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Inquire directly with Carlos Lara 615-482-1793, 
or Robert P. Murphy 212-748-9095, 

or e-mail us at info@usatrustonline.com
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• Demystifies Fractional Reserve Banking     
• Learn how you can personally secede from 
our crumbling monetary regime and improve 
your financial future.  
• Sound economic reasoning with a sound 
private strategy to direct the individual 
toward the escape exit.  
• Learn the warning signs of a coming crash 
and the steps you need to take to avoid them.
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“It is the masses that determine the course of history, but its initial movement
must start with the individual.”

- How privatized banking Really Works

We are not the first to wonder why it is that individuals with intense opinions about society generally 
fall into one of two camps. There are those that are inclined toward liberty—freedom to live his or her life 
in any peaceful way. And there are those who are inclined to rule—allowing others to live their lives only as 
another authorizes. Once angled to either one or the other of these directions it is rare to see them alter their 
course, they remain this way for life.

The French economist, Frederic Bastiat (1850), referred to this ruling class as “organizers of humanity.”   
He too wondered and asked, “If the natural tendencies of mankind are so bad that it is not safe to allow people to 
be free, how is it that the tendencies of these organizers are always good? Do not the legislators and their appointed 
agents also belong to the human race? Or do they believe that they themselves are made of a finer clay than the rest 
of mankind?”  

Apparently, they do.  But, we have plenty of evidence that demonstrates that those who try to engineer 
society contrary to human nature invariably fail in their attempts. The collapse of the Soviet Union is one 
such glaring example and reminder. Here in the United States, history is replete with failed central planning 
experiments of one kind or another. Whether it’s the war on poverty or the war on drugs, state engineered 
education or healthcare, the cost to society in money and ruined lives is far greater than if the government 
had done nothing. 

What we must realize is that those who ultimately submit to human masters give up part of their value 
of living and spend the greater part of their life demanding that others accept the same masters. The great 
value of being inclined toward liberty is that it helps keep us from falling prey to those who attempt to push 
us in their direction and from the ones who claim authority over our lives.

Freedom does not require the conversion of others in order to win. Freedom is won when you accept 
the idea that you are the master of your own life—subordinate to no one and no one is subordinate to you. 
Freedom is a state of mind. There will always be those who claim to have you under their rule, but if you are 
one who is inclined toward liberty your heart and mind will always tell you it is not so.

Yours truly,

Carlos and Bob

lara-Murphy report
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When Is It Time To Panic? One of the things that “responsible” commentators will 
often say, regarding the massive bond purchases of Ben Bernanke, is that he is just 
doing what he can to stimulate the economy. But, these apologists will continue, if 
the Fed ever began to “monetize the debt,” then it would be time to worry. Well, last 
year the Federal Reserve absorbed fully 61 percent (!) of the net debt issued by the 
Treasury. In other words, when it comes to financing Uncle Sam’s massive deficits, the 
job is increasingly up to Big Ben. For another scary statistic, in 2009 foreign purchasers 
bought U.S. debt equal to 6 percent of GDP. That figure has since fallen to about 0.9 
percent of GDP. At what point will the average investor realize, “Oh my gosh! The Fed 
has been monetizing the government’s debt!” ?

Z
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Is There A Dislike Button? Facebook co-founder Eduardo Saverin relinquished his 
U.S. citizenship in September 2011 to become a permanent resident of Singapore, 
which has no capital gains taxes. The move was likely financial, because he took the 
action just before Facebook announced its intentions for an IPO (which occurred this 
month). As 4% owner of the social networking behemoth, Saverin’s move saved him 
tens of millions of dollars in U.S. taxes. In response, Senators Chuck Schumer and Bob 
Casey unveiled the “Ex-PATRIOT Act,” which stands for the “Expatriation Prevention 
by Abolishing Tax-Related Incentives for Offshore Tenancy.” The logic of the bill is 
worse than the acronym. Their proposal would impose a mandatory 30 percent capital 
gains tax on anybody who renounces his or her U.S. citizenship, and would bar such 
people from ever reentering the United States. Don’t misunderstand—the bill wouldn’t 
bar them from reapplying for citizenship. No, it would bar them from ever setting foot 
on U.S. soil again. One would think that government officials might pause if their 
confiscatory tax apparatus is actually causing people to flee the country. Instead, they up 
the ante and levy ever more intricate punishments on those who have the gall to think 
U.S. politicians don’t deserve more of their money.

Identifying the Problem

This Kid Is Fractionally Right. There is an interesting speech making the rounds on 
the Internet, shown in a YouTube clip called “Corrupt Canadian Banking System.” 
The short video, which currently has some 123,000 views, is of a 12-year-old girl 
complaining to a large group of Canadian business leaders that their financial system 
is enslaved to corrupt bankers. Like many, the girl intuitively recognizes that there 
is something rotten at work when the (Canadian) government borrows money that 
bankers create out of thin air, then tax Canadian workers to make interest payments on 
that debt. For more on this whole sordid scheme, of course we point you to our book 
How Privatized Banking Really Works. The problem is that the girl offers an even worse 
solution. Rather than returning money and banking back to the market, she wants the 
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The Eurozone Crisis. The situation is Europe is so bad that even we don’t dare joke 
about it. Investors are pulling their funds out of Greek banks, for fear that their euro-
denominated accounts will suddenly be converted to drachmas. There are also signs of 
a run on Spanish banks, with private accounts down about 5% over the last quarter. 
Long-time readers of the LMR know that we have said, at each successive bailout, that 
it was a stop-gap measure and would only buy a few months’ breathing room. Massive 
money printing and government deficits got Europe into this mess, and continued 
inflation and government spending won’t get them out of it. 

