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Today’s Retirement Challenge
Retirees and their advisors know something about retirement that clients in their 40s and 50s may not: while spending pat-
terns often change once full-time work ends, overall outgo usually declines very little, if at all.

On the income side, since relatively few Americans aside from government employees now have a defined benefit pension, 
most retirees will rely on income drawn from savings and investments1 — largely in qualified plans including IRA accounts and 
workplace plans including 401(k)s and 457s, as well as non-qualified accounts — and Social Security benefits. For many new 
retirees, after years or decades of making contributions and seeing balances grow, the decumulation process can cause 
unease. Equally discomforting, perhaps, is discovering that tax bills may not be much different in retirement, especially when 
income is coming largely from tax-deferred sources. Worse, when the market slumps as it did in 2022, and any expected 
shrinkage in assets through distributions is made worse by sharp portfolio losses, discomfort can turn into fear and panic. 

Meeting the future income needs of clients who are now in their prime working years while also being mindful of their likely 
tax obligations in retirement is a challenge for advisors. That challenge is threefold: Creating a portfolio and a holistic finan-
cial approach that both grows and helps protect wealth; encouraging long-term market participation in the face of volatility 
and downturns; and finding opportunities for tax-free retirement income to offset the probability of high tax bills in the future. 
Ironically, one of the most effective solutions to this complex challenge involves a product typically overlooked or ignored — 
whole life insurance.

Integrating whole life insurance into a financial strategy for high-earning younger investors can address challenges in accu-
mulation, decumulation and protection in ways that advisors may have never fully considered. 

Maximizing Retirement Outcomes:
An Independent View
Advisors expect insurers to recommend whole life insurance. But what about a recommendation from an independent source? 
The respected international accounting and consulting firm of EY recently looked at how insurance in various forms could 
affect retirement outcomes for couples starting to invest at ages 25, 35 and 45. Using Monte Carlo analysis of 1,000 scenarios 
for strategies that consisted of investments only; term life insurance plus investments; whole life insurance where all premi-
ums are paid by age 65, plus investments; adding a deferred income annuity (DIA) with increasing income protection (IIP) to 
investments; and a combination of investing, whole life and a DIA. 
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What EY found is that adding whole life insurance to a retirement strategy consistently delivered higher retirement income and a 
greater legacy than an investment-only portfolio. For example, for a couple age 25, EY found that a portfolio consisting of a 50/50 
mix of a whole life policy with all premiums paid by age 65 plus investments produced 1% greater annual income in retirement and 
a 20.4% greater legacy than an investment-only portfolio. For the same couple, a 30/70 insurance/investment portfolio produced 
2% greater annual income than an investment-only portfolio and created a 13.4% greater legacy than an investment-only portfolio. 

EY tweaked the whole life/investments mix by adding an annuity and found that by doing so investors could dial up or dial 
down their preference for the likelihood of greater retirement income or a greater legacy. A 30/30/40 mix of whole life, an 
annuity and investments, for example, produced 5.4% higher annual retirement income than an investment-only portfolio and 
an 18.7% greater legacy.

Although the 10/90 mix of term/investment combination yielded a 0.2% greater legacy than an investment-only approach, all 
other term insurance/investment combinations EY examined — 10/90, 30/70 and 50/50 — produced lower income and legacy 
outcomes than whole life/investment combinations.

While the results of EY’s research clearly favor a mix of investments and whole life insurance, the study does not address why 
or how such a mix is able to outperform an investment-only or an investment with term insurance approach. Those answers 
lie in the structure of whole life insurance, which provides unique advantages to investors in the accumulation as well as de-
cumulation years — especially for higher-income investors in need of income protection and for whom taxes are persistently 
top of mind. Those advantages are difficult, if not impossible, to duplicate through other vehicles. 

New Ways to Think About Whole Life
“Buy term and invest the rest.” “Whole life is too expensive.” “Whole life is a poor investment.” These often-heard remarks 
reflect long-held beliefs and biases against using whole life insurance that often are based on perceptions of the product that 
do not fully reflect all its features. The perceptions also may reflect assumptions about retirement in the areas of taxes, market 
performance and healthcare that often go unexamined. 

