
86 PRACTICAL NEUROLOGY JULY/AUGUST 2018

FINANCIAL PLANNER

It is common to consider refi-
nancing mortgages and any 
other type of loan when inter-
est rates fall. This decision is 
typically based on reviewing 
long-term savings potential ver-

sus refinancing costs. Many people, including physicians, 
do not realize it is possible to apply a similar cost-reduc-
tion and wealth-enhancement strategy with another com-
monly held long-term asset: permanent, also called cash 
value, life insurance. Not only is this possible, it is valuable 
to review such life insurance in the same manner typically 
done with mortgages.

Tax Advantages Are a Common Denominator
What life insurance and real estate have in common are 

taxes. Under the new tax code, both real estate and cash 
value life insurance remain tax-advantaged assets, which is 
advantageous compared to recent decades. Depreciation 
can be written off on business real estate. Interest pay-
ments on home mortgages can be deducted within limits, 
and up to a $500,000 capital gain exemption can be made 
on the sale of a primary home. Cash value life insurance 
allows for tax-deferred growth of gains within the policy, 
and the death benefits are generally paid to beneficiaries 
with no income tax due.

Both real estate and cash value life insurance also have 
a powerful tax benefit that few other assets are afforded: 
the ability to move from one piece of real estate or life 
insurance policy to another using a tax-free like-kind 
exchange. For real estate, these exchanges are controlled 
under tax code 1031; for life insurance, tax code 1035 
applies. This shared tax benefit plays a role reducing long-
term costs. A 1035 exchange permits moving from an 
existing policy to another one—perhaps to lower costs or 
reap better distributions—without realizing built-in gains 
within the policy or incurring any taxes or tax penalties.

Life Insurance and Real Estate Both Have  
Variable Costs

Both real estate and cash value insurance have ongoing 
expenses (eg, interest cost of a mortgage for real estate 
or mortality cost of insurance [COI] for life insurance). 
Because these expenses accrue, it is important to monitor 
them to be in an advantageous position should condi-
tions change.

When interest rates fall below the rate for a current 
mortgage, refinancing is advantageous as long as the cost 
of closing is lower than the amount that will be saved. 
In some ways, the strategy is similar for cash value life 
insurance. It is possible to exchange an existing policy for 
a new one with lower costs and better net withdrawals. 
Although this is a relatively simple analysis, it is helpful to 
understand the following nuances. 

How and When to Exchange a Life Insurance 
Policy

Unlike a mortgage, an existing cash value life insurance 
policy is not refinanced; it is exchanged for a new one, 
using the 1035 exchange provision. This usually requires 
new underwriting, which is important, because just as it 
does not make sense to refinance a mortgage if closing 
costs are higher than expected interest savings, it does not 
make sense to exchange an existing policy for a new one if 
the underwriting costs are higher than the financial return 
expected. If health of the insured person has diminished, 
the costs of the new policy will likely exceed the costs of 
the existing policy.

With the help of a knowledgeable advisor, it is pos-
sible to determine these factors in advance and model 
the numbers so all needed information is available before 
making an exchange. On the other hand, if the insured 
person has maintained a healthy lifestyle and remains in 
good health, there may be further financial incentive to 
exchange the policy.

Reducing Life 
Insurance Costs
It can be as good to “refinance” life insurance as it is to refinance a mortgage.
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Cost-Related Reasons to Exchange a Policy
Industry-wide cost of insurance reductions.  Because peo-

ple are living longer today, COIs have been lowered across 
the industry. This creates lower insurance costs, which 
in turn, create better policy performance. If a policy was 
opened over 10 years ago, exchanging into a new policy 
with updated COIs alone can yield greater cash value 
growth and distributions in future years. 

Maintenance of health.  When the insured person who 
had a top rating when a policy was opened is still in good 
health, that person may have the most to gain from a 
1035 exchange because of how insurance policies are 
priced. When the policy was initially opened, the insur-
ance carrier could not have more than a snapshot of 
the insured person’s health, and also has no idea of the 
insured person’s lifestyle or health since policy issuance.

With limited information and potentially millions of 
dollars on the line, the carrier’s internal cost accounting 
gradually diminishes the value of a preferred or super-pre-
ferred rating. After all, how would a carrier know if some-
one started smoking or gained significant weight? Because 
of this, if it is possible to qualify again for a top underwrit-
ing rating, exchanging into a new policy can provide sig-
nificant gains by reviving a lower COI structure, and cash 
values and distributions could benefit significantly.

Cost structure variances among companies.  Separate 
from specific COI expenses, insurance carriers vary in 
overall product pricing structures, even within top-tier 
companies. Because some carriers’ products are known 

for being more expensive in cost structures, exchanging 
from one carrier to another can produce long-term cost 
savings. 