E
urope In Flam

es

No, Virginia, Europe Doesn’t Have A Gold Standard. Last month we warned about 
the Keynesian spin on the European catastrophe, blaming its woes on fiscal “austerity.” 
The only problem is, spending in France and the UK was never cut, and even among 
the most “savage” budget slashers (such as Greece and Ireland), spending is at best 
about at pre-crisis levels. In other words, at best some of the countries removed the 
“medicine” that the Keynesians recommended when the world went into recession. 
There is also another argument floating around, namely that Europe is currently 
suffering from a “gold standard” (!). The idea is that Greece (for example) has its hands 
tied because it can’t print more of its own currency, and that is kinda sorta like the 
problem Keynesians think governments suffered back in the early 1930s when they 
were all on gold. It’s hard to know what to say in the face of such a PR move. The euro 
was never tied to gold or silver; it was a purely technocratic invention, and from Day 
One was a fiat currency that replaced other fiat currencies (such as the franc and lira). 
Yes, Greece is suffering right now because it owes debts in euros and can’t just print up 
euros. But by the same token, we could say Lehman Brothers failed because it owed 
debts in dollars and didn’t have access to a printing press. So does that mean the U.S. 
crisis is basically the fault of gold too? These Keynesians are something else.

M
ore E

uro Spinning
Identifying the Problem

government to cut out the middle man (the private bankers). When the government 
wants to spend more than it collects in taxes, no problem! Just fire up the printing press, 
problem solved. This is an extremely dangerous route to follow, and it’s not just the 
innocent musings of a young girl. There is an entire school of thought called “Modern 
Monetary Theory” (MMT) that espouses similar ideas, albeit in a more sophisticated 
manner. Beyond the financial costs involved, one of the biggest drawbacks of the 
financial bailouts and profligate monetary policies of the past few years is that they have 
made the average person start to think that the laws of accounting and scarcity don’t 
apply to government operations. What would be obvious folly at the household level, 
suddenly seems like excellent policy when implemented by the government.
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7 percent, that 2 percent difference 
represents the excess of investment 
earnings over the return necessary 
to maintain reserve liabilities, and 
it may be returned to the policy 
owners who were responsible for 
its existence, if this is considered 
advisable.” 1

In other words, it is profit, 
but it is much more than just 
positive cash flow. It is truly 
the left over after all factors 
and contingencies have been 
accounted for. It is the excess an 
insurer has accumulated at the 
end of the year after establishing 
statutory policy reserves and 
other liabilities of the company. 
Due to the heavy influence of 
statutory accounting procedures, 
this profit/surplus is more 
appropriately understood to be 
“statutory surplus.” 2

UnDeRstanDInG DIvIDenDs

While we are still 
establishing some of the 
more basic fundamentals of 
life insurance and its special 
terminology, we should also 
clarify the term “dividend.” 
Once again, dividend as used in 
insurance should not be confused 
with the same term used to 
refer to earnings on shares of 
stock. One typically pays taxes 
on dividends earned on shares 
of stock, but that is not the case 
when mutual companies pay 
dividends into individual policies. 
The reason insurance dividends 
are not subject to taxation is 
because they are, at least in the 
early years of the policy, a return 

Divisible Surplus. What is it? 
Where does it come from? Why 
is it so relevant in the structure of 
a mutual life insurance company? 
Who determines when and how 
it is to be divided? Even more 
importantly, how do the insurer, 
the government regulator, the 
agent and the policy owner 
see, or how should they see, its 
importance from their particular 
points of view? These are some of 
the questions that we will attempt 
to answer in this article, but I 
warn you some of the answers 
may surprise you. 

Divisible Surplus, once we 
understand its true meaning, 
quickly becomes one of the 
most, if not, the most important 
element of a mutual life insurance 
company simply because it 
represents the company’s profit—
its gain from operations. This profit 
is the aggregate amount of gains 
coming from 4 specific areas.

1. Gains from Investment 
Earnings

2. Gains from Mortality
3. Gains from Loading
4. Gains from Surrenders

(Please note that gains from 
mortality, loading and surrenders 
are actually expense savings from 
each of these three anticipated 
operating experiences of the 
company.)

Since it is profit all 
interested parties of the life 
insurance company naturally 
want their fair share of it. You 
may recall from previous articles 
in this publication that the 

policy owners own a mutual life 
insurance company and this fact 
makes this profit all that much 
more significant. Just to be clear, 
mutual companies do not have 
stockholders, only policy owners. 
Policy owners share in company 
profits through dividends paid 
on their policies.  So already we 
see that the policy owner in a 
mutual company has a special 
interest in this surplus, but then 
again so do management and the 
agents that sell the policies. But, 
we must not overlook statutory 
laws in that they too play a key 
role in determining the surplus’s 
divisibility. 

It is important to point out 
at the outset that life insurance 
companies are organized by state 
laws and are highly regulated 
entities. This is a fact that will 
grow more relevant as we proceed 
in the examination of our subject. 
Federal oversight also exists, but 
is still somewhat limited. By and 
large insurance remains a state 
regulated industry.  

Before we go any further, 
we should also say something 
about insurance vernacular. It’s 
different. For example, we are 
already thrown off by the use of 
the term surplus for what we have 
already identified as the insurance 
company’s profit. However, once 
we see what all is taken into 
account in order to arrive at it, 
we realize that the term surplus 
is really more appropriate. For 
example:

“If an insurer bases its reserves 
on the assumption that it will 
earn 5 percent but actually earns 

UNDERSTANDING THE DIvISIBLE SURPLUS OF MUTUAL LIFE INSURANCE COMPANIES
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of a portion of the premium. Both 
state and federal laws recognize 
this distinction and we must 
recognize it as well if we are to 
fully understand the nature of a 
policy that participates in this 
type of dividend distribution. 
This is important because 
not all policies participate in 
this way. Most stock owned 
insurance companies rarely have 
participating policies of the 
kind we are describing here and 
stock owned companies make 
up over 90% of all life insurance 

companies in operation in 
the United States. Mutal life 
insurance companies are by far 
the minority.

