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That risk management is an 
inherent part of financial 
planning is an irrefutable truth. 

Just as all mortgage lenders make sure 
every homeowner has fire insurance 
before approving any loan and all new car 
buyers make sure their auto policy covers 
their purchase before they drive it off 
the dealer’s lot, almost all acknowledge 
that protecting against catastrophes is a 
financial planner’s paramount obligation, 
if not first imperative. Life insurance 
assessments and analysis, consequently, 
are an intrinsic part of any good and 
thorough financial planning done for 
individuals, families, or businesses.   
 The life insurance industry, however, 
has unfortunately not adopted the 
transparent practices that characterize 
the financial planning profession, having 
largely developed independently from its 
financial planning industry peers. This 
has resulted in some agents and financial 
planners having inadequate knowledge of 
life insurance matters. This article aims 
to remedy this by providing agents and 
financial planners with specific informa-
tion and approaches for successfully 
addressing how to obtain good value in a 
life insurance policy. 
 Nearly 20 years ago, the Society of 
Actuaries stated, “Sales illustrations [of 

life insurance policies] should not be 
used for comparative policy purposes.”1 

And yet, unfortunately, even today, 
relatively few life insurance marketplace 
participants—agents, financial plan-
ners, and consumers—fully understand 
this fact and its implications. While 
there is certainly some awareness that 
an illustration is not the policy, until 
illustrations and policies are genuinely 
and separately understood, obtaining 
good competitive value in the life insur-

ance marketplace will remain a very 
challenging endeavor—even for those 
who prefer term insurance. 
 This article begins by showing how 
illustrations of any and all cash value life 
insurance policies can be transformed 
into useful illustrations, and how 
doing so brings genuine and insightful 
understanding of these policies to all. 
From such transformation springs the 
realization of the critical importance of 
actually understanding a cash value life 

Bringing real clarity of cash 
Value life insurance to the 
Marketplace
b y  R .  B r i a n  F e c h t e l ,  C FA

• This article provides a process or 

approach financial planners and 

their clients can use to make better 

decisions about life insurance poli-

cies, especially regarding cash value 

or permanent life insurance policies. 

Currently used sales illustrations do 

not readily provide the necessary 

framework or adequate information 

for assessing life insurance policies. 

• The paper introduces an informative 

illustration format, one built on the 

structure or mechanics of life insur-

ance policies; that is, that policies 

comprise streams of annual costs 

and rates of return. This approach 

facilitates policy comprehension and 

emphasizes the need for relevant 

financial performance information. 

• This perspective is then used to 

compare historical performance of 

traditional whole life policies and to 

evaluate such policies with the alter-

native of buying term and investing 

the difference. (An online appendix 

applies the approach to analyze 

a guaranteed no-lapse (GNL) 

universal life policy, at www.FPAnet.

org/Journal/Sept12Appendix). 

• By clarifying all policies, this 

educational approach brings new 

understanding to the marketplace, 

and thereby contains all the inherent 

possibilities, such as better value for 

clients and more opportunities for 

agents and planners to demonstrate 

greater expertise and provide 

superior service. 
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insurance policy’s financial mechanics, 
its operating practices, and the insurer’s 
future financial performance. Given that 
a policy’s financial performance depends 
on a series of annual costs and annual 
rates of returns, this article shows 
several specific ways financial planners 
and agents can use the understand-
ing gained from these transformed 
illustrations. The significance of these 
changes is manifold: better value for 
consumers, better product usage, better 
societal allocation of resources, and a 
transformation both in the practice and 
in the public perception of the expertise, 
trustworthiness, and overall profession-
alism of those advising about and selling 
life insurance products. 

A Review of Cash Value Life Insurance Policy 
Illustrations and Analytical Approaches
Illustrations show various policy-related 
values, such as premiums, death benefit, 
cash values, etc., for possibly every 
year until the insured’s potential 121st 
birthday. These pages of numbers, 
however, are not projections; that is, 
they are not meant as estimates of 
future performance. An illustration is 
simply a snapshot of current or assumed 
performance; the underlying factors of 
performance are illustrated, remaining 
essentially constant (or as currently is) 
over the many future years. Illustra-
tions are fundamentally nothing but 
calculations of numerous policy-related 
values based on the assumed and largely 
undisclosed input factors, the underly-
ing factors of performance. 
 Countless problems have arisen from 
misunderstandings of the limited nature 
of illustrations. The sales scandals of 
the 1980s and 1990s, where premiums 
did not “vanish” as proclaimed, are well 
known examples.2 Responding to such, 
the National Association of Insurance 
Commissioners (NAIC) mandated multi-
page illustrations that now contain not 
only guaranteed and illustrated values 
but also mid-point values and definitions 

of terminology. While mid-point values 
do indicate that there is some uncertainty 
about the “illustrated values,” they do 
little to foster the necessary and genuine 
understanding of cash value policies.3 
Many consumers now erroneously think 
that the mid-point values are somehow 
more likely and reasonable than the 
illustrated values. 
 More problematic, many insurers 
and agents also currently rank policies 
as competitive or not based on policy 
illustrations.4 Misleading conclusions 
about a policy’s attractiveness are also 
frequently drawn, for example, from its 
illustration’s cash value rate of return 
after 20 years, without simultaneously 
acknowledging that such attractiveness 
is merely produced by the illustration’s 
assumptions and is therefore virtually 
meaningless in measuring real competi-
tiveness. Moreover, agents—especially 
when selling whole life and other cash 
value policies—most often use a supple-
mental illustration like that shown in 
Table 1; they save the NAIC multi-page 
form, with its text that tediously covers 
simple matters while ignoring signifi-
cant ones, for the insured to sign when 
completing the application. While there 
is currently no news in the mainstream 
media regarding problematic life insur-
ance illustrations and sales practices, 
there are still extensive and serious 
problems in the life insurance market-
place arising from the use and misuse of 
policy illustrations and information. 
 A review of the literature shows that 
a handful of approaches have been used 
to try to analyze cash value life insur-
ance policies. The NAIC introduced the 
interest-adjusted indices in the 1970s, 
but this approach is inherently flawed. 
Its attempt to represent what is at least 
a two-dimensional product with one 
measurement is as flawed as trying to 
completely describe a rectangle with 
one measurement. Its measurements 
are neither a rate of return nor a readily 
understood cost, and therefore not help-

