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My name is Julius Vogel. Iam Senior Vice President and Chief Actuary of the Prudential Insurence Company of America.
I am also chairman of the Subcommittee on Cost Comparisons of the American Council of Life Insurance. Tam appearing
on behalf of the Council, whose 509 companies zccount for about 95 percent of the total life insurance in force in this
country, Accompanying me today is Richard V. Minck, Executive Vice President of the Council.

On behalf of the Council, we strongly urge that your task force not submit the proposed Model Life Insurance Disclosure
System Regulation to the NAIC for adoption. We also urge that the task force not release the draft report distributed
with the proposed regulation without substantial reconsideration.

Before discussing why we disagree with considerable segments of the task force report and recommendations, we would
like to express disappointment with the recent operations of the task force. Although its proposal calls for an entirely
new cost comparison system that is radically different from the eurrent system, the task force did not elicit comments on
this new system from any segment of the industry before deciding on its recommendations. Then, the task force scheduled
2 hearing to be held less than three weeks following the release of its proposal and report, which collectively took up more
than a hundred pages, yet urged those wishing to submit written testimony “to do so well in advance of the hearing date?
Certainly, the importance of the regulation, if not the length of the reporr, suggests that time be given for thoughtful and
careful review, not only by the business but also by regulators.

- L Why the Task Force Should Posipone Action and Recensider Recommendations

The following are some of the reasons why we feel very strongly that the task force should postpone action and reconsider
its recommendations concerning 2 new maodel regulation. We will elaborate further on some of these points in 2 later
section, :

1, Suitability Form Objectionable and Inadequate. This proposed form is oversimplified, incorrect, and a feeble sub-
situte for the work of the agent. The form does not measure income. needs of the applicant if he survives nor
insurance needs at different times. It casts no light on whether an individual needs term insurance, permanent
insurance or an annuity or some combination of these. The form assumes a certain family-type situation that in
many cases will be either inapplicable or irrelevant, such as where the prospect is unmarried or where the insurance
is being sold to meet business needs. Even assuming a family situation, how can a spouse’s “retirement needs” be
automatically measured without giving any regard to the spouse’s age? In determining the insurance need on the
form, any equity the applicant may have in a home is 2 subtractive item; does this mean that the beneficiary is
expected to sell the home in all cases? Yet the form makes no provision for rental expenses for the beneficiary and
any dependents. In short, it is not possible to devise 2 form to fill the function of an agent in determining needs;
certainly, this form does not ceme close to filling that role successfully. .

2, Preliminary Disclosure Defective and Misleading. The Preliminary Policy Summary required by the regulation
‘ would have to be prepared at the company offices, thus delaying the time at which the consumer can apply for
| coverage. The information on the Preliminary Policy Summary, including the Probable Cost Index, will be in-
accurate for policies issued on a basis other than applied for, such as with a substandard rating.

3. Policy Summary Confusing Because of Volume of Required Data. Concerning the current Model Regulation, the
task force report states that “the use of six different values (i.e., surrender cost, net payment, and ELAD for ten and
twenty durations) can be quite confusing to the consuiner.” The task force then proceeds to recommend a Policy
Summary involving over sixty indexes and a great amount of other required information!

4. Proposed Aggregate Index Misrepresents Cosi to Consumer, The proposed Probable Cost Index is hased on an
assurned pooling of financial experience and therefore has no connection with the cost of the policy to the indivi-
dual consumer. The index is the result of a complex calculation based on aggregage assumptions that are unlikely to
be appropriate to any individual consumer. Certainly, they would be inappropriate to measure the prices charged

] i by any particular company. Thus, the Probable. Cost Index does not represent “the percentage of the premium

3 : dollar. . . the insurer is likely to retain for its expenses and profit.” If the task force does not understand the index,

i ; how can the consumer be expected to avoid confusion?

1981-1 ACLI Cost Disclosure Letter Vogel bonknote 14p 10f 14




12,

£ ik

i 1.

NAIC Proceedings - 1981 Vol. I 603

Proposed Annual Indexes are Misleading and Computed on Mutually-Inconsistent Assumptions. As with the
aggregate index, these annual indexes would be calculated using assumptions inappropriate for any particular buyer
or company. Furthermore, the calculations ar¢ ob a mutually-inconsistent basis since the interest rate used to cal-
culate the Probable Annual Cost differs from the Yearly Rate of Return. The calculations are deisgned so that
company profits and expenses all serve to first increase the Probable Annual Cost and then alternatively to reduce
the Yearly Rate of Return indexes,

Post-Sale Annual Reports Not Useful. These involve the same indexes and therefore the same deficiencies as dis-
cussed in 4. and 5. For nonparticipating insurance, the annual table that must be exhibited for two policy years
would merely duplicate figures contained in the Policy Summary furnished at issue of the policy.

Regulation Applies 1o Annuities but Requirements are Meaningless, The task force has made the proposed regula-
tion applicable to most annuities but many of its provisions would be completely meaningless for these contracts.
Whar relevance does Amount of Protection or either of the cost indexes have for annuities, for examplc? The basic
purpose of an annuity is to provide a certain level of periodic income to the contractholder, but yet no provision has
been made for disclosing this most basic item of informarion.

Unconditional Refund Requirements Not Authorized by Existing State Laws. Regulations requiring companies to
provide uncenditional refunds would only be proper if state laws required such practice or authorized commis-
sioners to require such practices. Many states have no such laws.

Policy Filing Requirements Not Responsive to Statutes and Not Helpful to Regulators. The proposed requirements

10.

for filing specimen policy summaries and Probable Annual Cost graphs are outside the scope of policy approval
requirements under existing statutes. Furthermore, because of the meaningless nature of the Probable Annual Cost
indexes and of the other indexes required in the policy summaries, the material would be useless to the regulators,

Costs of Introducing New System Very Substantial. These costs, which must necessarily be barne by policyholders,

I1.

would run well into the millions of dollars—all for a system of no value to the consumer.