Having laid out this 
preliminary groundwork, we 
should now insert this important 
caveat. Mutual life insurance 
companies are not only expected 
to have a surplus at the end 
of each year, but they are also 
expected to pay a dividend at the 

end of each year even if they have 
to draw down on contingency 
funds to do so. Notice the next 
time you look at an insurance 
illustration that all of their 
dividend scales will project this 
outcome even though dividends 
are not guaranteed. One obvious 
motivator for illustrating 
this profitable expectancy is 
competition within the industry, 
but there is an even stronger 
motivator—state law!  This is 
why mutual insurance companies 
will reserve from their year-end 

surplus into a contingency fund 
to contend with this possibility, if 
it should occur. Let’s remember, 
however, that it’s not only for 
this type of an occurrence that 
contingency funds are set aside, 
but also for all other types of 
contingencies and liabilities of 
the company that require such 
surplus consideration. All of 
these factors must be accounted 
for and approved by state 
regulators. There are state laws 

that prohibit mutual companies 
from keeping their entire surplus. 
In the end it must be returned to 
policy owners.

“Although insurers may, in 
the absence of legislation, use their 
discretion in determining the 
amount of surplus to be distributed, 
some states regulate this matter 
by statute. New York limits the 
amount an insurer can retain on its 
participating business to an amount 
not to exceed 10 percent of its policy 
reserves and other policy liabilities.” 3

HOW MUCH tO KeeP—
HOW MUCH tO RetURn

What we start to see is 
that surplus and divisible surplus 
are two distinct elements. In 
practice here’s what makes them 
different. At the end of the year 
the directors of a mutual life 
insurance company decide how 
much of the total surplus (this is 
previously existing surplus plus 
additions for the year) should 

UNDERSTANDING THE DIvISIBLE SURPLUS OF MUTURAL LIFE INSURANCE COMPANIES

It Is tRULy tHe 
Left OveR afteR aLL

faCtORs anD 
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Have been 
aCCOUnteD fOR.
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be retained as a contingency 
fund and how much should 
be distributed to the policy 
owners. The amount set aside 
for distribution is the divisible 
surplus. Once it is accounted for 
this purpose, the divisible surplus 
ceases to be surplus and becomes 
a liability of the company.

How much to keep as 
a contingency fund and how 
much to distribute as dividends 
requires a balance between 
competitive requirements, sound 
management and statutory 
laws. The existing dividend 
scale, however, is what sets the 
target amount for the return 
of premium. If the surplus is 
insufficient in any given year to 
meet its current dividend scale, 
the contingency fund is drawn 
upon to meet this deficiency. If 
on the other hand, additions to 
surplus are well above meeting 
the required dividend scale, the 
excess may be distributed as 

dividends or added back to the 
contingency fund. Dividend scale 
revisions we should point out is a 
process that, in more recent years, 
is done annually. With the help 
of computers, what once was  an 
expensive process has become 
more cost efficient and improved.

The process involved in 
distributing the divisible surplus 
is quite extraordinary. In order 
to fully grasp it we must not 
forget that we are dealing with 
an institution unlike any other 
in an economy. This is, after all, 
insurance, not Wall Street. Unlike 
other institutions such as money 
and banking, insurance is unique. 
Insurance is an institution that 
safeguards against financial 
misfortune. To use it is to practice 
risk management.

“Gambling creates risk where 
none existed. Insurance transfers an 
already existing risk and, through 

the pooling of similar loss exposures 
of other insured actually reduces 
risk.”  4

In the case of life insurance 
the financial risk can be virtually 
eliminated! This is its unique 
attribute. Life insurance is 
the substitution of a small 

and predictable “loss” (the 
premium payment) for a large 
and unpredictable loss (death). 
The death benefit, therefore, 
represents a substantial financial 
asset that carries with it a rate 
of return, which could be quite 
substantial depending upon the 
timing of death. Coupled with 
its favorable tax treatment, the 
death benefit is an integral part 
of the life insurance equation. 
But if a life insurance policy is to 
protect the insured for his or her 
whole life, an adequate fund must 
be accumulated to meet a claim 
that is certain to occur (though 
at an uncertain time). This is the 

UNDERSTANDING THE DIvISIBLE SURPLUS OF MUTUAL LIFE INSURANCE COMPANIES

tHe ReasOn InsURanCe 
DIvIDenDs aRe nOt sUbjeCt 

tO taxatIOn Is beCaUse 
tHey aRe, at Least In 

tHe eaRLy yeaRs Of tHe 
POLICy, a RetURn Of a 

PORtIOn Of tHe PReMIUM.
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process we are examining. We are 
attempting to place our focus on 
the process by which divisible 
surplus is calculated and then 
how the dividends are ultimately 
distributed to policy owners. 
(Note that there are also “living 
benefits” to be considered in these 
policies, but they are a separate 
discussion to this subject.)

It aLL staRts WItH 
tHe PReMIUM

It all starts with the rate or 
premium payment and it must 
be “adequate.” This means that 
the total amount of payments 
collected by the insurer plus the 
investment earnings should be 
sufficient to cover the current 
and future benefits promised plus 
cover related expenses. This must 
occur on all blocks of policies 
issued under the same schedules 
of rates and on the same policy 
form. 

Arriving at premium 
adequacy begins with the use 
of historical records. We must 
not overlook the fact that most 
mutual life insurance companies 
are over a hundred years old. This 
makes their chief raw material 
their operating experience. For this 
reason we find that premiums 
for participating policies are 
based on fairly conservative 
mortality, interest and expense 
assumptions. Built into the 
premium is also an allowance for 
some level of dividend payments 
that the companies fully expect 
to pay. If actual results equal 
the assumptions, the dividends 

illustrated will be paid. If the 
results are more favorable, 
dividends will be higher than 
illustrated and, of course, vice 
versa if the results are not 
favorable.

“Historically, the dividend 
allowance included has been 
fairly conservative, with the 
result that most insurers selling 
participating insurance policies 
in the past  paid higher dividends 
than illustrated.” 