ful in the financial world where costs 
and rates are the primary concerns. It 
cannot be used to compare “dissimilar” 
policies, and, as currently disclosed 
and implemented, it is solely based on 
illustrated values. 
 Some practitioners still use an 
approach developed in the 1960s by 
actuary Albert Linton. This approach 
analyzes whole life policies by making 
assumptions about the cost of such term 
coverage and calculating a yield or rate 
or return on the stream of “net” pre-
miums (net of mortality costs) and the 
illustrated cash values.5 Professor Joseph 
Belth, on the other hand, has proposed 
a policy disclosure approach that relies 
on applying an individually chosen 
discount rate to an illustration’s values 
to calculate yearly costs.6 Neither Lin-
ton’s nor Belth’s approach, given their 
assumptions, can be called disclosure 
as neither provides an explanation of 
what really is being illustrated or what 
really occurred, in the case of an actual 
policy history. Both approaches are akin 
to viewing a policy through a funhouse 
mirror—they show you something, but 
not a truly accurate picture. 
 Some others use homespun analytical 
approaches, often focusing on one aspect 
of these three approaches, such as rate of 
return of cash values or death benefits on 
premiums paid. Still other practitioners 
who advocate viewing cash value policies 
as packages of options (not an invalid per-
spective, as almost anything can be viewed 
from an options perspective, but also not 
a particularly useful one) have then either 
failed to provide the costs of such bundled 
products or have erroneously confused 
analysis of an illustration for analysis of a 
policy.7 But all such approaches fall short 
of proper, accurate, and complete analysis 
of a cash value life insurance policy.  

An Informative Illustration: Its Construction 
and Use 
Cash value life insurance policies, while 
bewildering to many, are fundamentally 
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simple products.8 Annual costs and com-
pounding rates are the building blocks 
of these policies and the basic input 
assumptions that create the illustra-
tion. Merely using a whole life policy’s 
illustration, as shown in Table 1, and its 
embedded information, Table 2 presents 
this whole life policy’s illustrated values 
in a much more informative way. This 
informative illustration is constructed 
by reverse-engineering the illustra-
tion’s values. To do so, the illustration’s 
current values in Table 1 are discounted 
by the illustration’s assumed dividend 
rate, and the guaranteed values are 
discounted by this policy’s guaranteed 
interest rate. Given that this particular 
whole life policy was issued in 1989, 
the then-current illustrated rate was 10 
percent and the guaranteed rate was 
5.5 percent. Just as it is essential in 
disassembling a house to take it apart by 
its components, it is similarly essential 

in deconstructing an illustration to take 
it apart by its components. Only by dis-
counting with the rate used to construct 
the illustration does one acquire the 
specific stream of cost assumptions used 
in the illustration.9 
 In addition to calculating the maxi-
mum and illustrated streams of annual 
costs for the total amount of coverage 
provided, it is useful to calculate the 
cost per thousand dollars of coverage 
by dividing each annual cost by that 
year’s specific at-risk amount. Only 
then, after the illustration’s specific 
stream of annual cost assumptions has 
been extracted, is it appropriate to use a 
user-chosen discount rate (in this case 
5 percent) to discount the stream of 
costs to calculate present value figures, 
which then can be compared with other 
similarly calculated figures. And, as will 
be discussed below, the stream of total 
annual costs can be disaggregated into 

its three primary components: (1) sales 
related, (2) taxes, and (3) claims. The 
last includes all other non-sales and 
non-tax costs, such as underwriting and 
administration, which can be compared 
with or expressed as a percentage of 
the relevant maximum Commissioners 
Standard Ordinary (CSO) Mortality 
Table figures. 
 From this straightforward informa-
tion, users can readily see the input 
assumptions regarding maximum annual 
costs, illustrated annual costs, illustrated 
costs per thousand dollars of coverage, 
and compounding rate(s) on which the 
illustration was built. Users can also 
readily comprehend that the differences 
between illustrated and guaranteed val-
ues are a function of: (1) the differences 
between the guaranteed and illustrated 
annual costs, and (2) the differences 
between the guaranteed compounding 
rate and the illustrated rate applied to 

Table 1:   A Traditional Sales Illustration      

End of 
Year Insurance* Dividend*

Annual Premium
(Paid Beginning 

of Year)
Cash Value
Increase*

CV Growth
Less Premium*

Total Premium
Outlay

$250,000  99 Life, a Whole Life Policy Male Age 45 

$251,425

$253,954

$257,582

$262,299

$268,128

$275,049

$283,098

$292,284

$302,641

$314,221

$327,032

$340,814

$355,567

$371,302

$388,029

$405,783

$424,603

$444,525

$465,597

$487,837

$405,783

$408

$754

$1,127

$1,527

$1,966

$2,431

$2,944

$3,498

$4,104

$4,772

$5,490

$6,139

$6,829

$7,567

$8,357

$9,212

$10,141

$11,147

$12,240

$13,411

$9,212

$408

$4,726

$5,269

$5,864

$6,512

$7,218

$7,980

$8,808

$9,707

$10,693

$11,761

$12,793

$13,916

$15,132

$16,443

$17,866

$19,411

$21,077

$22,879

$24,833

$17,866

-$5,407

-$1,089

-$546

$49

$697

$1,403

$2,165

$2,993

$3,892

$4,878

$5,946

$6,978

$8,101

$9,317

$10,628

$12,051

$13,596

$15,262

$17,064

$19,018

$12,051

$0

$3,955

$8,048

$12,285

$16,665

$21,198

$25,870

$30,685

$35,635

$40,718

$45,935

$51,288

$56,790

$62,450

$68,275

$74,265

$80,423

$86,745

$93,228

$99,878

$74,265

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$11,630

$17,445

$23,260

$29,075

$34,890

$40,705

$46,520

$52,335

$58,150

$63,965

$69,780

$75,595

$81,410

$87,225

$93,040

$98,855

$104,670

$110,485

$116,300

$93,040

$408

$5,134

$10,403

$16,267

$22,779

$29,997

$37,977

$46,785

$56,492

$67,185

$78,946

$91,739

$105,655

$120,787

$137,230

$155,096

$174,507

$195,584

$218,463

$243,296

$155,096

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

At Age 60

At Age 70  Illustration data for these ages of insured not shown in this recreation: numbers just bigger. 