Report Conrtains Misleading Statements, For example, from the report: *“‘Although several states adopted the
model regulation or some variant, many did not despite intense industry support for it.”" The fact is that 36 of the
50 states have adopted the model or 2 variant. How can one refer 10 72% of the states as being “several states”
while the remaining 14 are described as “many”? We are sure that the task force would wish to correct this and
other inaccurate statements in its report before giving it wider circulation.

Report Lacks Balance. In many instances, the task force report fails to give a balanced presentatien of issues under

discussion. The strongest arguments against proposed courses of action are often omitted. For example, in advo-
cating the elimination of ELAD, the report makes no reference to how the prospective purchaser will be handicap-
ped by not having information concerning the relative magnitudes of guaranteed and nonguaranteed cost elements.
The report contains a statement that “consumers expect and need direct numerical comparisons between par and
nonpar policies” and that the policy summary should show nonguaranteed amounts on a year-by-year basis., The
report omits the point that for a buyer to be able to use these annual amounts for comparisons some average, such
as ELAD, is essential, just as cost indexes are needed to supplement year-by-year premium and benefit information,
In other cases, an incomplete discussion is apparently due 1o the task force's failure io obtain reactions from
industry before finally deciding on recommendations.

Additional Goals Proposed By Task Force are Mistaken

The task force has added several new ideas to the purpese set forth in the existing NAIC Life Insurance Solicitation Regu-
lation. Specifically, the claim is made that “Appropriate, timely disclosure . . . to nonpurchasers, such as academicians,
! publishers . . . or competitors, will spur competition, improve products, and force efficiencies in the market. . . and assure
i that mandared disclosures 2nd poliey structures are free from material distortion.”

Adding Such Goals Would Be Counte.rproductive. These additional gc:a]s have resulted in proposed changes that

would be counterproductive to efforts to reach the main goal of the existing model regulation—namely, “, . . infor-
mation which will improve the buyer’s ability to select the most approprisite plan of life insurance for his needs,
improve the buyer's understanding of the basic features of the policy which has been purchased or which is under
consideration and improve the ability of the buyer to evaluate the relative costs of similar plans of life insurance.”
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For example, the table that would be required as part of the policy summary can have as many as eleven columns,
each contzining 30 entries. Two of these columns show cost indexes headed “‘probable annual cost” and “yearly
rate of return” so that each form will contain 60 cost indexes for the basic policy and, perhaps, 60 more for each
rider. Conceivably, these numbers might be of interest to a few academics. It is inconveivable that they could be
anything other than a jumble to the vast majority of buyers. An array of numbers—some of which are either
meaningless or deceptive—can only serve to hinder the process of disclosure.

In sharp contrast, the current model regulation requires premiums, death benefits, cash values and illustrated divi-
dends 'for the first five policy years and representative palicy years thereafter sufficient to clearly illustrate the
premium and benefic patterns...” The result is a much more useful display of numbers than would be required
by the proposed model regulation.

A second example is the summary informarion that would be required as part of the Policy Summary under the
proposed regulation, Again, a few academics might be interested in the present values constructed by the use of
specified assumptions concerning mortality, lapse and interest rates. The information that purports to be “‘an
estimate of how much you have spent, in today’s dollars. .. ” can only mystify a buyer. What can anyone who
has simply drawn a check for $80 for the first monthly premium for & while life policy make of = statement that
he has just paid 3900 for protection, $2300 for surrender values, $1500 for dividends and $2100 for the company
share? How can an agent be expected to give a sensible explanation for such figures?

The current model regulation gives prospective buyers numbers related to actual financial aspects of contracts, i.e.,
premiums, illustrated dividends, death benefits and cash values, supplemented by two cost indexes at two durations
to compare possible costs of different policies. Even if state regulations were mistakenly changed to require masses
of additional - numbers be provided to academics or to others, there should be no requirement that individuals
shopping for life insurance be burdened by such an overflow of incomprehensible data.

Task Force Has Not Shown Need for New Goals. To justify revolutionizing the existing disclosure and cost com-
parison system in order to improve competition, the task force should demonstrate the need for such efforts. No
such demonstration has been attempted in the draft report. :

By most standards of measurement, the market for life insurance has been very competitive. during the last 30
years. Prices have decreased steadily; many new firms have entered the market; the market share of the largest
companies has decreased; profits of insurance compames have been moderate; many new products have been de-
veloped and sold with varying degrees of success.

My own experience as chief actuary of a major life insurance company persuades me that the market, in fact, is very
competitive and growing steadily more competitive each year. Therefore, even if the proposed vegulation would
result in improved competition—and 1 don’t for 2 moment believe that it would—the task force has an obligation to
demonstrate some need to improve competition that would justify the expenses and other problems that the
proposed regulation would create.

The Question of Manipulation is Under Study. The NAIC has an advisory group that is strupgling with the questions

of the extent to which manipulation of cash values of illustrated dividends is actually a problem in the marketplace,
It is certainly premature to decide, before that advisory group completes its work, that 2 serious problem exists
and that the way to solve it is to furnish hundreds of numbers to each prospective policyholder.

One thing that has been discovered is that there dre many reasons for irregularities in second differences of tables
of cash values or illustrated dividends that have nothing to do with competition or the desire to make 2 policy look
attractive. Such irregularities can result from rounding, from grading cash values into-reserves at some durations,
from the use of split-interest rates or many other reasons. It is not reasonable to expect the buyer of insurance to
decide which of these irregularities are harmless and which are intended to deceive,

In Any Case, Proposals Would Not Help to Reach New Goals, Even if the task force or the advisory group were able

to demonstrate that serious problems existed in the area of competition or manipulation, the proposed changes in
the model reguiation would not help regulators to solve such problems,

Neither the Probable Cost Index, the Probable Annual Cost, the Yearly Rate of Return nor the Company Share give
the policyholder a satisfactory basis for comparing the costs he is likely to incur with different policies—whether
they are similar or dissimilar. A system using more than 60 cost indexes gives many oppeortunities for some indexes
to point one way #nd some the other when comparing two contracts. Therefore, comparison will be harder and the
market, if affected, could become less competitive.
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The opportunities for manipulation would be increased by giving too much emphasis to the Probable Cost Index.
If, instead, emphasis is placed on the 30 Probable Annual Costs and Yearly Rates of Return, comparisons will be
even more difficult to understand. This elaborate system would not diminish opportunities for “manipulation”,
except 1o the extent that incentives to manipulate cost indexes might be diminished if a disclosure system were to
be adopted that is so extensive and so misleading that nobody pays any attention to it.