However, with the new 
low interest rate environment, 
paying higher dividends than 
illustrated has become much 
more challenging in more recent 
years, but the process remains 
conservative. 

Though premium pricing 
is conservative when developed, 
it is nevertheless scrutinized 
thoroughly. For example, the 
insurer, in order to determine 
if all of the assumptions and 
benefits promised could be met 
will test each block of policies. 
This calculation derives an 
expected fund per $1,000 of 
insurance held by the company 
at the end of each policy year in 
order to arrive at each policy’s 
“share of assets.” It staggers the 
imagination to think about 
this process since an insurance 
company can have thousands 
of policies made up of many 
blocks of insurance. Nowadays 
computers are certainly essential 
in completing such a procedure.

But then again, a similar 
process in reverse is used when 
actually distributing dividends 

from the divisible surplus at the 
end of each year. The principle 
objective in this process is 
“equitable distribution.”

“One way of obtaining 
reasonable equity would be to 
return to each class of policy owner 
a share of the divisible surplus 
proportionate to the contribution of 
the class to the surplus. This concept 
is known as the Contribution 
Principle.” 6

It stands to reason that a 
policy that contributes to the 
surplus should also have an 
equitable share returned to it in 
the way of dividends. In practice, 
however, this distribution process 
seems to be easier said than 
done.  Similar to the process of 
determining a policy’s share of 
assets, the contribution principle 
is a very complex matter, which 
involves an analysis of the 
sources of surplus and develops 
dividends that vary with the 
plan of insurance, age of issue 
and duration of the policy. It is 
also an area where a company’s 
management philosophy is 
expressed. For example, some 
insurers will base their dividend 
interest rate on an average 
return of their entire asset 
portfolio, while others tie their 
dividend interest rate directly 
or indirectly to the policy loan 
rate or loan activity. Since most 
insurers offer favorable interest 
rates relative to the market rate 
when a policy loan is exercised, 
the lower investment earnings 
for the company are reflected in 
the total surplus. Consequently, 
under a “direct recognition 

UNDERSTANDING THE DIvISIBLE SURPLUS OF MUTURAL LIFE INSURANCE COMPANIES
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approach” a policy owner who 
borrows from his policy will 
have his dividend distribution 
reduced by the company in order 
to equalize the dividend interest 
rate distribution for all policy 
owners. Such provisions result 
in higher dividends paid under 
nonborrowing policies, whereas 
with companies without these 
provisions (a “non-recognition” 
approach), the link between policy 
loans and surplus are not directly 
related. 

Finally, we cannot close this 
article without emphasizing the 
creative flexibility that exists in a 
policy owner’s ability to maximize 
the contribution principle to 
his advantage through the 
adjustment of premiums and 
death benefits, as well as with 
payments of large single sums of 
money into a policy’s cash values. 
The resulting dividends, that 
carry with them such favorable 

tax advantages, can become 
quite impressive through the use 
of these mechanics. Qualified 
advisors should be sought to point 
out these creative advantages.

COnCLUsIOn

In the end, distributing 
the divisible surplus, though 
highly complex, is not an exact 
science. The final say as to how 
much of the divisible surplus is 
to be returned to policy owners 
ultimately rests with the board 
of directors of the insurance 
company after a complete 
review by management and 
their actuaries. Aside from the 
statutory requirements already 
mentioned they have the final 
word on the matter. The point is 
that computations are not simply 
computerized analyses. Real 
people make the final decisions 

about the company’s future, as it 
should be.

With regards to reliability, 
the conservatism exhibited in 
the manner in which funds are 
developed to meet the promised 
benefits and the dividend scales 
that come from this process can 
and are reasonably trustworthy. 
The proof supporting their 
reliability is available in the 
oldest method of recognizing 
actual experience—paid policy 
dividends. Paid policy dividends 
reflect the insurer’s actual past 
experience and it’s a solid one. 
For over a hundred years most 
mutual life insurance companies 
have paid dividends each and 
every year. It’s hard to argue with 
that kind of record.
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Cash value life insurance 
policies can be very complicated, 
making it difficult for the 
newcomer to evaluate claims made 
about these mysterious creatures. 
One of the chief ambiguities 
concerns the distinction between 
the “guaranteed interest rate” 
and/or “credited interest rate” 
on a cash value policy, versus the 
very familiar concept of “internal 
rate of return” on more traditional 
financial products.

I know from personal 
experience that I was briefly 
indignant when a representative 
from my insurance company 
told me on the phone that 
I had a certain “guaranteed 
interest rate” on the cash value 
of my whole life policy, because 
I had earlier worked up an 
Excel spreadsheet and seen that 
my policy illustrations showed 
no such return, not even by 
the 40th year of the policy. The 
representative tried to explain to 
me what the “guaranteed interest 
rate” really meant—hint: it’s not 
the internal rate of return on the 
gross premium payments—but I 

nonetheless left that phone call 
with a bad taste in my mouth. I 
thought it was a very misdealing 
term to be throwing around, since 
it didn’t mean what the average 
person would think that it meant.

Now that I have studied 
more of the actuarial science 
behind permanent life insurance 
policies, I understand why 
the representative thought he 
was being quite helpful and 
truthful in what he said. Even 
so, it’s important for owners and 
especially agents to understand at 
least the basic mechanics of what 
makes these policies tick. The 
present article will be somewhat 
academic in nature, but I hope 
that going through the process 
step-by-step will shed light on 
this potentially confusing topic.

Permanent life insurance: 
Where the simple 
Becomes Complex

In principle, a cash value 
policy such as an ordinary whole 
life policy is a simple thing: The 
policyowner agrees to pay a 
stream of premium payments to 

the insurer so long as he is still 
alive, while the insurer agrees to 
pay a stated death benefit upon 
death or upon the attainment of 
a certain age (such as 100 or 121).

