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The Life Insurance (C3) Subcommittee convened in the Columbus Room, Detroit Plaza
Hotel in Detroit, Michigan, on June 10, 1981, at 9:10 a.m. Committee members present:
Colorado, Texas, Arkansas, Georgia, Indiana, Illinois, and Nevada. Absent: South Carolina
and Utah,

1. Report of the Task Force on Manipulation, Lapsation, Dividend Practices and Annuity
Disclosure

The detailed report of the task force had been produced and was available for review by all
interested persons (Attachment One). It was received. The Advisory Committee on Policy
Lapsation has proposed a disclosure system and a computer program which will make it
possible to determine when a company’s lapsation rate is getting out line, and provide a
warning sign to indicate where special attention is needed.

The Advisory Committee on Dividend Practices reported that the Academy of Actuaries
has developed standards and suggested disclosure procedures. The process of exposure of
the proposal will soon begin with adoption to be considered at a later time,
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The Advisory Committee on Manipulation has accomplished its purpose and has asked to be
discharged. It is recommended that the successor committee to the (C3) Subcommittee
bring the subject up at a later date to determine whether further review is needed at that
time,

The Advisory Committee on Annuity Disclosure has completed its reports and will have an
exposure draft ready for the December, 1981, meeting.

2. Report of the Task Force on Model Group Life Insurance Law

The model law proposed by this task force was adopted by the NAIC at the December,
1980, meeting. The further study relating to payment of fees, dividends, and portions of
premiums to group policyholders, and without the knowledge of members, was then
assigned to the Group Accident and Health Task Force for further consideration.

3. Report of the Task Force on Life Insurance Cost Disclosure

Commissioner Lyndon Olson reports that this task force has been reorganized at its meeting
in San Antonio on May 26, and met again in Detroit on June 7. A two-day working session
is planned for some time in July or August. A suggestion was made that it might meet at
the same time as the Illinois Department hearings in Chicago on July 20 through 25, on the
subjects of replacements, solicitation, and deposit term.

James Hunt of the National Insurance Consumers Qrganization indicated that he had pre-
pared documents for review on replacements and the efficiency of the present regulation,
He made the statement that it’s “worse than nothing.” He further indicated that his organi-
zation supports the rate of return cost disclosure system and the new product “universal
life” creates new problems.

Richard Minck of the American Council of Life Insurance spoke endorsing the procedure
being taken by the Task Force on Life Insurance Cost Disclosure, He offered his organiza-
tion’s full support.

[Editor’s Note — Attachment Two is a statement submitted to this task force by the Center
for Public Representation,]

4. Report of the (C4) Technical Subcommirtee

John Montgomery, vice-chairman of the Life, Accident and Health Insurance (C4) Technical
Subcommittee, presented the report on behalf of this subcommittee,

Distributed were copies of the June, 1981, semi-annual report of the (C4) Subcommittee,
along with an outline of that report and copies of an instrument entitled, “Review of Sex
Distinct Pricing in Individually Marketed Insurance.”

Brief comments were made about eleven different life insurance topics which the (C4) Sub-
committee is still working on. These topics are listed in the outline to the semi-annual
report. The repott gives {urther information about them.

He called attention to three matters which were being recommended to the Life Insurance
(C3) Subcommittee:
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(1) Housekeeping changes to the revision of the Standard Valuvation and Nonfor-
feiture Law for Life Insurance adopted in December, 1980.

(2) Addition of a paragraph to the existing Actuarial Guideline Il in the NAIC
Financial Condition Examiners Handbook stating that it applies at once and not
only after the December, 1980, revision of the Standard Valuation Law becomes
effective in a state.

(3) Addition of a new actuarial guideline to the handbook dealing with the applica-
tion of the Standard Nonforfeiture Law for Individual Deferred Annuities and
relating to nonguaranteed payments such as dividends or excess interest credits.
The title of this guideline should be amended to remove the words “The
Proposed.”

Copies of pertinent materials were mailed to the commissioners of all states thirty days
before this meeting. The (C4) Technical Subcommittee is recommending adoption in June,
1981, on all three of these matters, including revision of the title of recommendation #3.
[Editor’s Note — The report was amended by the (C) Committee to indicate that the recom-
mendations were unanimously adopred, See p, 559.]

Also noted was the fact that the (C4) Subcommittee had developed the statement on sex-
distinct pricing after considerable discussion at its meeting on Sunday, Junc 7, 1981, and
Tuesday, June 9, 1981. Mr. Montgomery mentioned that the work on this topic grew out
of a specific charge from the Accident and Health (C1) Subcommittee in December, 1979.

Commissioner Barnes asked whether Mr, Montgomery would recommend adoption of the
statement at this meeting. Mr. Montgomery noted that the statement had not been distri-
buted in advance of the June, 1981, meeting and that it had been received by the Accident
and Health (C1) Subcommittee but not adopted, and that it was the intent of the (C4)
Technical Subcommittee to bring this subject up again at the meeting of the parent (C)
Committee,

5. Progress of Model Bill on Variable Interest Loan Rates

Maureen McGrath of the American Council of Life Insurance read a report on the subject.
It is attached and made a part of this report (Attachment Three).

James Hunt of NICO indicated that his organization is basically in favor of the concept, but
feels that there arec some serious problems as a result of continuing high prime rates, He
further indicated that he feels the variable loan interest rate should be tied into the Moady
index.

6. (Other Business

It was reported that both houses of 13 states have passed the new Model Standard Valuation
and Nonforfeiture Law. It has been signed by the governor in some of them. The model
bill has been passed in one house in three other states, and was intraduced for consideration
in 11 other states. It has died withour action in some of those states.

The chairman called to the subcommittee’s attention that a certain organization from
California is anticipating seminars on methods of using the “retired lives reserve” concept
in sales procedures. No one offered more information on the subject.
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The chairman also called attention to the fact that the recent Colorado Supreme Court
decision relating to Colorado Replacement Regulation, “which is the NAIC Model,”
supported the regulation, but did provide that if an insured indicated in writing that the
comparison form was not to be provided to the replaced company, it may not be provided
without violating the Privacy Act. That does not preclude filing the form with the insurance
department, the staff of which can review the form.

There being no further business, the meeting was adjourned at 10:15 a.m.

J. Richard Barnes, Chairman, Colorado; Lyndon Olson, Jr., Vice-Chairman, Texas; William
H. L. Woodyard III, Arkansas; Joseph C. Mike, Connecticut; James R, Montgomery I1I,
Acting, D.C.; Johnnie L. Caldwell, Georgia; Philip R. O’Connor, Illinois; Donald H. Miller,
Indiana; Nancy A, Baerwaldt, Michigan; Patsy Redmond, Acting, Nevada; John W, Lindsay,
South Carolina; Roger C. Day, Utah.

ATTACHMENT ONE
MANIPULATION, LAPSATION, DIVIDEND PRACTICES AND ANNUITY DISCLOSURE TASK FORCE

Detroit, Michigan
June 6, 1981

The Manipulation, Lapsation, Dividend Practices and Annuity Disclosure Task Force met Sunday afternoon, June 6, 1981,
in the Brule Room of the Detroit Plaza Hotel. The task force received reports fram the following advisory committees.

1. Report of the Advisory Committee on Policy Lapsation

Helen Noniewicz, LIMRA, chairman of the advisory commitree, gave the repert, Ms. NMoniewicz presented a report on the
proposed lapse disclosure system (Attachment One-A). This report will be the final report of this committee subject to
some editing changes, The report includes the committee's recommendations on administrative procedures for the pro-
posed system as well as background material on the formarion of the advisory committee, its initial assipnment and the
results of the 1278 report on lapsation, which included the praposed lapse disclosure system. The report responds to the
committee’s second assignment of testing the technical adequacy of the proposed lapse disclosure system.

