be coming 
in. So, when a person does die, it will not be as big of a burden to the rest of 
the insureds. Of course, in certain circumstances, there will not be much that 
can be done. 

The function of insurance is to safeguard against misfortunes by having 
the losses of the unfortunate few paid for by the contributions of the many that 
are exposed to the same peril. This is the essence of insurance—the sharing of 
losses and, in the process, the substitution of a certain small “loss” (the premium 
payment) for an uncertain large loss. (Reference—Black, H. and Skipper, K.; 
Life Insurance, Twelfth Edition, Prentice Hall (Englewood Cliffs, NJ), p. 18) 

Life insurance, like any other financial product, is a tool to assist you in 
accomplishing a specific goal (or goals). As such, it will assist the beneficiary 
when there is an economic loss, due to the death of the insured that extends 
well beyond just funeral or final medical expenses. The loss of future income, 
due to the death of a breadwinner, can have a severe impact on the lifestyle of 
the surviving family members. Debt owed by the deceased may become due 
and payable as well as possible estate or inheritance taxes. Life insurance can 
create an immediate source of funds to enable the payment of these expenses 
and to provide a source of future income. 
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Benjamin Franklin helped found the insurance industry in the United 
States, in 1752, with the Philadelphia Contributionship for the Insurance 
of Houses from Loss by Fire. The current state insurance regulatory frame-
work has its roots in the 19th century, with New Hampshire appointing the 
first insurance commissioner in 1851. Insurance regulators’ responsibilities 
grew in scope and complexity as the industry evolved. Congress adopted 
the McCarran-Ferguson Act in 1945 to declare that states should regulate 
the business of insurance, and to affirm that the continued regulation of the 
insurance industry by the states was in the public’s best interest. 

The purchasing of life insurance is an uncomfortable task for many people, 
and the image of most life insurance advisors leave something to be desired 
with examples such as Bill Murray in Groundhog Day and Mel Brooks in High 
Anxiety. Typically, there is recognition of an obligation to protect one’s depen-
dents from the financial hardship of an untimely death, but no one likes to 
think about the fact that they will die someday. This is another reason—aside 
from the potential discomfort of dealing with a life insurance advisor—that 
can make it easy to delay and put off the decision to purchase life insurance. 

Keep in mind as you go through this process that life insurance is not for 
you, it is for your survivors. Therefore, you typically will only have a need for 
life insurance when you are leaving behind someone or some entity that is 
dependent on your income. 

“Any road will get you there as long as you don’t 
know where you’re going.”

—Socrates

q2 	Why Do I Need Life Insurance?

Times have changed, and the reasons people buy life insurance have grown 
from the original purpose. The following is a list of some of the more com-
mon reasons: 

Income Replacement•	 —Protect the premature death of a spouse or 
parent so that the loss of income is not devastating to the family. 
Payment of Outstanding Debts•	 —Such as mortgages, car payments, 
and credit cards. 
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Final Expenses•	 —Funeral and other administrative expenses. 
Education Funding•	 —The death of a parent may mean that the qual-
ity of education, intended for a child, may be out of reach. 
Emergency Fund•	 —Any adjustment expenses, such as time off work 
and medical and counseling expenses. 
Special Needs Child•	 —Life insurance provides a guarantee that the 
funds will be there to care for those special needs. 
Business Continuation•	 —To provide funding to assist in orderly 
transfer of business ownership in the case of an owner’s death—life 
insurance guarantees that the business is transferred as intended. 
Business Insurance•	 —Key Person, Executive Bonus, Split Dollar, and 
Deferred Compensation funded with life insurance. 
Estate Taxes•	 —Under current tax law, life insurance can provide 
liquidity at death to pre-fund the estate tax liability. This may not be 
necessary if the Estate Tax is permanently repealed. 
Charitable Giving•	 —A charitable-minded client may leave a gift to 
a favorite organization, without significantly reducing the size of the 
estate, by using the death benefit to replace the value of the property 
gifted to heirs. 
Equalizing Inheritance•	 —Provides additional liquidity to assist in 
providing each child with equal shares of their parents’ assets. 
Income In Respect of a Decedent•	 —People die owning assets that 
have not yet been taxed; these taxes then become the obligation of the 
beneficiary. Life insurance provides liquidity to assist in the payment 
of these taxes. 
Second Marriages•	 —There can be conflict when a parent with chil-
dren remarries. Life insurance on the parent provides the new spouse 
financial security from the insurance coverage. At the same time it 
allows the children to receive the parent’s estate immediately. This can 
avoid unwanted animosity between the children and the new spouse 
and allow them to live in harmony.

Please note that that life insurance is commonly used for business rea-
sons. Further information is in Question 129.
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Is proper planning for everyone?
As the famous saying goes, only two things in life are certain: death and taxes. 
This table looks at the fact that no matter how rich and famous you are, you 
should always expect the unexpected.

Florence Griffith Joyner Olympic Track Champion Age 38 Died from suffocation  
from an epileptic seizure  
on Sept. 21, 1998

Phil Hartman Comedian and Actor Age 49 Gunshot on May 28, 1998

Linda McCartney Photographer and Spouse 
of Paul McCartney

Age 56 Breast cancer  
on April 17, 1998

Ray Nitschske Football Legend Age 60 Heart attack on March 8, 1998

Sonny Bono Celebrity and Congressman Age 62 Skiing accident on Jan. 5, 1998

Brandon Tartikoff NBC Television Executive Age 48 Hodgkin’s Disease  
on Aug. 27, 1997

Princess Diana Princess of Wales Age 36 Car accident on Aug. 31, 1997

Chris Farley Actor and Comedian Age 33 Drug overdose  
on Dec. 18, 1997

Michael Landon Actor Age 54 Cancer on July 1, 1991

Lee Remick Actress Age 55 Cancer on July 2, 1991

Jim Henson Creator of the Muppets Age 53 Pneumonia on May 16, 1990

q3 	How Much Life Insurance Do I Need? 

