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Advantages of a 401(k) Plan

Let me back up a minute and explain exactly what
a 401(k) plan i=. It's an income and tax deferral plan
{often called a cash deferral or cagh and carry plan)
established by an employer solely for employees. 1f
yvour employver hag established such a plan, then you
can defer a certaln percentage of your income each
year, up o a specified maximum ($3,728 in 1992), by
putting it into your 401(k) plan. This maximum goes
up each year. Thus, a 401(k} plan allows you to defer
having to pay tax on some of your income each year
because you don’t pay tax on any of the money in the
plan until you take it put.

The big plus of 401(k} plans is that employers are
permitied to match employee contributions. These
contributions are not enly “free money” for the em-
plovee, but they, too, are tax-deferred. Each employer
has a right to maich emplovee contributions to 401(k)
plans at any rate between zero and $1.00 for each dollar
the emplovee contributes. All employess must be
matched at the same rate. (Employers aleo have the
right to prowvide no matching contributions at all.)

For example, if your employer matches your con-
tributions at 25 cents on each dollar, then if you were
to defer 38,725 in income this year by putting it inlo
your 401{k) plan, your employer would add another
$2,182 fo your plan. None of this money will be subject
to tax until you choose to take it out. Obvigusly, this
setup makes your 401(k) plan extremely worthwhile,
gince you earn a 25 percent return on your investrment
the moment you make it. Some employers not only
match a percentage of your contributions, but also give
you a choice of how you want the money in your 401(k)
plan invested—in a stock account, a bond account or
gome other investment vehicle,

Eam'ings on the assets in a 401(k} fund can vary
widely, depending on inflation, the state of the econ-
omy and the particular investment vehicle selected. In
general, though, 401(k) plans manage to at least keep
up with inflation, and usually do somewhat better.

Puiting money into a 401(k) plan is offen an excel-
lent idea, particularly if your employer also contrib-
utes matching funds.* But once you have gotten the
maximum amount of matching funds from your em-
plover for the year—or if your employer provides no
maltching funds at all—then a 401{k} plan becomes
considerably less valuable. Indeed, under these cir-
cumstances you are likely to achieve far better financial
results with a good whole life insurance policy from a
atrong carrier than you arne with any 401(k) contribu-
tinms,

* Each person's siluation is different, however, so W ks 2 good idea
to consult with your tax adviser before deciding to contribule—or
nol oo iribuie—ie a ${k) plan or any other profit-sharing, pen-
sipn or retirement plan.

Whole Life versus a 401(k) Plan

Let's compare these two options in detail. We'll
begin by looking at the tax implications of 401 (k) plans.
Any money you withdraw from a 401(k) plan is fully
subject to income tax in the year in which you take it
out, based on whatever tax bracket you fall info during
that year. In other words, you've successfully deferred
your fax, but you haven't eliminated it. [Compare this
with a well-managed whele life policy, which yields
100 percent tax-free funds.} Furthermone, the better off
you are financially when you withdraw money from
your 401 (k) plan, the higher a tax bracket you'll fall into
and the heftier a percentage you'll have to pay Uncle
Sam (and, pechaps, state andfor local governments).

Furthermore, neither younor I nor anyone else has
any idea what the actual tax rates will be on the money
vou withdraw years from now. When Ronald Reagan
first took office, the fop tax bracket for federal income
tax was 7. Asof March 1993, it"s 31 percent. My own
best guess is that the 31 percent maximum is not going
to last very |.1:|ng. Indeed, T think it's quite possible that,
no matter what tax bracket you're in now, you could
end up paying as much or mone in faxes on any de-
ferred income when you actually withdraw it

But even if income tax rates go down in the fu-
ture—something I find all but inconceivable—the fact
is that all incomne taken out of @ 4070k} plar Is subfect o
income ax. And why pay tax if you don't have to?
Because you don'f have to. As [ explained earlier in this
chapler in the section headed "Surrendering and Bor-
rowing,” you don't have to pay a penny of tax on
money you receive from a life insurance policy if you
use that policy properly. Furthermore, if you put
money into life insurance, then when you die, your
beneficiary gets a death benefil—whereas if you die
with just the money in your 401{k} plan, your benefici-
ary gets nothing more than the money in that plan.

There's another, less obvious difference. Ifyou buy
a life insurance policy with a disability waiver of pre-
mium rider, then If you're disabled for an extended
period of time, you can stop paying premiums for as
long as your digability continues. Meanwhile, your
cash value (and, if you wish, your death benefit) con-
tinues to grow. In comparison, with a 401(k) plan nei-
ther you nor your emplover will make payments to
your plan while you're disabled

Lit's take a close look at dollars and cents. Figure
11.3 shows a breakdown of how a good whole life
policy and a typical 401(k) plan stack up against one
another. We'll use our longtime acquaintance, D, 5u-
ture, as an example, and we'll use his Extra Value
Whole Life 98 policy for our comparison. (See Figure
1.1, p. 162)

Sinee Dr. Suture is a fairly typical American, let's
assume that he'll retire at age 65 and live to be 80. Right
now, though, Dr. Suture is only 35, and he has a choice:
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Figure 11.3 Qualified Plan versus Supplemantal Income Plan (Nongqualiied)—First Comparigon for Dr. Suturs

Gualified Plan® Assumptions: Supplemental Income Flan**
Annual Contribution 7% Investment Return Non-Qualified
35% Tax Bracket Annual Contribution
Gross 6,212 Gross 6,212
Tax =0- Tax 2,174
Net 8,212 Net 4,038
for for
30 Years 30 Years
Total Contribution Total Contribution
Gross 186,360 Gross 186,360
Tax -0- Tax 65,220
Net 188,360 Net 121,140
Retirement Age 65 Retirement Age 65
Account Value Account Value
627.866 462,804
Annual Life Benefit Joint & Survivor Benefit Annual Benefit
Tazahle Taxable Tax Free
Gross 63,067 | Gross 51,730 | Gross 44,579
Tax 22,073 | Tax 18,106 | Tax -0-
Net 40,994 | Net 33,624 | Net 44,579
b e e . s o — — |
Total Benefit Total Benefit Total Benefit
After Tax After Tax Tax Free
| i e T eyt gt |
614,910 504,360 668,685
= - g s W | =

* Tha qualiied plan Is subject 1o anneal admisistiation ooals and & potaniald 15 percent aucise B,
“Tha SIF is based on & curmant dividend caditing rale and incldes a wasvar of prameum disablity benehit
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he can put some of his annual salary into a 401{k) plan,
of he can purchase a good whole life policy

To draw a fair comparison between these two op-
tions, we have to know what kind of a retum Dr. Suure
would eam on the funds in his 401(k) plan and how
miuch income tax he'll have to pay onany earnings that
b doesn’t put into this plan. Let's assume a reasonable
7 percent return on any funds in this plan and a com-
bined federal and state income tax of 35 percent.