The major findings and committee recommendations may be summarized as follows:

a The proposed disclosure system, which subdivides the calculations inte a two-dimensional breakdown (by
type of business and duration) was found to provide 2 method of determining atypical lapse situationsina
manner that is superior to utilizing a single over-all lapse rate.

b. The average cost per company of developing the proposed system is $20,000, with the median cost at
$9,000. Subsequent annual costs average $3,000,

e A three-year introdustion period is recommended during which companies would submit either the required
£eDOIL OF a Progress repost concerning the installarion of the system,

d. The committee recommends that companies use the proposed form (designed by the committee) for
reporting lapse results in the form of ratios of actual experience to standard experience based on industry
norms, It is further recommended that thig lapse report be suhmitted to the insurance commissioner of the
state of domicile by September of each year,

<. The standard lapse rates, developed from the test data, are recommended for use in the calculation of lapse
ratios, The commirtee recommends thar standards be held congrant for a period of vears and updared only
as the need arises. In addirion, the committee recommends that, in the calculation of standards, the exposure
of any company in any onc cell be limited to 10 percenc of the total observed.
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f The committee recommends that under this system, companies be considered for lapse review when the total
lapse ratio for any line of business is 200 pereent or more, Le, the company's actual experience js twice the
standard.

A Report of the Committee on Dividend Principles and Practices

The report of the Committee on Dividend Principles and Practices of the American Academy &f Actuarjes was presented
by Paul Overberg on behalf of John Harding, chairman. The report constitutes the formal presentation of the Academy
Committee to the NAIC of suggested modifications to various regulations which relate to dividend practices and reporting
{Artachment One-B),

The American Academy of Acruarjes has formally adopted standards of practice for both dividend payment and dividend
illustration. Under these standards, the actuary responsible for dividends will be required to disclose to the company in the
actuary's report all refevant considerations and methods used in determining dividends,

The Academy Committee recommended that the NAIC use extracts of the actuary’s report to support appropriate dis
closures for insurance departments and consumers.  Suggestions have been made for modifications to the annual statement,
ta the buyer's guide and ro explanations of dividend illuserations,

The commirtee believes that the actuary's report would be too long and that it would contain roo much detail ro he useful
1o state insurance departments, Therefore, a suggestion has been made for a modification of Schedule M of the annual
statement, The modification would be an extract of the actuary’s report which is intended to focus on the jissues of
impartance ta state regulators, It would include a summary of practices used, highlighting any changes in practice, a
quantification of any change in dividend sczles and a certification by the acmary that the dividends have heen determined,
except as disclosed, in accordance with the standards of practice.

The suggested changes to the buyer’s guide identify the difference in illustrated costs, not only for participating and non-
participating policies, but also for products more recently introduced. These changes also identify the difference between
investment generation and portfolio average methods for determining dividends. Finally, the changes recognize the
existence of the dividend standards and warn the prospective insured to be aware of any exception language on the illustra-
tion,

The suggested language for the dividend illustration is necessarily brief, Bur because of the significent difference in illus
trative result, there should be an identification of the method of investment income allocation, Also, there should be

reference to any exception to standard practices idenrified in Schedule M,

The Academy Committee believes that there has been sufficient progress with the adoprion of actuarjal standards and
suggested publie disclosure that the NAIC could now begin the process of exposure and adoption.

3 Report of the Advisory Committee on Manipulation

Paul Querberg, also a member of the Advisory Committee on Manipulation, discussed the report from that committee
dated June, 1981 (Atrachment One-C), Thomas Kelly, chairman of this advisory commiree, was unable to attend,
Mr. Overberg referred to the June, 1980, report of this advisory committee together with the accompanying minority
statements. This earlier material is to be found on pages 828-857 of Volume 11 of the 1980 Proceedings of the NAIC,
Mr. Overberg's and Dr Scheel’s statements were inadvertently omitted from that publication and are attached hereto
{Attachments Ope-Cl and €2). There are also attached copies of pages 831, 834, 835 and 839 of the 1980 Proceedings
amended to show certain numerical informarion that was inadvertently omitted from the report as origimally printed
{Attachment One-C3),

The work of this advisory committee is concerned with detecting discontinuities in life insurance policies and trying to
recommend a proper course of action when they do exist, A discontinuity is a manipulation of policy values unfavorable
to certain policyholders, Previously, the advisory committee had developed & mechanical formula for uge in deter-
mining such discontinuities, However, up to this tiime, no stare has adopted the formula,

The advisory committee felt that proper regulatory language was what bad been lacking. The June, 1981, report does
include regulatory language in the form of an attached draft regulation which could be incorporated into the life insurance
salicitatian regulation by the states,

The emphasis in the draft regulation is disclosure 1o the prospective purchaser of the life insurance. There would also be
special notice requirements in the event of discontinuities in the dividends in life insurance policies that were already in
force,
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Most of the discontinuities observed by the zdvisory committee were in the area of terminal dividends, Some life insurance
policies of the deposit term type were observed to have discontinuities in their cash values. Often, 2 discontinuity can be
noted by inspection of policy premiums and values, bur the mathemarical formula does provide a standard for use in
verifying conclusively that the disconeinnity exists.

Mr. Qverberg noted the report of the Academy Committee on Dividend Practices was compatible with this June, 1981,
report from the Advisory Committee on Manipulation, He also noted that while this report reflects 2 compramise, there

was agreement among members,

The Advisory Commijttee on Manipulation believes it hag accomplished its purpase and agked to be discharged, A smaller
committee on this subject may be needed later.

4, Report of the Advisory Committee on Annuity Disclosure

This report was given by William Snell, chairman of the committee {Attachment One-D), Mr, Snell reported that his com-
mittee has been meeting approximately every six weeks and is working on 2 proposed buyer’s guide and a broadened palicy
summary for annuities. A proposed regulation encompassing these suggestions is expected to be ready as an exposure
draft by the December, 1981, meeting

The full reports of the advisory committees are attached to this report as Attachments One-A to One-D, The lapsation
study is included as Attachment One-Al, The attachments contain propased amendments to the life solicitation regula-

tion, buyer’s guide, Schedule M, and a proposed lapse disclosure system,

Having no {urther business, the task force adjourned at 4:15 p.m,

Rk ERE
ATTACHMENT ONMNE-A
To: Mznipuiation, Lapsation, Dividend Practices and Annuity Disclosure Task Force
From: Advisory Committee on Policy Lapsation
Date: June 7, 1981

I am very proud to present, on hehalf of the Advisory Committee on Policy Lapsation, the report concerning the feasjbilicy
test of the proposed lapse disclosure system and suggested administrative procedures for the system,

This report includes some background materjal en the formation of the advisory committee, its initial assignment and the
resulting December, 1978, report on lapsation which included a proposed lapse disclosure system. The body of the cutrent
report responds to the committee’s second assignment, ie., testing the technical adequacy of the proposed lapse disclosure
system. In gddition, this report includes the committee’s recommended adminisirative procedures for the proposed
system.

The major findings and comsmittee recommendations may be summarized as follows:

1, The proposed disclosure system, which subdivides the caiculations into a two-dimensional breakdown (by type of
busingss and duration) was found to provide a methnd of determining atypical lapse situationg in a manner that is
superior to utilizing a single over-all lapse rate,

2. The average cost of developing the proposed system is $20,000, with the median cost at $9,000. Subsequent annual
costs average 3,000,

3. A three-year introduction period is recommended during which companies would submit either the required report
or a progress report concerning the installation of the gystem,

4, The committee recommends that companies use the proposed form (designed by the committee) for reporting lapse
results in the form of ratios of actual experience to standard experience based on industry norms, It is further
recommended that this lapse report be submirted to the insurance commissioner of the state of domicile by
September of each vear.
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5. The srandard lapse rates, developed from the test dara, are recommended for use in the calenlation of lapse ratios,
The commirtee recommends that standards be held constant for a period of years and updared only as the need
arises. In addition, the committee recommends that, in the calenlation of standards, the exposure of any company
in any one cell he limited ro 10 percent of the tatal obgerved,

6. The advisory committee recommends that under this system, companies be eonsidered for lapge review when the

total lapse ravio for any line of business is 200 percent or more; Le., the company’s actual experience is twice the
standard.