Examples of Disclosure Material Required by Proposed Regulation

As an aid in analyzing the task force’s recommendations, we have prepared examples of the disclosure material that would
be required for different policies by the proposed regulation. A review of these examples will indicate some of the reasons
we find the proposals objectionable. The policies with an “A” number represent policies currently being issued by the
Prudential Insurance Company. The policies with 2 “B”" number are hypothetical policies that were developed to test
various aspects of the proposed disclosure system.

1.

Policy No. Al. The Probable Cost Index and the Company Share are both supposed to represent the part of the
premium retained by the company for expenses and profit. However, needless confusion is introduced by stipu-
lating that Probable Cost index be raken as a percentage of the premiums less dividends while the Company Share
be taken as a pereentage of the premiums. Thus, for this policy the Probable Cost Index is 40 percent while the
Company Share is 32 percent.

Policy No. A3. This is the same policy as Al, but the Probable Annual Cost has been calculated using an interest
rate assumption of 5 percent instead of 8 percent. This one change causes the Probable Cost Index to decrease from
40 percent to 6 percent, or about 11 percent for each percentage point change in the interest rate assumption. At
the same time, the Probable Annual Costs, which were distinctly positive for policy Al, have become negative for
policy A3 for all except three policy years, This makes it clear that most of the so-called “probable annual cost” is
simply a reflection of the difference between the interest rate prescribed by the proposed regulation and the interest
rate actually used in the dividend formula.

Policy No. AS5. For this five-year renewsable term policy, the Probable Annual Costs 2nd Yearly Rates of Return
“fluctuate from positive to negative for no apparent reason. How will this assist the consumer in understanding the
policy and in comparing costs?

Policy No. A7. For this policy, the Probable Cost Index is 53 percent white the Company Share is 35 percent. The
probable annual costs range from $246 to minus $148 with an annual premium in the range of $325. The yearly
rate of return changes from minus 80 percent to plus 57 percent, What meaning should be attached to any of these
numbers?

Policy No. B1. This is a hypothetical whole life policy that provides cash values equal to net level premium reserves
with premiums based on mortality and interest from the Standard Valuation Law and with no provision for ex-
penses or profit. Such a poliey, if it existed, would be attractively priced because of the absence of any expense or
profit loading. Yet, the Probable Cost Index and Company Share are a poor 44 percent. Looking at 30th year
display, the policyholder pays a premium of $693.50 and the cash value increases by $915.00, clearly a favorable
result. However, the Probable Annual Cost of $1,083 and the Yearly Rate of Return of 3.1 percent paint a gloomy
picture for the policyholder.

Policy No. B2. This policy is the same as policy B1 except that the cash values are the minimum values required by
the Standard Valuation -Law instead of the higher values provided under policy B1. Pzradoxically, policy B2 shows
more favorable Probable Annual Costs and Yearly Rates of Return than policy Bl for 27 of the 30 policy years
illustrated.

Policy No. B3. This policy js the same as policy Bl except thart the p}em iums are based on twice the mortality level
of policy B1, The Probable Cost Index increases from 44 percent for B1 to 62 percent for B3, Furthermore, while

_the mortaility level doubles in going from Bl to B3, the Protection Element remains essentiaily the same in dollar

terms and decreases from 17 to 12 as a percentage of the premiums,
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. 8. Policy No. B6. This is a yearly renewable term policy with premiums based on the mortality and interest from the
- Standard Valuation Law and with no cash values, but yet the Yearly Rates of Return are heavily negative. Like all

1 policies in this “B" series, the Probable Cost Index is poor (48 percent) even though there is no loading in the
: premiums for expenses or profit.

9. Policy No. B7. While premiums for this yeatly renewable term-policy are at the lowest level that will enable a com-
pafiy to avoid establishing special reserves, the Probable Cost Index is 2 mediocre 40 percent.

10.  Policy No. B9. This is 2 no-load single payment deferred annuity issued at age 40 and maturing at age 65. The con-
: tract provides a 7 percent guaranteed interest rate. While the purpose of an annuity is to provide a periodic income
at maturity, there is no provision for showing this amount in any of the disclosure materials. When annuity pay-
' ments commence at the end of 25 years, the indicated Probable Cost is $54,274 and the Yearly Rate of Return a
negative 100 percent. -

11.  Policy No. B10. This is a hypothetical bank account with a 5-% percent interest rate. Although the concept of a
Probable Annual Cost is obviously inconsistent with the nature of a savings account, the prescribed calculation rules
nevertheless yield positive Probable Annual Cost figures. The explanation is that these cost figures also reflect
differences from the 8 percent interest rate assumprion required by the regulation. Thus, companies are penalized
to the extent that they cannot credit 8 percent after paying Federal income taxes.

12,  Policy No. B12. The Probable Annual Costs exhibit a “‘sawtooth” type of fluctuating pattern, even though this is a
routine, nonparticipating five-year renewable term policy. The Yearly Rates of Return are heavily negative despite
the lack of cash values, and the Probable Cost Index is a poor 48 percent despite the absence of any premium
loading. ’

IV.  Examples of Defects in Proposal and Report

In the very short time available to develop commenis, we have been unable to prepare a complete list of the defects in the
proposed regulation and the draft report. However, we would like to list under several broad headings some of the items
that have provoked reaction so far among our members.

o 1. Replacement of an Existing System, In evaluating the task force recommendations, it is very important to recognize
that the proposed system would replace one that has been in use for several years and that forms the basis of cost
disclosure that is required in 36 states and that is being furnished in over 80 percent of current life insurance sales.

