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As we move through the stages of life, 
we make choices that affect our financial 
security. Young families establish their 
financial foundation by building savings and 
protecting against risks to those dependent 
on earnings. As families reach middle age, 
they face important investment decisions 
as their income and savings peak. As they 
approach retirement, they begin thinking 
about how best to translate their savings 
into a lifestyle in retirement. Once in 
retirement, their goal is to turn their nest 
egg into a comfortable income without 
outliving their savings and while ensuring 
that their legacy goals can be met. 

In each of these stages, families face a 
number of important risks that could derail 
their finances. Some of these risks will 
result in losses for only a small percentage 
of families, but these losses can be 
devastating. How do we prepare for these 
small but significant risks? 

To manage these lifetime risks, some 
financial advisers tend to prioritize market 
growth through investments as the primary 
path to success. They may avoid annuities 
and may seek to self-fund for the risks of 
premature death, longevity, or disability 
that all households face. As for life insurance 
needs, the idea of “buy term and invest the 
difference” is sometimes offered as a way 
to pay as little for insurance and to invest as 
much as possible. But investments provide 
an inefficient means for managing these 
lifetime financial risks. Investments-only 
approaches may force one to oversave or to 
underspend in order to ensure a high chance 
that the financial plan will be successful even 
in the event of living a long life and/or poor 
market returns. 

1. Introduction.

Incorporating insurance and risk pooling 
into a lifetime financial plan can allow 
individuals to enjoy a higher lifestyle from a 
given asset base. Integrating insurance with 
investments can lay a better foundation for 
lifetime financial success. Income annuities 
can use risk pooling to provide income 
payments for life because the insurance 
company can pay individuals for their 
lifetime at a cost to the individual that is 
only slightly higher than funding spending 
to an average life expectancy. Whole life 
insurance can support a legacy goal with 
tax advantages using a smaller asset base, 
so that more remains to support lifestyle. 
If legacy needs change, the cash value of 
whole life insurance can provide a valuable 
contribution to managing the damaging 
effects of low or negative returns early in 
retirement (sequence of returns risk) and 
market volatility in retirement. We explain 
how integrating investments with lifetime 
income guarantees and whole life insurance 
can set the stage for individuals to enjoy 
a safer, better lifestyle throughout their 
lifetimes.

The risks of potentially outliving savings or 
losing the earning ability of a breadwinner 
are no different than financial risks to 
wealth that all families face such as the risk 
of losing a home to fire. Addressing these 
risks effectively means spreading the risk 
of a financially devastating event across 
households instead of bearing the risk 
individually. This concept is known as risk 
pooling. Risk pooling allows us to share risk 
with other families through insurance. A 
small percentage of families who experience 
an unexpected loss won’t have to bear the 
burden of funding the expense on their 
own. We agree to share the large losses 
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of the unlucky few and, in turn, remove 
the possibility that our financial plans will 
become derailed by chance. Managing risk is 
an essential part of financial planning in each 
stage of the life cycle.

In the United States we are fortunate that 
some insurance products, such as whole 
life insurance and annuities, provide not 
only risk-pooling protection but also an 
opportunity for tax-advantaged growth 
over time. Through life insurance and 
annuities, this tax advantage can provide an 
attractive means of both ensuring lifetime 
protection and building wealth – particularly 
for those who own their protection 
products for a long period of time.

Building wealth and providing protection.

What is the best way to build wealth and 
provide protection through the life cycle? 
We must first identify our life goals. How 
much value do we place on living well in 
retirement? Would we like to ensure that 
our family can weather the financial impact 
of the loss of income through premature 
death or disability? How important is a safe 
and stable lifetime income in retirement? 
And how can we best balance the range of 
savings options available in the marketplace 
to meet our goals most efficiently?

When thinking about developing a plan 
for building financial security over time, 
Figure 1 provides a roadmap to guide our 
discussion throughout the lifecycle. As one 
starts to establish a financial footing as an 
adult, four key financial objectives should 
include: developing a liquid emergency fund, 
initiating a saving plan with investments 
in retirement and brokerage accounts, 

using disability insurance to protect human 
capital, and purchasing life insurance to 
protect the household against premature 
death. 