Look at the chart in Figure 11.3, which compares
these two plans head to head. We'llstart with the 401(k)
plan, on the left. I've used the term qualified plan here
because that's what the US. government calls 401(k)
plans, as well as Keoghs and most pension and profit-
sharing planz. I've also used this more general term
because the comparison I've set up here applies just as
much to other qualified plans—and to IKAs as well—
as it does to 401(k) plans.® On the right-hand side of
this comparison, we have a supplemental income plan,
the nesw-familiar Extra Value Whole Life 98 policy. This
does not fall under the government's definition of a
qualified plan, so let's call it 2 nongualified plan.

A close look at the numbers tells us that Dr. Subure
has 36,212 of Income to pul aside each yvear until he
retires at age 65, 30 years from noaw. If he were to put
that money inte a 401{k) plan, his total contribution to
the plan after 20 years would be 3186 360, IF the money
in this plan were to earn 7 percent annual interest, then
hiz actual cash accumulabion at age 65 would be
F02T Bhb.

But now let’s look at the right-hand column. 1fthe
doctor were to go with the Extra Value Whale Life
policy instead, things would work out a litfle differ-
ently Firstofall, because he wouldn'tbe deferming that
86,212 of income annually, he'd owe income tax on it
every year. At 35 percent, this means that he’d have
only $4.038 to spend each vear on life insurance. This
is precisely the cost of the annual premium on the Extra
Value Whole Life policy in Figure 11.1. If he buys this
policy, and if it performs as projected, at the end of 30
years he'll still have padd out $186,.360 ($121.140 to the
life insurance company, 565,220 to the federal and state
governments in taxes). His illustrated cash value after
30 years would be $452 854.

So far the 401(k) plan appears to be ahead, $627 866
ko 5462854, But remember, all of the money in the
qualified plan is fully taxable when it's withdrawn,
whereas with some thoughtful planning, Dr. Suture
can use almaost every penny of his life insurance cash
value without paying a penny of tax. And if we reduce
$627 866 by 35 percent, we end up with only 408,113,

But let's say that Dr. Suture decides to put his
maoney into the 401(k) plan. One option he has when
he retires at 65 is to take the $627.866 in a lump sum—

* IR As are not considered qualifisd plans under the federal govern-
ment's definhon.

all of which is subject to income tax as it is with-
drawn—and use it as he pleases, However, few people
are very willing to select this option because they're
afraid they won't be able to manage the money effee.
tively—or, worse, that they'll use up all of it and =411
be alive, well and poor. (Furthermore, in the case of
certain pension plans—though met 401(k) plans—em-
plovers simply won't allow employees to withdraw
the funds from their plans in a Jump sum; they insist
that their emplovees choose from one of the options
that follow.)

The Single-Premium Immediate Annuity

5o what D, Suture could do, as many other people
do at retirement, is use his accumulated funds to pur-
chase an annuity, This would be a single-premium
immediate annuity yielding a life income. [n other
words, Dr, Suture would make a single payment of
$627 866 and, in return, receive a large chunk of cash
each year for the rest of his life, beginning immediately,
regardless of whether he died at 66 or 106.

Look at the bottom left-hand cormer of Figure 11.3.
If the doclor bought an average annuity with his
money, e'd receive 363,067 annually wntil he died.
This money would be fully taxable, and that tax would
comme to $22,073 a year. Thus, D Suture would end up
with 540,994 to spend each year for the remainder of
his lifie. If he lived to his life expectancy of 80, then his
total income from this annuity arrangement, after
taxes, would be 5614,910.

That's pretty good, But let's compare it to the Extra
Value Whole Life plan, using the scenario in Figure
11.1. {Also look at the bottom right-hand comer of
Figure 11.3) Youll recall that by following this strategy,
the doctor can make use of 544,579 from his policy each
year for 15 years. This money it completely trx-free. 5o,
under this scenario, by age 80 Dr. Suture would receive
8668,685. That's over §50,000 more than the 401(k) plan
would provide.

But there’s another element we've overlooked en-
tirely. By adopting the second strategy just described,
Dir. Suture has aler gotten life insurance ion for
45 vears. If he died at any time before his 80th year, his
benaficiary (in this case, Mrs. Suture) would receive a
hefty death benefit. Dapending on when he died, this
woisld be anywhere from $250,000 to almost$1,000,000
(assuming the policy performed according to the illus-
tration}.

The Joint and Survivor Option

Before we maove on, let's consider one other com-
parison, Most people who purchase an annuity opt for
a foint and survivor option, which covers two people



11 / Crealing and Following Your Persovial Froancial Plan 177

{usually a married couple). Under such an arrange-
ment, annuity payments continue until both covered
people have died.

Look at the bottom center of Figure 11.3. If Dr.
Sutureand his wife were to purchase a typical jointand
survivor annuity, they'd receive payments of $51,730a
year. Of this, $33,624 would remain after taxes. If both
of the Sutires wene to live to their life expectancy of B0,
then the total amount of cash they would have cleared
from their annuily would be $504,360.

The: Extra Yalue Whole Life policy far outperforms
either annuity option in this comparison. But to get
some idea of just how mch it outperforms them, ook
at Figure 11.4 (p. 178). Here we'll compare horses to
horses instead of horses to ponies.

The comparisons in Figure 11.4 are based on the
same information and assumptions as those in Figune
11.3, withone exception: In the left and center columns
of Figure 11.4, I've also added in the cost of buying term
insurance-—enough to equal the amount of coverage
l:rm'.-".id.ed to T, Sufure in the Extra Value Whole Life
policy, less the amount of cash in his 401{k) plan.