Consider the implications of replacing completely a system that is in such widespread use, Mention has been made
of the very significant costs that companies will have to incur to comply with the new requirements and of who will
ultimately bear these costs—the consumer. We have attempted to gauge broadly what these costs might amount to,
A significant element would be the cost of educating and training sales personnel in the system. At the least,
training sessions involving one or more days of an agent’s time would be necessary, for which $200 would be a
modest estimate of the cost of the agent’s and instructor’s time, accommodations, meals, supplies, etc. With some’
250,000 agents in the country, a conservative estimate of the aggregate cost for merely this one element would be
$50,000,000, Certainly, many millions of dollars would have to be added to this figure to provide for such expenses
as the development and testing of computer systems, printing of rate book materials, designing of forms, and so
forth.

But the effects of introducing a new system would be even more far-reaching. It has been recognized that there is a
definite need to improve consuiner understanding of life insurance, and in this connection the importance of main-
taining 2 certain basie stability in educational and wraining tmaterjals is apparent. As an example, the use of the
current model regulation cost comparison indexes in sales training materials, trade publications, consumer literature,
and elsewhere has helped to ingrain them in the minds of the life insurance sales force and, to an increasing
extent, the public. If these indexes were replaced as a cost comparison standard, the educational progress that has
been made would be largely undone and much ground would have to be retraced.
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If the new system were adopted by the NAIC, the individual states would have to decide on a course of action.
Some might move to adopt the new regulation, but others might elect to remain with the current regulation. During
a period of some years companies that operate in more than a limited number of states would have to comply with
both disclosure systems and would have to furnish different materials depending upon which regulation is in effect
in the particular state, Many large metropalitan areas are spread over more than one state, and it would be inevi-
table that in some of these areas there will be periods where one regulation is in effect in a part of the area and the
other regulation in another part. Agents in these locations would have to be knawledgeable about both systems and
carry the different materials appropriate for both. Consumers attempting to discuss and compare life insurance
costs with one another would be handicapped if they reside in different states with dissimilar regulations. Trade
publications attempting to display data on life insurance costs would face similar problems. Again, the overall
effect would be to destroy much of the progress that has been made toward improved public understanding of life
insurance costs,

Information Unhelpful, Incomplete and Potentially Deceprtive. The task force report contains the followmg com-
ments concerning the current disclosure system:

.. the use of six different values (i.e., surrender cost, net payment and ELAD for ten and twenty
durations) can be quite confusing to the consumer. It is also subject to abuse by an agent. Con-
sumers comparing the six values of one policy with those of another are likely to find that different
indices point in different directions. Consumers are understandably confused. Furthermore, an
agent can abuse the current method by emphasizing the index most favorable to his own interest.”’

It is ironic that the task force should then recommend 2 disclosure system where the required information would be
overwhelming and potentially deceptive for ¢ven the most sophisticated buyers. Instead of the four cost indexes
and two equivalent level aonnual dividend figures of the current regulation, the new one would require over sixty
indexes. If the task force feels that six values can lead to agent abuse and consumer confusion, what does if feel
will happen if more than ten times as many values are required?

Now consider the nature of the required information. Under the current regulation, the four indexes provide a
measure of relative cost under representative situations, and the two equivalent level annual dividend figures indicate
the extent to which nonguaranteed dividends are reflected in the indexes, Each of these numbers discloses informa-
tion that is meaningful, that reflects a specific sitvation, and that involves the assumption only of a representative
interest rate. Contrast that with the indexes of the proposed regulation, which are purely of interest to academics
since they represent averages for a hypothetical group of lives based on a number of assumptions that will hardly be
appropriate for the prospective purchaser or the policy or company under conmderatlon We will now discuss why
these assumptions would lead to meaningless results for the consumer.

Indexes Fail to Provide Meaningful Cost Disclosure. In developing the various index figures of the proposed regu-

lation, one set of lapse and mortality rares Is prescribed for use in all situations. To the extend that the lapse and
mortaility experience for the palicy under consideration can be expected to be poorer than provided for by these
prescribed rates, the calculations required under the regulation will overstate the portion of the premoum that is
actually available for expenses or profits. Conversely, more will be available for expenses and profits than indicated
by the calculations if the 2ctual lapse and mortality experience is better than provided by the assumptions. This
means, for example, that the Probable Cost Indexes calculated under the regulation would overstate the “actual”
retention for companies that operate extensively in the lower to moderate sociceconomic markets and for policies
issued to substandard risks. On the other hand, the calculations would understate the actual retention for com-
panies that concentrate in the higher sociceconomic markets and for policies issued to preferred or “superselect”
risks. These discrepancies between the Probable Cost Indexes and the company retention that could reasonably be
expected in actugl practice are the resuit of differences that obviously exist in lapse and mortality experience among
different types of market, products, etc. Just to cite briefly some very basic variations that are known to exist,
lapse and mortality rates are very different for permanent life insurance compared with term life insurance com-
pared with annuities, ’

An additional commment we would like to make about lapse tates Is that their use in determining the Probable Cost
Indexes under the regulation results in a heavy weight being given to the level of the early-year cash values. For
example, about half of the company retention is accounted for in the first two policy years. This means that
policies with high cash valves in the early policy years, which often are designed specifically for the business and
high-income markets, will tend to demonstrate favorable indexes, quite apart from the relative merits of other
features of these policies.
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Concerning the 8 percent interest rate assumption required by the regulation, the statement is made in the Section-
by-Section Analysis that this rate “more nearly approximates the 1ime value of most policyholders’ funds,” Further
justification for this rate is then made on the basis that “rates hover now in the mid-teens for mortgages and
approach 20 percent on other consumer indebtedness.” If the interest assumption for the index calculations is to
Tepresent a reasonable after-tax rate that the policyholder could earn over the long term on future investments with
security comparzble tolife insurance, it can be questioned seriously whether any rate should be used that is higher
than an expected future passbook savings account rate adjusted for income taxes over the long term. If, as also
stated on the same page, the intent is to use “an interest rate that will be neutral, that will not give an unfair com-

. petitive advantage to either participating or nonparticipating policies,” then careful analysis is needed to determine

1981-1 ACLI Cost Disclosure Letter Vogel bonknote 14p

what is in fact an appropriare “neutral” rate. ' Use of an inappropriate rate creates distortions with respect to not
only participating vs. nonparticipating insurance but also terrs vs. whole life insurance and insurance vs. other
arrangements,

Finally, it is stated that “the recommended rate more nearly approximates companies’ returns on their own invest-
ments.” In this connection, we would mention that in 1979 the net investment earnings rate on funds derived from
ordinary life insurance operations for United States companies, after deduction for federsl income taxes, was about
6-% percent. The policy dividends being illustrared today, which must reflect current as opposed to projected
interest earnings, are based on interest earnings rates in the area of 5 to 6 percent. For nonparticipating insurance,
the pricing takes account of after-tax interest rates that companies can expect to earn on monies received over the
lifetime of the policy. Considering the many years for which 2 life insurance policy can remain in force, an 8 per-
cent interest rate is certainly an extremely optimistic assumption for this purpose.