A deeper look at the features of whole life and the reality of retirement can illuminate the ways in which the product can deliver 
surprisingly positive outcomes. That being said, the decision to purchase life insurance should be based on long-term financial 
goals and the need for a death benefit.

Life insurance is not an appropriate vehicle for short-term savings or short-term investment strategies. While the policy allows 
for loans, you should know that there may be little to no cash value available for loans in the policy’s early years.
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Overcoming Retirement Tax Challenges and Qualified Plans’ Restrictions
Many advised clients in their 40s and 50s, as well as younger clients known as HENRYs — the acronym for “high earners, 
not rich yet” — are diligent savers and investors, making maximum contributions to 401(k) plans at work as well as investing 
through a variety of traditional IRAs, if eligible. The challenge for high-income earners building wealth through these qualified 
accounts is threefold.

First, high-income earners often reach the limits of how much they can contribute to qualified plans and can benefit from other 
investments that are treated favorably from a tax perspective.

Second, if a younger investor before the age of 59-1/2 has an unexpected need for cash, such as in the case of an emergency 
home repair or a health or family issue, withdrawing money from a qualified account exposes the investor to costly penalties. 

Finally, funds in qualified accounts that are decumulated throughout retirement are subject to taxation at ordinary income 
rates. Since most affluent retirees wish to maintain a lifestyle in retirement comparable to that enjoyed during their working 
years, those with a substantial portion of retirement income coming from qualified sources are likely to face high rates of 
taxation well into retirement. 

In addition to providing permanent life insurance protection, whole life insurance accumulates guaranteed cash value that 
increases each year on a tax-deferred basis and never decreases in value due to market conditions. So it can be a reliable 
alternate source of funds during financial downturns. Whole life insurance also offers some attractive income-tax advantages 
that allow the policyowners to access the cash value on a tax-advantaged basis. Distributions under the policy (including 
cash dividends and partial/full surrenders) are not subject to taxation up to the amount paid into the policy (cost basis).2 This 
flexibility can be particularly attractive for those who need a significant sum of money to meet an emergency expense, for 
example. For a retiree’s advisor, it means that long-term portfolio holdings can remain intact, financial plans are not disrupted 
and withdrawals are not made at times that may be least favorable, such as during a market downturn.

What Tax Diversification Looks Like
The chart below is a simplistic illustration of how establishing different sources of income, based on how they are taxed, can 
help manage taxes during retirement. In the non-diversified scenario, the investor receives $97,500 in net income while in 
the diversified scenario, which incorporates whole life, the investor receives $121,500 in net income. 

Assumes that distributions from the tax-deferred account like a 401(k) are taxed at an effective ordinary income tax of 35%, while 
distributions from taxable accounts, such as mutual funds, are taxed at a blended rate of 22% to include capital gain and ordinary 
income. The actual tax paid will depend on tax law at time of retirement, as well as the cumulative distributions taken in each category 
of tax. Qualified plans also require a minimum distribution (RMD) from the plan beginning at age 73 whether or not income is needed.  
If the full RMD is not taken as required, the shortfall will be subject to an excise tax. The “Tax-Advantaged Account Whole Life” column 
refers to the policy cash values, which are not guaranteed. The returns and account values of each tax category do not reflect fees 
and charges associated with an actual investment.
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A Way to Encourage Long-Term Investing and Mitigate Risk
In addition to providing income protection, the guaranteed growth of a whole life insurance policy - as well as any non-guaranteed 
dividends that can help build that cash value, in the case of a whole life policy from a mutually owned life insurance company - 
is not correlated to market performance. Integrating whole life into a financial and investment plan, principally by using it as a 
replacement for a portion of an investor’s fixed-income allocation, can significantly improve overall client outcomes by mitigating 
sequence-of-return risk, encouraging long-term equity investing and reducing the need to draw down portfolios during periods 
of market declines.

Revisiting Health and Healthcare Cost Assumptions 
Younger investors often make assumptions about their near-term and long-term health, as well as healthcare costs, that could 
be detrimental to their lifelong financial well-being. Near-term, many younger investors simply assume they will always be able 
to access lower-cost term insurance. As many find out, however, waiting to purchase life insurance until you are older or have 
an unexpected change in health can lead to much higher premiums and the risk that the coverage may not be available. If 
either of those events occur, families can be left without insurance to replace the insured’s income in case of death. In contrast, 
once a whole life policy is purchased, it is permanent and cannot be cancelled (assuming premiums are paid) regardless of 
changes in health. 

