Chapter 8: Life Insurance
· Purpose of life insurance is to finance the risk of the premature and untimely death of a family member on whom others are financially dependent, the goal being to avoid financial deprivation for these dependents

· There are three questions that need to be addressed before buying life insurance:
1. Do you need life insurance?

· The insupportable risk is the loss of income

· Thus, people need life insurance only if their depends would suffer financially, that is, they would experience a material drop in their standard of living

2. How much life insurance is needed?

· There are 3 way of assessing this:
a) The income approach, which calculates the present value of the insured’s future aftertax earnings, This is also called the human life value approach 
b) The expense approach looks at carious family needs, taking into account special needs such as the future education of children, an outstanding mortgage, and retirement needs and adjusting this amount for present assets that can meet some of the financial needs. Also called the needs approach
c)  The capital retention approach is much like the expense approach except that the insurance proceeds are invested and only the income is used to meet the required financial needs. The proceeds are then preserved to be distributed alter to the heirs.

3. What kind of insurance should the insured buy?
· There are two basic categories of life insurance:

a) Temporary life insurance provides insurance coverage for a specific period of time. Term insurance is temporary insurance 

b) Permanent life insurance provides insurance for one’s lifetime and the premium usually includes a saving portion. There are several types:

i. Term-to-100 does not have a saving component. Sometimes, if the insured lives to age 100, the face value is paid out even if the insured is still alive

ii.    Whole life policies have a saving compound called a cash surrender value. 
iii.   Universal life policies are similar to whole life policies but they have flexibility as their main feature-just about everything in the policy can be changed including the premium and the term. This is elf-directed insurance where the policyholder selects the premium, the term, the investment, and several other items

Do you need Life Insurance?
· There are several reason to buy life insurance although not everyone needs it:

· Single people with no assets that will be taxed at death usually don’t need any. The principle residence is exempt from capital gain tax, and financial assets such as a stock portfolio can be partially liquidated to pay final taxes
· A spousal rollover permits registered assets such as Registered Retirement Savings Plans (RRSPs) and Registered Pension Plans (RRPs) to be rolled over to the surviving spouse with no tax consequences

· Reason to Buy Life Insurance:
· Provide for Financially dependent Family should You Die Prematurely:

· Should one spouse die, the other would not be able to maintain his or her standard of living without the income of the decreased

· They can manage this risk by calculating the appropriate amount of insurance coverage and buying life insurance

· Insurance to Pay the Taxes on Your Estate:
· In Canada a deceased’s estate can be rolled over-title changes hand without paying taxes – to the deceased’s spouse. This is called a spousal rollover (specifically a Section 73 Rollover, referring to Section 73 of the Income Tax Act)
· Taxes will become due on some assets when the second spouse dies (page 277)

· Finance a Buy-Out by Business Partners should One Partner Die Prematurely:
· Partners in a business often have a buy-sell agreement that permits the remaining partner(s) to buy the share(s) of a deceased partner(s)

· They may have an agreement as to the price or they might have established a formula for determining the value of the deceased’s share

· The survivor(s) could fiancé a buy-out with a sinking fund or by getting a bank loan but both of these options would tie up working capital, which most small businesses cannot readily afford

· Instead, the partner(s) of the business can buy life insurance on each partner The premium can be paid by the following:
1. The partners in proportion on their ownership although this does not manage the varying cost of insuring each partner, which depends on his or her health and age.
2. The partnership or corporation with  the beneficiaries of each policy being either:

a. The other partner, which then has the funds for the purchase of the deceased’s share

b. The corporation, which can buy back the shares and distribute them or retire them 

· A Tax-Advantaged Way of Saving for Retirement:
· A whole life policy can be set up to buy additional insurance benefits out of the dividends on participating polices, and the savings component of these policies can be accessed without terminating the policy

· The Tax-Free Savings Account (TFSA) allows a person 18 years of age and older to save $5000 a year and the income is never taxed

· Furthermore, one can borrow from a TFSA and repay the loan without using new contribution room

· Registered Retirement Savings Plan (RRSPs) also grow tax-free, contributions are tax-deductible, and all withdrawals are taxed at a person’s highest tax rate 

· Nonetheless, there could be a good reason to saving using a life insurance policy, which also grows before tax

How Much Insurance Do you Need?