* Illustrated values include dividends. Dividends assume no loans; loans can reduce dividends. Illustrated dividends reflect current claim, expense,
and investment experience and are not estimates or guarantees of future results. Actual dividends may be larger or smaller than those illustrated. 
Health Class A.        

Totals* Guaranteed

Cash Values
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cash values. This informative illustration 
perspective does not prevent or preclude 
a more traditional approach in which an 
illustration might be re-run at a lower 
interest rate or “mentally modified” to 
adjust for seemingly favorable and unre-
alistic mortality costs. Similarly, it does 
not prevent or preclude any practitioner 
from conducting any conventional 
rate-of-return analysis, such as a rate of 
return that the cash values provide on 
the premiums, which is simply a netting 
of the impact of insurance costs out of 
the illustration’s rate. 
 This perspective provides a more 
structured, straightforward, and simpler 
framework from which to make, 
disclose, and analyze policy features. 
For example, Table 2 shows that the 
insured in a whole life policy, belying 
common agent misrepresentations, 

does not pay for a lifetime of coverage 
upfront, and that the annual costs of 
coverage continue to increase as the 
insured ages. Table 2 could be amended 
to include any other Table 1 values, 
such as dividends. Table 2 brings a 
transformative understanding to the 
otherwise opaque traditional and NAIC 
illustrations. The illustration is shown to 
be the consequences of its assumptions, 
and those assumptions are revealed. 
 When a client buys a cash value policy, 
he or she is actually buying the insurer’s 
operating practices and future financial 
performance, not the illustration. 
Again, the illustration is not the policy; 
demystifying the illustration leads to a 
vivid understanding of this fact. When 
consumers and planners fully understand 
the mechanics of an illustration—that it 
is based on assumptions regarding annual 

costs and compounding rates—they 
are motivated to demand information 
relevant to assessing such matters for the 
actual policy. Insight and understanding 
lead to inquiry. 
 While no decision should ever be 
based on a sales illustration itself, by 
demystifying conventional illustrations, 
the informative illustration shines the 
spotlight on the input factors that are 
worthy of evaluation. Policy illustrations 
no longer remain simultaneously allur-
ing and bewildering. Moreover, when 
the product’s factors of performance 
are revealed, they can be evaluated. 
Obviously, such evaluations require 
knowledge of financial benchmarks 
of attractive performance, which can 
be assembled from various sources of 
financial information. While reviewing 
such approaches is outside this article’s 

Table 2:   An Informative Illustration Showing Annual Costs and Explaining Cash Values      

$250,000  99 Life, a Whole Life Policy Male Age 45 

$251,425

$253,954

$257,582

$262,299

$268,128

$275,049

$283,098

$292,284

$302,641

$314,221

$327,032

$340,814

$355,567

$371,302

$388,029

$405,783

$424,603

$444,525

$465,597

$487,837

$5,815

$2,066

$2,142

$2,218

$2,304

$2,387

$2,492

$2,600

$2,723

$2,855

$2,993

$3,136

$3,274

$3,411

$3,549

$3,697

$3,850

$4,015

$4,192

$4,372

$5,444

$1,556

$1,492

$1,430

$1,374

$1,324

$1,287

$1,260

$1,244

$1,230

$1,231

$1,362

$1,504

$1,664

$1,847

$2,049

$2,268

$2,518

$2,796

$3,100

$0

$3,955

$8,048

$12,285

$16,665

$21,198

$25,870

$30,685

$35,635

$40,718

$45,935

$51,288

$56,790

$62,450

$68,275

$74,265

$80,423

$86,745

$93,228

$99,878

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$22

$6

$6

$6

$6

$5

$5

$5

$5

$5

$5

$6

$6

$7

$7

$8

$9

$10

$11

$13

$408

$5,134

$10,403

$16,267

$22,779

$29,997

$37,977

$46,785

$56,492

$67,185

$78,946

$91,739

$105,655

$120,787

$137,230

$155,096

$174,507

$195,584

$218,463

$243,296

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

Notes:      
• Annual Costs: maximum and illustrated derived entirely from traditional illustration      
• Illustrated Cash Values = premiums less illustrated annual costs, compounded at 10 percent return (net of investment expenses)
• Guaranteed Cash Values = premium less guaranteed maximum costs, compounded at the policy’s guaranteed 5.5 percent during first 20 years, 
   4 percent thereafter      
• Illustrated Death Benefit grows from guaranteed $250,000 as a result of "dividends"—a function of illustrated annual cash value increase 
  exceeding guaranteed cash value increase and being retained in policy as “paid-up additions”      

Years
Insurance

(Illustrated)
Annual

Premium
Maximum 

Annual Cost

Annual Cost
(Illustrated, Not

Guaranteed)

Illustrated Annual
Costs Per $1,000

of Coverage

Total Cash Value
(Illustrated, Not

Guaranteed)

Guaranteed
Cash Values on

Issue Date 
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Table 3:   Actual Historical Performance Analyzed      

ABC Insurer’s 99 Life $250,000 of coverage issued 20+ years ago (1989) to a 45-year-old male in the best health.       