The cost of buying this insurance is more than just
the term premiums, however, because for every dollar
D Suture earns that he doesn't put into his 401(k) plan,
he has only &5 cents o spend after taxes. This means
that, in order for him o pay the $278 first-year pre-
mium for a typical term policy, he has to earn 3415—
and that"s $428 less that he can put into his 401 (k) plan.
Each vear thereafter, of course, his term premiums get
larger, which means that each year his 401(k) contribu-
tion is smaller than the one he made the year before,

The resulting differences between the qualified
plan and the nongqualified Extra Value Whole Life pol-
iey are dramatic. Look at the bottom half of Figure 11.4.
Omee the cost of paying for term insurance is lakeninto
account, Dr, Subure will have only $294 550 in his 4010k}
plan when he retires, compared with $462,85 in cash
value in his whole life policy. Ifhe purchased an annu-
ity with the money in his qualified plan, the differences
would become more dramatic still. An average life
income annuity would yield the doctor only $19,227 a
year in after-tax dollars, compared with $44.579 in
tax-free cash from the life irsurance policy. And if Dr.
Suture opted for a joint and survivor arrangement for
himself and his wife, the Sutures’ annual after-fax in-
come would be a mere $15,771.

Figure 11.5 {p. 178} provides a year-by-year com-
parison of these two different arrangements—the
401{k) plan plus term insurance versus the Extra Value
Whole Life policy—or the first 30 years, through age
65. In the right-hand quarter of the figure is informa-
tiom on the Life insurance: the annual premiurm (Annwal
Flan Cutlay) of $4,038, the illustrated cash value (Ac-
count Balance) for each year, and the death benefit
{(Survivor Benefit) for each year. The remainder of the
figure shows how D Suture’s funds would need to be

delegated if he were to purchase enough term coverage
to yield an equivalent death benefit and put the re-
mainder of his $6,212 annual ouilay into a 401(k) plan,
Column 5 (Contribution to Side Fund) is the amount
Dr. Suture could put into his qualified plan each year
after paying the term premium, Column 4 [Annual
Term Premium) represents the amount of money the
doctor musk eari, before taxes, in order tobuy sufficient
term coverage. (Remember, for every dollar he gams
that does not go into his qualified plan, only 65 cents
goes toward actually paying his term premiums.)

Column % (Total Death Benefit) represents the total
amount of money that Dr. Suture’s benefidary, his
wife, will receive if he dies prematurely. This amount
equals the total amount of illustrated death benefit
{eolumn 12) provided by the Extra Value Whale Life
policy. Because Mrs. Suturewill inherit all of the money
in her husband’s 401 (k) plan if he dies, Dr. Subure does
not need to buy as much ferm coverage as the Extm
Value Whaole Life plan provides to attain the same level
of death benefit. He needs to purchase only enough
term death benefit to equal the illustrated death benefit
in column 12 minus the amount of money in his quali-
fied plan. The amount of term death benefit he will
need to buy each year is listed in column 8 Column 6
{Side Fund Eamings) indicates the amount of money
the 401{k) pays in inferest each yvear. Column 7 (Side
Fund Balanee) is the total amount of money n D
Suture’s qualified plan. Mote that beginning in year 20 of
this scenario, Hee cost of buying bermn coverage exceeds
$6,212 a year, and the doctor must begin taking money out
of hiz qualified plan in order to make up the difference,

This comparison probably seems graphic enough.
But let's compare the two different strategies in an-
other way, on a feature-by-feature basis. The compari-
son in Figure 11.6 once again demonstrates the clear
superiornty of the life insurance supplemental income
plan over the qualified plan.

Given the choice, which option would vou select?

Istrongly recommend the following basic financial
strategy for almost every salaricd employee: If your
employer provides a reasonable match for contribu-
tions to a 401(k) plan, then each year put in as much
meney as your employer will match, up to your legal
limit. Those matching funds really make your 401(k)
plan worthwhile. Once you've reached the limit of
matching funds, however, steer clear of your 401(k)
plan. Take the rest of the money that you want to pul
toward your future and use it to buy an appropriate
life insurance policy from a first-rale carrier,

The same advice applies to other qualified plans—
Keoghs, most pension and profit-sharing plans, and so
on. A good whole life policy, properly managed, is
almost always your better bet unless some other per-
son o organization is putting money into the plan for
Yo,
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Figura 11.4 Qualified Plan versus Supplemental income Plan (Nonqualifiedy—Second Comparison for Dr. Suture

Qualified Plan® Assumptions: Supplemental Income Plan*
Annual Contribution 7% Investment Return Non-

Minus Cost of Term A5% Tax Bracket Annual Contribution
Gross 6,212 Gross 6,212
Tax -0- Tax 2,174
MNet 8,212 Net 4,038

for for
30 Years 30 Years

Total Contribution Total Contribution

Gross 1B86.360 Gross 186,360
Tax -0- Tax 65,220
Net 186,360 Net 121,140
Retirement Age 65 Retirement Age 656
Account Value Account Value
294 550 462,854
Annual Life Benefit Joint & Survivor Benefit Annual Benefit
Taxable Taxzable Tax Free
Gross 29,581 [ Gross 24,263 | Gross 44,579
Tax 10,354 | Tax 8,492 | Tax -0-
Net 19227 | Net 15,771 | Net 44,579
L e . i e o
Total Beneflt Total Benefit Total Beneflt
After Tax After Tax Tax Free
288,405 236,565 668,685
= =l e | =

* The guakfied plan ks subject to annual administiration costs and a petendsl 15 peroent pacise taa,
“Tha SIP is based on a curranl dividand crediting rabe ard inclides & waver of premium disabilily bencds,
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Figure 11.5 Year-by-Year Companison of 401 (k) Plen Plus Term Inswance versus Extra Valws Whole Life Policy

17
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IRAS them. Only three million actually did—and withintwo

As for IRAs, I'm probably asked about them at
least as often as [ am about 401(k) plans. But while I'm
enthusiastic about 401(k) plans under certain circum-
stances, iF's rare that I meet someone for whom an [RA
makes much financial sense.

An IRA is a reasonably good place to put your
money if you almeady have all the whole life insurance
vou need and if you've already gotlen every maln:hing,
dollar from your employer that you can in a qualified
plan. Otherwise, though, there are far better things to
do with your money. Many of the people | work with
talk about wanting to make an IRA a part of their
financial plan. But when they compare the benefits and
drawbacks of an IRA against those of whole life nsur-
ance, firw of them actually start an [RA.