· All the following approaches base the future need in real dollars – dollars without inflation
· As a result, we will be discounting future income at a real interest rate of 3%, which means inflation does not have to be added to their salaries to do this calculation 

· The real interest rate, which contains no inflation or adjustments for a risk is between 2% and 4%

· 1. Income or Human Life Value Approach:
· Since people’s ability to earn income is their greatest asset, this is a simple, quick way to estimate the amount of insurance to buy and is a good starting point

· The calculation is done by taking the present value of current after-tax income, discounted at some real interest rate

· It does not take into account any special needs and is based on the assumption that present income levels will be adequate for future needs 

· The time the insurance is needed can be fairly short- until the children are though school; midterm, until the surviving partner retires; or long-term, until the surviving partner dies
· * Example 1: Income Approach Calc (page 278) Table 8.12

· 2.Expense or Need Approach:
· This approach attempts to predict future expenses that could not be financed out of current levels of income and make an allowance for them

· These needs might include the mortgage, final expenses such as funeral expenses, a liquidity fund to cover retirement and estate planning needs, their children’s education, in addition to income replacement and support for their dependents 

· This approach involves looking at the following:

· Assets available to product income minus what they owe if one spouse dies to arrive at the available capital  
· How much after-tax income the surviving spouse would have coming in each year and what the annual expenses would be to arrive at the annual shortfall
· The present value of the annual shortfall at the real interest for the required number of years

· The insurance needed by deducting the available capital from the present value of the shortfall

· Example 2: Expense or Needs Approach (page 279) Table 8.2A/Table 8.2B
· Income: If one dies, the surviving spouse continues to earn his/her salary. Canada Pension Plan pays a survivor benefit and a Children’s Benefit, and both are paid to the surviving parent. In addition, both are taxable. The amount depends on how much the decreased has contributed
· Expenses: There are cost savings if one dies because the decreased no longer needs clothes, food, a car, etc. However, there will also be more expenses because the decreased filled a role in the family and the household duties of the decreased will have to be provided by the surviving spouse and also by paying for them-child care costs, buying groceries, dropping off dry cleaning, housework, yard chores, etc. 
· Retirement Planning: If using take-home pay to save for retirement and children’s education it would NOT have to be added to their futures needs. Items like these would have to be added to their annual budget
· If both parents die but the children survive and are still minors (under the age of 18 or 19 depending on the jurisdiction), the insurance proceeds would be put in a trust and their wills would stipulate who would be the trustee of the trust and who would be the guardian for their children

3. Capital Retention Approach:
· This approach assumes that the survivor wishes to preserve the capital and live off the after-tax income generate by investing the insurance proceeds
· It involves looking at the annual shortfall from the needs approach and diving it by some expected real rate of return (alternatively, you can vase it on the income approach and use their after-tax income instead of the annual shortfall)
· Then deduct the amount of available capital to arrive at the amount of insurance needed to provide for the family without using up the capital 
· Example 3: capital Retention Approach (page 281)

· Perpetuity: capital that will produce income forever
· Capitalized value: is if they want enough capital that the survivor could live off the income. Preserving the capital
· Summary of the Three Approaches:
· The first method: is quick but does not take into account any extra expenses that might be incurred (it would leave them somewhat under-insured in Example 1)
· The third method would be favoured by people selling insurance but is it really necessary to buy insurance to provide an inheritance for one’s children? It seems like an overkill unless one of the children will need to be supported for his or her entire life (in this case, an perpetuity approach is appropriate)
· The second method is the most sound as it both replaces current income and also adjusts for assets that can be produce income as well as for future possible expenses
· This analysis would be repeated every 5 years or so and also if there were a significant change in fortunes, such as winning the lottery or inheriting a small fortune (everyone is entitled to dream) or. More likely, a divorce or semi-permanent job loss or a permanent disability or a desire to change careers, all of which can lead to a change in insurance needs 