This is an excellent question to which there are as many answers as there are 
people to ask. Every advisor, financial columnist, and relative has a formula 
that they consider the best. This section is designed to present the various 
methods used, as well as the pros and cons of each method ranging from the 
simple to the extremely complex. As these issues deal with how to value a life, 
it is indeed a very complex proposition. 

The method that makes the most sense to you is probably the one that 
may work the best for you. No method is perfect, as you are trying to hit a 
moving target. Life brings many changes and your needs will change with 
them. The more assumptions you make, the more complex you’ll make your 
planning, and the more chances there are that something will not work as 
planned. This does not mean that you should only use the simplest methods—
it is to give you a concept of why it is important to actively participate in all 



8  Questions and Answers on Life Insurance

of your planning, fully understand it, and constantly monitor it. After all, it is 
your money. Remarkably, the simplest formulas can often be the best. 

All of the issues discussed in this question will have an impact on the 
amount of life insurance and other assets needed. Often the desired goals may 
not be financially feasible. These issues are not only financially based; they can 
also be extremely emotional. 

Another thought to keep in mind is that as your other assets grow, such as 
retirement plans and investments, your need for life insurance will decrease. 

These are some of the more commonly used approaches. 

Basic Approaches

Multiple of Income 

This method (also known as the “human capitalization value”) uses the 
approach of a multiple of your annual income—typically ranging from five 
to eight times your annual income. This is one of the oldest and best known 
methods to determine how much life insurance you need, as well as one of the 
easiest to use. It’s also the most frequently mentioned by financial columnists 
in consumer publications. 

While simple, this earnings-multiple method misses a range of impor-
tant factors. For example, it ignores household demographics, past savings, 
Social Security offsets, housing expenses, taxes, etc. It also ignores expected 
life changes and individual preferences about sustaining the living standards 
of survivors. It is simply a “best guess.” 

Cover Your Debts 

This entails buying only enough life insurance to cover debts such as your 
mortgage, student loan bills, or outstanding car notes. The issues are similar 
to the issues for the multiple of income approach discussed above in that it 
misses a whole range of factors, such as not considering any future debts or 
needs like child care or college education costs. This method is also too sim-
plistic to provide any real value. 

Human Life Value Concept

The human life value concept deals with human capital. Human capital is a 
person’s income potential. We all have a human life value. In wrongful death 
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litigation, human life value is measured daily in court (however, the litiga-
tion value tends to be significantly different). Insuring human life value is the 
primary purpose of life insurance. The human life value concept goes beyond 
numbers and considers the entire impact caused by the loss of a human life and 
the value to a person’s loved ones. Here are some questions to give you a start: 

If you had been killed in a car accident last week, and someone else •	
had been responsible for your death, how much money would your 
family sue the responsible party for? 
If you had been killed in a car accident last week, and you had •	
been responsible, how much money would you want your family to 
receive? 
If you died of cancer last week, how much money would you have •	
wanted your family to receive? 
How much are your tomorrows worth? What is your Potential Earn-•	
ing Power (PEP)? 

Here are the steps to use the human value approach. The future expected earn-
ings of the insured needs to be capitalized and the present value of income 
flow to the family (for the time frame needed) determined. This generally 
involves a multistep process: 

How to Calculate
Estimate the insured’s earnings for the period of time replacement 1.	
would be needed. When estimating earnings, future increases in sal-
ary may be considered and an “average” annual salary used. Whether 
or not to include “growth” of earnings has a significant impact on the 
amount of coverage that will be needed. 
Subtract from earnings a reasonable estimate of annual taxes and liv-2.	
ing expenses spent on the insured, in order to arrive at the actual salary 
needed to provide for family needs. Commonly, this is a percentage 
of salary. Rather than calculating a composite of each separate need, 
it is often suggested that the survivors will need about 70% of the 
pre-death income to carry on after the insured’s death. A higher or 
lower percentage may be needed depending on a particular family’s 
circumstances. The percentage of salary needed can be more accurately 
determined through a detailed examination of the family budget. 



10  Questions and Answers on Life Insurance

Determine the length of time the net earnings need to be replaced. 3.	
This could be until the insured’s dependents are assumed to be grown 
and no longer need the financial support of the insured, or until the 
assumed retirement age of the insured. 
Select a rate of return with which to discount the future earnings. A 4.	
conservative estimate on rate of return would be the return on U.S. 
Treasury bills or notes, or the rate of return paid for death proceeds 
left on deposit with the insurance company. A life insurance company 
will leave a death benefit in an interest bearing account. The rate paid 
on this type of account is the rate that should be used. A safe assump-
tion would be the rate on a money market or certificate of deposit 
(CD) account. 
Multiply the net salary needed by the length of time needed to deter-5.	
mine the future earnings. Then calculate the present value of the future 
earnings using the assumed rate of return. This calculation can be per-
formed using a spreadsheet, specialized software, a financial function 
calculator, or by using discount interest tables.

Example:
Let’s assume you are age 40 and make $65,000 per year. By examining your 
family budget, it is determined that $48,500 per year is needed for family 
support. It is also determined that this income would need to be replaced 
until retirement at age 65 (25 years). If we assume a 5% discount rate, the 
present value of your future net salary would be $683,556. Stated another 
way, it would take this amount to pay $48,500 per year for 25 years based on a 
5% rate of return. This assumes that the insurance proceeds will be liquidated 
over the needed period of income (the capital liquidation method). A more 
conservative approach would be to keep the principal intact and live off the 
income generated (the capital preservation method). See discussion under life 
needs analysis below. 