45

46

47

48

49

50

51

52

53

54

55

56

57

58

59

60

61

62

63

64

$408

$5,134

$10,188

$15,823

$21,955

$28,709

$36,119

$44,344

$53,487

$63,521

$74,519

$86,417

$99,309

$112,782

$126,628

$141,112

$156,699

$173,322

$191,040

$207,946

10.00%

10.00%

9.25%

9.25%

8.50%

8.50%

8.50%

8.50%

8.80%

8.80%

8.80%

8.80%

8.60%

8.20%

7.70%

7.50%

7.50%

7.50%

7.50%

6.50%

8.43%

$22.00

$6.30

$6.60

$6.30

$5.80

$5.50

$5.20

$4.50

$4.20

$3.80

$3.50

$3.80

$3.30

$3.70

$4.30

$5.00

$5.00

$5.60

$6.30

$7.20

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,815

$5,444

$1,556

$1,624

$1,520

$1,403

$1,310

$1,235

$1,064

$998

$919

$844

$907

$787

$889

$1,022

$1,176

$1,160

$1,284

$1,425

$1,601

$248

$247

$245

$243

$242

$240

$239

$239

$239

$239

$239

$239

$240

$239

$238

$236

$233

$230

$226

$221

$238

1990

1991

1992

1993

1994

1995

1996

1997

1998

1999

2000

2001

2002

2003

2004

2005

2006

2007

2008

2009

$22.00

$28.00

$34.00

$39.40

$44.20

$48.50

$52.30

$55.50

$58.30

$60.80

$62.90

$65.20

$67.00

$69.00

$71.10

$73.50

$75.80

$78.20

$80.90

$83.70

Years

Age
During

Year Insurance
Premiums

Paid Cash Value

Annual
Dividend

Rate

Total
Annual

Costs

Avg. Amount
at Risk (Coverage)

($000)

Annual
 Cost/$1,000
of Coverage

Cumulative
PV Cost

Discounted at 5%

$251,425

$253,954

$256,890

$260,927

$265,684

$271,380

$278,019

$285,871

$295,056

$305,332

$316,703

$328,867

$341,858

$354,658

$366,807

$378,831

$391,554

$404,738

$418,387

$429,215

Table 4:   Historical Performance Comparison Between Insurers ABC and XYZ’s Policies       

$248

$247

$245

$243

$242

$240

$239

$239

$239

$239

$239

$239

$240

$239

$238

$236

$233

$230

$226

$221

$238

$4,851

$3,301

$40

$113

$443

$1,281

$1,147

$1,395

$1,129

$972

$1,356

$1,294

$1,395

$1,289

$1,219

$1,280

$2,164

$2,482

$3,139

$3,616

$21,826
7.50%

$22.00

$6.30

$6.60

$6.30

$5.80

$5.50

$5.20

$4.50

$4.20

$3.80

$3.50

$3.80

$3.30

$3.70

$4.30

$5.00

$5.00

$5.60

$6.30

$7.20

$84.00

9.93%

9.93%

9.93%

9.70%

9.20%

8.50%

8.50%

8.00%

8.00%

7.40%

7.40%

7.40%

7.40%

6.48%

5.74%

5.74%

6.30%

6.30%

6.34%

6.34%

7.72%
71 bps

$5,444

$1,556

$1,624

$1,520

$1,403

$1,310

$1,235

$1,064

$998

$919

$844

$907

$787

$889

$1,022

$1,176

$1,160

$1,284

$1,425

$1,601

$20,195

$19.60

$13.30

$0.20

$0.50

$1.90

$5.40

$4.90

$6.00

$4.90

$4.30

$6.00

$5.80

$6.30

$5.80

$5.60

$6.00

$10.20

$11.90

$15.30

$18.00

$95.00
12.20%

10.00%

10.00%

9.25%

9.25%

8.50%

8.50%

8.50%

8.50%

8.80%

8.80%

8.80%

8.80%

8.60%

8.20%

7.70%

7.50%

7.50%

7.50%

7.50%

6.50%

8.43%

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

Summary

At-Risk Amt. (000s) Annual Costs Annual Cost/$1,000 of Coverage Dividend Rate 

Adv. ABC 

Notes: At-risk and dividend rates are annual averages. Summary costs are present values of costs over 20 years discounted at 5 percent.        

Years ABC XYZ ABC XYZ ABC XYZ ABC XYZ

$248

$248

$246

$242

$239

$235

$233

$231

$229

$227

$225

$224

$222

$220

$218

$215

$212

$209

$205

$201

$226
5.20%
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scope, one common approach to assess-
ing future performance is reviewing 
(correctly, and with all the appropriate 
caveats) the competitiveness of past 
performance. 

An Informative Illustration of Historical 
Policy Performance
Policy comprehension, in fact, dramati-
cally expands when historical perfor-
mance is presented on a year-by-year 
basis, as shown in Table 3 for the above 
illustrated whole life policy. (Again, the 
policy illustrated in Table 1 was actually a 
current illustration for a whole life policy 
sold in 1989; that is how its historical 
data are now available.) The historical 
performance shows that the insurer’s 
dividend rate declined over the 20 years, 
and that its actual costs were less than 
those originally illustrated. This com-
bination of presenting an informative 
illustration as shown in Table 2 together 
with the historical information in Table 3 
enables marketplace participants to read-
ily comprehend policies and to ask vari-
ous relevant and necessary questions. For 
instance, the illustrated 10th and 20th 
years’ costs were, respectively, $1,230 
and $3,100, while in actuality they were 
$919 and $1,601. Table 3 clearly suggests 
that an attractive policy must provide 
competitive performance with respect to 
both cost and rate components. 
 Again, actual historical policy perfor-
mance, like any performance, needs to be 
assessed and understood in context and 
comparatively; that is, with knowledge of 
how it was achieved and how it compares 
with competitive alternatives. Table 3’s 
format clearly facilitates such compari-
sons, and many parties—life insurers, 
regulators, insurance professors, financial 
publishers, journalists, agents, and 
planners—could all play valuable roles in 
assembling the benchmark information 
necessary to conduct such comparisons. 
 The comparison of two policies’ actual 
performance data even more thoroughly 
shows the real value of the informative 