A young household can protect against 
the risk of premature death either through 
a term life insurance policy, a whole life 
insurance policy, or some combination of 
both. When young, term-life insurance may 
be the most affordable, but households 
should seek the option to convert term-life 
to whole-life and to proceed with whole 
life as income grows during the working 
years. With sufficient time, cash value 
accumulation within whole life insurance 
can be competitive with fixed-income 
investments net of expenses, taxes, and 
insurance needs, and whole life insurance 
can provide a way to fund a legacy goal 
with fewer assets. The cash value can also 
be integrated with a spending plan from 
investments to help manage the risk of 
investment losses in retirement. Of course, 
an insurance policy involves a long-term 
commitment to paying premiums in which 
the primary benefit may not be realized for 
an extended period of time. Access to any 
cash value in a policy may be limited in the 
early years.

In one’s 50s and 60s, one  should begin 
locking in lifetime income through 
guarantees provided by deferred and 
immediate income annuities. By following 
this approach, one can arrive at retirement 
with the tools in place to support better 
retirement outcomes because an effective 
risk-management approach has been put 
into place alongside investments.
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With proper planning, one can reach 
retirement with the key retirement tools in 
place, including whole life insurance, lifetime 
income guarantees through annuities, long-
term care insurance, and an investment 
portfolio. Whole life insurance uses risk 
pooling to more efficiently preserve a 
legacy goal, while the cash value can also be 
used judiciously to coordinate investment 
portfolio distributions and manage 
sequence of returns risk in retirement. 
Though the investment portfolio will be 
smaller when dollars are used to build value 
in a life insurance policy, the life insurance 

20s 60s40s 80s30s 70s50s 90s 100s

Financial tool checklist by age.

Building wealth and pooling risk over a lifetime.
Figure 1
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Build an Investment Portfolio
(contributions to retirement plans and brokerage accounts)

cash value could also be considered 
part of the household’s total financial 
assets. Meanwhile, income annuities 
support lifetime retirement spending with 
potentially fewer assets by providing a 
guaranteed lifetime income. Finally, this 
leaves the investment portfolio as an 
additional source of liquidity, discretionary 
spending, and legacy. Building an integrated 
plan of this nature can set a household on 
the path of lifetime financial success. 

Let us now move through the financial 
lifecycle to consider these strategies and 
their timing in greater detail. 
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2. Young families.

William and Jennifer are recent college 
graduates with two young children. Their 
financial goals include saving for their 
children’s education and contributing 
to 401(k) savings plans. The couple is 
basing the amounts they hope to save 
for retirement, and for their children’s 
education, on the income they expect to 
earn in the future. 

Planning for the future.

Reaching their goals will require devoting 
a portion of their paycheck to a 401(k) or 
a college savings account. William and 
Jennifer also need to plan for the unlikely 
event that one of them will die or become 
disabled before meeting their savings 
goals. To address this risk, they must 
consider financial products that pool these 
risks among other young households like 
William and Jennifer instead of forcing each 
household to bear the severe consequences 
of a loss of income. 

Human capital risk.

A young household often has only a modest 
amount of wealth, or financial capital, in 
retirement and savings accounts. Their 
most valuable asset is the ability to earn an 
income in the future. This concept is known 
as human capital.

All investors who buy stocks and bonds are 
exposed to market risks that will impact 
whether the household is able to meet their 
long-term goals by following their financial 
plan. Market risk is often of less concern to 
young households than human capital risk. 

Consider that William and Jennifer may 
expect to earn an average income of about 
$150,000 per year over the next 35 years.

How much would it cost today to replace 
this expected future income? At an interest 
rate of 4%, it would cost nearly $3 million 
to buy $150,000 of income today for each 
of the next 35 years. This $3 million human 
capital value is likely far greater than the 
value of the couple’s savings, and its loss 
would devastate their financial goals.

Life insurance and disability insurance.