The human value method is useful in situations where replacing the 
income lost due to the death of a breadwinner is the primary concern. How-
ever, this method only factors in the replacement of income and does not take 
into account any lump-sum needs at death. In addition, a client’s financial 
situation may be more complex and additional analysis may be required. For 
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example, the issues of funding a college education, integration with Social 
Security benefits, paying estate tax, and determining what other sources of 
income are available are not included in the human value approach. In situ-
ations where a more detailed calculation is needed, the life needs analysis 
method can be used. 

This method will provide only a rough sense of your human life value, 
which can be a factor in determining the amount of insurance you should 
have in your financial portfolio. It is most useful in situations where replacing 
the income lost due to the death of a breadwinner is the primary concern. 
Typically, the amount of life insurance indicated under this method is less 
than the actual need, as it does not take into account any lump sum needs 
at death as well as college-education funding, estate taxes, integration with 
social security, existing life insurance, and so forth. See the next section where 
we will discuss a needs analysis approach. 

Capital Preservation and Capital Liquidation 

This method can be used in conjunction with a needs analysis approach or 
separately as a quick calculation, if you just want do an income replacement 
approach on its own. Whether you are using this method strictly on its own or 
in conjunction with a needs analysis, once the amount of income that needs to 
be replaced is determined, a decision must be made as to whether the pool of 
capital to provide this income will be preserved or liquidated. 

Capital Preservation: 
The capital used for income replacement is left intact and the beneficiaries live 
off the income it produces. 

Pros: 
Optimally provides an income stream indefinitely as the principal •	
(death benefit) remains intact. 
Simple to calculate. •	
The longer the payout period, the better this method becomes. •	

Cons: 
If the rate of return is lower than the assumed rate, the beneficiaries •	
could run out of money prematurely. The interest rate chosen is up to 
you, but a conservative and realistic interest rate will have a greater 
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chance of meeting your goal. A good guide might be the historical rate 
of return on U.S. Treasury Bills. 
The amount of money needed to fund income replacement is typically •	
greater than that of other methods, as the beneficiaries live off income 
only (optimally) rather than principal and income. 

How to calculate: 

Arrive at the annual income (either before tax or after tax) needed 1.	
using any suitable method, including your own estimate, if you wish. 
Divide this figure by the assumed after-tax rate of return (conserva-2.	
tive) that can be earned on the income replacement fund. 

Example: 
For an annual income need of $100,000 (after taxes) and an assumed after-tax 
rate of return on the principal (death benefit) that is presumed to be 5%, the 
replacement need would be $2,000,000 ($100,000 divided by 5% (.05)). 

Capital Liquidation: 
The length of time of income needs to be replaced becomes a major factor in 
determining the capital needed for income replacement. 

Pros: 
Typically requires less money than the capital preservation method as •	
both principal and income are used. 

Cons: 
The length of time that the proposed insured’s salary needs to be •	
replaced is highly subjective. 
Requires all the factors mentioned on the worksheet, and human value •	
needs to be examined. 
The survivor can outlive the income stream. •	
More complex to calculate. •	

How to calculate: 

Determine the number of years of income replacement needed. 1.	
Multiply the net income shortage by number of years of income 2.	
replacement. 



Introduction to Life Insurance  13 

Add immediate cash needs and any new capital needed to determine 3.	
total capital needs. 
Subtract existing capital from total capital needs to arrive at additional 4.	
capital required. 

Because the family (in the prior example) lives off income only rather than 
both principal and income, $2,500,000 would be needed to generate $100,000 
per year using capital preservation, while only $1,562,208 would be needed 
using capital liquidation (assuming 4% after-tax return for both). 

However, as the period of income replacement lengthens, the differ
ence between income preservation and liquidation narrows. For instance, if 
we assume a 35-year income replacement need for the above example, the 
capital preservation value does not change while the capital liquidation value 
becomes $1,866,461.50. 

Example:
As this example demonstrates, the capital-liquidation approach requires a 
lower income replacement need. However, this example assumed the income-
replacement fund would be consumed over 20 years. If earnings are less than 
expected, the fund could be depleted sooner. Also, if the twenty-year figure 
is based upon the spouse’s life expectancy, the spouse could live beyond that 
expectancy and there would not be any money available after 20 years. This 
points out the inherent risk of the capital-liquidation approach, while also 
assuming a 4% after-tax rate of return. 

Assumptions about rate of return and life expectancy must be very conser-
vative in order to avoid premature depletion of the fund. The capital-liquida-
tion method may be appropriate in situations when the income-replacement 
period is certain or is short term. An example would be when income replace-
ment would continue only until the children reach a specified age. 

Life-Cycle Model of Consumption and Savings 

As shown in the prior methods, planning can vary in complexity. These 
prior approaches are on a static, predictable future and are based on rough 
calculations. 

The life-cycle model of consumption and savings is a new approach 
that is based on the life-cycle model which was developed in the 1950s and 
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1960s by Professor Franco Modigliani and his colleagues at Massachusetts 
Institute of Technology. Modigliani won the Nobel Prize in 1985 for devel-
oping the model, which built on early work by Yale economist Irving Fisher 
in the 1920s. 

This model assumes that an insured’s goals are to secure the living stan-
dards of the household and ensure comparable living standards for his or her 
survivors. In the economic approach, spending targets are derived by calculat-
ing how much the household can afford to consume in the present and still 
be able to preserve the same living standard in the future. Although spending 
targets under the Capital Needs Analysis approach can be adjusted to approx-
imate those derived under the economic approach, there are practical limits 
to doing so. This is particularly true in the case for households experiencing 
changing demographics or facing borrowing constraints. 