The rermainder of the report pravides & perspective to the types of operations and the diverse persistency practices in che
industry, Appendices to the report serve to tie the current report with its predecessor report and to provide supplementary
information cancerning the feasibility test of the proposed lapse disclosure system, A summary of the report precedes the
full report

The advisory committee will be pleased to entertain any questions concerning the submitted report after due exposure,

Helen T, Nonieweicz, Chairman
Advisory Committee on Palicy Lapsation

s
ATTACHMENT ONE-A1
ADVISORY COMMITTEE ON POLICY LAPSATION
June, 1981

PROPOSED LAPSE DISCLOSURE SYSTEM — FEASIBILITY TEST AND PROCEDURES
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SYNOPSIS

The (C3) Cost Disclosure Task Force accepted the initial report of the NAIC Advisory Committee on Policy Lapsation
covering a lapse disclosure system, and then asked the advisory committee to proceed to test the technical adequacy of
the proposal, Cuestionnaires were developed by the advisory committee for the purpose of collecting indusrry lapse data
and auxiliary information, In the fall of 1979, the questionnaires were mailed from the NAIC Central Office to 1,100 life
insurance companies.

Following are the main findings and recommendations from the information received and the tests made of che proposed
systemnt,

Costs of the Proposal and Time Needed to Iinplement It

The cost of developing the system for companies that do not have similar lapse monitoring procedures in place averages
about $20,000. For many companeis the time needed to develop systems where none exist is about one year. Subsequent
ongoing costs average about $3,000 per year,

A three-year introduction period is recommended to permijt adequate time for companies to develap necessary procedures
and accustom themgelves 1o the requirements, During rthis period, companies would submit annually either the required

numerical report ar 3 narrative report descrihing their progress toward Installing the system,

Verification of Test Dats

Usable lapse date were received from companies that have 72 percent of the total ordinary insurance in force in the Unjred
States, Various tests indicated that the data were representative not only of the industry as a whale but also of various
segments of the industry,

The effect of subdividing the calculations into a two-dimensional breakdown—by type of business and duration—was tested
and compared with the effect of using only a single aggregate lapse rate. Clearly, lapse experience varies for different lines
of business and for business with different lengths of time in force, A single rate would not properly recognize this,
Additional characteristic breakdowns (e.g., mode, age} would provide further insights, but practica) considerations strongly
supggest that 2 rradeoff of accuracy far simplicity is appropriate,

Reporting Forms

The faorm shown in Exhibit 1 is recommended for reporring lapse results in the form of ratios of actual experience to
standard experience based on jndustry norms, Ir is further recommended that the report be submitted to the insurance
commissioner of the state of domicile separately from the annual statement and be due in Septernber of each year
following the year of exposure, e.g., 1981 lapse report due September, 1982,

Standard lapse rates, as shown in Exhibit 2, are recommended for use in calculation of lapse rating, These standard lapse
rates are calculated from data reported by companies for the test purposes, weighted by their respective amounts in force;
i.e., standard lapse rates in each report cell are generally determined as if the industry were one giant company, To reduce
the possibility of over-representation, however, the exposure of any company in any one cell has been limited to 10
percent of the total observed.

As a practical matrer, it is suggested thar the srandards be held congtant for a period of years and updated only periodically
a5 the need arises.

The advisory commirtee recommends that under this sytem, compenies be considered for lapse review when the “all policy
years” lapse ratic for any of the tabular lines of business is 200 percent or more; that ig, the company's actual lapse
experience is twice the standard, Companies whose critical rarios touch the rrigger point may attach to their regular
submission additional anelyses and/or corrective action plans for consideration,

Insurance Indusiry Profile

Chaprer Il provides an industry profile of the companies that submitted responses to the auxiliary questionnaire, These
companijes represent 99 percent of the ordinary insurance in force in the United States. The profile gives perspective to the
types of operations and the diverse persistency practices in the industry,
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COMMENTARY

Committee Position on Disclosure

The NAIC Advisory Committee on Policy Lapsation bas undertaken this assignment purely as a research function and bas
accepted the charge as established by the NAIC, Tbhis veport sbould not be fnterpreted as advocating a lapse disclosure
system. It should be vead from the perspective that “if a lapse disclosure system is to be used, this is the advisory
committee’s recommendation for the most equitable, useful, and parsimonious gystem, ™

INTRODUCTION

A, Background Information

In November, 1977, the Life Insurance (C3) Cost Comparison Task Forcel formed the Advisory Commitree on Policy
Lepsation and assigned the following charge to the committee:

1, Teo develop a lapse rate disclosure system
2. To reply to the following global lapse questions:
a Is there a lapse problem?
b, How extensive is the lapse problem?
c Whar are the factors affecting persistency?
d. What effect do lapses have on rates for all other insureds?
e Whar is the extent of injury to consumers where 2 high lapse rate exists?
f. What possible solutions may we find?

The advisory comsmittee completed its given assignments and submitted a report to the (C3) Cost Disclosure Task Force in
December, 1978. A summary of this repors may be found in Appendix A, while the report in its entitery may be found in

the NAIC Proceedings.

B. Supplementary Assignment to Advisory Cormmittee

In irs December 1978 report, the advisory committee recommended that the National Association of Insurance Commis-
sioners {NAIC) not take action on the report for at least a six-month exposure period and then, if the disclosure system
seemed appropriate, ascertain that the system is thoroughly tested before further NAIC action is taken,

Position papers and verbal responses concerning the proposed lapse disclosure systern were presented by insurance industry
represencatives at the June 2, 1979, (C3) Cost Disclosure Task Force meeting In closed session following this meeting, the
task force voted to ask the advisory committee

to test the technical adequacy of irs lapse disclosure system by collecting the required data from a broad
range of companies using the Life Insurance Marketing and Research Association (LIMRA) as the daty collec-
_tion and analysis center, and to submit the results to the task force along with guidelines for its use,

The {C3} Cost Disclosure Task Force planned, in turn, to circulate this supplementary report to the commissiorers and
ask their response as to the usefulness of the disclosure information to their departments.

1. In 1980, following a reallocation of NAIC task force assignmenrs, this task force was renamed the Manipulation,
Lapsation, Dividend Practices, and Annuity Disclosure Tagk Force and is under the continued leadership of
Ms. Erma Edwards, CLU, FLMI, of the Nevada Insurance Division,

2, 1979 Volume I, page 575.
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[ Advisory Committee Activities

In prder ta implement this new charge withourt delay, the advisory committee held a full-day meeting on June 28, 1979, at
the Metropolitan Life Insurance Company to develop procedures to be used in testing the advisory committee’s proposed
lapse rate disclosure system. The committee decided that each company should receive the foilowing in the testing pro-
cedure:

1, A reference description of the lapse disclosure system developed by the advisory committee

2. A questionnaire coneerning company information items, persistency practices, and cost and time factors of
the proposed lapse disclosure system

3 Reporting forms for the lapse disclosure tesc data along with a questionnaire for auxiliary information that
may be useful in explaining lapse variances,

In the ensming months, the committee developed these resting vehicies and on Seprember 28, 1979, the NAIC Cenrral
Office mailed rhe marerial with a cover letter from ). Richard Barnes, CLU,” Chairman of the NAIC Life Insurance {C3)
Subeommirree, to the 1,101 legal reserve life insurance companies actively selling ordinary life insurance in the United
States (Appendix B). Commissioner Barnes directed companies to send questinnnaire responses and test data to LIMRA
within specified time periods.

From October 1979 through May 1980, LIMRA collected and edited company responses, replied to company inquiries,
established and programmed the analytical procedures for data rabulations, and made initial observations and interpreta-
tions of the questionnaire and test data results, The advisory committee then met on May 27 and 28, 1980, at LIMRA
headquarters for a day and a half to interpret the results, to make decisions concerning the proposed disciosure system, and
to begin making an cutline of the secand report to the (€3} Cost Disclosure Task Force,

The committee presented progress reports to the (C3) Cost Disclosure Task Force at the following meetings:

September 25, 1979 — Detroit, Michigan
March 26, 1980 — Tampa, Florida

June 15, 1980 — Denver, Colorado
November 30, 1980 — New York, New York

D. The Current Report

This report begins with a section that lists the highlights of the curvent repart, The boady of the report contains the results
of the feasibility test and a full report on the recommended administrative procedures. In addition, the report includes one
secrion describing the market characteristics of the insurance industry and another section outlining the current persistency
practices within the industry. The repaort concludes with an appendix of supplementary material,

E. Commentaries

While testing the feasibility of the lapse disclosure system, the advisory committee has continued to serve the NAIC ina
purely technical capacity, The committee believes that the system it developed is an equitable and practical response to its
charge,

It is an established fact thar company lapses rates will differ according to market characteristics, types of products soid,
and the experience of the agency force, The lapse disclosure system developed by the advisory committee is not intended
to recognize all of these merket, product, and agency force differences but is intended only to assist the NAIC in discerning
possible persistency problems within the industry.

