© A well-designed permanent
life insurance policy can provide
clients with additional confi-
dence and peace of mind.

By JohnMcWilliams

ince the start of 2022, we've

seen rampant volatility in mar-

kets and an overall decline of

more than 12% in the S&P 500.

Although this situation high-

lights the potential impact of
sequence-of-returns risk, I'm still not sure
that it receives enough attention.

Sequence-of-returns risk refers to the
possibility of a steep market downturn
when a person is either early in retirement
or on the verge of retiring — and this risk
can cause lasting damage to the value of
an investment portfolio.

Withdrawing money to cover living
expenses when a portfolio is significant-
ly down might mean it won't adequately
recover even after markets rebound. So,
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retirees who rely on consistent returns
over time could be forced to reduce their
standard of living or take greater invest-
ment risks as they attempt to make up
lost ground.

However, one option that can effec-
tively hedge against sequence-of-returns
risk — and enable advisors to provide
their clients with additional confidence
and peace of mind — is a well-designed
permanent life insurance policy. Using
the permanent life insurance policy to
supplement retirement needs, especially
in down markets, can prove to be bene-
ficial in meeting a client’s needs. In addi-
tion, because the monies taken from the
life insurance are tax-free, the client can
withdraw less than they would need to
withdraw from traditional investments
or even a qualified plan.

Policy provisions

Part of the reason why sequence-of-returns
risk can be so concerning is its unpredict-
ability. Although the occasional significant

downturn is inevitable due to the cyclical
nature of markets, it's nearly impossible to
forecast exactly when one will occur.

That’s why having an instrument such
as permanent life insurance can be ap-
pealing and reassuring. But it doesnt fit
every situation and shouldn’t be thought
of as an investment. Instead of buying
life insurance only to offset investment
risks, there should be a specific need for
the death benefit. LIMRA studies have
shown that as many as 46% of Americans
have put off purchasing the life insurance
coverage they know they need.

Permanent life insurance policies have
a cash-value component that can be max-
imized through overfunding, and this is
where the compounding and tax advan-
tages come into play. The key is to design
the policy to avoid the current Modified
Endowment Contract Rules per Tax Code
Section 7702 and, effective January 2022,
these limits were lessened.

To fully leverage the potential of a per-
manent policy, it pays to start early. If a
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person begins thinking in their mid-60s
about trying to manage sequence-of-re-
turns risk, the opportunity may have been
lost. But if someone buys a policy in their
early to mid-40s, it could accumulate
enough cash value to be used for this pur-
pose and provide a substantial and effec-
tive death benefit as well.

Keep in mind that the majority of the
policy’s costs are taken in the first seven
to 10 years of a permanent policy. These
include components such as the acqui-
sition cost, taxes and mortality charges.

tax-deferred, along with the ability to pull
it out on a tax-free basis. But there are two
major benefits on the life insurance side.

First, if the person dies prematurely,
their retirement plan can be fully funded
through a tax-free life insurance policy.
With a Roth IRA, you might have a goal to
reach $500,000 and a plan to get there in
15 years. But if you happen to die in year
five, you unfortunately wouldnt reach
that goal. Whereas with a permanent
policy, there could be a $500,000 death
benefit for your family.

Sequence-of-returns risk, or
sequence risk, is the risk that
an investor will experience
negative portfolio returns
very late in their working
lives or early in retirement,
Seqguence-of-returns risk is

a significant threat because
retirees have little time to-
make up for losses that

are compounded by the
simultaneous drawdown of
their retirement assets.

However, once the “breakeven point” is
reached after about a decade, compound-
ing growth starts to kick in. Additionally,
it’s critical to build in protections and
management tools to avoid the negative
ramifications of a policy lapse.

Lack of awareness

I find that investors tend to lack aware-
ness of sequence-of-returns risk, and even
advisors may not fully realize the key role
permanent insurance can play in combat-
ing it. Although it’s common to hear about
tax-now, tax-later and tax-free as the three
main categories of investment vehicles for
retirement, I believe many advisors focus
primarily on the tax-now aspect.

They might also help manage the
tax-later component because their clients
are involved with company retirement
plans such as 401(k)s and other qualified
plans. But few advisors talk much about
the tax-free element — and when they do,
it’s usually in reference to Roth IRAs.

Roth IRAs are great opportunities
for clients; however, life insurance at its
core has the same basic characteristics
of a Roth IRA: after-tax money growing

Second, unlike Roth IRAs, life in-
surance doesn’t have significant limits
based on income. You could potentially
put $1 million a year in a policy if you
qualified for the corresponding death
benefit amount. So I believe that diver-
sification of asset classes and taxable in-
come in retirement are key concepts that
advisors could discuss more.

Economic downturn

Before last year, many financial advisors
who are currently practicing had never
seen a down market. It was much easier
to be successful in the previous decade-
long bull market because no matter what
an advisor did, their clients would likely
see significant portfolio gains. The cur-
rent economic downturn has spawned
a greater interest in permanent policies,
partly because advisors now realize they
must conduct more significant planning
to help clients reach their financial and
retirement goals.

Additionally, in an environment where
it's now harder to show clients the results
they want to see, advisors face greater
pressure to employ a holistic, personalized

approach or risk losing those clients to
competitors. Advisors who are fiduciaries
must also respect the legal obligation to
look out for a client’s best interest.

Under the circumstances, advisors
should consider incorporating elements
into financial planning that they perhaps
didn't think about when the market was
constantly going up. In some cases, per-
manent life insurance could be an im-
portant piece of that puzzle.

At the end of the day, a permanent
life insurance policy is an economic in-
strument that can offer instant, tax-free
liquidity to families and businesses at a
relatively low cost.

The internal rate of return for a perma-
nent policy at life expectancy generally
ranges from 4% to 6%. That’s a reason-
able price to pay for providing a family
or business with an amount of money
that can solve many potential problems.
Combined with the cash accumulation
aspect, a properly structured permanent
life insurance policy is an instrument that
should be considered for most clients’
overall financial plans,

Keep in mind that the policy must fit
and make sense. There’s also the under-
writing component that dictates what the
IRR is. If someone is healthy enough to
qualify for a preferred rate, the potential
death benefits of permanent insurance
are greater than if the person only qual-
ifies for a standard or substandard rate.
Ironically, for a permanent life policy
with a focus on accumulating cash val-
ue, underwriting is less impactful on the
long-term growth.

These are all important discussions to
have with clients as advisors consider how
a permanent policy can help hedge against
sequence-of-returns risk while providing
life insurance for their loved ones. @