This approach is based on the fundamental goal of saving money and hav-
ing insurance—the desire to avoid major disruptions in a household’s standard 
of living. This approach uses advanced mathematical techniques to calculate 
the savings and life insurance needed to balance consumption in the present 
with consuming in the future and to preserve a household’s living standard 
for survivors. This method describes how life insurance holdings are adjusted 
as life insurance needs change. All economic resources, tax liabilities and 
benefits—Social Security retirement benefits, and survivor benefits, etc.—are 
taken into account in the calculation, along with family demographics, tax-
deferred savings, housing plans, special expenditures, estate plans, capacity to 
borrow, and lifestyle preferences. 

This type of modeling includes contingent planning, which recognizes that 
survivors may have special needs and different incomes. Key variables—age 
of retirement, Social Security benefits, and tax-deferred asset withdrawals, for 
example—can be changed to determine how these factors alter the maximum 
sustainable living standard. The insurance recommendations are substantially 
different from those of the conventional methods. This type of approach (in 
theory) would allow the agent/representative to use a more comprehensive 
base to determine life insurance needs rather than the historical guessing/
estimating theory. Without an economic modeling process, there is no math-
ematical ability for determining an appropriate amount of insurance. 
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A benefit of this approach is that it incorporates the fact that as other 
assets grows; the need for life insurance to replace income will diminish. 

The downside of this approach is that it depends on a large number of 
assumptions and the more assumptions that are relied upon, the greater the 
chance that the calculations will be further off. The other issue is the complex-
ity of this type of model. 

To the best of my knowledge, the only software currently available for this 
type of calculation is ESPlanner available on the Web at www.esplanner.com. 

The (Capital) Needs Analysis Method 

The (Capital) Needs Analysis method is used by most insurance agents/plan-
ners and at most financial-planning Web sites. Chartered Life Underwriters 
(CLUs) know the method as the Human Life Value Concept or the Human 
Capitalization Method. These methods give you the income you will earn 
from your present age until your retirement age, assuming a rate of interest 
that represents salary increases through that period. These concepts are some-
times treated as one and the same and sometimes as differing methods. 

Like the earnings-multiple method, the Capital Needs Analysis method 
projects the income the insured will earn between now and retirement (or 
later) and sometimes discounts these flows. But this procedure goes further; 
it calculates the net contribution of the insured to the family’s living standard 
by subtracting the insured’s present values of future tax payments and living 
expenses from his or her present earnings. The net contribution of the insured 
is then compared with today’s spending needs of potential survivors. Such a 
needs analysis incorporates factors such as mortgage payments, other house-
hold expenses and special expenditures. 

Here are some of the factors that are considered (if not all): 

How to Calculate: 

Estimate the individual’s average annual earned income from the per-1.	
son’s present age to the age of retirement. 
Deduct the amount that is not allocated to others. Money spent for 2.	
income taxes, life and health insurance premiums, and all other self-
maintenance expenses should be deducted in this step. Typically this is 
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a percentage of salary. A good starting point is this Consumer Expen-
ditures Survey by the Bureau of Labor Statistics, where the percentage 
of income required after taxes and expenses would be: 
Annual Gross Income:	 % of Gross Income Required:

Under $48,000:		  70% 
$48,000 to $53,000:		  66% 
$53,000 to $59,000:		  63% 
$59,000 to $65,000:		  60% 
Over $65,000:		  57% 
All two-income families: 		  70%

Please keep in mind that these are only averages. This table also 
assumes that educational expenses are taken care of separately and the 
mortgage is paid for.

Using a reasonable rate of interest, determine the present value of the 3.	
amounts allocated to others for the working period used in step one. 
Most financial calculators can perform this equation for you.

However, the Capital Needs Analysis method raises several concerns:

If the household sets a spending target too high for survivors, the •	
method will generate a larger amount of life insurance than is appro-
priate. This will cost the household too much in life insurance premi-
ums. If the spending target is set too low, the recommendation would 
leave the household underinsured. 
It does not take into account what your beneficiary’s needs will be. •	
Please keep in mind that these are only averages. Also it assumes that •	
educational expenses are taken care of separately and the mortgage is 
paid for. 
It does not integrate with Social Security. •	
It does not take into account other sources of income. •	

This method only factors in the replacement of income and does not take into 
account any lump sum needs at death.
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Sample Worksheet: 
(see after worksheet for more information on the various factors)

INCOME NEEDS

	 Annual income your family would need if you die today (typically between 1.	
60% and 80% of total income). Consider any lifestyle changes, and 
include any current expenses, such as mortgage/rent, groceries, clothing, 
utility bills, entertainment, travel, transportation, child care, etc.: 

$__________ 

Annual income available to your family from other sources—include 2.	
all salaries, dividends, interest, current (or estimated) Social Security 
benefits, along with all other sources of income:

$__________ 

Annual income to be replaced (subtract line 2 from line 1):3.	
$__________ 

Funds (capital) needed to provide income for your required number of 4.	
years:

$__________ 

Multiply line 3 by the appropriate factor* below: 
*10 Years × 8.1; 15 Years × 11.1; 20 Years × 13.6; 25 Years × 15.6;  
30 Years × 17.3; 35 Years × 18.7; and 40 years × 20.0 

EXPENSES

Funeral expenses—average cost of an adult funeral is about $10,000:5.	
$__________ 

Administrative expenses (also referred to as an emergency fund and/6.	
or final expenses) can vary when cleaning up the affairs of the deceased 
(e.g., advisor fees, filing taxes). But this number should be approximately 
six months of the higher wage earner’s salary (50% of annual salary):

$__________ 

Mortgage and other outstanding debts (credit card debt, car loans, home 7.	
equity loans, etc.). It may make sense to pay off these debts if the survivor 
will have a substantial income:

$__________ 
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College costs*: 2009-2010 cost of a four-year education: public college, 8.	
$60,852; private college, $142,544; multiply by number of children; costs 
are increasing more rapidly than inflation:

$__________ 

Capital needed for college—multiply line 8 by the appropriate years 9.	
before college Factor:

$__________ 

5 Years × .82; 10 Years × .68; 15 Years × .56 And 20 years: × .46**

Total capital required—add lines 4, 5, 6, and 9:10.	
$__________ 

ASSETS

Keep in mind that current asset value may be considerately different at time of liqui-
dation and the value may be significantly discounted due to forced sale such as real 
estate, family business, or other investments:

Bank accounts, money market accounts, CDs, stocks, bonds, mutual 11.	
funds, real estate:

$__________ 

Retirement savings IRAs, 401(k)s, Keoghs, pension and profit- 12.	
sharing plans:

$__________ 

Present amount of life insurance (including group life insurance  13.	
assumed to continue):

$__________ 

Total income-producing assets—add lines 11, 12, and 13:14.	
$__________ 

Life insurance needed—subtract line 14 from line 10:15.	
$__________ 

* Factors: Inflation is assumed to be 3%. College costs indexed at 6%. The rate of return on investments 
is assumed to be 6% after tax. 
** Source: The College Board, Trends in College Pricing 2009. Information and factors are based on 
information from the Life and Health Insurance Foundation for Education, a nonprofit organization. 
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An application of the capital liquidation/preservation model will assist in a 
more detailed analysis. A custom worksheet will allow you to include what is 
important to you and to control the degree of complexity. Please note that a 
separate worksheet should be required for each spouse. 

This can be done by using all or some of the following steps as they apply; 
the factors are discussed previously and are listed for you to keep in mind. 

Outflows 

One-Time (Lump Sum) Expenses: 

Funeral expenses (See following pages)1.	
Estate administration, final and other miscellaneous expenses—  2.	
(See following pages)
Estate taxes (See following pages)3.	
Emergency fund/readjustment period (See following pages)4.	
College fund(s) (See following pages)5.	
Debt resolution (See following pages)6.	
Uninsured medical costs7.	
Workforce retraining8.	
Offset for any assets included below9.	
Home mortgage pay-off10.	
Property taxes 11.	

Total One-Time (Lump Sum) Expenses:	 	 $___________________ 

Income Need (Ongoing Expenses): 

Annual income replacement needed by survivor(s) (including special 1.	
needs dependents)—this includes all day-to-day expenses like 
groceries. 
Multiply by % reduction, typically 60–70% (lower since one less 2.	
person).
Multiply line 2 by ___ (use factor/discounted rate of return) years 3.	
required. 

Total Annual Income Needs (Ongoing Expenses):	 $____________4.	

Grand Total Outflows:	 	 	 	 $____________5.	
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Inflows: 

Social Security benefits (See following pages) 1.	
Savings and investments (See following pages) 2.	
Retirement assets (See following pages) 3.	
Present amount of life insurance (See following pages) 4.	
Non-cash assets that could/would be liquidated 5.	
Total any lump sum assets 6.	
Multiply line 6 by same factor as line 3 above 7.	

Total Inflows:	 	 	 	 	 $___________________

Total Life Insurance Needed  
(Subtract Total Inflows From Total Outflows): 	 $___________________

Keep in mind that your insurance needs will change from year to year and 
when you have any major changes in your life like a marriage, divorce, the 
birth of a child, a child moving out, retirement, purchase and/or sale of a 
home, changes in occupation, business relationships, worth, disability, and 
death. These are just some changes to keep in mind. Basically, any change that 
affects any of the factors above or any factor you add in will call for a reevalu-
ation of your life-insurance needs. In any event, it would be optimal to review 
your needs annually and at a minimum of every three years. If you know when 
certain life events will be occurring, then you may have an idea of how long 
you will need certain amounts of life insurance. This can help you make the 
decision of whether you need permanent life insurance and/or term life insur-
ance (and the number of level premium years). Keep in mind also that as your 
asset base grows, your need for life insurance will most likely decline; however, 
protecting against estate taxes may become a concern. 

Outflows and Inflows

Outflows

Funeral Costs 

These can vary depending on location, type, and many other reasons. More 
than 2,000,000 funerals are arranged by Americans every year; they can cost 
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$5,000 to $10,000 or more. The average cost of an adult funeral is about 
$10,000. This is often a difficult subject to talk and think about. Nevertheless, 
it is a critical area to include in your life-insurance planning as well as in your 
overall financial strategy. The Federal Trade Commission (FTC) has devel-
oped an extensive consumer guide. This guide and the following resources will 
allow you to estimate the potential cost. The guide can be accessed from the 
FTC web site at http://www.ftc. gov/bcp/conline/pubs/services/funeral.htm 

Highlights of the guide include: 

Pre-need planning and prepaying •	
Different types of funerals •	
Choosing a funeral provider •	
What funeral costs include and calculating the actual cost •	
Services and products •	
Solving problems •	
Worksheet of prices to check •	
Glossary of terms •	

Administrative, final, and other miscellaneous expenses can vary for cleaning 
up the affairs of the deceased, advisor fees, filing taxes, and a number of other 
reasons can typically reach 50 percent of the higher wage earner’s salary. 

Estate Taxes

“Two weeks of solid work on his estate may be worth more to an executive 
than his financial gains of the past ten or fifteen years.”—Price Waterhouse 

Please note that this quote applies to all, whether or not they are an exec-
utive, male, or female—the Tax Code is non-discriminatory. 