Human capital risk is a primary concern in 
the years before retirement. During the 
accumulation phase, a large portion of a 
household’s wealth exists as future labor 
earnings. Not being able to obtain these 
earnings, due either to death or disability, 
is a substantial risk for households. This 
speaks to a need for households to consider 
both life insurance and disability insurance 
to protect against these risks while they are 
working and have family members whose 
lifestyles are dependent on those earnings 
being available.

The traditional purpose of life insurance is 
to provide a death benefit to help support 
surviving family members or a family 
business in the event of the policyholder’s 
untimely death. In this context, the amount 
of life insurance one seeks to hold is 
the amount dependents would need to 
sustain their lifestyle in the absence of the 
policyholder being able to contribute to the 
family through wages or other caretaking. 
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Term life and whole life.

In particular, there are two basic forms of 
life insurance that can be used to manage 
the risk of premature death. Term life 
insurance protects for a finite number 
of years. Whole life insurance provides 
protection for a household’s entire life. Both 
forms of insurance have advantages and 
disadvantages for young savers.

Whole life and cash value.

When a family buys whole life insurance, 
a portion of the premium is used by the 
insurance company to pay the cost of 
insuring the individual in the short-term, and 
a portion of the premium will help cover the 
cost of providing life insurance at older ages. 
The remaining portion of the premium after 
the cost of insurance is paid accumulates 
what is referred to as cash value over time. 
Cash value growth is generally not subject 
to annual taxation. If priorities or the need 
for the death benefit change, the household 
can access the cash-surrender value up to 
the premiums paid into the policy without 
paying income taxes. It is also possible 
to structure a loan from the insurance 
company in which the cash value can serve 
as collateral, and households may eventually 
treat this as part of their emergency fund 
as cash value accumulates over time. The 
amount of premiums paid is referred to as 
the cost basis. Of course, removing cash 
value from the policy will reduce the death 
benefit that can be received since the cash 
value is set aside to pay for the cost of 
insurance later in life. If a policy lapses due 
to excessive withdrawals, taxes will be due 
on any amounts withdrawn in excess of 
premiums.

Term life.

Even though term life insurance is generally 
less expensive than whole life insurance, 
there is no tax-deferred growth. If the 
difference in the cost of the term insurance 
and whole life insurance is invested in 
currently taxable bonds, the client does not 
realize the benefit of tax deferral available 
through whole life, although the assets held 
in bonds are more liquid. Many families hold 
bond-like assets within taxable accounts 
to provide safety in the event of a spending 
need, and bonds also provide a balanced 
financial portfolio consistent with the 
family’s risk tolerance.

Whole life insurance premiums are 
higher than term life because they build a 
foundation for permanent insurance, and 
households just starting out may not yet 
have the funds to pay for the appropriate 
total amount of whole life insurance. A 
lower premium for term insurance does not 
necessarily translate into a better value over 
time, however. A mix of term life with whole 
life is possible to help keep premiums at an 
affordable level for the level of death benefit 
desired by the household until wages 
increase later in one’s career. The household 
may look for a term policy that includes 
provisions to allow it to be later converted 
into a whole life policy. This option would 
help to protect from the risk that one 
later determines a need for additional life 
insurance coverage but has also incurred 
a health problem causing him or her to no 
longer qualify for a new life insurance policy. 
Such conversion options generally will last 
for a fixed period or until a particular age.
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3. Middle-aged families.

Building a nest egg.

As the family moves into middle age and 
enters its peak earning years, goals shift 
toward building a nest egg to fund future 
goals such as building a secure retirement, 
leaving a legacy to others, and preparing 
for life’s emergencies associated more 
with age. Children may be nearing college 
age, and other family members continue 
to depend on the earnings of primary 
breadwinners within a family. The loss of 
these earnings could substantially impact 
the lifestyle of the family, which makes 
it important to maintain one’s disability 
insurance and life insurance.

The tools we increasingly consider in middle 
age are participating policies with the 
potential to pay dividends. First, we address 
what this means. Then we continue to 
include a discussion of whole life insurance, 
long-term care insurance, and coordinating 
upcoming retirement expenses with 
deferred income annuities. 

Participating policies and dividends.

We will focus this discussion on participating 
versions of insurance products. New York 
Life offers participating forms for its lifetime 
income annuities and whole life insurance. 