3, Commissioner of the Colorade Insurance Division,

4. The total of 1,870 Unired States legal reserve life insurance companies quoted in the American Council of Life
Insurance’s 1980 Fact Book (page B?) as being in business at the end of 1979 includes companies writing other than
direct-written ordinary life insurance; Le., reinsurance companies, credit life companies, industrial companies, and
group companies,

5, Lapse references in thig report pertain to surrenders as well as lapses for no value.
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CHAPTER I
TESTING THE FEASIRILITY OF THE LAPSE DISCLOSURE SYSTEM

The advisory committee recommended in its Pecember 1278 report to the NAIC that a study be undertaken to test the
validity of the proposed lapse disclosure system, as well as to gain insights into the time and cost elements of such &
system. In June 1979, the (C3) Cost Plisclosure Task Force asked the advisory committee to implement the validity test
using LIMRA as the data collection and analysis center. Industry responses to the two questionnaires (Appendix B) de-
veloped by the committee for these purposes generated the data hase for the feasibility study results,

The 614 companies that responded to the NAIC Lapse Questionnaire (see Appendix B) represent the bulk of the life
inguranee industry in terms of ordjnary life insurance written and in force as well as of total assets held by United States
companies, Chapter 1T discugsed the profile of the life insurance industry rhat emerged from the responses to this ques-
tionnaire,

Companies that were already manitoring their lapse experience were asked to submit actual data for testing the proposed
lapse disclosure system, Onethird of the respondents to the NAIC Lapge Quegtionnaire supplied data on the second ques
rionnaire, Proposed NAIC Lapse Disclosure System—Test Data (see Appendix B). The resulting validation process was
hased on 164 vsable company reports of lapse experience, These 164 companies represented 72 percent of the total 1978
ordinary face amount of insurance in force in the United States. In addition, the representativeness of the test companies
was evident when the proportions of ordinary face amount new business generated by the various distribution systems in
the rest companjes were compared with those of the 614 companies, Table 1 shows this comparison,

TABLE 1

PERCENT OF 1978 ORDINARY NEW BUSINESS (FACE AMOUNT)
ACCORDING TO DISTRIBUTION SYSTEM

614 Companies Angwering First Questionnaire 164 Companjes Supplying Test Data
Premjum Notice Ord, Debit Ord, Premium Notice Ord, Debit Ord.
Multiple Line:
Managerial 21% 3% 27% 4%
General Agency 3 - 2 -——
Life & Health:
Managerial 23 4 25 4
General Agency 20 - 18 -
PPGA 10 —_ 8 -
Brokerage 11 —_ 9 —_
Direct Mail 3 - 1 -
Other _2 - - —_
23% 7% 92% 8%

Not all companies were willing to estimate the cost and time factors that would be associated with the proposed lapse dis-
closure system, However, the majority of the companies did provide the requested estimates and the following cost and
time information is based on their responses,

Cost Factors of the Proposed System

Companies with longterm lapse monitoring systems already in place were asked to estimate the expeeted annual cost of
providing data for the proposed system, The responses gave the average company cost at $3,200, with differences in cost
sccording to company size, The median cost (ie., the middle company in the range of costs) was $1,200, The difference
between the average and median cost reflectss the uneven distribucion of estimated costs, which are skewed toward the
upper end of the range, Table 2 lists the expected costs by size of compeny.
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TABLE 2

EXPECTED ANNUAL DISCLOSURE COST FOR COMPANIES
ALREADY MONITORING LONG-TERM PERSISTENCY

Company Size* Number of Companies Average Cost™ ¥ Median Cosc**

Very Large 19 £3,500 $1,900
Large 04 33,500 $1,200
Medijum 37 §3,300 $1,800
Small 22 $2,200 & 600
All Respondents 142 $3,200 $1,200

*Company size classificarions based on 12/31/78 United States ordinary (face amount} insurance in force:

Very Large companies = movre than $10 billion
Large companijes = $1—510 billion

Medium companies = $175 million—3%1 billion
Small companies = less than $175 million

**Rounded to nearest $100

Companies that do not have established systems for monitoring longterm persistency would first have to develop such
systems and incur development costs. As a rtesult, these companies were asked to estimate development costs for the
proposed disclosure system as well as o estimate annual expected costs after development, The expected development
cost per company averaged $19,800, with che median at §9,300. Table 3 provides insight into these coss,

TABLE 3

EXPECTED DEVELOPMENT AND SUBSEQUENT ANNUAL COSTS FOR DISCLOSURE SYSTEM
{Rounded to nearest $100)

Development Costs

Number of Datz Subsequent Annual

Company Size Comipanies Processing Programming Testing Disclosure Costs
Very Large: 3

Average $5,500 %5,300 $2,600 $3,400

Median - - - e
Large: 61

Average 59,200 59,600 $6,700 $2,800

Median 54,300 54,900 §3,300 $1,000
Medium: 106

Average §7,%00 $9,500 $5,100 $2,600

Median 54,400 $6,500 $2,900 $1,100
Small: 75

Average %4500 $4,600 $2,300 $1,800

Median $1,900 $2,200 $1,000 $1,000
All Sizes: 245

Average 37,200 $8,000 $4,600 $2,400

Median $3,000 §4,300 §2,000 $1,000

The avetage and median company costs for subsequent annual disclosure reporting were relatively similar between the two
groups of responding companies, The slightly lower expected annual costs for the group that had to develop monitoring
systems ey be attributed to the fact thar, within most of the size groups, the smaller compenies with the expected srnaller
vosts were the ones that had to develop monitoring systems,
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Time Element for the Proposed System

In order to gain same insights into the length of time needed for implementation of the disclosure system, those needing to
develop systems were agked some questions aimed at the time required for development. Other questions were asked of
those having systems in place to discover how early in the year disclosure data could be available, Table 4 summarizes the
responses to these questions,

TABLE 4
Companies Needing Companies That Have
Ta Develop Systems Develaped Systems
Brevelopment Time Needed: Time Needed ta Obtain Data:

Company Size Working Days Elapsed Days WorkinE Days ElaRsed Maos,
Very Large:

Average 232 343 32 6

Median 216 318 i2 6
Large:

Average 104 196 25 5

Median 59 162 10 4
Medium:

Average 118 219 20 4

Median 86 173 16 4
Small:

Average 75 128 14 4

Median 34 66 10 3
All Sizes:

Average 101 184 23 4

Median 57 124 12 4

Upper Quartile 124 231 30 6

For companies that need to develop lapse disclosure systems, the responses indicare an average of almost nine months (184
clapsed working days) for development purposes. The upper quartile (231 elapsed working days) indicates thar 7§ percent
of the companies can develop the disclosure systems within an 11-month period of time,

Seventy-five percent of the respondents indicated that lapse disclosure data would be available by July 1 of each year,

Analysis of Submitted Test Data

The second questionnajre sent te the industty requested information on recent actual lapse experience subdivided among
debit ordinary, pension trust, other cash value, term policies, term riders, and deposit term business within the five dura-
tion {policy year) groupings specified in the proposed disclosure method, The extra “lines™ of term (i.e., the further break-
down of term between riders and policies) were included to help resolve the guestion of whether riders should be reported
with term or with permanent policies, Deposit term was listed separately at the request of the NAIC.

The compenies were also asked to provide information on which of several acceptable methods of caleulating exposure and
lapses they had used. Virtually all data were submitted with contract-year lapses and were about evenly split between
contraet-year and calendar-year exposure periods, While differences in lapse rate results can be expected from the use of
these two primary methods, investigation indicated that the distributions of results were quite similar in many respects,
From this, it was concluded that no sericus distortion would result if results were not segregated according to the calcula-
tion methed used for determining the exposure period,
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Phase 1—Development and Use of Comparison Standards

The first phase of calculation of resules utilized a very tight schedule, and therefore some suspicious data had to be in-
cluded in the testing of individual company lapse ratios. Other companies submitted data late, and these dara were not
included in the initial research on comparison standards, Both of these problems were corrected for final resulgs,

Suspicious data were excluded from caleularions involving the determination of industry averages, In general, it can be
expected that companies with suspicious and probably inaccurate results are more likely to be targeted as having a lapse
problem of some sort than are other companies.