“The legal right of a taxpayer to decrease the amount of what otherwise 
would be his taxes, or altogether avoid them, by means which the law per-
mits cannot be doubted.”—Gregory vs. Helvering, 293 U.S. 465; 55 Supreme 
Court Reporter 266 

“Over and over again, courts have said that there is nothing sinister in 
so arranging one’s affairs to keep taxes as low as possible. Everybody does, 
rich and poor, and all do right because nobody owes any public duty to pay 
more than the law demands. Taxes are enforced exactions, not voluntary 
contributions.”—Judge Learned Hand 
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Estate Tax Table: 

The Economic Growth and Tax Relief Reconciliation Act of 2001 has changed 
the federal estate tax numbers. Below are the non-guaranteed changes: 

Year Exemption Maximum Tax 
Bracket

Unified Credit

2010 N/A N/A N/A

2011 and beyond $ 1 Million** 55 %** $ 345,800** 

**The Taxpayer Relief Act of 1997 numbers will be reinstated provided 
that The Economic Growth and Tax Relief Reconciliation Act of 2001 is not 
extended. Under current law, the federal estate tax is cancelled for only the 
year 2010. 

How to do a rough calculation of your potential estate tax
Total your gross estate. Typical items include anything of value in which you 
have an ownership interest. Examples: home and other real estate, retirement 
plan balances, stocks, mutual funds, other investments, businesses, life insur-
ance proceeds (not held outside your estate), etc. 

Subtract from your gross estate all allowable deductions like funeral and 
administrative expenses (see above), mortgages, other loans, credit card debt, 
other debts/claims against the estate, charitable deductions, adjustable taxable 
gifts (post-1976 lifetime taxable transfers not included in gross estate), gift 
taxes paid on post-1976 taxable gifts; and any applicable tax credits, such as 
unified tax credit, state death tax credit, foreign tax credit, tax on prior trans-
fers credit, and, if applicable (you must be married), the marital deduction and 
any other applicable expenses. 

If you have a positive net estate then this would be your net taxable 
estate. 

Use the table above to calculate your tentative estate tax. 

Notes
Your unified credit is subtracted from your tentative tax, if unused during your 
lifetime. The unified tax credit means that no federal estate tax is payable on a 
taxable estate equal to your exemption equivalent. Estate taxes are due when 
your tentative tax is greater than your unified credit. 
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Your estate may be valued at death or six months later, whichever is more 
beneficial. If you own a farm or closely held business, your method of pay-
ing tax will be different. This will depend on the estate at death and what the 
executor decides, based typically on advice from attorneys and other profes-
sional advisors. 

Please note that this is to generate a rough idea of a potential estate tax. 
Please be sure to check on whether this is the current tax table by visiting 
the IRS web site at www.irs.gov. You should consult with a properly certified 
estate planning advisor. 

Emergency Fund/Readjustment Period

Consider at least two to six months, to cover time off from work and other 
expenses that may need to be covered (replaced). 

College Costs 

Knowing how much college costs is to some degree an uncertainty, as it 
will depend on many factors, including tuition, room and board, books, and 
expenses. 

There are two types of college costs for which you will need to plan: 
Direct costs—fixed charges established by the college, such as tuition and 

room and board (on-campus student housing and meals). 
Indirect costs—expenses controlled by the student, such as personal 

expenses, books, and transportation. The college may be able to give you some 
guidelines on typical indirect expenses at their campus. 

Estimate your expenses for one year, or you can request expense lists from 
colleges that interest you and adjust them for anticipated transportation and 
personal expenses. 

If college is a few years away, you’ll need to build future cost increases 
into your planning. If you have a particular college in mind, you may want 
to use current costs at that college to forecast your future expenses. College 
tuition costs have continued to increase by 5% to 7% from 1999 through 
2009, according to the College Board (www.collegeboard.com)

This is only an estimate of your educational expenses. The actual cost may 
vary depending on many factors. This section provides a limited overview of 
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different resources for you to ascertain possible higher education costs, as well 
as how to plan for them. 

Quick facts 

College costs average $142,544 for four years ($35,636 per year—•	
up 4.3%) at a private school and $60,852 for four years ($15,213 per 
year—up 5.9%) at a public school (includes tuition, fees, room and 
board).1 
In 2020, four years at a private university will cost $270,000.•	 2 
College costs are increasing almost twice as fast as the inflation rate. •	 3 
The odds of winning a full athletic scholarship are less than 1%.•	 4 

Source: The College Board for the 2009-2010 school year1.	
Source: Smartmoney.com 2.	
Source: The College Board, Trends in College Pricing 2000 3.	
Source: National Collegiate Athletic Association, Division I Facts and Figures 2000; 4.	
NCAA, Division II Facts and Figures, 2001; National Center for Education Statistics, 
Digest of Education Statistics 2000

There is a tremendous number of resources available on the Web. These 
are just a few of them. For more, simply go to any search engine and type in 
“College Costs.” You may want to visit http://www.smartmoney.com/college/
investing/index.cfm?story=save. This site has a number of resources and a full 
planning center. The main site is www.smartmoney.com. 

Another helpful site is www.collegeboard.com. This is one of the most 
comprehensive sites for figuring savings for future education. 

Confusion occurs because there is much discussion of using life insurance 
as a funding vehicle for college. This is not applicable toward the purpose dis-
cussed here, where we are looking strictly at the death benefit rather than the 
cash value of a life insurance policy. Of course, if there are significantly more 
assets than you would need, then you will need either less or no life insurance 
at all for the purpose of college costs. That said, a word of caution: as most 
Web sites are built for sales purposes, their information may be biased toward 
their companies and services. However, they can assist you in determining a 
range of appropriate costs and savings plans. 

Debt Resolution

Short-term obligations ranging to long-term obligations. Paying these off is 
not always a necessity and may not be the best option. Include mortgage bal-
ance, credit card debt, car loans, home equity loans, etc. 
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The Home Mortgage

This is an issue that should be addressed during the planning process. There 
are two options: 

Pay off the mortgage. The advantage is that this reduces the overall 1.	
debt load. The disadvantage is that this can use a sizeable chunk of 
the death benefit. This would be listed under one-time expenses and 
would reduce the income replacement/survivor living expense need. 
Continue with the mortgage. This allows you to have more funds 2.	
available for other purposes and to continue having the income-tax 
deductions. 