IRAs have not exactly been a financial success
story. In 1974, when IR As first began, the U.5. govern-
ment predicted that 40 million people would start

years, half of those three million people took money
out of their IRAs and paid a 10 percent premature
distribution penalty. Why? Because they needed the
money badly enough that they were willing to forfeit
that 10 percent.

[RAs have some legitimate (if limited) uses, and
they pay a reasonable rate of interest. But they have
some significant drawbacks. Specifically, if you with-
draw any money from your IRA before you reach the
age of 591, you must pay the following taxes and
penalties:

* The 10 percent federal premature distribution pen-
alty on the withdrawal

* In some states, a state premature distribution pen-
alty as well

* Federal income tax on the withdrawn funds

* In some states, state income tax (and, in some lo-
cales, local income tax as well) on the funds
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Figure 116 Feature-by-Feature Comparison of Cuaified versus Nenqualified SIP Plans

Qualified Non-Qualified
Llan SLEP

Contribution Limit Yes Unlimited
Tax Deferred Yes Yes
Flexible Funding Yes Yes
Flexible Investments Yes Yes
Withdrawals 59 112 Anytime

Or Penalty
Assignable No Yes
Loans The Lesser Of Yes

50,000 Or 50% Of
Vested Interest

Self Completing MNO Yes
At Death
Premium Waived No Yes
If Disabled
Distributions At Taxable Tax-Free
Retirement
Annual Cost of Yes No

Administration
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Why put money into an [RA when you can get so
much more from a good whole life policy from a strong
life insurance carrier? The following optons are avail-
able with a whole life policy:

* You can take money outat any time by surrendering
some or all of your paid-up additions, without a
penalty of any kind.

# You can surrender the base policy at any time and
collect your full cash value, again with no penalty.

* You can borrow against your policy at any timae,
usually at very favorable rates, with no questions
asked

* If you handle your policy properly, you can make
use of every dollar of cash value in it without having
to pay a penny of income (or any other) tax.

* If you die, your beneficiary gets a substantial death
benefil ax-free.

Furthermore, a good high-cash-value palicy from
a strong life insurance carrier will often give you a
higher rate of return over the long run than an IRA; it
will also give you ongping life insurance coverage.
Which would you rather have for the same price: a
smaller sum of money thats subject to tax or a larger
one that you pay no tax on plus life insurance coverage?

If you're thinking about putting $2,000 a year into
an IEA, why not put it into whole life insurance in-
stead? For the vast majority of people, it's a far more
sensible, beneficial and cost-effective choice: You geta
better return on over the long haul, access
to cash without any penalties, big tax advantages and
the protection of life insurance.

CREATIVE CONVERTING

If you own a term policy, the chances are very good
that you will either convert it to some other type of life
insurance or bet it lapse entirely. Less tan 1 percent of all
termn policies actually pay a death benefit. That's right.
Literally 99 percent of all term plans are either con-
verted to some other type of insurance or simply aban-
doned.

Therefore, if you do buy lerm insurance, it pays to
think ahead. Assume that you will convert some or all
of your term coverage to whole life, universal life or a
blend—if not soon, perhaps some vears down the line,
when the term premiums become far more expensive,
or when vour needs and/or finances change. This
mmeans that you should buy term coverage that
is convertible to other forms of life insurance, Tdeally,
your term policy should be from a carrier that will give
you a conversion allowance—a discount toward your
first year's premium on your new insurance—if you
convert your térm plan within the first few years.

But there’s yet another, more creative way to save
money when you convert your berm insurance, You can
actually use your conversion privilege to reduce e cost
of buying additional life insurance.

Let me show you how this works: Suppose you
already own $150,000 of whole life coverage and
$150,000 of term insurance. You bought the coverage
four years ago, when you and your spouse had no
children, so at that fime $300,000 of life insurance was
sufficient. Mow, however, everything’s changed be-
catsse parkier this year you adopted twins Your family
suddenly doubled in size—and so did your need for
life insurance. Your agent has done a policy review and
has suggested that you buy another $300,000 in cover-
age. You've decided that yvou'll buy an additional
$150.000 of whole life insurance and another $150,000
of term.

Mow, you could simply buy beo new policies and
let it go at that, But your agent suggests a better stral-
egy: convert your exishing term fnsurance fo whole Nfe and
By $300,000 of netw term coverage. The resulting mix of
coverage is the same: $300,000 of whole life and
£300,000 of term. But you've gotten two significant
benefits by converting your term insurance creatively.

First, term premiums start out quite low and then
riseé steadily over the years. Because you have gotten
rid of your old term insurance and bought new cover-
age, you are no longer paying the higher premiums of
a four-year-old policy; nstead, youre paying first-year
premiums again. Furthermore, since the premiums on
your old policy would have continued to go up stead-
ily from the fourth-year level, you seve momey on cvery
one of your future term premiims. Oher the life of your
policy, this could amount to a difference of thousands
of dollars. (This presumes that you would qualify for
the same risk raling On your new term coverage that
applied to your old term policy.)

Second, if your original term policy had a conver-
sion allowance that could be applied in the fourth year
of the policy (as many term policies do), you would
receive a reduction in your first-year premium for your
new whole life policy—thus saving you still more
MOmEeY.

You can employ this strategy over and over if you
wish, saving more money each time. For example, let’s
suppose it's five years later. You have another child,
you're living a more comfortable life-style and you
decide you want to build cash for your retirement at a
faster pace. You're thinking about adding another
§200,000 of whole life coverage, as well as another
§100,000 of term insurance. Once again, instead of
simply buying two more policies, you conviert 200,000
of your term coverage to whole life and buy $100,000
in new term insurance. Again, you get the benefits of
paying low first-year premiums on the new term cov-
erage, the security of conversion to whole life without
having to provide any evidence of insurability and,
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perhaps, a discount on your first-year whole life pre-
mium through another conversion allowance,

THE MORTGAGE REDUCTION ALTERNATIVE

Ome excellent option that you may wish to build
into your personal financial plan is a mortgage reduc-
Hon strategy. This is mof what is sometimes called mort-
gage insurance? in which you own a term life
insurance policy with a decreasing death benefit
roughly equal to the amount you pwe on your mort-
gape. Instead, it is a creative and flexible way o use
whole life insurance to pay off your mortgage in less
than 20 years—and at the same time to obtain life
insurance coverage at very little cost.