The first phase of research using test data checked to see whether the underlying rationale for the proposed disclosure
system was defensible, A fundamental difference between the proposed system and other methads considered is that the
proposed plan is multidimensional, giving basic subclivisions of information by type and age (policy duration) of business,
while other methods considered at various times generally utilize a single over-all lapse rate.

The fallacy of a single over-all rate method is that it does not recognize that lepse expetience varies according to type of
business, how long the business has been in force, and other characteristics, The proposed method recognizes that lapse
experience can be expected to be quite different for various types of business and for business that hag been in force
various lengths of rime, Wirh the proposed method, actual laps¢ type and duration groupings are compared with lapses
that would result if experience were identical to a comparison standard based on industrywide experience, Actual lapses
and standard lapses are each added separately for all durations to produce comiposites within type, Similarly, acrual and
standard lapses can be cach added separately across types of business to produce composites across types for individual
durations and/or for all durations combined. The ratio of actual to standard lapses so calculated is a measure of lapse
performance where a low rario is good and a high ratio is poor.

While the advisory committee recognized that characteristics other than type and duration were important, it also recog-
nized trade-offs between accuracy, cost of obtaining information, 2nd increased complexity of presentation with each
additional characteristic subdivision that might be required. A twofold breakdown is adequate to ascertain possible
ptoblem situarions and avoids adding considerable costs and complexity in preparing the disclosure statement.

Although severa] different measures of lapse experience could have been used in the initial investigations and research,
LIMRA staff decided to utilizeé the median result. The median, located at dead center, provides a very convenient bench-
mark for looking at distributions and checking on the compurational accuracy of the work being conducted,

Lapse rates vary considerably within a particular type of business and duration, as illustrated in Table 5,

TABLE 5

MEDIAN COMPANY LAPSE RATE ACCORDING TO
TYPE OF BUSINESS AND DURATION — COMPANIES SUPPLYING TEST DATA

Debit Pension Other Term Term Deposit

Ordinary Trust Cash Value Riders Policies Term
Year1 361 .135 .192 220 180 150
Year 2 .201 141 108 128 .161 072
Years 3-5 .095 110 068 085 115 036
Years 6-10 .062 .085 .043 0355 .082 025

Years 11+ .040 075 .028 038 059 023
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LAPSE RATE DISTRIBUTIONS BY POLICY DURATION
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Where lapse rates are high, the spread of lapse rates across companies is wide, Conversely, where lapse rates are low, lapse
distribution is very tight. Graphs 1 to & illustrare this situation for “other cash value” (i.e., excluding pension and debit
ordinary)} business. These graphs show the cumulative percentage of campanies that have a particular lapsc rate or lower.
As duration incresses, an inereasing proportion of companies is concentrated at lower lapse rates,

These results illustrate a scrious potential for misinterpretatian if an overall single lapse rare is used. This potential would
be realized when large variances occur in the propertions of types of business sold andfor when in force amounts ar dif-
ferent policy durations are unusual, making 2 company with good lapse experience appear to have a problem, This paren-
tial would he particularly great for young companies and companies growing very rapidly,
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The statistical measure used for representing the closeness of points to such a line is the correlation coefficient, The car-
relation coefficient indicating the r¢lationship of First-year experience to experience in years 6-10 for “'other cash value™

business is .30. Such a value indicates a slight positive relationship between these rwo policy-year graupings,

Table 6 shows the two-way correlations for every combination of policy-years for “other cash value” business. Note that
correlarions are greatest in adjacent policy-year groupings as a general rule, The decreasing correlarion in lapse rates with
increasing difference in duration may indieate that different blocks of business have different persistency characteristics
and/or that factors affecting persistency have varying effect by duration,

TABLE 6

OTHER CASH VALUE BUSINESS — COMPANIES SUPPLYING TEST DATA

Correlation Coefficients*

Year Year Years Years Years All Years

1 2 3-5 6-10 11+ Rate Ratig**
Year 1 1.00 .62 46 .30 26 .69 .78
Year 2 62 1.00 69 .39 47 A1 A4
Year 3-5 A6 69 1.00 A4 .61 .67 77
Years 6-10 .30 .30 A4 1,00 35 At 063
Years 11+ .26 47 .61 .55 1.00 43 50
All Years 69 .B1 67 44 43 1.00 1.00

*The correlations between individual policy-year groupings (1, 2, 3-5, 6-10, and 114) were caleulated by correlating lapse
ratc to lapse rate. Since correlations are unaffected by multiplication or divigsion by a constant value, correlations of rates
to ratios, ratios to rates, and ratios to ratios wouid be identical to the ones shown, The correlatians of individual years

with all years are affected by the normalizing process.

correlations of lapse rates or ratios to the aggregate (across durations) lapse rate and narmalized lapse ratia,

**Based on median results.

Congequently, the last two columng indicate respectively the

The very low correlations of results for almost all durations do indicate that with an over-all measure, even if based upon
actual to standard ratios, good experience at some duratins may be reduced or offser by paor performance at other dura-
tions. [n general, however, the over-all ratio, as defined in the proposed disclosure system, is certajnly a better measure
than a pure rate. In addition, the over-all ratio does tend to be better correlated to individual policy-year results than the
pure over-all rate, The scatter diagrams in graphs 15 and 16 illustrate this for year 1 and years 6-10.
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Graphs 7 to 12 illustrate how the proposed: method would tend to reduce the potential for misinterpretation due to varia-
tions in the mix of business in force by policy duration. By relating each lapse rate to a standard lapse rate for the par-
ticular -policy-year grouping and forming a ratio, each graph shows approximately the same cumulative distribucion of
companies about the median racio (seé graph 13}, For the sake of convenience, éach of these graphs (7-13) have a "‘median
box'* inseribed on them, The sides of the box are made up of the x- and y-axes, a line parallel to the x~axis from the 50
percent point and .a line parallel to the y-axis from the 100 petcent ratio. Each cumulative.distribution curve should inter-
sect the box close to the corner. of the box in the graph indicating that 50 percenc of the companies have a lapse rate below
the median standard and the ather. 50 percent of the companies.are above the standard..
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Companies' performance was not uniform across durations and types of business, That is, 2 company could have a low
lapse ratio for new business and a high lapse ratio for business that had been in force & to 10 years, Two percent of the
companies had such a situation in the “other cash value™ type of business, About 3 percent had the opposite situation of
high ratio for new business and low ratio for the sensoned 6-to-10-year-old business, Graph 14 is a scatter djagram that
illustrares the vearious circumstances existing in companies between their new business and thejr seasoned 6-ro-10-year

huginess. Uniformity of perfarmance for the two duration grounings would, of course, be achieved if a1l points were very
tightly distributed around the dashed line on the graph,
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Similar results would be found within every type of business, except for pension rrust, Tables 1 to 4 (Appendix C) show
correlation coefficients for debit ordinary, pension trust, term pelicies, and term riders, There was insufficient information
provided to do much analysis with deposit term coverage.

All in all, the first phase of this research did indicate that the disclosure system under consideration provides a method of
determining high lapse situations in a manner that is superior to utilizing a single over-all lapse rate. It also shows that

recognition should be given to policy-year groupings as well as to type of buginess,

Phase I1—Medification in Standards

The advisory committee met on two occasions (May 27 and 28, 1980 and September 23, 1980) to discuss these early
results and make recommendations for further research with these data  Based upon the information provided the com-
mittee decided that the proposed system was workable with several modifications,

First, the nature of the comparison standard for determining the denominator for the lapse ratio was 2 primary concern,
The advisory committee felt that a standard baged upon the median result or, alternately, upon an unweighted” average of
individual company results wag inappropriate. It was felt that 2 standard should be a set of rates rthar would be more
representative of buyer experience than would the median; i,e,, that the averages used should reflect the likelihood that a
policyowner will lapse a policy. Such a statistic would have to reflect the relative market shares of all companies, rather
than give inordinate weight to smaller companies, A weighred average was chosen as being the most appropriate measure;
that is, the industry standard lapse rates are derermined as if the industry were one big company.

