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Life Insurance
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Agenda

•Premature Death
•Amount of Life Insurance to Own
•Types of Life Insurance
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Premature Death

• The death of a family head with outstanding unfulfilled financial 
obligations can cause serious financial problems for the surviving family 
members

• Life expectancy has increased significantly over the past century
• The purchase of life insurance is financially justified if the insured has 

earned income and others are dependent on those earnings for financial 
support
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Amount of Life Insurance to Own

(1) The human life value approach
• The amount needed depends on the insured’s human life value,

which is the present value of the family’s share of the deceased 
breadwinner’s future earnings
• To calculate:
• Estimate the individual’s average annual earnings over his or 

her productive lifetime
•Deduct taxes, insurance premiums and self-maintenance costs
•Using a reasonable discount rate, determine the present value 

of the family’s share of earnings for the number of years until 
retirement
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Amount of Life Insurance to Own

(1) The human life value approach
Example: Assume that Richard, age 27, is married and has two children. He 
earns $50,000 annually and plans to retire at age 67. (For the sake of 
simplicity, assume that his earnings remain constant.) Of this amount, 
$20,000 is used for federal and state taxes, life and health insurance, and 
Richard’s personal needs. The remaining $30,000 is used to support his 
family. How much is Richard’s human life value?
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Amount of Life Insurance to Own
(2) The needs approach

• The amount needed depends on the financial needs that must be met if the family 
head should die

• Important family needs must consider:
• An estate clearance fund: cash needed for burial expenses, uninsured medical 

bills, and taxes
• Income needed for the readjustment period, a 1-2 year period in which the 

family adjusts to its new living standard
• The dependency period is the period until the youngest child reaches age 18
• Life income to the surviving spouse, including income during and after the 

blackout period. The blackout period refers to the period from the time that 
Social Security survivor benefits terminate to the time the benefits are resumed

• Families should also consider special needs, e.g., funds for college education 
and emergencies
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Amount of Life Insurance to Own

(2) The needs approach
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Amount of Life Insurance to Own

(3) The capital retention approach
• This approach preserves the capital needed to provide income to the 

family 
• Income-producing assets are preserved for the heirs

• To calculate:
• Prepare a personal balance sheet
• Determine the amount of income-producing capital
• Determine the amount of additional capital needed to meet the 

family needs

10



Amount of Life Insurance to Own

(3) The capital retention approach
Example: Kevin, age 35, has a wife and two children, ages 3 and 5. Kevin earns $60,000 
annually. If he should die, he wants his family to receive $40,000 annually.
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Types of Life Insurance

• Life insurance policies can be classified in two general categories:
• Term insurance provide temporary protection
• Cash-value life insurance has a savings component and builds cash 

values
• There are many variations of both types available today
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Types of Life Insurance

(1) Term Life Insurance policy = protection is temporary
• Protection expires at the end of the policy period, unless renewed
• Most term policies are renewable for additional periods 

• Premiums increase at each renewal
• Most term policies are convertible, which means the policy can be exchanged for 

a cash-value policy without evidence of insurability
• Under the attained-age method, the premium charged for the new policy is 

based on the insured’s attained age at the time of conversion
• Under the original-age method, the premium charged for the new policy is 

based on the insured's original age when the term insurance was first purchased
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Examples of Term Life Insurance Premiums
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Types of Life Insurance
(1) Term Life Insurance policy: Uses and Limitations of Term Life Insurance
• Term insurance is appropriate when:
• The amount of income that can be spent on life insurance is limited
• The need for protection is temporary
• The insured wants to guarantee future insurability

•However, 
• Term insurance premiums increase with age at an increasing rate and 

eventually reach prohibitive levels
• Term insurance is inappropriate if you wish to save money for a 

specific need
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Types of Life Insurance

•Whole life insurance is a cash value policy that provides lifetime 
protection
• A stated amount is paid to a designated beneficiary when the insured 

dies, regardless of when the death occurs
• Types include:

• Ordinary life

• Limited-payment life
• Endowment insurance
• Variable life

16

• Universal life
• Variable universal life
• Current assumption whole life
• Indeterminate-premium whole life



Types of Life Insurance

(2) Ordinary life insurance is a level-premium policy that provides lifetime 
protection
• Premiums are level throughout the premium paying period
• The excess premiums paid during the early years are used to 

supplement the inadequate premiums paid during the later years of 
the policy. It is referred to as a legal reserve
• The insurer’s legal reserve is a liability that must be offset by sufficient 

financial assets
• The net amount at risk is the difference between the legal reserve 

and the face amount of coverage
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Relationship Between the Net Amount at Risk and Legal 
Reserve (1980 CSO Mortality Table)
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• Another characteristic of ordinary life insurance policies is the 
accumulation of cash surrender values