These tools allow their owners to 
potentially participate in the performance 
of the company through the payment 
of dividends. Dividends, which are not 
guaranteed, represent a return of premium 
that may be paid to policyholders if the 
insurance company’s experience would 
warrant such payment. The company’s 
experience may permit a dividend payment 

if, for example, there are higher than 
anticipated investment returns, lower than 
anticipated company expenses, and fewer 
than anticipated policy claims.

Further establishing the 
role for whole life insurance.

As one becomes more established with a 
career and with rising wages, a cash value 
life insurance policy offers some financial 
benefits not offered by other financial 
products such as term life insurance. These 
include: 

•  A guaranteed death benefit and 
guaranteed cash value growth for the 
policy as long as premium is paid when due 
(guarantees are dependent on the claims-
paying ability of the insurance company) 

•  Tax deferral for the cash value growth

•  The ability to withdraw funds and borrow 
funds from the policy on a tax-free basis 
when structured properly by partially 
surrendering or borrowing up to the 
premium paid into the policy. (excessive 
withdrawals and loans can cause the policy 
to lapse. If the policy lapses, taxes will be 
due on the values withdrawn from the 
policy in excess of premiums)

•  The ability to surrender the policy for its 
cash-surrender value

•  Participating whole life insurance policies 
provide the potential to pay dividends 
to policyholders, which, while not 
guaranteed, can be used to purchase paid-
up additions that further grow the death 
benefit and cash value
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•  In some states, life insurance can provide 
limited protections from the claims of 
creditors

•  Cash value will not fall in value as the result 
of an increase in interest rates or a market 
decline. 

How does growth in cash value complement 
other fixed-income investments? Although 
insurance policies contain fees that 
reduce net returns such as the cost of the 
life insurance as well as administrative 
expenses, a professionally managed bond 
portfolio will also require expenses paid 
such as management and investment 
expenses, and possibly taxes. 

Morningstar created a study about these 
matters in July 2017 called, “Can an Investor 
Reduce their Overall Portfolio Risk by 
Allocating from Fixed Income to a Whole Life 
Insurance Policy?” Their conclusion was that 
including whole life insurance cash value as 
an asset class (and a bond alternative) has 
the potential to reduce portfolio risk while 
generating almost the same portfolio return 
net of taxes and fees over a long-term 
horizon as a currently taxable professionally 
managed bond portfolio.1

Deferred income annuities.

The mathematics of funding an income in 
retirement would be simple if retirees knew 
how long they were going to live. Without 
this knowledge, retirees have two choices. 
They can establish an acceptable failure 
rate and plan to spread assets over a finite 
number of years. Or they can pool the risk of 
outliving assets with other retirees through 
an income annuity.

How long is a retiree likely to live? Healthy, 
higher-income retirees in the United States 
live significantly longer lives than the 
average American. These higher-income 
retirees have not only become accustomed 
to a more costly lifestyle, they will also 
need to fund this lifestyle for more years 
in retirement. Figure 2 (see page 8) shows 
the distribution of expected longevity for a 
healthy 65-year-old male and female, and 
for a healthy couple based on Society of 
Actuaries Mortality Tables. The line showing 
joint longevity represents the most current, 
evidence-based estimate of how long a 
surviving spouse within an opposite-sex 
couple will live. 

The curves in Figure 2 represent the 
probability that a male, female, and the 
surviving spouse will still be alive at a given 
age. Many couples may believe that they 
only need to plan to make their money 
last until their mid-80s. But 89% will have 
someone live to beyond age 85. And 70% 
will have someone live into their 90s. 
This changes the mathematics of a safe 
withdrawal rate from investment assets. 
A long life is expensive. And planning for a 
horizon that has a low probability of outliving 
assets is very expensive.

1  This study assumed a long-term 35-year commitment 
to paying premiums, including no withdrawals or loans. 
Policyholder actions can affect results. The results reflect 
past dividend history, but future dividend payouts cannot be 
predicted.
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Source: Society of Actuaries 2012 Immediate Annuity Basic Mortality table with improvement to 2018.