Overcoming Sequence-of-Return Risk
Most investors understand that the stock market has good years and bad years but tends to provide attractive returns over 
the long run. Many, however, do not understand the importance or risk of precisely when, over the long run, those bad years 
occur. To illustrate the potential consequences of sequence-of-return risk, consider what happens to a hypothetical $1 million 
investment from which annual withdrawals of $65,000 are made over 25 years. Also assume two different combinations of 
the same 25 annual hypothetical returns. The two different scenarios, of course, produce the same average annual return of 
6.28% — but when the actual annual returns take place, it leads to widely different outcomes. 
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In scenario 1, the investor is left with $897,665 after withdrawing $65,000 a year for 25 years. In scenario 2, which uses the 
same hypothetical annual returns, but just reverses their order, the investor runs out of money in year 21. 

Having a whole life insurance policy with substantial cash value can help mitigate sequence-of-return risk by offering the 
option of taking tax-preferred distributions from the policy instead of from an investment portfolio, giving the investment 
account sufficient time to recover. Accessing the cash value of a life insurance policy can be structured so that tax-advantaged 
distributions are taken, up to the cost basis in the policy, after which tax-advantaged loans are taken.2

Similarly, younger investors tend to make overly optimistic assumptions about health care costs in retirement. While 2022 
marked the first time in more than two decades that the increase in healthcare costs was lower than the general inflation rate, 
the historic cost differential is likely to resume.3 In retirement, Medicare covers many healthcare costs, but it doesn’t cover 
everything — which many people realize only when they retire. Medicare does not cover most continuing long-term care 
costs, for example, nor many of the routine out-of-pocket medical expenses that a recent report by RBC Wealth Management4 
estimated now total $11,400 a year for the average married couple. Even Medicare premiums themselves can be surprisingly 
expensive. The RBC report found that the monthly Medicare Part B premium for a married, high-income individual can reach 
$560.50, which represents a significant portion of even a large Social Security benefit. 

Many advisors and higher-income individuals may not be aware that the cash value in a whole life insurance policy can be used 
to pay for unexpected, higher-than-anticipated medical and healthcare costs in retirement. If they are mindful of the potential 
tax consequences of cash-value distributions that exceed total premiums paid retirees with a whole life policy having significant 
cash value can enjoy greater flexibility in tapping tax-free cash when the need arises.

The returns and account values do not reflect fees and charges associated with an actual investment.
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Learn More:
• Dive deeper into timely strategies for managing taxes

• Visit MMSD.Massmutual.com or call us at 1-888-664-1059

• For more thought leadership, follow MMSD on LinkedIn

Key Takeaways
Creating a financial plan and investment program that incorporates a whole life insurance policy — especially one from a mutual 
insurer with a track record of paying dividends — can help an advisor improve client outcomes in three ways. An investments-
plus-whole-life approach grows and protects wealth, encourages long-term market participation in the face of volatility and 
downturns, and provides opportunities for tax-free income to lower the tax bills retirees are likely to face in the future. What’s 
more, it provides all those benefits while also protecting families with guaranteed coverage that can’t be cancelled.

1. Insured Retirement Institute (IRI), 2016
2. Distributions under the policy (including cash dividends and partial/full surrenders) are not subject to taxation up to the amount paid into the policy (cost basis). If the policy 

is a Modified Endowment Contract, policy loans and/or distributions are taxable to the extent of gain and are subject to a 10% tax penalty if the policyowner is under age 
59½. Access to cash values through borrowing or partial surrenders will reduce the policy’s cash value and death benefit, increase the chance the policy will lapse, and 
may result in a tax liability if the policy terminates before the death of the insured.

3. Kaiser Family Foundation(KFF), November 2022
4. RBC Wealth Insights, Taking Control of Healthcare in Retirement, March 2021

The information provided is not written or intended as specific tax or legal advice. MassMutual, its subsidiaries, employees and representatives are not authorized to give tax 
or legal advice. Individuals are encouraged to seek advice from their own tax or legal counsel.
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