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Life Insurance FAQ: Who, What, Why, When and How Much?

We can’t predict exactly when life will throw us an unexpected curveball, but we can at least prepare ahead of time, so when something unforeseen inevitably happens, we’re in a solid position to handle it.

It’s in preparing for the unexpected where life insurance plays a key role. For people who want financial protection for their spouse and/or their children if they die, for those who want a family business to continue when they’re gone or who want to leave a legacy to heirs or to a favorite charitable cause, few tools offer as much versatility or as much financial leverage as life insurance.

Are you a good candidate for life insurance? Use the following FAQ to help answer that question, then consult a financial or insurance professional to explore your options.

What is life insurance? Life insurance is a contract that binds an insurance company to pay a death benefit to the beneficiary (or beneficiaries) specified in the contract upon the death of the person or people insured by the contract. The insured person essentially purchases and maintains that coverage by paying premiums to the insurance company. Upon that person’s death, the death benefit typically passes tax-free to the beneficiaries named in the policy.

Who is a good candidate for life insurance? If there’s a person or people in your life who will suffer financially as a result of your dying — a spouse, a child, or even a business partner — you are a strong candidate for some type of life insurance policy, according to Mark Beaver, a Certified Financial Planner™ at Keeler & Nadler in Dublin, Ohio. The death benefit becomes a funding source to replace the insured person’s income, to cover expenses and to address other financial needs going forward. 

Besides providing financial protection to family members, life insurance also can be used in a business context. For example, a partner in a business can use proceeds from a life insurance policy to hire a replacement if another partners dies, or to purchase that partner’s share of the business.

Why invest in life insurance? “The purpose of life insurance is really to protect the loss of future income for your family or anyone reliant on that income,” Beaver explains. 
Life insurance is simply one of the most versatile tools available to help a person plan for the unexpected. It functions as an income-replacement tool, whereby beneficiaries (such as a spouse) can use the death benefit to fill the income void left by the deceased policy owner. The death benefit also can be used by beneficiaries to cover a wide range of expenses, including funeral costs, outstanding debts like credit card balances and a home mortgage. Those funds also can be used to fund retirement savings, a child’s education, the continuation of a family business, and more.

One reason life insurance holds broad appeal is it affords people access to leveraged dollars, whereby the death benefit typically is many times what the policyholder paid in premiums on the policy. For example, a policy with a death benefit of $500,000 might require a premium payment of less than $1,000 a year. 

Tax efficiency also makes life insurance appealing. The proceeds from a life insurance policy generally pass tax-free to beneficiaries upon the death of the insured. 

Life insurance can also be a valuable estate-planning tool. For people whose estates include illiquid assets such as a business or real estate, heirs can use the proceeds from a life insurance policy to pay estate taxes instead of having to sell the business or real estate holdings for that purpose. Life insurance also can be a useful estate equalization tool, where the proceeds from a policy make it possible to divide an estate more equitably among several adult children, for example, instead of otherwise trying to find an equitable way to divide an illiquid asset such as a business or real estate among those children.

When is a good time to purchase life insurance? “Your greatest need for life insurance is in your earning years, and especially during your working years, when your income is helping to support a family,” says Beaver.
What kind of life insurance policy makes the most sense? Life insurance products fall into two general categories: (1) term insurance, which covers a person for specified period of time (term), such as 20 years and pays a death benefit only if the insured dies during that term; and (2) permanent insurance, which provides lifelong coverage to the insured. Whole life, universal life and variable universal life are all forms of permanent insurance.

Term life is “clearly the most affordable option out there,” says Beaver, and thus the best fit for a majority of people who need life insurance. “A permanent policy can cost upwards of ten times the amount of a term policy,” he notes.“This means someone may not even be able to afford an adequate level of coverage.”

Still, he adds, there are certain more complex situations where a permanent policy makes the most sense, such as to access riders that provide an added level of protection from risks such as critical illness or a long-term care need. A Certified Financial Planner™ or insurance agent can help match people to the type of life insurance to which they’re best suited. To find a CFP™ near you, search the Financial Planning Association’s national database of personal finance experts at www.PlannerSearch.org,

How much life insurance coverage is the right amount? The amount of life insurance you purchase — essentially the death benefit amount — depends on a wide range of factors, among them the insured person’s age, their current and projected earnings, current and projected household expenses, saving needs and goals (for retirement, a child’s education, etc.), the amount of premium payments they can afford, and more. To get a rough idea of how much coverage you may need, check out the Life Happens organization’s online calculator at www.lifehappens.org/insurance-overview/life-insurance/calculate-your-needs/. Then turn to an expert to walk you through the process of evaluating your options and purchasing a policy — and do it sooner rather than later, because you just never know.
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