Understanding the distribution of 
longevity in retirement for couples.

Figure 2
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How then does one plan for building a 
portfolio of safe assets to fund basic 
expenses in retirement? To answer this 
question, it is possible to collect current 
yields on safe assets such as Treasury 
Bonds and build a ladder of bonds (i.e., 
buy a series of bond investments) that 
mature at each age. In other words, if I want 
$100,000 of income at age 95 and I buy a 
so-called zero coupon 30-year Treasury 
bond today at 4% interest I will need to set 
aside $30,832. At age 95 I will spend the 
$100,000, which represents the original 
$30,832 plus $69,168 of interest. This bond 
ladder technique allows an investor to 

create a stable income in retirement using 
bond investments by setting aside a sum 
of money today for each future year of 
spending. 

At today’s interest rates,2 buying a bond 
ladder will cost more than many retirees 
might imagine. If a 65-year old healthy 
couple elects to purchase a bond ladder up 
to the age at which the surviving spouse 
has only a 5% chance of being alive, the cost 
using today’s Treasury bond rates will be 
$25.07 per dollar of desired income. 

2  United States Treasury Bond rates drawn on September 1, 
2017 from the Federal Reserve Economic Data source (FRED) 
compiled by the Federal Reserve Bank of St. Louis.



9

In other words, it costs $250,700 to buy 
$10,000 of income each year from age 65 
through age 103—which is the age at which 
the surviving spouse has a 5% chance of 
outliving his or her savings according to the 
2012 mortality table. Figure 3 illustrates the 
cost of buying income that lasts to various 
ages.

Lifetime income in retirement. 

There may be a less expensive and safer way 
to buy lifetime income in retirement. The 
couple could instead purchase an income 
annuity. Think of an annuity as insurance 
against the cost of living a long time. The 
concept is no different than having 100 
homeowners pool the risk that one home 

will burn down over the next year. By each 
chipping in an insurance premium, the 
money is transferred to the unfortunate 
homeowner who experiences a loss. 

Similarly, retirees who buy an annuity each 
chip in a premium that roughly covers the 
insurance company’s cost of providing 
income for the average longevity, plus 
an added expense to cover the cost of 
insurance. In this way, the retirees who die 
early subsidize those who live a long time 
and would otherwise be at risk of running 
out of assets. Annuities have the dual 
advantage of allowing retirees to spend 
more each year and reduce the probability 
of running out of money. It is important to 
remember that assets used to purchase 

Source: 2012 NAIC SOA Annuity Valuation Mortality Table. Annuity prices estimated from top five 
quotes for a $100,000 joint and survivor immediate income annuity from Cannex in September 2017, 
and bond ladder is estimated using the yield curve on nominal Treasury bonds on September 1, 2017.

Cost of funding income in retirement 
with a bond ladder and an annuity.

Figure 3
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annuities are no longer liquid, and income 
payments from an annuity include the 
return of your premium. Income annuity 
payout also depends on certain insurance 
factors such as gender and age.

Income annuity.

The income annuity provides the same 
dollar of income at a lower cost – one that 
is equivalent to accepting a roughly 40% 
probability of outliving assets, also referred 
to as a failure rate, if income is purchased 
with bonds. If one were to build a bond 
ladder that lasted long enough to ensure 
only a 5% chance the couple would outlive 
their savings, the cost would be 35% higher 
than simply buying a joint and survivor 
income annuity that lasts as long as one 
spouse is still alive. In other words, it costs 
significantly less to buy lifetime income 
through an annuity than it does through a 
bond ladder if the couple hopes to build the 
ladder to cover a large majority of possible 
lifespans. This is due to the power of pooling 
retirement assets, and paying the income 
back to those retirees that are still alive. 
Although their heirs might be better off 
if the couple had invested in bonds, even 
couples who die early in retirement can 
enjoy a higher lifestyle with an annuity if 
their spending level is based on a low failure 
rate.

Mortality credits and risk pooling.

The difference between the cost of 
creating income in retirement with bonds 
and providing the same amount of income 
through an annuity is known as mortality 
credits. 