We see, then, that the indexes of the proposed regulation would accomplish nothing more than provide a measure
relative 1o the lapse, mortality, and interest assumptions upon which they are based. To the extent that the actual
experience for the policy under consideration is anticipated to be more favorable than provided by the assumptions,
the calculated indexes will appear to be favorable, quite apart from whether the policy is priced reasonably by the
insurer for the markert it will be sold in or whether it provides a good value to the consumer in that market. Unlike
the interest-adjusted indexes of the present regulation, the new indexes would disclose nothing at all about the cost
of the policy to the prospective purchaser.

Finally, even within this limited context of providing a messure against the prescribed assumptions, the proposed
indexes are flawed because of mutual inconsistencies between the Probable Annual Cost and the Yearly Rate of
Return calculations. In the words of the task force report, “the Probable Annual Cost simply expresses the dollar
amount which the company, on average, retains each year for its profits and expenses.” But in caleulating the
Yearly Rate of Return no recognition is given to the fact that these profits and expenses have been accounted for in
the Probable Annual Cost; rather, any provision for company profits and expenses are used to reduce the Yearly
Rate of Return. The combined effect of these two calculations is to charge profits and expenses twice, with the
result that the indexes become essentially whimsical and certainly of no value for cost disclosure purposes. More-
over, the interest rate that is nominally credited to the buyer in determining the Probable Anmual Cost is different
from the Yearly Rate of Return. Thus, the buyer is being told that, if the company credits 8 percent, the overhead
in a given year is $400. At the same time, he is being told that, if there is no overhead deducted from the premium,
he is being credited 5 percent interest. The format strongly suggests that $400 overhead is being charged and 5
percent interest is being credited. Probably, both figures are wrong,

Misconceptions Concerning Interest-Adjusted Indexes. Merely three sentences from the report provide considerable
insight into the many task force misconceptions concerning the current disclosure system,

Neither the surrender cost index nor the net payment index indicates cost except in the unlikely
event the insured would either die or surrender at the end of the 10th or 20th policy year. At other
points in time, these indices may be quite imrelevant to most policyholders. In this context it is
significant to note that the average life of a policy is about seven and one-half years,

Each of these statement is inaccurate, and we will discuss them in order.

At the end of any policy year during the premium-paying period, a policyholder has simply two choices—he can
continue paying premiums or he can lapse the policy, The interest-adjusted indexes address both of these possibili-
ties, which are the only possibilities, so the reference in the first sentence to “the unlikely event” is completely
mappropriate.
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The following sentence makes the point that the interest-adjusted indexes are generally “quite irrelevant” except at
the end of the periods for which they are caleulated. These indexes are designed as cost-comparison tools. Cer-
tainly, if a policy compares favordbly over 10 years and also over 20 years, there is good likelihood that it will :
compare favorably at other durations, and vice versa. How can the task force justify this implication that how a
policy compares at certzin specified points has no connection with how it compares at other points?

Finally, we turn to the statement concerning the average life of a policy. The quoted figure of 7-% years appears
reasonable as the average age of all policies currently in force. But this is certainly not the same as saying that 2
policy’s total lifetime will average only 7-4 years, which is an interpretation that the task force seems to have made.
That figure is 19.53 years, according to a LIMRA study of a few years ago. The wide difference between the two
figures is explained by the rapid growth from year to year in the amount of new life insurance issued. The resultis
that the average age of all existing policies is influenced very heavily by the more recent issues, which of course have
been in force only briefly.

5. Preliminary Policy Summary Requirement Will Have Harmful Effects. Despite the dssertions to the contrary in the
report, the Preliminary Policy Summary required by the proposed regulation will have to be prepared at the com-
pany offices, It is inconceivable that the agent could be expected to prepare the required material accurately, since
2ll numbers must be shown for the amount of insurance applied for. The possibility of the agent completing the
form should be considered in the light of the common siruation where the applicant specifies the desired premium
amount, and the agent suggests the appropriate plan and face amount of insurance, A number of these sales involve
riders providing such benefits as family income or other supplemental term insurance, disability waiver of premium,
accidental death, or guaranteed insurability; these would complicate the calculation even further.

The report contains the statement that “if an agent can compute the premium from a rate book, he can compute
the PCI in essentially the same manner,” This is simply net true. The premium factor enters inte both the numera-
o tor and denominator used to calcualte the PCI, so the agent cannot merely take a published PCI per $1,000 of insu-
rance from 2 rate book and multiply by the number of thousands of face amount applied for. Since the premium
rate per $1,000 of insurance is not a constant amount but instead varies depending upon the amount of insurance,
the PCI per $1,000 of insurance also varies with the amount of insurance. Unlike the situation for the interest-
. adjusted indexes, the PCI values cannot be adjusted by a single addition or subtraction process to make them appli-
cable for different face amounts. Rather, both numerator and denominator of a fraction must be adjusted and a
new division performed. The same process is necessary to take account of rider benefits, substandard ratings, and
any other item that affects the policy premiurm,

The fact thar the agent would be unable to complete the Preliminary Policy Summary has very unfavorable impli-
cations for the agent, the company and, most significantly, the consumer. For the agent and the company, the
result would be considerable additional cost and reduced agent productivity, largely because of the additional call
that the agent will generally have to make on the customer to deliver the summary and be able to take the applica-
tion for the policy.. An even more serious consequence is the effect on the consumer, who would be denied the
opportunity of applying for coverage until the agent can return with the summary. Under this procedure, there is
no doubt that some people will die without insurance protection who otherwise would have been covered. Cer-
tainly, people who want insurance should be covered as promptly as.possible, and any proposal that would impede
this process must be considered unacceptable,

6. Eroposed Regulation Unhelpful for Plan Choice. The task force report states that the proposed disclosure material

will “provide information helpful for consumers to assess the relative merits of similar and dissimilar plans of insu-
rance.” We disagree strongly.