Table 7 summarizes the industey standard results according to the three statistical measures. In general, the “weighted
mean” produces the lowest lapse rates for use as comparison standards, primarily because the largest companies tend to
have thw lowest lapse rates, The “‘unweighted mean'’ produces the highest lapse rates for use as comparison standards,
primarily becanse results are affected by a small number of companies with extremely high lapse rates. Standards based
on a median value generally are between the weighted and unweighted results, with results closer to the unweighted mean
at early durations (that is, wherever lapse rates are generally quite high) but more like the weighted mean at later durations
(that is, wherever lapse rates are generally low).

Second, the committee recognized that special rrearment was needed for results based upon extremely small samples,
Lapses based upon exposures of fewer than 100 policies of a type of business in either a single duration group or for all
durations could be extremely volatile and would not truly reflect company performance, The 100-policy standard has
been used as a basis for all subsequent rabluations involved in this research, However, instead of deleting the small contri-
butions, the committee preferred the practice of placing an asterisk next to any information based upon a small sample
(see Appendix D for rrearment of data where the number of policies was unknown),

1. That is, each company’s lapse rate is weighted equally, irrespective of the amount of irs business.
4 qually. P
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TABLE 7
“INDUSTRY" STANDARD LAPSE RATES

TYPE OF BUSINESS POLICY YEARS
2 3-5 6-10 11+

L 2 335

Baged on Weighted Mean

Debit Ordinary 341 221 105 060 036
Pension Trust 140 130 103 082 080
Other Cash Value 170 097 061 042 027
Term Riders 192 125 075 049 030
Term Policies 162 151 108 076 054
Deposit Term 137 120 035 030 021
Permanent + Riders 173 100 062 043 027

Based on Unweighted Mean

Debit Qrdinary 416 215 Jd14 072 052
Pension Trust 152 160 118 A06 .102
Other Cash Value 204 126 074 048 031
Term Riders 221 .140 094 056 041
Term Policies 181 159 124 .088 073
Deposit Term 157 131 .041 .023 022
Permanent + Riders .205 126 075 049 032

Based on Median

Debit Ordinary 404 197 1M 068 Q39
Pension Trust 147 146 112 080 081
Other Cash Value 186 107 067 043 .028
Term Riders .207 123 .081 054 035
Term Policies 178 156 115 082 058
Deposit Term 141 076 033 024 022
Permanent + Riders .186 108 D68 044 028

Term rider business had been kept separate from ¢ither term policy business or permanent policy business in the pre-
liminary research, although a number of companies had submitted their data with riders included with the base policy.
Although rider business has lapse experience that is higher than that of permanent palicics but lower than that of term
policies, the committee decided that it would be most appropriate to include riders with the base policies to which they
are attached, Subsequent research indicares thar in gencral this modification increases the “other cash value™ standard
table lapge eates by one tenth of 1 percent,

A major area of discussion at the two meectings dealt with the determination of the size of the ratio of actual lapse rate 1o
comparison standard that should be taken as indicating that a company has a lapse problem,

A tentative ratio of 200 percent was established as a working cutoff point, It was later pointed out that large companies
with atypically high or low lapse experience could dominate 2 particular type of business, Consequently, the likelihood of
ather companies having to explain ratios in excess of 200 percent for that type of business would be lesser or greater than
far orher lines, The ¢committee considered several alternative methods of recalculating the weighted means to reduce the
effects of very large companies. The committee decided that, for the purpose of establishing standard tables, a company's
contribution ta the totzl exposure within a cell” should be limited to 10 percent of the total unadjusted exposure in that
cell. Table 7 reflects this new hasis,

Finally, a small number of companies submitting test data for the feasibility study were unghle o submit data based upon
volume of life insurance in force and submitted data based upon number of policies and/ar amount of premium, The
committee felt that although there are slight differences to be expected according ta whether number, amount, and/or
premium results are reported, valid comparisons of lapse experience can be made ignoring which measure is urtilized,

2. A particular line of business within a duration group,
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Phase [I1—Tests of System

After determining the new “‘comparison standards,” various tests were performed to ascertain the feasibilicy of the disclo-
sure system in practice. For this purpose, two special tabulations were prepared listing individual company results
separately for debit ordinary, pension trust, permanent and riders combined, term insurance {excluding deposit term), and
deposit term, In each case, the detail listing is ranked in descending order by over-all (combined across durations) lapse
rate for cach line, numbered to show that the highest ranking is the highest lapse rate. Both show summary statistics—
weighted and unweighted means, median, and 75th, 80th, 85th, 2nd 90th percentiles.
1. The first tabulation (Tables 1, 3, 5, 7, and 9 of Appendix E) shows the over-all lapse rates (combined across dura-
tions) along with ratio statistics (ratio and ratio rank) by type of insurance and by whether the comparative
standard is the weighted average or median. ‘ ‘

2, The second tabulation (Tables 2, 4, 6, 8, and 10 of Appendix E) shows statistics by duration grouping similar to
those presented in the first tabulation for only one lapse ratio based on the weighted average comparative standard,

Tabulations of this sort could be used by commissioners to see the range of experience for all domiciled compunies, They
also setve as 2 means to assist in determining when the comparative standards require updating and in deciding whether
special standards would be required in a year characterized by large changes in lapsation throughout the industry.
Table 8 indicates the proportions of compani¢s in the ssmple with potential problems:
TABLE 8
Percent of Companies

. With 2 Rounded* 200%
or Greater Lapse Ratio

Debit Ordinary : ' 4%
Pension Trust _ 6%
Permanent + Riders ' 10%
Term {excluding Riders & Deposit Tcrﬁ) 5%
Deposit Term . 14%

*Rounded to the nearest 5 percent

At this time, no follow-up work has been undertaken to ascertain the nature of the problems in companies identified as
having lapse problems to determine whether factors not considered in the disclosure system would explain the high lapse
ratios. Likewise, no analysis of year-to-year differences in results over time has been undertaken, Consequently, the
extent to which modifications may be needed to adapt to temporal changes is unknown,

Phase IV—Potential Improvements to the Disclosure-System by LIMRA

Some preliminary investigation has been done by LIMRA to see whether additional information generally available in
annual statements or other company records could serve as a basis for further “normalizing” company results. The pre-
liminary investigation does indicate that further research with the feasibility data and/or other sources may produce some
improvements in the normalizing procedure. LIMRA will continue to work in these areas,

CHAPTER 11
RECOMMENDED ADMINISTRATIVE PROCEDURES FOR DISCLOSURE SYSTEM
Chapter I reviewed the analysis and results of data collected for testing the feasibility of the lapse disclosure system. This
research indicated. that the proposed system provides z valid method for identifying potential lapse problems and in 4
manner that is superior to one utilizing a singie over-all lapse rate. With this in hand, the advisory committee began, in the

fall of 1980, to develop administrative procedures for the disclosure system,

The recommended disclosure procedures outlined below are designed to be practical and reasonable for the collection,
compilation, and filing of dara,
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Reporting Instructions

I Forms similar to those in Exbibits 1, 2, 3, and 4 (located at the end of this chapier) are vecommended for use in the
disclosure system,

A brief degeription of the exhibits follows:

a. Exhibit 1, which shows a summary for all products and policy durations, is the actual lapse disclosure
reporting form,

b. Exhibit 2 shows 2 sample of the worksheet format uged to calculate the ratios of actual to standard lapses,
e, Exhibit 3 contains data definitions and reporting instructions.
d. Exhibit 4 describes an additional optional procedure that may be used for further analysis of data when the

basic disclosure formula produces a high actual to standard lapse ratio.

Tables similar to the table in Exhibit 4 (Basic Disclosure Formula Expanded to Reflect Modal Varistions) may be sub-

mitted as supplementary information to Exhibit 1 reporting form, Exhibits 2 and 3 are for company use only,

2, The committee recommends that a report sepavate from the annual statement be due i September of each year
following the year of exposure. Informaton should be presented as a supplemental report to the annual statement.
For example, a report of 1981 actual to standard lapse ratios would be due by September of 1982,

This recommendation is presented for these reagons:
a, Time is needed to ascertain that a policy has truly lapsed {e.g,, end of grace period, reingtatement period, and
administrative lag before lapses are recorded). Data cannot be produced in rime for current annual statement
preparation, Preparation for a September supplement is realistic, end there are precedents for such supple-

mental reporis,

b. Reporting of data epuld be delayed and reported in the subsequent annual statement. However, an addi-
tional six manths may be lost where corrective action otherwise could he taken,

c. There is no reason why it needs ta be added to the annual statement, and burdening of that document with
lapse data that is out of phase with all other starement data would be avoided,

31 It is recommended that the lapse supplement be reported to the insurance commissioner in the state of the com-
pany's domicile.