However, in practice even 
a plain vanilla whole life policy 
becomes difficult to evaluate 
quantitatively, because it involves 
two moving parts, as it were: (1) 
discounting future cash flows 
and (2) taking into account the 
uncertainty of death, which will 
greatly influence the composition 
of those future cash flows.

In order to shed light on 
the terminology and behavior of 
permanent life insurance, in this 
essay I’ll start from an easy case 
and then build upwards. Our first 
stop is the analysis of a simple 
bond.

Baby step 1: a simple Bond 
With Various discount rates

First let’s focus purely on the 
time factor. Suppose a financial 
institution tells a man, who 
happens to be 35 years old, that 
it will pay him $1,000 in exactly 
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sixty-five years, when the man will 
happen to be 100 years old. Now 
the question is, how much should 
the man value that promise right 
now? Another way of putting 
it is to ask, if the man can sell 
this IOU from the company, 
how much would he be able to 
fetch for it in the marketplace? 
Let’s take risk out of the analysis 

entirely, and assume that no one 
has any doubt whatsoever that 
the company will be around in 
sixty-five years, and that it will 
indeed honor its promise to pay 
$1,000 at that time.

Clearly the IOU—or 
what we will call a bond from 
now on—isn’t currently worth 

the full $1,000, because a 
dollar today is more valuable 
than a dollar that will only 
be delivered decades in the 
future. That means we have 
to discount that future $1,000 
payment.

In order to calculate a total 
discount for the entire period, it 
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is standard practice to assume the 
man uses an average annualized 
discount rate. Figure 1 shows the 
present discounted value (PDv) 
of the bond, at various points in 
the man’s life, at three different 
discount rates.

Figure 1 shows three 
different trajectories for the 
“present discounted value” of the 
$1,000 bond, as the owner of the 
bond ages. At a 2% discount rate, 
that future $1,000 payment is 
valued more highly in earlier time 
periods—it is discounted less 
than in the other scenarios. That’s 
why the red line is consistently 
higher over the man’s life, until 
finally in the 100th year the other 
lines finally catch up to it.

Notice that if we fix the 

ultimate payout, then there is 
tradeoff between the height of 
the PDv at any time, and the rate 
of its growth. In other words, the 
red line is always higher than the 
other two lines, but the bond’s 
value in that trajectory grows 
the most slowly (at only 2% per 
year). In contrast, the green line 
is consistently below the other 
two lines, yet the bond’s market 
value grows very quickly here 
(8% per year).

Even with this simple 
bond example, we can illustrate 
a distinction that comes up in 
the analysis of life insurance: 
calculating the present value of 
an asset using either a prospective 
or a retrospective approach. In 
our example above, consider 
the market value of the bond 

at age 80. At a discount rate of 
2%, Figure 1 tells us that the 
value is $672.97. There are two 
(equivalent) ways of arriving at 
this figure. In the prospective 
approach, we look at future events 
and use them to determine the 
present value. In this simple case, 
the only cash flow that will occur 
is a payment of $1000 to the 
man, which will happen (from his 
perspective at age 80) in twenty 
years. If we divide that $1,000 
payment by ((1.02)^20), we end 
up with $672.97. To repeat, this 
is the prospective approach.

On the other hand, we 
could reach the same figure by 
the retrospective approach. The 
original market value of the 
bond—what the man would have 
had to pay for it at auction—was 
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$276.05. That original investment 
then grew at a 2% compounded 
annual rate for forty-five years, so 
its present value is $276.05 times 
((1.02)^45), or $672.97.

Thus we see that the 
prospective and retrospective 
approaches yield the same current 
market value, at least if we assume 
nothing relevant changes during 
the man’s lifetime regarding the 
discount rate or the cash flows 
associated with the bond.1

Baby step 2: level 
Contributions for a 
Certain Payout

Now let’s introduce another 
layer of complexity, inching us 
closer to our ultimate goal of a 
whole life insurance policy. In this 
baby step, the financial institution 
is still promising to pay the man 
$1,000 when he reaches age 100. 
In this scenario, however, he is 
obligated to make a level stream of 
annual payments to the company 
from age 35 onward, in order to 
remain eligible for the $1,000 
payout. We’ll further assume that 
initially the bond has zero value. 

So now the question is, what does 
the level payment need to be, at 
each of the hypothetical discount 
rates, in order to make the bond 
start at $0 at age 35,2 and end up 
at $1,000 by age 100?

By playing with an Excel 
spreadsheet, one can zoom in to 
find that the level payments are 
$7.28, $1.98, and 46 cents if we 
use discount rates of 2%, 5%, and 
8%, respectively. Figure 2 shows 
the trajectories of their market 
values in this new setting.

Here too we can use either 
the prospective or retrospective 
method to calculate the market 
value at any particular age, though 
the calculations are trickier. The 
retrospective method is quite 
intuitive, since the asset in this 
case behaves just like a savings 
account with a conventional 
bank, which is growing at interest 
while the man continually pumps 
in more saving each year. For 
example, using the 5% discount 
rate, pumping $1.98 in at the 
beginning of each year to add to 
the previous year’s end-of-period 
market value, and then letting 

the whole sum grow 5% during 
the current year, will lead to and 
end-of-period value of $350.96 
at age 80.

We can get the same result 
by forgetting the past, and just 
focusing on the future (i.e. by 
using the prospective approach). 
If the man at the end of his 
80th year evaluates the future 
cash flows, he sees that he will 
receive $1,000 from the financial 
institution in 20 years (I assume 
the payment comes at the end 
of the year). Thus the benefit 
is worth $376.89—just as we 
reckoned in the earlier section, 
when calculating the PDv of a 
simple bond.

However, in our new 
scenario, this number would be 
overstating the value of the asset. 
In order to get his hands on 
that $1,000 payment when he is 
100 years of age, the man must 
continue to make his level $1.98 
contributions for the next twenty 
years, as well. From his vantage 
point at the end of his 80th year, 
the present value of that stream 
of contributions—discounting 
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at 5%—is $25.93.3 Thus, the net 
value of the asset is only $376.89 
- $25.93 = $350.96. As before, 
the retrospective and prospective 
approaches yield the same answer 
for the current value of the asset.