illustration format with its emphasis 
on policy performance factors. Policy 
XYZ in Table 4 has, especially over the 
last several years, significantly greater 
costs and significantly lower cash value 
returns. While applying historical per-
formance data should only be done with 
a full understanding of its limitations 
(future investment performance being 
independent of past performance, and its 
possible inapplicability to new products), 
this comparison provides useful and 
powerful information regarding policy 
replacement questions. 
 Three important observations 
regarding this policy’s actual financial 
performance should be noted. First, this 
policy’s actual financial performance, 
along with that of all the insurer’s other 
policies, can be reconciled with the 
insurer’s actual financial performance 
as reported in its annual statement 
filed with the regulators.10 Admittedly, 
sufficiently precise reconciliations can 
be tediously challenging data collection 
and analysis projects, but, in contrast to 
some practitioners’ mistaken beliefs, they 
are hardly impossible. Second, attempts 
to misrepresent how a particular policy’s 
historical performance was achieved are 
largely self-defeating. For example, trying 
to overstate the policy’s average historical 
annual rate of return results in simulta-
neously overstating annual costs thereby 
undermining the objective of the attempt 
to overstate the rate, and can prove 
irreconcilable with company financials 
and its other policies’ performances. 
Third, financial performance on publicly 
marketed products is not proprietary; 
preserving the secrecy of such informa-
tion in the life insurance marketplace 
merely forces consumers to unwittingly 
bear the costs and consequences of 
non-competitive policies. 

Comparing Cash Value Policies with Buying 
Term and Investing the Difference
When life insurance policies are under-
stood as nothing but the functioning of 

a stream of costs, rates of return on cash 
values, the insurer’s operating practices, 
and cash value policies’ tax privileges, 
it becomes relatively easy and straight-
forward to compare cash value and 
pure term policies, and to help clients 
understand these alternatives. While 
many insurers and agents produce 
illustrations that compare a whole life 
policy with buying term and investing 
the difference (the BTID alternative), 
most of their comparative illustrations 
do little to facilitate a consumer’s 
comprehension of the causes of the 
underlying differences.
  Suppose, for example, that a 43-year-
old female client wants $1 million of life 
insurance coverage until age 63, and is 
interested in assessing which alterna-
tive (a whole life policy or buying term 
and investing the difference (BTID)) 
provides the best value over this 20-year 
duration. Table 5 shows the usual 
comparative illustration values, but with 
the death benefits omitted (simply to 
save space, as they could be equal or 
immaterially different), and assuming 
the side fund grows without taxes until 
the end of each analyzed duration.11 
 For the whole life policy, Table 5 also 
shows the illustrated annual costs, as 
these reverse-engineered figures are 
necessary to calculate and to explain 
the differences in after-tax values shown 
in Table 6. Table 6 shows that once the 
whole life policy’s cash value exceeds 
its cost basis, the differences in after-tax 
values between these two alternatives 
depends on three specific and quantifi-
able factors: (1) the value of the term 
cost tax shield, (2) the value forgone by 
any possible greater annual costs of the 
cash value policy, and (3) the differences 
between the rate of return assumptions 
in the two alternatives—all calculated 
applying simple formulas12 to the basic 
input data. No significance should be 
attached to this particular table’s results. 
 This analytical perspective and 
formula bring clarity to the age-old 
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dispute between whole life and the 
BTID alternative. This dispute is not 
an ideological but rather an empirical 
matter. In particular, the 20th year’s 
$6,509 after-tax advantage of the cash 
value policy shown in Tables 5 and 6 
provides no basis for generalization, as its 
advantage can be seen as arising strictly 
from its assumed inputs, which, given 
the assumed difference in rates of return 
between the cash value policy and the 
separate side fund (6.5 percent versus 4 
percent), might well be deemed unrealis-
tic or unjustified. But again, the numbers 
in the example have been chosen simply 
for educational purposes of showing how 
the formulas work. Table 6’s analysis 
facilitates comprehension of the reasons 
why one alternative or the other in any 
comparative illustration appears superior. 
This comprehension, just like the above 
comprehension of an illustration, leads to 
natural follow-up questions regarding the 

real world performance factors of the two 
alternatives. 
 The advantages of a cash value policy 
do not arise from it somehow avoiding 
the ever-increasing costs of coverage as 
the insured ages. Similarly, cash value 
policies do not inherently constitute 
unattractive investment vehicles (the his-
torical investment-related performance 
in Table 3, where the whole life policy’s 
average annual rate of return over the 
recent 20-year period was 8.43 percent, 
certainly shows much conventional 
disparagement can be erroneous and mis-
guided). This presentation can be very 
useful in confronting the misinformation 
that has been promoted by advocates on 
both sides of the dispute between whole 
life and term. As is so often the case with 
contentious issues, they can be readily 
resolved and dispelled with facts.  
 The fundamental advantages of 
traditional cash value life insurance arise 

from the product’s tax advantages. These 
advantages are free, non-proprietary 
inputs, which in a properly functioning 
marketplace cannot be used to extract 
value from an informed consumer. While 
whole life was created long before our 
current tax system, and while some of 
its sales agents prefer to pretend that it 
is not composed of term insurance, such 
pretensions in light of the above analysis 
will be futile. Whole life’s components 
and operational aspects are subject to 
mathematical analysis just like all other 
financial products. This analysis strongly 
suggests that the industry’s practices of 
paying large commissions for the sale of 
whole life and other cash value policies 
cannot be sustained in a marketplace of 
informed consumers. It also shows that 
assessing the competitiveness of any rec-
ommended life insurance policy, even a 
term policy, requires taking into account 
the tax advantages of a competitively 

Table 5:   Comparing Buying Term and Investing the Difference (BTID) with a Whole Life Policy               