Standard Lapse Rares

I. The committee recommends that the standard lapse rates used to evaluate a company’s lapses be based on weighted
means, modified to limit individual company vepresentation to 10 percent of the total unadjusted exposure in any
cell.

This recommendation is made since weighted means are more representative of policyowner experience than are other
measures that might be used, such as a median or unweighted mean of company lapse raies in which company size is
ignored.

2. It is further recommended that the standord lapse rates given in Lxhibit 2 be used to evaluate a company’s lapses
and that these standards be kept constant uniil changes are necessitated,

Column 2 in Exhibit 2 contains the modified weighted means of the lapse experience reported by companies participating
in the “feasibiliry test™ as deseribed in Chapter 1. The reasons why it is recommended that industry standards not be
changed every year bur held constant for a period of years are:

EN The use of constant standards gives each company notice in advance of what the performance yardstick is,
b. Year-to-year changes in standard rates generally would not be large enough to justify the excessive amount

of processing needed to be done under time pressures and the resulting delays in reporting, evaluarion, and
corrective actions,
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It would be justified for 2 company to explain ite deveriorating actual to srandard ratio, a¢ least in part, on the basis of
frozen norms matched against generally deteriorating industry experience due to economic condirions, legitimate replace-
ments, or the like,

3. The committee recommends that LIMRA, which does periodic long-term Inpse studies as one of its services to the
insurance industry, be used as the source fov updated standavds when the need arises.

Review Process

The committes tecommends thar the point at which a company be considered for review is when any of its product class
ratios of actual to standard lapse vates for all durations combined veaches or exceeds 200 percent, subject to theve being a
sufficient number of policies (100 minimum) under observation,

This recommendation was based on the following advisory committee observations:

2 Examination of the test data shows that the 200 percent cutoff level does identify companies with high
lapses for each of the product classes and that, by and large, their ratios are outside the main cluster,

The recommended curoff lapse ratio of 200 percent should not be interpreted to mean that concern with
lapse expetience should not be expressed by companies until the etitical review ratio is approached., Asa
matter of record, the advisoty committee sugpests that there be a constant lapse awareness within the
industry and that individuil companies should become concerned when their lapse ratios reach a much lower
level, such as 150 percent.

b, Use of preestablished standards and s fixed critica) ratio of 200 percent permits each company to celculate
its own ratios end to determine whether it may be subject to review as soon as the lapse data are available,
thus permitting an early start on further analysis and plans for corrective action.

Of practical necessity, the disclosure formuls was designed to be simple, giving only a broad averview of
persistency, If 3 company wants to do further analysis of specific factors affecting its persistency, the dis-
closure method can be expanded to take account of these items, In essence, selected characteristics would
be isolated and subjected to & normalization procedure to see whether the company’s persistency, excluding
unwanted influences, falls wichin acceptable ranges, Exhibit 4 shows an example of further analysis per-
formed on first-year business using mode of premium payment as the variant under deeper review,

e, The recommended report form {Exhibit 1) identifies ¢ritical ratios and shows whether additional analyses
arg attached and whether there is an existing corrective plan,

The recommended administrative procedures permit direct and early reporting to the insurance commissioner without the
need for an intervening agency to calculate yearly industry standards and company lapse ratios,

Introduction Period

The committee recommends that a three-year introductory peviod be used to permit the companies to develop whatever
procedures are necessary to generate the data needed and 1o evaluate their own performance,

During this implementation period, s company could either submit the report as called for or issue a narrative report
describing its progress towatds installing the necegsary system, The normal procedure would begin with the first repore
following the introduction period,
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EXHIBIT 1

Reported by
Title

Date

Policy
Years

3~=5
6--10

11+

All
Durations

REMINDERS

NAIC Group Cede
NAIC Company Cade
Federsl Employer Identification
Number

SUMMARY FOR YEAR

Ratios of Actual to Standard Lapses for

Insurance Products by Policy Duraticn

Based on Amounts of Insurance

Debit
Ordinary
(Worksheet A)

in the United States

Pansion
Trust
{Worksheet B)

Permanent
Ordinary
{Worksheet C)

Term
Ordinary
{Worksheet 1)

%

X

4

z

1. Place an asterisk (*} next tc any lapse ratio based on an exposure of less
than 100 policies,

2. If a product was combined with another product due to a emall (less than
§ percent) representation of the company's total volume in force, please
g0 indicate in the appropriate colwm.,

3. FExhibit 1 is to be malled to the Commissioner of Tnsurance in the state of
domicile by September 1 of each year.

(PLEASE COMPLETE I[NTERROGATORIES ON REVERSE SIDE)

067
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INTERROGATORIES

a. Reporting basis: /77 talendar-Year Exposure

/7 Policy-Year Exposute

b. Has the method of calculating exposures changed since your last report?

L7 Yes / / No

a. Data basis for your exposures and lapses:

B Face Amounts

/__f Premium Amcunts
"/ Number of Policies

b. Has your data basis changed szince your last report?

[T Yes f /] ¥

Is the "All purations" ratio 200 perceni or greater on any type of product for
which more than 100 policies are exposed?

L7 Yes // No

I1f the answer to guestion 3 above is "yes":

a. Is any further analysis of additional market characteristics (such as age,
vecupation, mode of premium payment, ete.) that may affect persistency
attached?

/_7Yes [} No

—

Or being prepated? f__f Yes {7/ Ho

. Has any plan of corrective action already been undertaken with Insurance
Department knowledge?

f__/‘fes / /] No
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EXHIBIT 2
LAPSE DiSCLOSURE RECORDS
WORKSHEET A
UNLTED STATES DERIT ORDINARY BUSINESS
plus
(if applicable)
Calculation of Ratios of Actual to Standard Lapses for the Year by
Policy Duration:
(1) (2} (3) (&) {5)
Actual to
Amount Standard Standard Standard
Policy Exposed Lapse Lapses Actual Lapse Ratio
Years {incl. Riders) Rate (1) x (2) Lapses {4) + (3)
1 § L3341 $ $ %
2 .221
3--5 .105
6-—10 .060
11+ .036
All
Durations § XXAX $ (635 (N % (8)
(7) + (&)
* * * * *

WORKSHEETS B, G, and D follow the same format as WORKSHEET A with a change in the

name of the type of product and the following standard lapse rates:

Type of Product*

Policy Pension Permanent Term
Years Trust Ordinary Ordinary
1 L149 173 .162
2 139 L1006 151
3--4 L1065 062 .108
6--10 -082 .043 076
li+ .080 027 . 054

*A1l1 types of products include attached riders
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EXHIBIT 3
INSTRUCTIONS AND DEFINITIONS

Exhibit 1

a, Mail to the Commissioner of Insurance of your state of domicile by September 1 of each year,

b. The summary table shows the column 5 entries of worksheers A, B, C, and D from Exhibit 2. If any product
category contains less than 5 percent of your votal volume in force, you have the option of combining that product
with another, If this is done, so indicate on the report form. Also, identify with an asterisk (*) any lapse ratio in
any cell where the exposure is based on less than 100 policies,

c Enter the year that the report covers,

d. Complete the interrogatories in every case. A ratio of 200 percent or higher may be eliminated by further analysis,
as shown in Exhibit 4. A company may submit the supplementary analysis with the basic summary table,

Exhibit 2

a. Calculation of Exposure and Lapses
Amounts exposed and lapsed and allocation of exposure and lapses 10 particular policy year or policy-year grouping
should be accomplished wsing one of several aceepted actuarial methods, Techniques described in the Society of
Actuaries’ syllabus of examinations for measurement of mortality could be adopted for this purpose, substituting
lapses for deaths and deaths and other terminations for withdrawals,
Appendix F gives an introduction to long-term lapse measurement based on the assumption that individua! policy
records are available. If grouped data are to be applied in the calculation process, the following references may be
used for the group method:
1. Measurement of Mortality, H, Gershenson (Society of Actuaries)
2. Mortality Tabie Construction, R, W. Batten (Prentice-Hall, Inc.)

b. Definitions of Data

Include face amount direct-written (i.e,, including reinsurance ceded but excluding reinsurance assumed) ordipary
business on residents of the United States, Exclude credit 1ife and industeial life.