One of the new items that the task force recommends is a suitability form. This form merely develops a recom-
mended death benefit; there is nothing on the form that addresses the question of what plan is suitable, Neither is
there anything in any of the other recommended disclosure materials that touches on this point. The Preliminary
Policy Summary, the Policy Summary, and the post-sale disclosure forms are all designed essentially to handle
permanent, participating policies. We have seen from some of the examples that we discussed that the proposed
calculation bases yield nonsensical results for products such as term insurance and annuities,
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As we have indicated so often, a choice between different types of policies and products cznnot be reduced to a
comparison of cost indexes. If a person is interested in a pure investment, he should be looking at products offered
by financial institituions other than life insurance companies, If he is seeking a product that will provide a guaran-
teed level of retirement income, an annuity is indicated. If he wants life insurance protection, either whole life
insurance, term insurance, or a combination is the answer, depending on various circumstances, These are the basic
questions that the customer needs to address first, and they have to be addressed quite independently of what the
cost indexes look like.

V. Summary

The proposed changes in the NAIC model regulation are misguided. The additional goals of increasing competition and
reducing the opportunity for material distortion are introduced with no showing of need. Even if need could be shown,
the methods adopted by the proposed regulation would not help reach these additional goals. The changes would make
the required material much less useful for disclosure and cost comparison purposes. Thus, the buyer would have to pay for
the substantial expenses incurred by companies to develop and deliver information much less useful for his purposes than
that required by the current model. -

We, therefore, urge that the task force not give the proposed regulation and draft report any wider circulation without first
giving very serious consideration both to the report and to the proposal. If it would be helpful, we would be willing to
develop more detailed comments on etrors in both the proposed model regulation and the draft report, However, we think
that both represent a false start, and that the task force would be well advised to take an entirely different track,

Undoubtedly, the current model regulation could do a better jobr of presenting needed information to buyers, Any model
regulation can be improved in some respects. We suggest that the task force may profitably look for improvements in the
design and delivery of information that would help buyers of insurance to make intelligent choices without making them
responsible for attempts to increase competition or to minimize opportunities for manipulation. In short, develop a model
regulation aimed at effective disclosure and at making comparison shopping possible.

EE T T

Comments on Behalf of the National Association of Life Companies
Presented by: S. Roy Woodall, Jr., Executive Vice-President

On August 21, 1980, on behalf of the National Association of Life Companies, 1 appeared at your hearing in Indianapolis
on possible modifications to the Model Life Insurance Solicitation Regulation. Ar that time, our asscciation, which
consists of over 200 small to medium-size life insurance companies, urged that no modification of the Regulation be made
unless: (1) it was justified by a clear need of the consumer; and (2) there was equally clear evidence to prove that the
incremental cost would not outweigh the alleged benefits.

Now, just three months later, we are attending this public hearing calied for the purpose of receiving comments on 2
completely new Model Cost Disclosure regulation, the draft of which was completed just last month and which you indi-
cate you intend to recommend for adoption next week by the NAIC.

At the time I spoke to you in Indianapolis, I believed that I was speaking in the best interest of the consumer policyholders
of our companies and am equally convinced today that I speak for consumers. The life insurance industry is unique in
many ways. It would be unfortunate indeed if you were to lose sight of the fact that on a daily basis agents of aur member
companies contacet tens of thousands of consumers, Management of our companies know as well as anyone could that the
consumer is best served by a simple method to assist in selection of a product. Complexity is of no help and can serve only
to confuse the consumer, }

As pointed out in your most recent report, the current model was developed over a period of five years of study, but it
now stands condemmed by you as a “significanty defective base” for life insurance disclosure, with important defects
which “can be cured only by shifting to a different disclosure system.” Your report states that the issue at hand is not the
transitional costs, but: (1) whether the interest-adjusted method should be retained; and, (2) if mot, what method or
system should replace it. If the interesr-adjusted method was wounded by the criticism of the FTC and the Moss Commit-
tee Report, it has been massacred by your report.
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After burying the remains of the interest-adjusted method, your report consideres five alternative bases for a new disclo-
sure system, but all are judged lacking, and an index method from the modified company retention method is chosen
instead. At the meeting of the NALC directors last week, your proposal was reviewed and discussed at considerable
length. As part of our consideration we listened to the report of one NALC director who is an actuary and had received
a copy of the new proposal. He was able to project the cost to his company of implementing the proposed system. This
director’s company does business in three states, and only this July 1 was first required to comply with the present model
regulation. The company has approximately 13,000 policies in force with premium income of $4 million, and is presendy
writing about 4,000 new polities each vear. It is presendy computerized on an IBM System 3, Model 10, and has 22 home
office employees and 120 agents. Our actuary-director broke down the cost of compliance as follows:

1. Refiling of policy forms, summaries andgraphs, . . . ... ... . ... ... ... . .. ..... $ 5,000
2. Upfront Disclosure: $2.50 per annual 15,000 interviews . . . . . . .. ... ... ... ... 37,500
3. New Application Forms (for agentsattestation} . . . . . ... .. .. ..t in v 2,500
4. Policy Summaries (10 plansat $500 perplan). . . . . .. ... ... .. .t it i 5,000
5. Annual Disclosure Form ($2.50 per 13,000 policies). . . . . . P B 32,000
6. Retraining ($250 per 30 mManagers). . .« o v v v v v b i e e e e e e e e e e e . 7,560
(B150per120agents). . . . . . . . . .t i e e s 18,000

'.7. Software (hardware adequate). . . . . ... .. ... R 12,000
$124,500

Two significant points must be emphasized: First, the cost of first year compliance ($124,500) was only slightly less than
one hundred percent of that company’s statutory gain for all of 1979. Sccond, a very high percentage of the total cost will
recur on an annual basis! Such 2 backbreaking financial burden must of necessity become a critical issue, These realistic
projections cannot be cavalierly dismissed by this task force, nor can they be nullified by the proposed discretionary
exemption in cases of “irreparable harm.” Cemmon sense teaches that this exemption simply will not be utitized,