Policies with lower access costs.  The most important 
access cost is the net loan rate an insurance carrier will 
charge for borrowing from your cash value. Beyond the 
basis, which is what is paid over the years in premiums, 
most policyholders will want to borrow additional cash 
value against death benefits to access cash value while 
still living. This is what makes access to these amounts 
tax-free. Thus, the loan rate your carrier charges is signifi-
cant–and unfortunately, often hidden by unscrupulous 
agents selling high-loan-rate policies. Part of the strategy 
for owning a cash value policy is to have access to the 
cash value, perhaps in retirement. It is exactly this reason 
that the authors of this article own such policies and why 
access costs are just as important as accumulation costs.

Moving to mutual companies.  Some policy-owners 
exchange policies to those issued by mutual insurance 
companies, which are companies owned by the policy 
holders. The rationale is that policyholders are more likely 
to reap the benefit of future COI reductions or avoid 
future loan-rate increases as owners of the company 
versus owners of policies issued by stock insurance com-
panies where such savings may just mean more profits 
for shareholders. For a long-term asset-like life insurance, 
eliminating the conflict between shareholders and policy 
owners can be a wise decision.

Danielle purchased a whole life policy at age 40 from a 
large well-known carrier, and she is now 52. Although the 
carrier is reputable with a strong whole life product, it is 
also known to have relatively high expense charges. Danielle 
was super-preferred when she purchased the policy and has 
maintained good health. She wanted to see how her whole 
life policy would compare with a different policy type, per-
haps one with more upside on the investments and lower 
cost structures, taking advantage of COIs and perhaps a dif-
ferent company’s product.

We modeled several scenarios for Danielle. We found 
that, if she were to 1035 exchange her whole life policy to 
a universal life policy with another top-rated company, she 
would enjoy significantly improved performance. Although 
insurance carriers do not publish their COIs for whole life 
products, knowledgeable advisors can examine head-to-head 
performance numbers with identical ages, underwriting clas-
sifications, and assumed rates of return to see how the dif-

ference in distributions from the policy are affected, thereby 
comparing their underlying cost structures. For Danielle, age 
52 with preferred risk, assuming a 5.85% rate of return for each 
policy, the results are quite dramatic. The distributions in her 
current whole life policy are projected to be $53,696 annually 
for 20 years starting at age 65. With the same assumptions, 
the distributions from the new universal life policy would be 
$98,476 annually for 20 years starting at age 65. This is nearly 
$45,000 of annual improvement—or nearly $900,000 
of increased distributions over 20 years!

This dramatic improvement is due to the factors dis-
cussed above: 

1. likely improved COIs moving from the whole life 
product to the universal product (we don’t use exact 
numbers here because, per above, COIs for whole life 
products are not published) and 

2. the improved costs of accessing the cash values in the 
universal life policy versus the whole life policy.

CASE STUDY: Doctor Danielle Improves Performance With Policy Exchange
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Performance-Related Reasons to Exchange a Policy
In addition to lowering costs, many life insurance poli-

cy owners consider exchanging policies because of invest-
ment performance.

Taking advantage of new product features.  Just as the 
functionality and choice of cell phones has increased 
in the last 10 to 15 years, so has the functionality and 
choice of available life insurance policies. Policy elements 
such as return multipliers, index participation rates, long-
term care riders, and benefit distribution riders are new 
to the industry over the past few years and can be benefi-
cial for the right client. If the underwriting rating has not 
changed, these factors alone may be attractive enough to 
justify a 1035 exchange.

Moving from a bond-based whole life policy to one with 
some stock market exposure.  Over the last decade, bonds 
and other investments based on interest rates have 
underperformed versus expectations. This is because the 
federal funds rate has been close to 0 from 2009-2016. 
A whole life insurance policy with growth based on an 
insurance company’s dividend have underperformed 
for the same reason—insurance companies’ portfolios 
are heavily bond-based, and so their dividend rates have 
declined steadily over the same period. Although rates 
have climbed a bit recently, it may be a while before they 
rise enough to see whole life policies return to what they 
yielded before 2009.

For many people looking for a decade or more of 
future growth, exchanging to a product type that pro-
vides more potential growth than a whole life bond-
based product may make sense. A description of these 
types of products is beyond the scope of this article but 
will be covered in the future.

Conclusion
Anyone who owns cash value life insurance should 

at least explore an exchange to a more efficient policy 
to determine if it would be more beneficial in the long 
run. Nearly everyone reviews their mortgages and con-
templates refinancing; a life insurance policy exchange is 
similar and may work just as well. We encourage you to 
examine your options. n
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in which OJM maintains clients. OJM may only transact 
business in those states in which it is registered, or qualifies 
for an exemption or exclusion from registration require-
ments. For information pertaining to the registration status 
of OJM, please contact OJM or refer to the Investment 
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For additional information about OJM, including fees and 
services, send for our disclosure brochure as set forth on 
Form ADV using the contact information herein. Please 
read the disclosure statement carefully before you invest or 
send money.

This article contains general information that is not suitable 
for everyone. The information contained herein should not 
be construed as personalized legal or tax advice. There is 
no guarantee that the views and opinions expressed in this 
article will be appropriate for your particular circumstances. 
Tax law changes frequently; accordingly, information 
presented herein is subject to change without notice. You 
should seek professional tax and legal advice before imple-
menting any strategy discussed herein.
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