Year

Amount Annually
Available to Each

Alternative 

$10,590

$10,590

$10,590

$10,590

$10,590

$10,590

$10,590

$10,590

$10,590

$10,590

$10,590

$10,590

$10,590

$10,590

$10,590

$10,590

$10,590

$10,590

$10,590

$10,590

$9,890

$9,890

$9,890

$9,890

$9,890

$9,890

$9,890

$9,890

$9,890

$9,890

$9,890

$9,890

$9,890

$9,890

$9,890

$9,890

$9,890

$9,890

$9,890

$9,890

$10,286

$20,983

$32,108

$43,677

$55,710

$68,224

$81,239

$94,774

$108,850

$123,490

$138,715

$154,549

$171,017

$188,143

$205,955

$224,478

$243,743

$263,778

$284,615

$306,285

$930

$9,182

$17,975

$27,330

$37,269

$48,021

$59,639

$72,166

$85,663

$100,184

$115,781

$130,840

$146,480

$162,946

$180,288

$198,545

$217,639

$237,598

$258,455

$280,249

$700

$700

$700

$700

$700

$700

$700

$700

$700

$700

$700

$700

$700

$700

$700

$700

$700

$700

$700

$700

$10,167

$20,622

$31,376

$42,442

$53,832

$65,559

$77,636

$90,078

$102,898

$116,113

$129,738

$143,789

$158,283

$173,238

$188,673

$204,607

$221,059

$238,051

$255,604

$273,740

–$9,237

–$11,440

–$13,401

–$15,112

–$16,563

–$17,538

–$17,997

–$17,912

–$17,235

–$15,929

–$13,957

–$12,948

–$11,803

–$10,292

–$8,386

–$6,062

–$3,420

–$453

$2,852

$6,509

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

Term Difference

$930

$9,182

$17,975

$27,330

$37,269

$48,021

$59,639

$72,166

$85,663

$100,184

$115,781

$132,452

$150,255

$169,240

$189,475

$211,019

$233,757

$257,732

$282,989

$309,584

Notes:         
• Parameters: Insured is a 43-year-old female. Both alternatives funded with same $10,590 annually. BTID assumed ROR 4.0 percent, tax rate 30
  percent (see note below). Whole life dividend rate 6.15 percent (differences in death benefits are immaterial; omitted for space).         
 • The side fund is assumed, for simplicity, to grow tax-deferred. Its after-tax value figures for any particular year are calculated as if the side fund 
  had grown tax-deferred for all prior years and then is taxed at the end of the particular year being studied.          
         

$9,714

$2,870

$2,838

$2,818

$2,810

$2,620

$2,427

$2,244

$2,056

$1,873

$1,701

$1,593

$1,492

$1,410

$1,333

$1,272

$1,395

$1,547

$1,729

$1,931

Side-Fund
Growth 

Untaxed 
After-Tax

Value

Differences in 
After-Tax Values

Between CV and BTID

After-Tax
Policy
Value

Policy's
Cash 
Value

Calculated
CV Costs 

CV Policy Info from Illustration  Side-Fund Info: Buy Term and Invest Difference    
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priced cash value policy. The lowest-cost 
term policy over 20 or 30 years may not 
actually be the most competitive product 
on an after-tax cost basis—the most 
important basis on which to assess costs. 
 The costs of life insurance products 
comprise the following very basic compo-
nents: sales-related costs, premium-related 
taxes, and claim costs—which include 
all non-sales and non-tax costs, such as 
underwriting expenses, administration, 
and profits. Of these component costs, 
some are subject to greater competitive 
pressures than others. For instance, while 
premium taxes are set by statute and 
claims are largely a function of underwrit-
ing standards and policyholder persis-
tency, sales-related costs are potentially 
much more subject to market forces. The 
whole life policy shown in Table 3 actually 
had total cost over 20 years of $20,195, or 
$83.70 per thousand dollars of coverage 
(costs measured on a present value basis 
using a 5 percent discount rate). Of these 
costs, approximately 11 percent were for 
taxes paid by the insurer, 42 percent were 

for claims, administrative costs, etc., and 
47 percent were sales related. (A table at 
the end of this article’s online appendix, at 
www.FPAnet.org/Journal/Sept12Appendix, 
shows the annual costs documenting these 
numbers.) Clearly, when the transparency 
provided by the informative illustration 
becomes pervasive, cash value policies with 
lower-than-traditional sales loads could 
become increasingly attractive.  

Summary
We began by noting that current policy 
illustrations do not facilitate comprehen-
sion of a policy’s financial mechanics. 
Problems were identified with widely used 
policy analysis approaches (the NAIC’s, 
the Linton yield, Belth’s, and others). An 
informative illustration was created from a 
commonly used illustration, transforming 
it by revealing its inherent cost and rate 
assumptions. From such understanding, 
consumers’ demand for relevant addi-
tional information naturally rises. 
 Disclosure of life insurance, like that 
of virtually any financial product, has 

fundamentally been a two-step process: 
(1) provide a description of how the 
product or illustration works, and (2) 
provide performance information so that 
one can assess and search for competitive 
performance. The informative illustration 
shown in Table 2 achieves the first step. 
Tables 3 and 4 provide examples of some 
of the necessary performance information 
to complete the second step. 
 Using the analytical framework of 
a policy’s financial mechanics—as a 
system with a stream of annual costs and 
annual rates of return—a comparison 
of whole life with the alternative of 
buying term and investing the difference 
brings meaningful insight to this age-old 
controversy. A second example, available 
in the online appendix at www.FPAnet.
org/Journal/Sept12Appendix, applies the 
informative illustration approach to a 
currently popular guaranteed no-lapse 
universal life policy. The informative 
illustration of a GNL policy makes clear 
this type of policy’s stark comparative 
cost differences with alternative policies’ 

Table 6:   Accounting for Differences in After-Tax Values of the Two Alternatives. Difference = N – O – P – Q.     