When most people buy a home, they opt for either
a 15-year or a 30-year . Some home buyers,
however, want more flexibility; they'll take out a 30-
year mortgage, but they 1l arrange it so that if they wish
to (and can afford to), they can pay it off in 15 years and
save a huge amount in interest. They'll be given two
different payment schedules—one for 30 years and an
accelerated payment schedule for 15 years. They'll
then do their best to pay off their mortgage in 15 years
and be done with it.

This flexibility is nice to have, of course. But in
practice, few people have the finandal discipline to
actually make the higher mortgage payments when
they don’t absolutely have to, even though doing so
would cut the length of their mortgage in half and save
them tens of thousands of dollars. Because their only
obligation is to make the smaller monthly payments on
the 30-year mortgage, most people end up making
mortgage payments for the full 30 years.

When it comes to buying a home, then, people
normally consider three options: (1) a 15-year mort-
gage, (2) a 30-year mortgage and (3) a 3-year flexible
mortgage that can be paid off in 15 years by accelerat-
ing the payments. Let me suggest a fourth option,
however: a morigage reduction plan that makes use of
whole life insurance. Here's how it works:

Arrange with a lender for a traditional 30-year
mortgage. But before you sign your name to the mort-
gage, have the lender run a 15-year amortization
schedule for you so you can see what it would cost each
month to pay off the mortgage in 15 years instead of
30, Let"ssay that you want to buy a home that currently
gells for S150,000. (This is roughly what an average
home sold for in the United States in July 1992—

¥ Low decreasing ferm insmrence on p. 84 for mone details on term life
insurance polikies markebed as merigage insurance. These policies
are neither appropriste nor warthwhile for the great majority of
Amaricans.

though in many areas homes are far more expensive.)
At prevailing rates as of July 1992, the manthly pay-
ments for a 30-year mortgage (at 8.25 percent) on this
home will come to $1,127. Monthly payments on a
15-year mortgage (at 7.75 percent) will come o $1,412.
Plan to spend $1,412 a month for both your morlgage and
a good whole Hife insurance poiicy.

Mext, do some simple arithmetic. Figure out the
difference between what your mortgage payments
would have been each month for a 15-year morigage
and what they will be each month for your 30-year
mortgage. In this case, that difference would be 5285 a
month, Plan to put this $285 each monflh into o stromg whole
life plan from an excellent life insurance company. This
should be a policy with high cash values—that is, one
that builds cash quite quickly but that has a compara-
tively low death benefit. For example, if you're paying
$285 a month ($3.420 a year) into your policy, it might
hawve a death benefit of $100,000 to $150,000.

Each month, then, you will make a payment of
$1,127 on your 30-year mortgage, as well as a $245
payment on your whole life policy. Keep up this strat-
egy for the first 15 years. But after the 15th year, moni-
tor your policy carefully every few months. Based on
current assurnptions (as of July 1992) from most strong
carriers, if will take about 16 fo 19 yeers (depending on your
age) for your policy o build up emough cash value to pay off
your morigage entirely. However, you would not pay it
off by surrendering your policy or any of your paid-up
additions, but by borrowing against your cash value.

For a concrete example, we can use our longtime
friend, Dr. Suture, who has just decided to buy a 30-
year mortgage on a $150,000 house. According to a
standard amortization schedule (at B.25 percent) for a
30-year mortgage, after 17 years $107 622 of his mort-
gage would remain.

MNow let's ook back at Figure 11.1 (p. 162), for the
doctor’s Extra Value Whele Life policy. If this policy
performs as projected, its cash value will be 5122900
at the end of its 17th year. This means enough cash
value will be in it after 17 years for him to borrow
$107,622, own his home free and clear and still have
$15,278 in unencumbered cash value left. (If his policy
were to perform a little better or a little worse than in
the illustration, he'd be able to pay off his mortgage
somewhat earlier or somewhat later)

Mow, remember, the doctor has calculated things
from the beginning so that he's spent exactly the same
each month as he would have if he'd taken out a
15-year mortgage. 50 he's spent the same amount of
money each month, but he's spent it for 17 years in-
stead of 15. But what has Dr. Suture gotten for his two
extra years of payments? First, he's paid off his home
in full. Second, he’s gotten 17 full years of life Insurance
coverage. If he had died at any point during those 17
years, his beneficiary (in this case, his wife) would have
received a death benefit of at least $250,000. 1f she
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wished, she coukd then have used a portion of that
death benefit to pay off the rest of the mortga
still have a significant amount of cash left over.

Third, because Dr. Suture wisely purchased a dis-
ability waiver of premium rider on his policy, if he had
become fotally disabled and unable to work, his lite
insurance coverage would have continued automat-
ically. In addition, his cash value and death benefit
would have confinued to grow steadily, without his
Fawing o parya peseny in premiums, for as long as that total
disability continued, This means that the doctor’s
mortgage reduction plan would also continue, un-
changed, at no cost to him. In the event of w fokal disaliliby,
Both his life insurmice and kis morfgage reduction strategy
would ke self-completing.

20 far, this probably sounds pretty gﬂt‘ni Bt L.
Suture could actually have done much better. | used his
Extra Value Whole Life policy because it was a handy
example. But if you were 1o set up a mortgage reduc-
tion plan of your own, you probably wouldn't want or
need an initial $250.000 death benefit. A better choice
would be a policy with higher cash values and lower
death benefits. If Dr. Suture had taken that $265 a
month difference I talked about earlier and put it into
such a policy from an excellent carrier, then (if his
policy performed according to its projections) he'd
have been able to pay off his morigage in even less
time—in only 16 years, perhaps.

Mow let's add one more step to this process. After
17 years, Dz Suture has no more moTlgage payments
to make, thus reducing his monthly expenses enor-
mously. What he should do now is take the amount he
used to spend in house payments each month and use
it to repay the loan against his policy. After ahout 12
years (based on prevaiing interest rates as of [uly 1992), he
will have completely repaid the entire loan, mcluding any
interesl. (The number of years it takes to repay a policy
mortgage loan can vary, depending on the size of the
loan, the size of your repayments and the inberesk rafe
YOU A r_hnrﬂcd. Hinwever, if you were to continue
spending the same amount per month that you spent
an mortgage payments, you'd repay your loan in full,
including any interest, in 7 to 15 years.) Furthermore,
once Dr. Suture's loans have been repaid, his illustrated
cash value will have grown to $422 355. His projected
death benefit will have grown even more—to 5932177,

So by following all the steps of this mortgage re-
duction plan, what will Dr. Suture have accomplished
after about 29 years? First, he'll have a home that's
completely paid for after 17 years—a home that cost
$150,000 when he first moved in and that could be
worth far more now, 29 years later. Second, he'll have
enjoyed 29 years of life insurance protection, with a
death benefit that has grown to over §932,000. Ifhe had
died at any time during those 2% years, his wife would
have received a hefty amount of cash. Third, since all
of his loans will have been repaid, he'll have $422.355

im cash value that he can use to supplement his refire-

ment income—or for any other purpose he wishes.
And that is what makes the mortgage reduction

alternative so very attractive—and so very sensible.