Determining the Income Replacement/Survivor Living Expenses

Consider any lifestyle changes (impact of the insured’s death), what portion of 
your income the survivor is dependent upon, etc. Include any current expenses, 
such as mortgage/rent, groceries, clothing, utility bills, entertainment, travel, 
transportation, child care, etc. There are two different methods, as discussed 
previously in this question. You can multiply the proposed insured’s income 
by a certain percentage (70% is typical). Or, if you would like, you can perform 
a more detailed analysis with these steps: 

Determine the gross income of the insured. This can be difficult due 1.	
to potential promotions and cost-of-living increases in the future. It 
may be appropriate to assume that the insured’s income conserva-
tively increases each year to keep pace with inflation. Then take an 
average income based on the period that needs to be replaced. Fac-
toring in future increases provides a measure of inflation protection 
for the family. 
Consider how many years the survivor will require financial support—2.	
if they are a non-working spouse, will they go back to work, is there an 
adjustment for remarriage, and when will the children no longer need 
any financial support. Also consider if there is a special-needs child. 
Subtract from the insured’s gross income any costs associated with the 3.	
self maintenance of the insured. Examples would include employment 
taxes, medical costs, insurance premiums, food, clothing, contributions 
to retirement plans, and discretionary funds set aside as savings. These 
costs can be arrived at through a detailed examination of the family 
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budget. This should leave the net income that is needed to provide 
support for the family. 
Ascertain any other sources of income that will be available to the 4.	
family. These would include survivor benefits from deferred com
pensation plans, income from pension plans and IRAs, income from 
investments, and any Social Security survivor benefits. 
Decide whether the capital needed for income replacement will be 5.	
preserved or liquidated. As discussed earlier, under the capital pres-
ervation approach, income can be provided to the family indefinitely. 
However, if capital liquidation is used, the length of time income 
needs to be replaced becomes a major factor in determining the capital 
necessary for income replacement. 

Adjust the number of years of funds needed by investment growth: 6.	
Discount the sum by the net (after tax and inflation) rate of return to 
arrive at new capital needed. 

Inflows
With any inflow, consider that there may be penalties, or other charges or 
other reductions for early withdrawal: 

Social Security benefits—survivor’s income •	
Retirement assets—IRAs, 401(k) plans, Keoghs, pension and profit-•	
sharing plans, etc. 
Savings and investments—bank accounts, CDs, stocks, bonds, mutual •	
funds, real estate/rental property, etc. 
Present amount of life insurance—include group insurance and per-•	
sonal insurance purchased on your own 
Other assets—keep in mind that assets should grow, hopefully reducing •	
the future amount of needed life insurance (however, they may increase 
the need for survivor life insurance), and only include liquid assets, not 
assets that would change your lifestyle, such as a car or home. 
Other sources •	
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Social Security Benefits

Please note that as indicated above, this is based on information at the time 
of the writing of this book. Please contact the Social Security Administra-
tion to confirm this information. Their Web site is www.ssa.gov and their 
toll-free number that operates from 7AM to 7PM, Monday to Friday is 
1-800-772-1213. 

Social Security will provide a survivor’s benefit upon the death of a worker 
eligible for Social Security. Of course, you will have to make a decision as to 
how you feel about the future of Social Security and consider the political 
risk (Congress) as well. Any Social Security benefits payable will reduce the 
amount of income that will need to be replaced. 

Social Security benefits are also available to the surviving spouse if there 
are children under the age of 16. Social Security is also paid to a child (or chil-
dren) until they turn age 18 or 19 if still in high school. Also, note that Social 
Security is available to widows or widowers at age 60 if the spouse had been 
covered. The period when no Social Security benefits are available is called the 
“blackout period.” 

Calculating the amount payable is complex. You may contact the Social 
Security Administration directly or visit their Web site and use their online 
retirement estimator.

Retirement Plans

Retirement plans, which are usually defined as pension plans, 401(k), and 
other profit-sharing plans, along with tax-sheltered annuities (TSAs), SEP, 
Simple Plans, and IRAs can all be used as a source of income replacement. 
Distributions from retirement plans require careful planning and thought in 
order to receive the maximum benefit from the plan. Besides the issues of 
capital preservation as opposed to capital liquidation, there is the issue of 
whether these funds should be left to grow on a tax-deferred basis as well as 
the issues of avoiding any income tax on the gain from the funds. 
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Current Life Insurance

This includes any personal, individual insurance as well as any group life 
insurance (through an employer, etc.). With group life insurance, you may 
also choose to not include it as usually it is only effective while you are with 
your current employer. 

Life Expectancy and Mortality Issues 

When faced with designing a life insurance portfolio (as well as for any finan-
cial planning), an important factor is estimating your life expectancy. This is a 
guessing game as much as a science. 

There are a number of resources, tables, and Web sites (with simple to 
complex calculators), available for this purpose. Please keep in mind that the 
more variables you introduce, the greater the likelihood that your estimate 
will be wrong. 

A good starting point is the table issued by the U.S. government, for 
use by life insurance companies in determining a basis for life insurance 
premiums. This table is updated every few years and is called the Commis-
sioners Standard Ordinary Mortality Table (see the 2001 version on the 
next page). 