Mortality credits rise as we get older. A 
65 year old man, for example, has a 10% 

chance of living to the age of 96. Rather than 
buying a bond today for about $35,000 to 
provide $100,000 of income at age 96, he 
can instead pool his assets with other 65-
year old men. Instead of each having to save 
$35,000, they can then save $3,500. 

One way to envision the benefit of risk 
pooling is to estimate how much return 
an investor would need to earn on a 
portfolio to provide the same income late 
in retirement. An investor would need to 
earn 11.5% annually on the original $3,500 
investment to fund the same $100,000 
income at age 96 by pooling mortality 
risk. Today’s bond rates only pay 3.5%, so 
the only possible way to have even a small 
chance of achieving a comparable income 
is to take significant investment risk. Of 
course, pooling mortality risk means that 
those who die early transfer their assets to 
those who live a long time. For families who 
already own whole life insurance, the risk 
of being one of those who dies early and 
loses some value from annuitizing assets 
rather than investing them is alleviated by 
the ownership of an asset that provides a 
certain bequest amount, and an asset that 
performs particularly well if the retiree dies 
at a young age.

Deferred annuities.

Deferred annuities purchased during 
one’s working years can provide a way to 
help pre-pay for and lock in retirement 
income and to protect against potential 
capital losses for investment assets in 
the event that a poor sequence of asset 
returns affects the household in their final 
pre-retirement years. A pre-retirement 
purchase of deferred income for retirement 
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can also provide a psychological benefit to a 
couple who is able to take current gains off 
the table and buy an income that will last a 
lifetime.

Mortality credits. 

Indeed, investment-only solutions may not 
be efficient because the household retains 
all the longevity and market risks. These 
are risks that an insurance company is in 
a better position to manage. Longevity 
risk and investment risk are the key risks 
that can be managed effectively by an 
income annuity. The guaranteed income 
stream provided can reduce sequence 
risk by reducing the need for withdrawals 
in down markets. Income annuities may 
support longevity through providing 
“mortality credits” rather than through 
seeking outsized investment returns, if 
income payments start at older ages. 
Mortality credits may offer an enhanced 
income level that can be difficult for upside 
investment growth to outpace over a long 
retirement. At the same time, by providing 
greater income security through the 
annuity, remaining investment assets can 
be invested more aggressively for potential 
upside for households that feel more 
comfortable knowing that a portion of their 
spending potential has been protected in 
any market environment.

As well, participating income annuities have 
the potential to pay dividends. Participating 
income annuities can provide protection 
against the possibility of prices rising in the 
future as dividends, if declared, can be used 
to purchase additional guaranteed future 
income, and earn their own dividends later 
in life.

With participating income annuities, the 
guaranteed lifetime income amount may 
be less than what the same premium could 
purchase from a fixed lifetime income 
annuity that does not offer dividends. But 
participating income annuities offer the 
potential to receive dividends payments 
that could be taken as cash for additional 
income, or could be re-invested into the 
policy to buy additional lifetime income and 
grow the amount of lifetime income over 
retirement. The dividend itself may provide 
income flexibility which helps mitigate 
spending and sequence risk. A retiree can 
take more of the dividend as cash to spend 
when markets are down, and reinvest more 
of the dividend for income when markets 
are up.

With sufficient dividends, a participating 
income annuity could provide more lifetime 
income than a fixed income annuity 
that does not pay dividends. Of course, 
dividends are not guaranteed.
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The goal of retirees is to live well by spending 
down the nest egg they’ve accumulated 
to fund retirement. How much should a 
retiree spend to avoid the risk of running out 
of money? And which strategies are most 
effective at providing a secure lifestyle while 
avoiding the most significant risks?

There are three primary lifestyle risks faced 
by all retirees. They do not know how long 
they will live. They do not know what asset 
returns will look like. And they don’t know 
how much money they will have to spend to 
cover household shocks such as the need to 
fund long-term care beyond their baseline 
retirement budget. Fortunately, risk pooling 
allows retirees to reduce each of these three 
risks so that they can enjoy spending their 
nest egg without worrying about extreme 
risks that can derail a retirement income 
plan.