SENDING YOUR KIDS TO COLLEGE

If you have (or are planning to have) children, your
overall financial plan will probably include the cost of
sending them to college. Itmay also include the cost of
sending them to private or parochial school when they
are younger. However, even if you do not plan to pay
the full cost of schooling for your kids, when you're
putting together your finandial plan, it still makes
sense to consider what those costs are likely to be.

In 1992, the average cost of putting one child
through four years of college was well over $60,000. By
the year 2000, if college costs keep rising at the rate of
8 to % peroent a year (which they have been doing for
quite a while), getting a four-year degree will cost over
$115,000. And if you were to become a new parent in
1993, by the time your child turns 18, the costof earning
a bachelor’s degree will have risen to a full $250,000.

And that's only for an undergraduate degree. If
yourchild decides to get an advanced degree, or if you
plan to send him or her o a private elementary and/ or
secondary school as well as to college, the costs zoom
far, far higher. And thaf’s only for one child. If you have
two kids, you'll need to double your estimated educa-
tional expenses; if you have three, you'll need to triple
them.

Avariety of financial aid programs do exist to help
students and their parents pay for college—and, in
sOme cases, private elementary and secondary school,
Grants, loans and other forms of assistance are avail-
able to help make the cost of college more manageable,
espedally if you are middle-class or poor. But the fact
remains that for most families, college will be expen-
sive, even with the contributions of financial aid pro-
grams. Careful financial planning is essential if vou are
to have the resources available to meet your kids'
educational costs.

Ome excellent way to fund your children’s college
educations ig through life insurance. Let me share with
you two benefical strategies:

Strategy #1: Buy a Whole Life Policy on
Yourself after Your Child is Born

This should be a plan that builds cash value rap-
idly or very rapidly. The size of the death benefit de-
pends on your particular needs and circumstances, but
for this strategy | generally suggest a high-cash-value,
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low-death-benefit policy. Your policy should also in-
clude a disability waiver of premium rider.

When vour child goes off to college, continue pay-
ing premiums on your policy. But also beginborrowing
against it to pay vour child’s college costs as they arise,
Don't surrender any of your paid-up additions—just
borrow. This will enable wou to send your child to college
without spending any additional out-of-pocket dollars dur-
ing his or her college years. With proper planning, this
arrangement can use triple-duty dollars to provide
your child with an education under virtually any cir-
cumstances. Consider the following three possibilities:

1. If you are alive and healthy when your child
reaches college age—as you certainly hope and
plan to be—your policy will have amplecash value
to borrow against.

1. If you die before your child reaches college age or
while he or she is attending college, the child {or
the trust you have set up in his or her name) will
receive the full life insurance death berefit, which
will be more than enough to pay all of the college
ERpEnSEE.

3. If you become disabled for a significant length of
time, the disability waiver of premium rider will
allow you to continue your policy in force without
paying premiums. The cash value and death bene-
fit will continue to grow as if you had not become
disabled.

The result is that no matter what happens o you, you
have provided for your child’s college education,

Strategy #2: Buy a Whole Life Policy on
Your Child after Your Child Is Born

If you already own 100 percent whole life or uni-
viersal life coverage on voursell and that coverage pro-
vides all the death benefit you need, there 5 & second
alternative. Soon after your child is bom—or as soon
as your own life insurance needs have been completely
met—buy a whole life policy on wour child from an
excellent, well-managed life insurance company. (You
can set up such an ammangement at any time; but the
older your child is when you buy the policy, the higher
your premiums will need Io be for this strategy to be
effective.) Name yourself as the beneficiary of the pol-
icy. Because the main purpose of the policy is to build
cash rather than to provide a death benefit, buy a policy
with the highest cash value and the lowest legally
permitted death benefit that you can.

When your child sets off for his or her freshman
year as a college student, begin borrowing against that
policy to pay your child’s college costs as they are
incurred. Again, don’t sumrender any paid-up addi-
tions; simply borrow. If you have planned properly

and the policy performs reasonably close to its criginal
projections, then you should be able to do this for four
vears without reaching the policy’s bomrowing limit.

During these four years, continue paying premi-
ums on the policy. This ensures that the cash value in
the policy will continue to grow steadily throughout
your child’s college years—probably by a great deal
more than you are paying in premiums each year.

In both of these strategies, you will have to pay
annual interest on any outstanding loans; bul if you
have planned well, there should be enough cash in the
policy to enable you to borrow the cost of interest each
year, if you like. 5o, after four years, if all goes as
planned, all of the following have taken plage:

* our child has Er.urJ.u.ﬂ.lEd Froarm L‘l:r]IEEE.

* You have managed to pay for yvour childs entire
college education without coming up with a single
extra dollar out of your pocket during his or her
college years.

* You own a life insurance policy with large, steadily
growing cash values, which you can continue to
keep in force on if you prefer, surrender for cash
(along with any paid-up additions) when your child

graduates.

Furthermore, throughout much or all of yeur child's
ik, you have galred a number of benefits as well:

* You have a ready source of cash for opportunities
and emcrgencics.

* You have a source of equity to borrow agaxinst ai
favorable rates, no questions asked.

* You have confinuous life insurance coverage on
your or your child's life,

Furthermore, ir}-w lollowed Strategy #2 and your
child were to die before he or she went tocollege, vou
would receive a death benefit. This would normally be
sufficient to pay most or all of the cost of sending one
of ].Hnurd.:-l:'l'u,.-r child ren Lo :’.'-l:h]JEgE.

And with either strategy, il your child drops out,
graduates in less than four years, decides to get only
an associate’s degree or doesn’t go to college at all,
you've lost nothing. You've still gotten all of the bene-
fits just deacribed, including the steadily growing cash
va]u:}.