Baby step 3: introducing 
the risk of death, But With 
insurer overcharging

Now we’re ready to drop 
the unrealistic assumption that 
the man would necessarily live 
to age 100. To make our lives 
easier when doing the math, 
assume (quite unrealistically) 
that every year, there is a 1% 
probability the man will die. 
Thus his mortality risk stays 
exactly the same, throughout 
his whole life. Further assume 
that the asset now promises to 
pay the man $1,000 either upon 
death, or at the end of age 100, if 
he still happens to be alive at that 
point. As before, the man has to 
make level contributions to the 
financial institution, in order to 
remain eligible for these $1,000 
payment possibilities.

At this point, the analysis is 
going to get more complicated 
so let’s drop the three different 
discount rates, and just work with 
a 5% rate to keep things simple 
on that score. Now, put yourself 
in the position of the financial 
institution—which at this point 
we might as well start calling “the 
insurance company.” If the man 
wants to pay a level premium, 
what do you charge him to make 
sure you cover yourself ?

We already know from the 
previous section that if the man 

would be certain to live to age 100, 
then the break-even premium 
(using a 5% discount rate) is 
$1.98 per year. Essentially, the 
insurance company takes those 
$1.98 premiums and invests them 
in the marketplace earning 5% 
per year, and accumulates a fund 
that is exactly equal to $1,000 at 
the end of the man’s 100th year.

Yet if you the insurer only 
charged the man $1.98 in the new 
scenario, you could lose money 
on him. Every period, there is a 
1% chance that he’ll die. Such an 
outcome is a double whammy for 
you, the insurer. For example, if 
the man dies at age 75, not only 
do you have to pay the $1,000 
twenty-five years earlier—which 
therefore represents a greater 
burden to you, since earlier 
dollars are worth more than later 
dollars—but you also miss out on 
twenty-five years’ worth of $1.98 
premium payments. How should 
you, the insurer, deal with this 
tricky situation?

One way (which gives 
too high an answer, as we’ll 
see in a minute) is to have the 
insurer slap on a pure term 
insurance premium, in addition 
to the underlying $1.98 that is 
necessary to fund the payment 
at age 100. Every year, there is a 
1% probability that the man will 
die, requiring $1,000 at that time. 
Thus, the actuarially fair pure 
term insurance premium each 
year is $10. 

Therefore, you the insurer 
would certainly be covering 
yourself (disregarding overhead 
and other business expenses) 

on the pure financing of the 
contractual obligations, by 
charging the man a total premium 
of $1.98 + $10.00 = $11.98 
each year. This way, if he dies 
you’re covered by the $10 term 
payments each year, and even if he 
survives to 100 then you’ve been 
collecting $1.98 and investing it 
on his behalf for sixty-five years. 
No matter what happens to the 
man, you will be covered and can 
pay him. (We are assuming of 
course that you have a large pool 
of similar customers, so that by 
charging each of them $10 per 
year in pure term premiums, you 
will have the cash flow to make 
the death benefit claims to the 
1% of the pool who happen to 
die that year.)

But wait a second. The 
$11.98 premium is actually too 
high. You the insurer really only 
“break even” (again, disregarding 
other business expenses) on this 
arrangement if the man lives to 
100. If he dies at any earlier point, 
you the insurer have strictly 
benefited from the deal, because 
you get to keep the accumulating 
fund that had been earmarked 
for his possible attainment of age 
100.

This fund has the same 
market value as depicted in 
the blue line in Figure 2 above. 
(Remember, each period $10 of 
the man’s gross premium is used 
to pay the death benefits of other 
people in his pool, who happened 
to die that year. That’s what the 
term premium is doing, from an 
actuarial accounting standpoint; 
that money is already spoken for.) 
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For example, suppose our man 
dies at age 80. You the insurer can 
pay his beneficiary the $1,000 
out of the $10 term premiums 
collected from everyone in the 
pool of customers that year, 
leaving the $350.96 (which had 
been accumulating from the 
$1.98 portion of the premiums 
since age 35) free and clear. The 
longer the man lives—and each 
year, he has a 99% probability of 
continuing on for another—the 

larger the fund grows.

So if $1.98 is too low a 
premium, and $11.98 is too high, 
how do you the insurer figure out 
the exact actuarially fair amount 
to charge the man, for what 
is now an ordinary whole life 
insurance policy that completes 
at age 100?

Baby step 4: introducing 
“net amount at risk” 
(nar) approach

Actuaries have a very elegant 
solution to this pricing problem. 
The mistake we made in the 
previous section was to charge 
the break-even term premium for 
the full $1,000 every year. Instead, 
all you as the insurer need to do is 
charge the term premium on the 
current difference between the death 

taBle 1. Values at Various ages Using net amount at risk (nar) approach
(premium=$11.22, bop=beginning of period, eop=end of period)
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benefit and the accumulating fund. 
In other words, in a given year 
you should charge the man (a) 
the $1.98 premium to continue 
growing the fund that endows 
at age 100, plus (b) the term 
premium for a one-year policy 
that has a death benefit equal to 
the “net amount at risk” (NAR), 
which is the difference between 
$1,000 and the fund’s present 
market value.

Table 1 shows these 
calculations for the beginning 
and ending years of the man’s 
potential life, again assuming a 
5% discount rate.

Let me offer some 
commentary to be sure you 
understand how to read Table 1. 
At the beginning of the policy at 
age 35, the man makes his level 
premium payment of $11.22. At 
this point, there is no fund to 
offset a death claim, so the entire 
$1,000 death benefit is “at risk.” 
Consequently, because there is a 
1% chance of death this year, the 
insurer must devote $10 of the 
premium payment just to pure 

term insurance. This leaves only 
$1.22 available to invest on behalf 
of this particular client. Since the 
premium payment is collected 
upfront, and since cash values 
grow at 5% annually, by the end 
of age 35 the $1.22 has grown 
into $1.28. If the man for some 
reason decided to surrender the 
policy at this point, the insurer 
could hand him $1.28 and break 
even on the whole deal—again, 
unrealistically assuming away all 
of the other real-world expenses 
involved with issuing insurance 
policies.