• An ordinary life policy is appropriate when lifetime protection is needed



Types of Life Insurance
(3) Variable life insurance is a fixed-premium policy in which the death benefit and 
cash values vary according to the investment experience of a separate account 
maintained by the insurer

(4) Universal Life Insurance is a flexible premium policy that provides lifetime 
protection

• After the first premium, the policyholder decides the amount and frequency of 
payments
• Most policies have a target premium, but the policyowner is not obligated to 

pay it
• The protection and savings components are unbundled

• the policyholder’s statement shows the premiums paid, death benefit, and 
value of the cash value account 

• It also shows the mortality charge and the interest credited to the cash value 
account
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Exhibit: Universal life insurance

• There are two forms of universal life insurance:
• Option A pays a level death benefit during the early 

years
• The death benefit increases in later years to meet 

the corridor test required by the Internal Revenue 
Code

• Option B provides for an increasing death benefit
• The death benefit is equal to a constant net 

amount at risk plus the accumulated cash value
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Example: Whole Life Insurance

Example: Assume that Jason, age 25, buys a universal life policy with a level death 
benefit of $100,000. The annual planned premium is $445. 

Each premium is subject to a 5 percent premium expense charge. The policy has 
a monthly administrative charge of $6. The policy provides for a maximum mortality 
charge, but the current mortality charge is only about two-thirds of the maximum rate. 
The policy has a guaranteed interest rate of 4.5 percent and a current interest rate of 5.5 
percent that is not guaranteed.
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Example: $100,000 Universal Life Policy, Level Death Benefit, 
Male Age 25, Nonsmoker, 5.5 Percent Assumed Interest
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Types of Life Insurance
(4) Universal Life Insurance

• Universal life provides considerable flexibility
• Cash withdrawals are permitted
• Policies receive favorable federal income tax treatment

• Limitations of universal life policies include:
• Insurers advertise misleading rates of return – Gross Rate vs. Net Rate
• Cash-value and premium-payment projections based on higher interest rates are 

misleading and invalid
• Insurers can increase the current mortality charge to recoup expenses
• A policy may lapse because some policyowners do not have a firm commitment to 

pay premiums
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Types of Life Insurance

(5) Variable universal life is an important variation of whole life insurance
•Most are sold as investments
• Similar to universal life except that:

• The policy owner decides how the premiums are invested
• The policy does not guarantee a minimum interest rate or minimum cash value

• These policies have relatively high expense charges, including front-
end loads for sales commissions, back-end surrender charges, and 
investment management fees
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Types of Life Insurance
(6) Current assumption whole life insurance is a nonparticipating whole 
life policy in which the cash values are based on the insurer’s current 
mortality, investment, and expense experience

• An accumulation account reflects the cash value under the policy
• If the policy is surrendered, a surrender charge is deducted from the accumulation 

account
• A guaranteed interest rate and current interest rate are used to determine cash 

values
• A fixed death benefit and maximum premium level at the time of issue are stated 

in the policy
• Two forms of current assumption whole life products:

• Low-premium products, with a low initial premium
• High-premium products, with a vanishing premium provision
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Comparison of Major Life Insurance Contracts
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Liability Risk and Insurance

27



Basis of Legal Liability

• A legal wrong is a violation of a person’s legal rights, or a failure to 
perform a legal duty owed to a certain person or to society as a whole
• Legal wrongs include:
• Crime
• Breach of contract
• Tort
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Basis of Legal Liability
• A tort is a legal wrong for which the court allows a remedy in the form of 

money damages
• The person who is injured (plaintiff) by the action of another (tortfeasor) 

can sue for damages
• Torts fall into three categories:
• Intentional, e.g., fraud, assault
• Strict liability: liability is imposed regardless of negligence or fault
•Negligence
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Law of Negligence

•Negligence is the failure to exercise the standard of care required by 
law to protect others from an unreasonable risk of harm
• The standard of care is not the same for each wrongful act. It is based on the care 

required of a reasonably prudent person

• Elements Negligence 
• Existence of a legal duty to use reasonable care
• Failure to perform that duty
• Damage or injury to the claimant
• Proximate cause relationship between the negligent act and the infliction of 

damages must exist.
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Law of Negligence • The law allows for the following 
types of damages:
• Compensatory damages

compensate the victim for losses 
actually incurred. They include:
• Special damages, e.g., medical expenses
• General damages, e.g., pain and suffering

• Punitive damages are designed to 
punish people and organizations so 
that others are deterred from 
committing the same wrongful act

• The ability to collect damages for 
negligence depends on state law
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Example of Liability Insurance

• Errors & Omissions (E&O) Liability Insurance
• Employer’s liability and workers' compensation
• Product liability insurance
• Commercial liability insurance
• etc.
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Question?
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