Income annuities and cash value life 
insurance can help protect retirees by 
pooling risk in retirement. Income annuities 
protect against the risk of outliving assets 
due to a combination of a long life and poor 
market returns, and cash value held within 
life insurance protects against the risk of a 
negative market event early in retirement. 
The permanent death benefit associated 
with whole life insurance can provide a more 
efficient means, especially after considering 
its tax benefits, for targeting a particular 
legacy goal. The accumulating investment 
portfolio can be integrated with these tools 
as an additional supplement providing 
upside growth potential that could be used 
for additional spending, legacy, or as a 
reserve to help cover spending shocks. 

With lifetime financial planning, a household 
should reach retirement with these tools 

4. Families at retirement.

already in place, and this is why we introduce 
them in the discussion for middle-aged 
families. Upon retiring, if the household 
identifies an income gap in terms of their 
assets not providing sufficient amounts of 
reliable income to cover their lifestyle, then 
immediate income annuities can be used 
in the same manner as deferred income 
annuities in the pre-retirement years.

Whole life. 

A few additional comments about whole 
life insurance are worthwhile, since it is the 
most adaptable of these tools and can be 
integrated with the other tools in a variety of 
ways. First, the life insurance death benefit 
provides a method to meet a legacy goal 
that is distinct from preserving investment 
assets for this purpose. Whole life insurance 
can potentially meet a legacy goal with 
fewer assets through its combination 
of risk pooling and tax advantages. This 
can allow the retiree to potentially enjoy 
a higher standard of living in retirement 
than otherwise because their legacy goal is 
addressed more efficiently.

Legacy concerns. 

If the couple does not maintain life insurance 
into retirement, they must use a lower 
spending rate from those investments to 
preserve a larger safety margin in order that 
the legacy amount is preserved. In other 
words, the couple can spend more each 
year without worrying about the possibility 
that they may jeopardize the amount they 
hope to pass on to their heirs or to charity. If 
the goal is to reduce the risk of deviating too 
far from a legacy goal, then life insurance 
is the most efficient financial product for 
reducing this risk.
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Second, a permanent death benefit 
supported through whole life insurance 
can be integrated into a retirement income 
plan by helping the retiree justify the 
decision to buy an income annuity. Not 
only can the death benefit help the retiree 
overcome concerns about purchasing 
an annuity, it can also allow the retiree to 
purchase a life-only single life annuity that 
offers the most mortality credits to the 
risk pool and therefore offers the highest 
payout rate to the owner. The key idea here 
is that the retiree can feel comfortable 
buying an income annuity because of the 
understanding that the life insurance death 
benefit will be able to return the amount 
spent on the annuity premium at the time of 
death.

Cash value for retirement funding. 

Next, the cash value of whole life 
insurance can also be incorporated into 
a retirement income plan. Cash value to 
serve as a volatility buffer to help manage 
sequence risk in retirement since it does 
not experience downside risk for capital 
losses in the face of rising interest rates. 
It is guaranteed to grow and can provide 
a resource to supplement retirement 
spending rather than being forced to sell 
portfolio assets at a loss during poor market 
environments to the extent that the legacy 
desires are no longer a concern.

Many retirees will invest a significant 
percentage of their retirement portfolio 
in bonds. In order to capture returns that 
are high enough to outpace inflation over 
time, the retiree may invest at least part 
of this portfolio in intermediate- and long-

term bonds. While the expected return on 
a longer-term bond portfolio is higher than 
that of short-term bonds, longer-term 
bonds can fall in value if interest rates rise 
quickly. If this occurs in the first few years 
of retirement, assets must be taken out of 
a bond portfolio to fund spending after the 
bonds have fallen in value in response to an 
increase in interest rates.

Volatility buffer. 

Cash value does not experience downside 
risk for capital losses in the face of rising 
interest rates. It is guaranteed to grow 
and can provide a resource to supplement 
retirement spending rather than being 
forced to sell portfolio assets at a loss during 
poor market environments. Remember that 
taking money out of cash value will reduce 
the death benefit, and one should be careful 
to stay beneath the basis or to structure 
the distribution as a loan from the policy to 
ensure tax-free distributions. Compared 
to a conventional investments approach, 
spending and legacy can both be larger with 
strategic use of the volatility buffer strategy. 