The following are some of the many factors that can impact your life 
expectancy: 

Gender•	 —males generally have shorter life expectancies than females 
as shown in the mortality table. 
Tobacco use•	 —if you use tobacco, your life expectancy will be shorter 
than for those who don’t use tobacco. Smoking will especially shorten 
your life expectancy. 
Build•	 —being overweight can reduce your life expectancy. Your target 
weight is determined by your height. Exceeding that weight reduces 
your life expectancy. Please see Question 77 for further information. 
Alcohol use•	 —excessive alcohol drinking can reduce your life 
expectancy. 
Driving•	 —unsafe driving indicates a greater risk of accidents and 
death and will therefore reduce your life expectancy. 
Blood pressure•	 —especially uncontrolled high blood pressure will 
reduce life expectancy. 
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Age MALE 
Average 
Future 

Lifetime

FEMALE 
Average 
Future 

Lifetime

AGE MALE 
Average 
Future 

Lifetime

FEMALE 
Average 
Future 

Lifetime

AGE MALE 
Average 
Future 

Lifetime

FEMALE 
Average 
Future 

Lifetime

0 76.62 80.84 41 37.39 41.05 81 7.01 9.35

1 75.69 79.88 42 36.46 40.11 82 6.57 8.81

2 74.74 78.91 43 35.53 39.17 83 6.14 8.29

3 73.76 77.93 44 34.61 38.23 84 5.74 7.79

4 72.78 76.95 45 33.69 37.29 85 5.36 7.32

5 71.80 75.96 46 32.78 36.36 86 5.00 6.87

6 70.81 74.97 47 31.87 35.43 87 4.66 6.43

7 69.83 73.99 48 30.97 34.51 88 4.35 6.02

8 68.84 73.00 49 30.07 33.60 89 4.07 5.64

9 67.86 72.02 50 29.18 32.69 90 3.81 5.29

10 66.88 71.03 51 28.28 31.79 91 3.57 4.96

11 65.89 70.05 52 27.40 30.90 92 3.35 4.61

12 64.91 69.07 53 26.52 30.01 93 3.15 4.26

13 63.93 68..08 54 25.65 29.14 94 2.96 3.93

14 62.95 67.10 55 24.79 28.27 95 2.78 3.63

15 61.98 66.13 56 23.94 27.41 96 2.62 3.38

16 61.02 65.15 57 23.10 26.57 97 2.47 3.18

17 60.07 64.17 58 22.27 25.73 98 2.32 3.02

18 59.12 63.20 59 21.45 24.90 99 2.19 2.82

19 58.17 62.23 60 20.64 24.08 100 2.07 2.61

20 57.23 61.26 61 19.85 23.27 101 1.96 2.42

21 56.29 60.28 62 19.06 22.47 102 1.86 2.23

22 55.34 59.31 63 18.29 21.68 103 1.76 2.06

23 54.40 58.34 64 17.54 20.90 104 1.66 1.89

24 53.45 57.37 65 16.80 20.12 105 1.57 1.74

25 52.51 56.40 66 16.08 19.36 106 1.48 1.60

26 51.57 55.43 67 15.37 18.60 107 1.39 1.47

27 50.62 54.46 68 14.68 17.86 108 1.30 1.36

28 49.68 53.49 69 13.99 17.12 109 1.22 1.25

29 48.74 52.53 70 13.32 16.40 110 1.14 1.16

30 47.79 51.56 71 12.66 15.69 111 1.07 1.08

31 46.85 50.60 72 12.01 14.99 112 0.99 1.00

32 45.90 49.63 73 11.39 14.31 113 0.92 0.93

33 44.95 48.67 74 10.78 13.64 114 0.85 0.86

34 44.00 47.71 75 10.18 12.98 115 0.79 0.79

35 43.05 46.75 76 9.61 12.34 116 0.72 0.73

36 42.11 45.80 77 9.05 11.71 117 0.66 0.67

37 41.16 44.84 78 8.50 11.10 118 0.61 0.61

38 40.21 43.89 79 7.98 10.50 119 0.55 0.56

Commisioner’s Standard Ordinary Mortality Table 2001
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Family medical history•	 —if a parent or sibling has/had a history of 
heart disease, cancer, diabetes, or high blood pressure prior to age 60, 
then life expectancy may be lower and is a factor though it is hard to 
measure. 

A good resource is the life tables available from the U.S. Department of 
Health and Human Services—Center for Disease Control and Prevention 
(CDC). Annually, they publish a life expectancy table on their web site. This 
table can be a valuable resource and is found at http://www.cdc.gov/nchs/
fastats/lifexpec.htm.

Here are some current life expectancy figures and the respective dates 
(as of ):

All Americans, at birth: 77.9 (2007)•	
All Americans, at age 65: 18.6 (2007)•	
All males, at birth: 75.3 (2009)•	
All males, at age 65: 17.1 (2007)•	
All females, at birth: 80.4 (2009)•	
All females, at age 65: 19.8 (2009)•	

Source: National Vital Statistics Reports, Vol. 58, No. 1 (Deaths: Prelimi-
nary Data: 2007) (All figures are for the U.S.)

Another site of interest is www.livingto100.com. The Living to 100 
Life Expectancy Calculator was designed to translate what has been learned 
from studies of centenarians and other longevity research into a practical 
and empowering tool for individuals to estimate their longevity potential. 
The average person is born with a set of genes that would allow them to live 
to 85 years of age and maybe longer. People who take appropriate preventive 
steps may add as many as 10 quality years to that. People who fail to heed 
the messages of preventive medicine may subtract substantial years from 
their lives. 

A search on any Internet search engine will find a multitude of sites and 
calculators on the Web. Almost everyone will give you a different estimate. 
Therefore, in doing your planning, the best option will typically be the one 
you best understand and makes the most sense to you. 
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How long will you live? http://gosset.wharton.upenn.edu/~foster/ 
mortality/ is another interesting site—sponsored by the University of Penn-
sylvania—that provides two different “life calculators” and links to other 
supporting sites.
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