At the beginning of age 
36, the man again pays his level 
premium of $11.22. This time, 
however, the full $1,000 isn’t at 
risk—the insurer now has a dinky 
little fund of $1.28. Consequently, 
if the man happened to die this 
year, the insurer would only need 
a term policy with a face amount 
of $1,000 - $1.28 = $998.72 to pay 
the death claim. The actuarially 
fair premium for this term policy 
is (1% x $998.72) = $9.99 with 
rounding, which is one penny 
lower than the full $10 that was 

needed at age 35. The extra cent 
goes into the man’s accumulating 
fund, which grows at 5% again.

In case it’s not clear, I 
should explain that I set up an 
Excel spreadsheet with the above 
framework, and then simply 
experimented with the level 
premium payments until I got 
the age 100 end-of-period cash 
value to equal $1,000.00. That’s 
where the $11.22 level premium 
came from.

at last: guaranteed 
interest rate vs. internal 
rate of return

We can now, at long last, 
easily see the distinction between 
the interest rate credited to 
the cash value of a permanent 
insurance policy, versus the 
calculated “internal rate of return” 
on the gross premiums associated 
with the policy.

By construction, the cash 
values in our hypothetical 
ordinary whole life policy in 
Table 1, grew at 5% throughout 

it WoUld Be CoMPletely inaPProPriate
to treat the man’s whole life policy as a mere mutual fund, since it is 
so much more than that.
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the gross premiums. For realistic 
comparisons of a mutual fund 
versus a whole life policy, you 
should consult an actual policy 
illustration generated by an agent 
who knows how to properly 
design a whole life policy.

Conclusion

Although this article was 
long and heavy on the numbers, 
I hope it helped some readers 
to finally grasp exactly what is 
going on “under the hood” with 
cash value life insurance policies. 
Obviously my explanation left 
out many important real-world 
considerations, such as expense 
loading, changing mortality rates, 
and “adverse selection” based on 
changing insurability status. 
Even so, the above progression 
of scenarios should shed light 
on how actuaries use discount/
interest rates to calculate the 
current cash value of a policy. 
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Notes

1. If things do change, once the man begins moving down the trajectory, then economists would strictly prefer using the prospective approach, 
because “bygones are bygones” and all that matters right now when evaluating an asset, is what the owner thinks it will do for him going 
forward. But so long as nothing important changes along the way, then these correct on-the-spot calculations have already been anticipated 
beforehand, and so the two approaches give the same answer.

2. For the purist who might actually try to replicate my results, I should mention that these assets are only worth $0 at the beginning of age 
35. I am assuming that the man puts in his level premium payment in the beginning of the year, and so by the end of age 35, the premium 
payments have grown at the respective interest rates, giving market values of $7.42, $2.08, and 50 cents for the three rates.

3. The present discounted value stream of contributions looks like this: $1.98 + $1.89 + $1.80 + … + $0.82 + $0.78 = $25.93. Note that the 
age-81 contribution of $1.98 is not discounted by 5%, because the man reckoning at the end of age 80 is just about to make this particular 
payment.

the life of the policyowner. If the 
man had called the insurer and 
asked, “How much am I earning 
on my policy, considered as an 
investment?” the representative 
could quite honestly tell him, 
“We are crediting your assets 
with a 5% annual growth.”

However, if the man 
completely disregarded the 
insurance aspect of his policy, 
and looked at its surrender cash 
values purely as a mutual fund, 
then he would be appalled at its 
performance. With the particular 
numbers I chose for our example, 
the calculated internal rate of 
return (IRR) on this policy is 
only 0.86% by age 100. In other 
words, if the man started at age 
35 and put $11.22 each year 
into a savings account, such that 
his balance were $1,000 by the 
end of age 100, then the bank 
would only have to pay him 
a compounded annual rate of 
interest of 0.86%.

Since the market rate of 
interest in our example is 5%, 
the man would presumably be 

outraged by this result, if he totally 
disregarded the insurance element. 
But it would be completely 
inappropriate to treat his whole 
life policy as a mere mutual 
fund, since it is so much more 
than that. Yes, by making $11.22 
annual contributions, the man is 
assured of a $1,000 payout at age 
100—just as he would be assured, 
doing the same activity, with a 
bank paying 0.86% on its saving 
accounts. Yet with the insurance 
policy, if the man dies just after 
turning 36, he also gets the full 
$1,000. In contrast, he will only 
have $23 with the bank.

I want to stress that in 
the real world, a typical whole 
life policy has a much higher 
internal rate of return (IRR) 
than the measly 0.86% in this 
hypothetical example. That 
calculation comes from the nice 
round numbers I picked to make 
the math easy in Table 1. The 
point of this example is to teach 
you the distinction between the 
“guaranteed interest rate” versus 
the internal rate of return on 
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Lara-Murphy Report: You 
have taken Nelson Nash’s 
philosophy of “Becoming Your 
Own Banker” and run with it. 
Can you describe what you’ve 
done in terms of taking out life 
insurance? 

Al Simpkins: Under the 
guidance of my friend and 
mentor Ray Poteet, I have created 
a Banking system of greater than 
30 policies to handle the majority 

of my financing and banking 
needs on both a personal and 
professional level.

Lara-Murphy Report: What 
led you down this path? You 
actually had your first whole life 
policy because of a program set 
up for medical professionals, 
right?