Based upon these cost figures and a comprehensive review of your proposal, it was the unanimous opinion of the directors
of NALC that it was time for us to say “Wait just a minute! This is insanity!” The industry and regulators listened to the
critics once before and embraced the interest-adjusted method. This was done at a considerable cost; and now, after five
years, we are informed that the interest-adjusted method is outmoded and that this task force, since the August 21 hearing,
has now discovered for us a new magic method, We are told in your report that our previously stated concern about costs
was “‘unpersuasive”. We urged at that time that before adopting any changes you should make 2 cost compliance analysis.
This has not been done, even though you do acknowledge in your report that such costs “may (emphasis added) impact
small companies severely, particularly very small companies with limited or no computer resources.” The cost figures
presented for one of our member companies with adequate compuier resources more than proves this statement, However,
your report concludes that the added cost argument “pales in significance to the benefits to be gained,”

What benefits? Your report states that the interest-adjusted method that was supposed to benefit the consumer when it
was devised five years ago has actually been used to deceive the consumer. How do we know that in another few years
your magic method will not be “outnoded” and “significantly defective”™? According to the November 1, 1980 issue of
The National Underwriter, the CEOQ of a medium-sized company told the Northeast Management Forum that; “It seems
that everyone and anyone wants to tell us how to sell our product. These who advoeate current disclosure statements
simply do not understand the sales process.” That individual went on to make a point that is of serious concern to all of
us: “l am haunted by the picture of the widow going to the desk drawer after her husband’s death and finding a dozen
disclosure statements and no life insurance policies.”

Stated another way, the real issue is the provision of adequate life msurance protection, not the accumulation of a
meaningless pile of disclosure documents.
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The NALC agrees that many of those who have proposed the various disclosure systemns have had commendable objectives
of achieving a more intelligent and informed life insurance consumer. However, the NALC also knows from experience
that sometimes large companies are willing to accept additional regulatory restrictions when they know thar it will be to
their benefit—at the expense of the smaller companies. The NALC was founded in 1955 as a direct resulc of a proposal
being considered by the NAIC at that time, and supported by many large companies, that would have outlawed all
“specialty” policies and thereby put many smaller and more innovative companies out of business. Prior to the passage of
the 1959 Tax Act, the smaller companies had to rally through the NALC to modify a tax proposal supported by the larger
companies that would have been discreminatory in favor of the larger companies. As we pointed out in the August 21
hearing, the net effect of more disclosure changes will be “the sale of fewer policies at more expense.” Every added cost of
disclosure discriminates against the smaller companies by more heavily increasing the unit cost of its policies and it equally
discriminates against the consumer policyholder who will be forced to pay 2 higher price for the same amount of insurance
protection.

In speaking of your “‘commendable objectives”, it is difficult not to think of the commendable objectives of the endless
governmental programs that promised placebos to stamp out poverty, ignorance and illness, and with those efforts of
governmental agencies over the past two decades to “protect™ us all by controlling our lives, These “‘commendable objec-
tives” have met with repeated failure and have now been repudiated by the voters of this country.

We respectfully suggest that the return to realism signified in the 1980 election be considered carefully by your com-
mittee. From the testimony heard here today, it will be evident that your new “majic’’ formula cost disclosure systern will
not be exempt from criticism. The “company share” figures are especially susceptible to confusion and even misrepresen-
tation as the equivalent to the amount of company profit on the palicy in question. Time may prove it to be more defec-
tive than the interest-adjusted method. Perhaps it is time to acknowledge that no system can be without fault, It may
even be time to consider returning to the net cost method or to some other simplified method that could be more readily
understood by the average consumer. Your own report points out that the old net cost method has the ‘“virtue of sim-
plicity . .. was easy for consumers to understand and easy for agents to calculate and present.”” None of the alternarte
bases for a disclosure system, including the new proposed method, has these attributes. The criticism your report levels 2t
the simplified net cost method centers on the fact that it does not reflect the time value of money. This has never been
disputed. But when the consumer is so informed of the defects in any simplified method, perhaps that is all that you as
regulators can or should do without risking the confusion of more complicated systems that leave the consumer worse off
than he is today.

KRR KR RS E

November 25, 1980

Ms. Carolyn Cobb, Associate Counsel

National Association of Insurance Commissioners
350 Bishops Way

Brookfield, Wisconsin 53005

Dear Ms. Cobb:

Enclosed is a copy of the letter I received from our member company giving the cost estimates for implemeniing the new
proposed cost disclosure system.

In reviewing my testimony, 1 noted that one item has been omitted, thus causing an erroneous total. The letter gives the
breakdown in much better detail and should be of more assistance to you, especially in view of Commissioner Hudson’s
remarks to the effect that you were undertaking some independent cost studies.

Very truly yours,

5. Roy Woodall, Jr.
Executive Vice President
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PRELIMINARY POLICY SUMMARY

NOT ALL LIFE INSURANCE CGSTS THE SAME.
: SHOPPING FOR LIFE IHSURANCE CAN SAVE YOU MONEY.
; LOOK FOR POLICIES WITH A LCW PROBABLE COST INDEX.

Company Name _ ACLI Life Insurance Company Application # Cocopap 417

Company Address ACLT Plaza, ¥ashington, New Jersey 07101

. P
Proposed Insured _Tohn 1 Pel ¢ v roiner Age: Mo de 3{’
K]

i Policy Plan Hame: Ectate 20 -Noenw Emeker”

Brief Policy Description: whale 1.fe - MenSmoker Discoont

.
Apﬂﬂs

To find a low cost policy, compare the following information with similar
policies. A poliecy with a lower Probable Cost Index is likely to be a
better buy. Small differences in Probable Cost Indexes are probably not
significant. Your Buyer's Guide will tell you more about the Probable

Cost Index.
! o 7/
PROBABLE COST INDEX _ $0%, (40) (se)
; ' . e Amount Payable Cash
: Policy Year Premium Dividends™* Upon Deaths Values*
i 1 B8] .~ ¢ —_ sottbit.-’ -
‘ 2 e, -~/ 5.~ 7 souus £ 2707
: 5 g — - souLs / 28967
10 gq1. =+ ga.s0 506a5 7 ey’
: 20 a1 - < car.- - 566~ tae27”
Age 65 gqL " - 1274.80 ¢ SlBL 6 28795/

]'7 I If this block is checked, some of the above values can change. They
T will bz indicated with an (*) by your agent. These numbers are not
guaranteed. )

1. Your state requires your agent to fill out this form and give you a
Buyer's Guide before you sign anything or pay any moncy.