If the volatility buffer helps improve 
retirement outcomes, the reason relates to 
its role in managing sequence of returns risk. 
Any reductions to the death benefit may be 
offset by a higher remaining portfolio balance 
as the volatility buffer helps to stop the 
increase in ongoing distribution rates caused 
by taking distributions when the portfolio 
suffers losses. The cash value provides 
a stable income source not impacted by 
market volatility. Life insurance also receives 
tax benefits and the distribution from the 
cash values can be less since taxes may not 
be paid out of the proceeds. Policyholders 
have access to the cash value as a liquid asset 
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“If I knew I had reserves set aside at the beginning of retirement to 
cover planned bequests and uncertain medical costs, I would feel 
more comfortable spending money on things I enjoy in retirement.”

Figure 4

Source: 2015 Texas Tech Retirement Planning and Living Survey
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without the fear of triggering capital losses 
by drawing from the asset at inopportune 
times. In the fixed income world, this would 
generally only be otherwise possible by 
investing in shorter-term and lower-yielding 
bonds.

Reducing the risk of unknown spending 
through long-term care insurance.

In a 2015 survey of 1,000 near retirees 
across the United States conducted by 
researchers at Texas Tech University, 
participants were asked whether setting 
aside reserves to cover the cost of leaving 
a legacy and paying for uncertain medical 
expenses would allow them to feel more 
comfortable about spending money on the 

things they enjoy. In Figure 4, we can see 
that nearly 4 out of 5 agreed or strongly 
agreed that concern over unknown bequest 
and health risks prevented them from living 
retirement to the fullest.
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Source: 2002-2012 Health and Retirement Study

Distribution of out-of-pocket health care 
expenses over 10 years among retirees.

Figure 5
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Figure 5 shows the distribution of the total 
health care expenses among retirees in the 
Health and Retirement Study, a nationally 
representative survey of 20,000 retirees 
conducted by The University of Michigan 
from 2002 to 2012. The majority of retirees 
do not experience significant out-of-pocket 

expenses over this 10-year period. But 
at the 95th percentile, expenses begin to 
creep up past $200,000 and rise sharply for 
the unfortunate retirees who must pay for a 
prolonged illnesses that requires long-term 
medical care.

How should a family deal with long-term 
care risk? How many families will experience 
a long-term care event that could cost 
$100,000 or more each year? How should 
retirees manage this risk? Is it optimal 
for each to bear the potential financial 
devastation of a prolonged long-term care 
event alone? Or should they pool this risk 
together so that each pays a small portion 
of the total cost?

Long-term care insurance allows 
households to pool resources together 
through insurance premiums in order to 
protect those who experience a long-term 
care event from suffering a devastating 
financial loss. Long-term care insurance 
frees a family to get the most out of 
retirement by spending on activities they 
enjoy while lessening their exposure to 
potentially very expensive long-term care 
costs.
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5. Conclusion.

There is still little in the way of broad 
agreement within the financial services 
profession about how to best approach 
lifetime financial risk management. Some 
favor a primary focus on investments, while 
others favor a more integrated and equal 
approach for insurance and investments. 
We have explored a more integrated 
approach which includes investments, 
whole life insurance, and income annuities. 
By strategically combining these 
elements, the potential exists to develop 
more efficient lifetime strategies that in 
some cases are able to support a higher 
spending level and greater legacy wealth 
than investment-only strategies. The 
conventional wisdom of “buy term and 

invest the difference” tends to attribute 
too strong of a role to the stock market risk 
premium and fails to appreciate the value of 
risk pooling in a lifetime financial plan. 

We have outlined the steps to take 
throughout the life cycle in order to build 
a better plan that incorporates both 
risk pooling and the growth potential of 
investments to meet lifetime financial goals 
and to confront the risks facing those goals. 
These integrated strategies allow families 
to enjoy a higher lifetime standard of living 
than one could feel comfortable with when 
trying to manage these risks through a 
reliance on stock market growth from an 
investment portfolio.
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