AS: I was a member of a now 
defunct group of medical and 

dental professionals called Xelan 
with whom I purchased a whole 
life policy to run a “split dollar” 
agreement. I learned through 
my association with this group 
that dividend-paying whole life 
insurance could be an excellent 
source of money to use for 
financing things.  This is without 
the hassle of the application 
process with a conventional bank 
and I could create the terms I 

Dr. Albert Simpkins is an orthopedic surgeon 
in California. He has an MD from Thomas 
Jefferson University, and did his residency at 
Harbor-UCLA Medical Center. Dr. Simpkins 
is a strong supporter and practitioner of Nelson 
Nash’s “Infinite Banking Concept,” and is also a 
student of Austrian economics.
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I have created a Banking system of greater than
30 policies to handle the majority of my

financing and banking needs on both a personal
and professional level.

“
“
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wanted rather than their “take 
it or leave it” terms.   Another 
advantage is that the interest paid 
(minus the cost of the money) 
would go back into my policy 
and increase cash values.

LMR: For the benefit of our 
readers who are unfamiliar with 
the concept, can you briefly 
explain how you use these whole 
life policies to help manage your 
practice?

AS: As you know when you 
make a purchase you either 
finance it and pay interest to a 
third party, or if you pay cash 
you give up interest that could 
have been earned. So by having a 
system of policies you create a pool 
of money you can use as collateral 
to borrow from the insurance 
company at a low rate, while 
the pool of money continues to 
grow inside the policies with the 
interest paid by the insurance 

plus return of premium (called 
dividends) paid annually on 
your policy anniversary date. By 
doing this, I can actually turn a 
liability (something that takes 
money out of my pocket) into 
an asset (something that puts 
money into my pocket). With 
this principle it has allowed me 
to finance company cars, phones, 
computers, office furniture, and 
digital x-ray equipment with the 
realization I will actually make 
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Another advantage is that the interest paid
(minus the cost of the money) would go back into

my policy and increase cash values.
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money on those purchases rather 
than losing large sums of money 
to conventional bankers and 
finance companies. [Eds. note: 
For a fuller explanation of this 
philosophy, see Nelson Nash’s 
Becoming Your Own Banker: 
Unlock the Infinite Banking 
Concept.]

LMR: You actually have an 
interesting description, saying 
that whole life policies allow you 

to live the way Warren Buffett 
does. What do you mean?

AS:  He uses something of value 
that he can collateralize such as 
his Berkshire-Hathaway stock to 
use cheaper OPM (other people’s 
money). It is rumored he may 
do this to reduce his tax bill by 
borrowing money from the bank 
at a preferred rate to live off; the 
spread between the tax rate on 
earned income versus the single-

digit interest rate paid on the 
bank loan is huge.  Nelson Nash’s 
Infinite Banking Concept (IBC) 
allows one to collateralize with 
cash values and borrow money 
from the insurance company at a 
“preferred” rate while obtaining a 
higher volume from their policies. 

LMR: In addition to the 
“living benefits” of life insurance, 
before finding Nelson Nash 
and his supporters you also had 
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A first step was understanding inflation
and that the cause was

an increase in the money supply, which is
determined by the Federal Reserve.

“
“
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independently discovered the 
dangers of fractional reserve 
banking. What brought you to 
that conclusion?

AS:  A  first  step  was 
understanding the true definition 
of inflation not being higher 
prices—that was just the 
symptom—and that the cause 
was an increase in the money 
supply, which is determined by 
the Federal Reserve.  Then I 
started listening to Radio Liberty 
hosted by Dr. Stanley Monteith, 
MD, a retired orthopedic 
surgeon who interviewed the 
author [Edward Griffin] of The 
Creature from Jekyll Island.  I 
started reading the book.  From 
there it became obvious who the 
enemy was of our Liberty and 
prosperity.

LMR: If we might end on a 
somber note, what do you think 

of so-called “ObamaCare”? We 
have heard that if the Supreme 
Court throws out the individual 
mandate, while still requiring 
insurers to provide coverage 
regardless of pre-existing 
conditions, then it will bankrupt 
the industry and everyone will 
have no choice but to turn to the 
federal government. What do 
you see happening in health care 
and health insurance over the 
next decade?

AS: I believe this program is 
based on the premise that the 
cost of health care in this country 
is too great a fraction of GDP 
at about 17%, and that it should 
move closer to the fraction in 
European countries, where it is 
controlled by the government, 
at about 10% to 12%. However, 
I have not seen anything in 
the history of this country that 
the government has managed 

starting with the Post Office, 
Social Security, or Medicare that 
has not become insolvent or flat-
out bankrupt.  Healthcare in my 
opinion will be no different. I 
don’t believe “Main Street” will 
be happy with the provisions 
of a national health insurance 
program. Until the citizenry 
processes the fact that the only 
source of income for the federal 
government is taxes—therefore 
“free” programs don’t exist—
then taxes will increase, along 
with deficit spending leading to 
increasing inflation, resulting in 
a loss of standard of living and 
liberties.
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I don’t believe “Main Street” will be
happy with the provisions of a national health

insurance program.
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EvEnts and

Engagements 
2012

JUNE 21-23 • LANCASTER, NEW HAMPSHIRE
Murphy speaking on several panels for the Porcupine Freedom Festival

JUNE 12 • Washington, D.C.
Murphy briefing Congressional staff on energy issues

JULY 12-13 • Las Vegas, Nevada
Murphy participating in FreedomFest panel with Laissez-Faire Books

JULY 22-28 • Auburn, Alabama
Murphy lecturing at Mises University

Some events may be closed to general public. 
For more information email LMRevents@usatrustonline.com
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Fund Your Own
Bailout.

If you don’t like giving large sums of money to banks and mortgage companies to finance your cars, homes, boats, capital 
expenditures for business needs or any thing else you need to finance, then you are going to really like this alternative.  The 
rebirth of P r i vat i z e d  B a n k i n g is underway.  You can take advantage of the years of experience that these three authors in these two 
books are offering you.  Go to: www.usatrustonline.com click: store  and look for both of these books among the other fine books.