DOince your child is no longer in school (or if he or
she chooses not to go to college), you have several
options. You can use the policy to build cash for your
retirement and/or other purposes. You also have the
chivice of either repaying the loans over time o restone
the maximum cath value and death benefit, or letting
the principal remain unpaid and simply paying the
annual interest due. And there's another set of choices:
You can confinue paving premiums out of your poacket,
or you can inslitute a vanishing premium scenario.
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If you have followed Strategy #2 and bought a life
insurance policy on your child, you have yet another
option. When your child graduates, why not give him
or her the policy (including its accumulated—and by
now very rapidly growing—cash value) as a gradu-
ation gift? You can formally transfer ownership of the
policy to your child, and he or she can then make the
future premium payments, each of which will be far
outweighed by the annual increase in cash value. The
child can also, if he or she wishes, choose a new bene-
ficiary.

| also strongly recommend showing your child
how he or she can repay the loans against the policy
owver the vears so that the policy is as useful and valu-
able as possible. Actually sit down with your child and
set up a repayment schedule; if his or her own finances
are limited, you may want to make some of the loan
payments voursell during the first one to five years.

Benefits of Transferring Policy Ownership
to Your Child

If you transfer ownership of a life insurance policy
to your child, you accomplish several things

# vou teach him or her financial responsibility and
somé of the basics of financial planning.

* You give him or her an enormous financial head start
in beginning a career and for a family.

* You provide him or her with a source of equity for
borrowing against in emergencies, or for special
projects or opportunities.

* You provide him or her with life insurance coverage
ata low price. This coverage continues regardless of
your child's health. Furthermore, be or she does not
have to pass a medical exam or answer any health
questions.

* You give your child a vehicle thal aulomatically
builds cash value quickly and steadily—far, far
faster than cash is put into it.

* You provide your child with an in-place, already
functioning program for building cash o buy a
home, start a business, get a graduate degree, put his
or her own kids through college or fund your child's
own eventual retirement. This program has signifi-
cant cash value already built up in it, and it has large
tax advantages.

To transfer the ownership of the policy to your
child, simply speak with your agent. This is a simple
administrative matter and can be handled by fillingout
a short form.* And if you don’t want to transfer own-
ership of the policy (e.g. if you have doubts about your
child's maturity or financial stability), you can hang
onto it yourself. Simply continue making the payments

on your own and enjoy the benefits of the steadily
growing cash value. You can use the policy lo build
cash for your own retiement or for some opportunity
of your cwn. And if your child should die prematurely,
the death benefit (less any oulstanding loans) goes to
you.

USING LIFE INSURANCE FOR
CHARITABLE GIVING

Most of us have at least a handful of causes (o
which we'ne willing to give some of cur hard-eamed
money. But most people don’t have the financial
wherewithal to contribute as much or as often as they'd
like. Furthermore, it can often be difficult to choose
between making a charitable contribution to an organi-
zathon you care about and buying a laxury you and
your family have had your hearts set on for some time.

Ome innovative and very inexpensive solution fo
this dilemma is to make life insurance a key component
of your charitable giving. One of the best—and most
overlooked—features of life insurance is that it can
enable a middle-class individual or family to make a
truly major eontribution to charity without spending
much money, By using life insurance creatively, it is
possible for a typical middle-class person to make a
charitable contribution of a quarter of @ million dollars at
an out-of-pocket cost of only $80 a month,

This may seem next to impossible at first. Rest
assured, however, that not only is it quite possible, but
life insurance companies make a decent profit in the
process. Here's how it all works: Let's suppose that
you've long admired the work of an imaginary organi-
zation, which we'll call the Dearborn Foundation.
You'd gladly give the foundation $250,000 if you had
it to spare, but since your job pays anly 347,000 a year
and you've got a spouse and two kids, you can reason-
ably afford to contribute only between $1,000 and
$2,500 a year.

Mow, yvou can simply send that money straight fo
the foundation each year if you like. But let me suggest
an alternative: Use that same money to pay for a
high-death-benefit, very-low-cash-value whole life
policy—aor, if you want to keep the premiums abso-
lutely as low as possible, a blend. For $2,500 a year or
less {depending on their age, life-style and health),
many people can get a low-cash-value whole life policy
with a $250,000 guaranteed death benefit from a first-

* Ingeneral, you canalways transber ownership ol any life insurarce
pelicy 1o the persen covensd by a policy, o b anyone who has an
inswraiie inderes! in that person. In practice, this means amy imme-
diate relative [mother, son, sisler, ¢fe ), grand parent or grandchild,
guardiar, employer orother person ar organization thal willsufier
a significant emotional or financial loss if the insaured person dies,
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rate carrier; for less than $1,000 a year, they can buy an
inexpensive blended policy with the zame death bene-
fit

You can set up vour policy in either of two ways.
First, you can own the policy yourself, make regular
payments on it and name the Dearborn Foundation as
yourbeneficiary. When you die, the Dearborn Founda-
tHen will get a check for at least $250,000 from your life
insurance company. If you buy a whole life policy or a
level term blend, the death benefit will steadily in-
crease as the years pass. In fact, if you buy a $250,000
whole life policy in your twenties and live to be B0, the
death benefit could easily increase to over $2 million
by the time you pass away. Under this arrangement,
the cost to you each year is limited to your premium
payments, but the ultimate financial benefit to the
charity you've chosen is enormous.

Keep in mind, too, that every dollar of the death
benefit will go straight to the foundation. No one—not
you, and not the charitable organization named as
your beneficiary—ever has to pay a penny of income
or estate tax on it. On top of all this, you own the cash
value in your life insurance policy. You can borrow
against it whenever you wish, And if at any time you
change your mind about making the Dearborn Foun-
dation your beneficiary, simply change it tosome other
organization, person or group.

This probably sounds pretty good. But let me sug-
gest a second scenario, one that further enhances the
power of every charitable dollar you spend. Instead of
owning a policy on yourself and naming the Dearbom
Foundation as your beneficiary, arrange with the foun-
dation—and with your life insurance agent—lor the
foundation to be both the berieficiery and He owmer of the
pelicy. Under this arrangement, the cash value in the
pelicy belongs to the foundation, but you pay the
premiums. But you don’t just mail those premiums to
the life insurance company. Instead, vouw make regielar
gifts to the foundation that are equal to the cost of the
pelicy premiums. The foundation, in furn, uses your
gifts to pay those premiums.