2. Read the Buyer's Guide. It contains basic¢ insurance information.

3. Kecp this form. Compare it with the Policy Summary that will be
delivered with your policy. -Check the figures,

4. The Policy Summary contazins more about how much this policy will
cost you. You can request it at any time. Your company's name and
address is at the top of this page.

Name of Agent Cenrqe G &pnf Telephone # 2 ¢t~ 1270

e

o1l
Address of Agent V23 miain St. An“,hw NI Date: Wov s7 1780
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- Fade 1
SUMHARY OF FOLICY COSTS AMD BEMEFITS - :
Insured: Joho B, Policuowner Policy Ho. 00GI000A1
Generic Name! ESTATE 20-NON SHOKER

You can ask sour agent or write sour coerany to get answers to wour ouestion aboul this rolicw.

| ACLI Insurance Company Adent). eeene G Aot
| A0LT Plaza hddressi_\EB _smein St
: H2shindtons New Jerses 067101 Cityt Ao dran State: A3 711 07772
PROBABLE COST INDEX 0%
Arnusl  Semi-Annuzl  Quarterlu Kenthly :
Presius Preniun Prenitie Prexiu
Anount Per Pausent 891,00 453,00 229,25 77,50
Total First Year 891.00 904,00 917,00 930.00
mn 2 (3} {Ianx {8) [LF}} (5} {53k (&) B ¥ )} e
lustrative Guaranteed Illustrative GBuarantesd Illustrative Probable  Yearl:
Policy fnnual  Beath DPeath Cach Cash Awount of dual  Rate ¢
Year Ade Presius  Dividend Benefit Bepefit Value Value Protecticn Cost Retusr
1 kW] 891.00 0.00 50000 50444 0.00 0,00 S0444 836 -7l
2 316 891,00 56,00 0000 50445 270.00 270,00 50174 530 =58
3 7 891.00 39,00 50000 50444 1114.00 1118.00 49330 9 I
L] E] 891,00 85,00 50000 0444 1971.00 1791.00 48435 34 &l
5 ki) 891.00 71.00 50000 50444 2095.00 2095.00 47550 59 3t
[ 40 891,00 76,50 30000 S0444 3830.30 3830.50 46815 87 T
7 4 891.00 B1,30 50000 30446 4793,50 4793.50 45650 114 L
B 2 891.00 B7.0¢ 0000 904%6 5792,00 9892.00 45504 53 7
¥ 43 891,00 92,5 50000 - 5059 821,50 7021.50 43574 b but
10 44 891.00 99.50 0000 506946 7884,00 B184.00 42312 12 [
11 43 891.00 157,50 S0000 50796 8807.50 909,50 41584 7 L N
12 4 891.00 21590 50000 50896 761,00 10261.00 40833 267 L1
13 47 891,00 273,00 30000 50994 10738.5¢ 11338.50 39637 257 3
14 L] 891.00 330,30 50000 51094 11741,50 12441,50 38554 51 Se
13 47 291.00 391,50 30000 S1i%6 12771.00 13571.00 37625 241 &
16 30 891.00° 430.00 50000 51294 13827,00 14727,00 36569 b3 8.
17 51 891.00 508,30 50000 51354 14%09.50 15909.50 35484 230 '8
18 52 891.00 568,50 50000 51494 14020,00 12120.00 34378 m b,
19 53 891,00 529,00 50000 515%4 17158, 3¢ 18358.30 1237 285 &
20 W 891,00 £91.00 50000 51496 1832700 19427,00 32069 205 &
21 b 891.00 944,00 500600 51744 19244,50 20544.50 31190 348 &
J 22 56 891,00 984.00 50000 7S 20147.00 21447.00 30279 382 .
{ 23 5 891,00 1022.00 50000 1746 21084.50 22386.50 29159 398 &
L} 38 891,00 10462,00 30000 51771 2200450 23354,50 28414 366 b
n 3 391,00 1103.50 30000 91794 22919.00 24259.400 27527 430 &
24 40 891,00 1140.00 50000 51794 23828.50 25178.30 26817 449 4. E
27 41 891.00 1177.50 50000 1756 24732.50 26082.50 23713 L1 §. :
p::] §2 891,00 1215.00 50000 31821 29629.50 27029.50 Hm 434 L8 !
29 53 891,890 1249,50 50000 51844 26517.50 27917.50 23928 st &
0 & 891,00 1279.50 50000 51845 2239500 28795.00 T238L 21 [

$Thece tisures are b2sed on prodections and may not reflect the actual values received or realized in the fulure.
Your Busers Buide will tell sou about the wearls rates of teturn, You can also 3sk wour agent or wour comrany to explaic

In the future someone mau ask wou 0 rerlace this selicw, If thet hareense ask uour agent for 3 new sheet like this ore.
You can 130 ask wour insurance CORF3NY.
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SUHMARY INFORHATION

Here is an estinate of how much uou have srents in todays dollarsr and for what.

Protectien
Surrender Walues
Dividends
Conrary Share

Premiums {Total)

Where does vour preaium go?

Protection
Surrender Vzlues
Dividends
Coarang Share

Preeiues (Toial)

Dollar Amount

o $ B37¢
22864
1535%
2146¢

LI 1:5L} ¢

1
m
22%
2

——

1002

Pade 2
Policy Ka. 0000001

$These amounts are exeressed in todzys dollars, they take inte account the first 30 vears of
this rolicu. Thes also take into acrount whems on an averades soneone like wou is likely to die
or stor their epolicy, these swounts are called rresent exrected values.
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