Year

Differences in After-
Tax Values Between 

CV and BTID

M

–$9,237

–$11,440

–$13,401

–$15,112

–$16,563

–$17,538

–$17,997

–$17,912

–$17,235

–$15,929

–$13,957

–$12,948

–$11,803

–$10,292

–$8,386

–$6,062

–$3,420

–$453

$2,852

$6,509

O

$6,698

$8,722

$10,847

$13,089

$15,462

$17,839

$20,220

$22,611

$25,009

$27,419

$29,849

$32,348

$34,926

$37,602

$40,384

$43,293

$46,472

$49,959

$53,796

$58,020

N

$210

$420

$630

$840

$1,050

$1,260

$1,470

$1,680

$1,890

$2,100

$2,310

$2,520

$2,730

$2,940

$3,150

$3,360

$3,570

$3,780

$3,990

$4,200

P

$2,898

$3,599

$4,139

$4,509

$4,704

$4,656

$4,347

$3,766

$2,894

$1,715

$213

$0

$0

$0

$0

$0

$0

$0

$0

$0

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

Term Costs
Tax Shield

Q

–$149

–$462

–$955

–$1,645

–$2,553

–$3,697

–$5,100

–$6,785

–$8,778

–$11,105

–$13,795

–$16,880

–$20,393

–$24,370

–$28,849

–$33,871

–$39,482

–$45,727

–$52,658

–$60,329

Value Forgone when 
CV's Costs Greater

Impact of Wasted
CV Cost Basis

Interest Rate
Differences

Note: Specific mathematical formulas for calculating N, O, P, and Q are presented in endnote 12.      
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costs. This insight reminds us that no one 
should buy a financial product they do not 
understand.
 For clients’ in-force cash value policies, 
planners can transform any insurer-pro-
vided illustration into an informative illus-
tration, and certainly should do likewise 
for any contemplated new purchase. Then 
planners can engage in financial analysis 
of life insurers’ operations to assess the 
likely competitiveness of the insurer’s 
future performance and that of its policies. 
These steps enable financial planners and 
agents to provide better advice to their 
clients, and help clients better understand 
life insurance matters. 
 Practitioners usually don’t assess the 
financial performance of life insurers’ 
policies with anything like the sophistica-
tion of financial analysis routinely applied 
to equities, bonds, mutual funds, or other 
important financial products. Now, how-
ever, financial planners and agents who 
understand the vital role risk management 
plays in financial planning but have been 
unsatisfied by non-transparent insur-
ance products, can apply the analytical 
structure of an informative illustration to 
motivate and facilitate their work. 
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with the industry’s practices, as Walden readily 

admitted—and is therefore quite flawed analysis. 

Obviously, the list of all the “option-like” aspects of a 

cash value policy (borrowing privileges, or, on whole 

life policies, applying dividends to purchase paid-up 

additions) can be listed when comparing policy costs 

and benefits. Again, calling a policy a package of 

options does not eliminate the need for disclosure of 

the cost of the package of options.  
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Age-Old Controversies About Buying Whole Life 
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9.  The costs and rate of return calculations are shown 

net of investment management costs. Just as when 

one applies the informative illustration approach to 

a variable life insurance policy illustration, where 

one has a clear choice of reporting costs and rate 

information either on a gross or net basis, the same 

is true when analyzing traditional policies. In both 

cases, confusion regarding calculated figures is 

avoided simply by defining what is being measured. 

As is obvious from such cost and rate figures for a 

variable policy, the meaning of the combined cost 

and rate measurements with either definition is the 

same because the result being analyzed is the same. 

Reporting returns net of investment management 

costs is similar to other financial industries and 

products. Furthermore, such returns can be mean-

ingfully compared with the insurer’s own investment 

returns on its portfolio supporting the policy and/or 

the entire company, and the returns on the insurer’s 

own capital. Additionally, insurers’ investment 

management costs can be readily calculated from an 

insurer’s annual statement filed with the NAIC.    

10. Let me be clear about such reconciliations. First, 

there can always be an idiosyncratic process 

that life insurers use in building a policy (some 

particular group of policyholders’ mortality costs 

could be subsidized by another group’s mortality 

costs or investment earnings). But aside from lapse-

supported pricing approaches, precise knowledge 

of such idiosyncrasies is seldom necessary in 

real-world matters such as multi-year life insurance 

coverage. Such idiosyncrasies, if they have a 

meaningful impact, either become measurable and 

observable, or they remain immaterial because 

of their insignificance. While there can always be 

challenging borderline cases, the differences—for 

example, between competitive and uncompetitive 

life insurance policies’ financial performance—are 

typically so large that impact of insurers’ possible or 

hypothetical idiosyncratic processes is insignificant, 

at least in my own real-world advisory practice.   

11. The death benefit in the BTID alternative is the 

sum of the side fund and the term policy’s level 

death benefit; the whole life policy’s death benefit 

grows as a result of paid-up additions. The slight 

differences in death benefit are, in this case, 

insignificant and not relevant to the analysis of 

the fundamental cause of the different outcomes. 

(An alternative BTID comparison could have 

readily been presented to maintain exactly equal 

death benefits, but such is atypical of the real 

world where one buys and holds without annually 

adjusting the death benefit.) Also, for simplicity, 

in this discussion and Tables 5 and 6, it is assumed 

that the alternative investment would only be 

taxed upon surrender of the term policy, not 

annually; that is, the after-tax values shown each 

year for the BTID alternative assume that the side 

fund grew untaxed until that particular year. This 

assumption can be replaced with a real-world 

assumption in more sophisticated versions of this 

mathematical model, but that level of complexity 
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is best understood only after comprehending the 

basics. Lastly, with respect to the possibility that 

coverage could be continued beyond age 62, it 

is noted that the term policy could be converted 

and the difference between these two alternatives 

would at that moment be the actual expense of 

putting the side-fund’s cash value into a permanent 

policy—a potential cost that is quite different from 

how this matter is represented in common sales 

presentations.  

12.  Formulas: the amount by which the cash value 

policy’s after-tax cash value exceeds (falls short 

of) the side fund’s after-tax value is given by the 

following equations:

     Cash value policy’s after-tax value – side fund’s 

after-tax value = M

     M = N – O – P – Q, where the values for N, O, 

P, and Q are calculated as follows:

     N (the after-tax value of the tax shield arising 

from the term costs) = Sum of all annual term 

costs * tax rate. 