For example, suppose you decide to spend 51,000
a year on a $250,000 level term blend. You arrange with
the Dearborn Foundation that it will own the policy, be
ﬂﬂ'bﬂi&ﬁﬂﬂf}" of the pu]p:],r and be formally responsi-
ble for paying the pmmmms on it. Each year, shortly
before the annual premium is due, you make a gift of
$1,000 to the foundation. The foundation then takes
this $1,000 gift and pays the annual premium with it.
This arrangement encbles you fo take o 31,000 tax deduchion
for a charitable contribution every year. When you die, the
foundation gets the full death benefit of at least
$250.000. The older you are when you die, the more
money the foundation meceives.

These two scenarios make it possible even for pec-
ple of modest means to make a major financial contri-
bution to any cause they believe in. But note that the

strategies for charitable giving just described are fro
quently not as effective with term policies as they are
with other forms of life insurance. Why? Because, ag
you'll recall, term plans have no value until you die. At
the same time, however, they get steadily more expen.
sive as you get older. This means that if you make your
favorite charity the beneficiary of your term policy, you
may end up canceling your policy before you die be-
cause the premiums have become prohibitively expen-
sive, If you do this, the charity gets nothing.

OTHER FINANCIAL PLANNING TIPS

Here are some other things to consider when de-
veloping a financial plan that includes like insurance.

Dollar Cost Averaging

One essential consideration for any finandial plan
is keeping up with inflation. Perhaps the best way to
offset inflation—and to keep pace with any growth in
your income or monthly expenses—is to doller cost
nverage your life insurance premium cutlay. This sim-
ply means to put a certain fixed percentage of your
income into life insurance, [ usually recommend 10 to
15 percent, but this can vary widely, depending on
your specific needs, goals and circumstances.

For example, let’s say that five years ago you
bought your first life insurance policy, a $250,000
whole life plan. Back then you were making 535,000 a
year, Today, though, you’re making $57,000 a year. And
in the past five years, both your cash value and your
death benefit have grown significantly. But during that
same time, the value of the dollar has also shrunk
because of inflation. While you have exactly the same
mumber of dollars in cash value and death benefit that
your initial policy illustration predicted, the sperding
powwer of each of those dollars is smaller than it was five
vears ago. The best way to adjust for this is to purchase
additional coverage—in this case, perhaps another
£100,000 worth of whaole life insurance.

If you own a universal life or universal term policy,
you also have the option of adjusting for inflation by
simply increasing the death benefit of the policy (and,
i the case of a universal life plan, increasing your cash
value as well). This will cause your premiums ko go up,
of course.

Whenever you wish to add to or increase your
COVErage, you may need to provide evidence of insur-
ability. This means passing a medical exam, providing
satisfactory answers to a series of health queslions, or
both. Howewer, if you have purchased a gueranfesd
imcremse opl ion as part of your policy, you have the right
to increase your coverage aufomatically at certain speci-
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fied imes, without providing evidence of insurability.
You do, of course, still have to pay larger premiums for
the increased coverage. (See p. B8 for details on this
important and very useful feature.)

Flattening Your Tax

Most people lose sight of the tax implications of
their investments, For example, let’s say you've got
$20,000 in a mutual fund, and last year that fund paid
you 9 percent interest on your money. You may think
that you've made §1,800, but you really haven’t, be-
cause your earnings from that investment are subject fo
federal (and, in moest cases, stale) incomne lax. The tax you
pa}runmalﬁul;ﬂﬂﬁ:}fm::mﬂt isn’t really income; it's just
money that passes through your hands on its way to
the state and federal governments. So your 9 percen!
inberest, after tax, might actually be 7 percent inferest,

Furthermaore, with most investments, you must pay
tax on interest as if iz earned, even if you don’t spend the
money you've made. In the previous example, you
may now have $21,800 instead of $20,000 in your mu-
tual fund, but by April 15 you have to pay tax on that
§1800—and, unless you withdraw money from the
fund to pay that tax, you’ll have to pay it out of your
pocket. In other words, you may have fe spend money oul
of your pockef whiert you pake maongy from your tnvesbment
Earning that 9 percent interest that you plan to spend
in the future costs you hard cash new.

What's worse, this happens every year, And the
longer you let the assets in most investments acoumu-
late, the more tax you must pay. Each year your income
tax bill gets bigger—and if you're like plenty of other
prople, each year you pay that ever-increasing tax bill
out of your pockel. Let me put it bluntly: When you
leave maney in the bank or in an investment to accu-
mulate interest, you're not only compounding the in-
terest, you're compounding the lax as well.

Life insurance provides an exceflent solution to
this problem. Instead of compounding your income tax
every year, why not consider flattening the tax? II
you're getting a good rate of return on an investment

or in the bank, go ahead and leave the principal there.
But each year, instead of leaving the interest untouched
and compounding the tax on it, fake out that interest.
Use part of it to pay the tax that's due, and put the rest
into a tax-sheltered vehicle: whole life insurance from
a first-rate carrier.

What are the benefits of this strategy? First, you
reduce the amount of fax you must pay the state and
federal governments because you've taken it out of a
fully taxable investment and put it into a cash accumu-
lation vehicle that has distinct tax advantages. (Re-
member that if your policy is properly managed, you
can make use of every dollar of cash value in it without
paying a penny of tax.) Second, you've put your money
into a vehicle that should yield excellent cash accumu-
lation over the long term. And thind, you've got the
benefit of life insurance coverage, which provides your
bensficiary with a sizable death benefit when you die.

Why not make use of this iriple advantage? And,
for heaven'ssake, why pay any more tax than you hawe
to?

Disability Coverage

A disability policy pays vou a steady, monthly sum
of cash if you become disabled and unable to work.
Most individuals and families need disability insur-
ance just a8 much as they need life insurance coverage.

The purpese of disability insurance is to provide
you and your fammily with financial support in the
event of a zerious and prolonged injury, illness or other
health problem. In many cases, disability insurance has
made the difference between financial stability and
financial distress—or even financial ruin,

A detailed discussion of disability insurance is be-
yond the scopeof this book. However, the vast majority
of life insurance agents also sell disability coverage. It
may be very important (if not crucial) that disability
coverage be included as a part of your overall financial
plan. Talk to your agent about disability insurance and
ask if he or she honestly feels that it is necessary or
appropriate for you.