     O (the after-tax value forgone when the 

cash-value policy’s costs are greater than the costs 

of only term) = (1 – tax rate) * future value of the 

present value of the extra costs calculated at the 

policy’s compounding rate. This formula involves 

a multi-step process of first calculating the cash 

value policy’s annual costs, then calculating the 

stream of annual amounts by which these costs 

differ (exceed or fall short) from the term costs, 

then calculating the present value of this stream 

of annual differences, and finally calculating the 

future value of this present value. While the above 

language assumes that the cash value policies’ 

annual costs will exceed those of the term policies 

(at least in the initial years because of premium 

taxes and the industry’s traditional compensation 

practices), there is nothing inherent in this 

formula that requires this, and the formula works 

just as well where the cash value policy actually 

has lower costs.  

     P (the after-tax impact or value of any wasted 

cost basis of cash value policy). If policy’s cash 

value is less than cost basis, then P = (the 

amount by which the cost basis exceeds the cash 

value) * tax rate. If cash value equals or exceeds 

cost basis, then P = zero.

     Q (the after-tax value of the difference in the 

side fund when its compounding rate is that 

of the side fund versus when its compounding 

rate is that of the cash value policy) = (1 – tax 

rate) * ((value of the side fund at the side 

fund’s compounding rate) – (value of the side 

fund if the side fund had grown at the policy’s 

compounding rate)). 

     This formula clearly separates and identifies the 

possible causes for the after-tax values between 

the two alternatives to be different. It facilitates a 

logical discussion about the differences between 

term and cash value policies. Obviously, the 

formula can be modified to compare values when: 

(1) the side fund is taxed annually or (2) the cash 

value policy is not surrendered, but continued; 

that is, when its cash values remain untaxed. The 

upshot is that the straightforward information 

about the alternatives, their annual costs and 

compounding rates, together with the logic of 

the formulas, bring a very useful and beneficial 

perspective to the life insurance marketplace.  
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10 Questions

for example, the difference an extra 
1 percent can make over 30 years, 
whether that’s in accumulation or in 
drawdown. They also don’t understand 
the significance of doing something for 
20 years rather than 10 years in terms 
of accumulating. They don’t understand 
the penalties for starting late.
 They also don’t understand infla-
tion. Governments say, “We’ve pretty 
much got inflation under control. It’s 
2 percent or 3 percent, whatever it is. 
It’s okay.” Two percent or 3 percent 
will hurt you over time, so it’s really 
important that advisers get that mes-
sage across.
 The other thing I think that’s really 
important to do, although I think it’s 
tricky, is to talk in terms of today’s 
dollars. When talking with clients, you 
should be doing illustrations in terms 
of today’s dollars, and you should be 
quoting rates of return as real rates of 
return, not nominal rates of return.

9. You’ve been involved in financial 
services since 1972 and financial 
planning since 1975. What do you think 
has been the most important change 
specifically in the financial planning 
profession over the past four decades?

I’m reluctant to use the word, because I 
think it’s too value laden, but I think it’s 
the move toward holistic planning—mak-
ing it about clients’ lives and their finan-
cial affairs as a whole and how it impacts 
what they’re getting out of life. It’s not 
about getting an extra 1 percent return. 
It’s not about all the technical stuff, the 
tax stuff, etc. It’s about the whole person 
and what they want out of life.

10. In 1989 you sold your share of 
the financial planning practice you 
founded to your five partners. What 
succession planning advice do you have 
for planners who are thinking of selling 
to their partners?

It’s not going to be enjoyable, and put-
ting it off doesn’t make it any easier. If 
you’ve built a business, you’ve got your 
body, mind, and soul in it; you really 
are giving up part of yourself. There 
will be a hole in your life when you 
stop doing it, and the people who take 
it over won’t do what you would have 
done, so you do need to acknowledge 
that there’s an unhappiness associated 
with it.
 The other thing I would suggest 
is select your partners carefully. I 
deliberately tried to recruit people into 
the business who had the potential 
to become partners and who were in 
fact smarter than I was, so I think that 
helped.

Carly Schulaka is a managing editor at FPA. Contact 

her at Carly.Schulaka@FPAnet.org.

www.FPAnet.org/Journal January 2012 | JOURNAL OF FINANCIAL PLANNING      25

ColumnsP R O F E S S I O N A L  I S S U E S

railing at the crush of rules FINRA 
has piled on them and battling to get 
representation on the board for decades, 
making even FINRA’s own members less 
than well-served.
 I think of Lt. Col. Elton Johnson 
(U.S. Army Reserve), head of Amerivet 
Securities, who got seven sensible initia-
tives on the agenda for FINRA’s 2010 
annual meeting—all of which passed by 
wide margins. According to Amerivet’s 
website, among these were: 

• Compensation for FINRA’s top 10 
most highly paid employees should 
be reported regularly in the annual 
report (83 percent support)

• Management’s relationships with 
Bernie Madoff  and his family 
should be independently investi-
gated (68 percent support)

• FINRA investment transactions 
should be disclosed to members 
and the public (76 percent support)

• FINRA Board of Governors 
meetings should be held in the 
“sunshine,” open to the public (77 
percent support)

 The FINRA Board 
promptly met behind 
closed doors and rejected 
all the initiatives. Given 
that result, it is easy to 
understand Johnson’s 
view that “no objective 
observer can look at the 
performance of FINRA 
over the last few years 
and characterize it as an 
eff ective regulator or being 
operated in its members’ best interest.”

The Opposition
The list of outside groups that can 
clearly see FINRA’s failings is long. 
David Tittsworth of the Investment 
Advisor Association stated in an 

October 2010 comment letter, “We 
oppose extending FINRA’s jurisdiction 
to investment advisers due to its lack 
of accountability, lack of transparency, 

costs, track record, and bias favoring the 
broker-dealer regulatory model.”
 The nonpartisan watchdog Project on 
Government Oversight (POGO) urged 
Congress to take a close look at FINRA’s 
regulatory track record, which raises 
several concerns, including: 

“The list of outside groups 
that can clearly see FINRA’s 
failings is long.”
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