(1) Exposures
Include:
{a)  Premium-paying business only,
{b)  Term rider coverage with the basic policy.
Exclude:
{a)  Policies with preliminary term coverage for less than one year, during the preliminary term period,
(b))  Group conversions,
Scheduled changes in coverage may beleveled by using average amounts,

(2 Lapses

Lapsation rmeans termination by lapse, surrender, or application of reduced paid-up or extended term options
for premium-paying policies only,



NAIC Proceedings - 1981 Vol. 11 671

Include as lapses:

(a)  The nonrenewal of renewable term insurance,

(b}  The amount of insurance reduced in partial surrenders or in policy plan changes.
Do not incude as lapses:

(a} Policies terminated by death, maturity, expiry, transfer (o automaric premium loan status, of the end
of the stipulated premium-paying period.

(b}  The lapsation of term policies due to conversion to permanent insurance.
Lapses must be based on the same block of buginess as defined in the exposures, Reinstatement should be
handled in a manner consistent with the treatment of the original lapse; i.e., the amount reingtated should
be the same as originally lapsed and should be assigned to the same policy year as the original lapse duration,
c. Acrual to Standard Lapse Ratio (Column 5) is celculated by dividing actual lapses (Column 4) by standard lapses
{Column 3). The ratio of actuval to standard lapses for the all durations line (Item 8) is found when the total of
actual lapses (Item 7) for all durations is divided by the total of standard lapses (Item 6).
EXHIBIT 4
FROCEDURE FOR ADDITIONAL NORMALIZATION OF LAPSE DATA

Suppose that a company’s actual to standard lapse rario under the disclosure formula is 120 percent for policy year 1, an
amount that the company may consider to he on the high side,

TYPE OF PRODUCT — POLICY YEAR 1

(1} (2) (3 4 (5}
Actual to
Mode of Amount Standard Standard Standard
Premium Exposed Lapse Lapses Actual Lapse Ratio
Payment (incl, Riders) Rate (1) x{2) Lapses (4) =(3)
Basic Disclosure Formula
All Mades
Comhined 1,000 17 170 204 120% (= a non-

normalized ratio as
to premium mode)

The eompany feels that its modal distribution (namely, annual, semiannual, quarterly, and monthly) is different from the
industry’s, causing irs higher than normal actual to standard lapse ratio, In arder to study the modal effects on first-year
lapse rates, the company may proceed as follows:

Actual to
Made of Amaunt Standard Standard Standard
Premium Expaosed Lapse Lapses Actual Lapse Ratio
Payment (incl. Riders) Rate {1) x (2} Lapses (4) +(3)
Basic Disclosure Formula Expanded
to Reflect Modal Variations
Annual 300 .12 36 30 83%
Semiannual 100 16 16 14 R88%
Quarterly 200 22 44 40 91%
Monthly 400 .26 104 120 115%
All Modes Combined 1,000 XXX 200 204 102% (=1
normalized
ratio as to

premium mode}
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The lapse ratio further normalized for mode of premium payment becomes 102 percent, suggesting that the company’s
first-year lapse rate is quite normal, The reason for the acrual to standard ratio of 120 percent on the nonnormalized
premium maode basis is the disparity in distribution of first-year business by mode between the company and the industry,
and this i not recognized in the simplified disclosure caleulation,

Actually, the components of the calewlation show rhat the company is not “guite novmal ™ Ity poorer than average ex-
perience on monthly business is balanced by superior performene on the other modes. The place to start to improve
persistency in duration 1 igwith the monthly mode,

The method descrlbed above is equally applicable ro other characteristics, individually or in combination, It should be
understood that the mare factors simultaneously taken into account, the more complex will be the calculation, Also,
industry standard lapse rates would have to be available for items under review,

The additional analysis of variables affecting persisteney may be submitted with the lapse disclosure report (Exhibit 1) to
explain lapse ratios in the eritical review range.

CHAPTER 111

INSURANCE INDUSTRY PROFILE

The NAIC Lapse Questionnaire (Appendix B) was designed to gain insights into the cost and time elements of the dis-
closure system, to provide industry data for testing the representativeness of companies providing test data, and to provide
a data bage for lapse research,

The resulting cost and time responses of the proposed system along with the representation of the test companies were
reviewed in Chapter [, and LIMRA already has begun same preliminary research with the available data bage. In addition

to serving thewr ongmal purposes, the responses also provided some insights into the characteristics of the insurance
industry that the advisory committee found interesting and would like to share. Thus, Chapter III provides an industry
profile which may give the lapse observer a hetter perspective, though not all the information may be directly pertinent to
the lapse disclosure system, The 614 companies on which the profile is based represent 93 percent of the 1978 ordinary
life new business written in the United Srates and 99 percent of the ordinary insurance in foree.

Market Shares

Table 9 illustrates the market shares of the varioug types of companies operating in the United Stares, For example, the
size of the mutual segment becomes evident when one observes that fewer than onefifth of the responding companies
produced almost one-half of the volume of ordinary life new business, held over ong-half of the ordinary insurance in
foree, and owned almost two-thirds of toral assets, Most of these large mutual companies are licensed in New York and,
thys, similarly influence the market shares of the New York registered companies.

TABLE 9

MARKET SHARES

Ordinary 1.5. Total 1978 Ordinary
¥o. of In Force 12/31/78 Asgetg 12/31/78 New Business
Type of Cos, _x Volume X Amount 4 Yolume KN
Company (1n millions) (in milliena) (in miliieons)
Stock 500 a1% § 617,505 L1} $135,685 35% $136,273 52%
Mutual 108 18 758,883 54 243,847 63 120,549 46
Fraternal* [ 1 35,536 2 5,843 2 5,241 2
Co. Raesponses 614  100% $1,411,924 100% $385,375 100X $262,063 100%
Industry 1,101 $1,425,095 §IBG, 924%% $283,087
Qrdinary 544 89x $1,108,035 78% $295,273 77% $2g;.g§g ;gx
Home Service 70 1l 303,889 22 90,102 23
6l4 1002 §1,411,924 100% $385,375  100% 3762,063 1002
New York
Registered:
Yes 92 152 s 789,973 562 $277,918 72% 532,2;; ;?z
No 522 85 621,951 (1] 107,457 28 2
§14  100% 81,411,924 100% $5385,375 1003 §262,083 100%

®LTMRA fraternal member companies used &8 fraternal universe
mihsgeta of United Scates 1ife lnsurance companies
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The home service (debit, combination} companies account for only about one-fifth of the ordinary volume of business
sold and in force in the United States (Table 9), However, the significance of the home service companies becomes more
apparent when the measure s nurmnber of policies (lives) sold: The home service companies account for approximately two-
fifths of all newly sold ordinary life policies in the United States and well over one-half of all individual new policies when
industyial sales are considered, Furthermore, more than one in chree individually purchased policies in the United States
is an the home service plan {Table 10},

TABLE 10

1978 INDIVIDUAL SALES TN THE UNITED STATES

Number of Policies

Ordinary Home Service Ordinary Home Service
Companies Companies Companies Companies
{in thousands}) (in millions)
Drdinary Life 8,567 5,420 $223,623 559,444
Industrial Life 5,445 6,015
All Tndividual Sales 8,567 10,865 §223,623 565,459
% of Individual Sales 447 564 7% 23%
Debit Sales 7,112 526,113
{(0rd. + Industrial)

% of Individual Sales 37% 97

Responding companies were categorized according (o size of company within type, Table 11 indicates that the smaller the
size of the company, the more apt it is to be a stock company not licensed 1o operate in New York, These same size classi-
fications were used for subsequent tables.

TABLE 11

SIZE OF COMPAKRY*

Very
Type of Company large Large Medium Small
Stock 40% 72% 87% a8y
Mutual 56 25 13 12
Fraternal - 3 - -
100% 1002 100% 100%
Numbetr of Companies 25 179 202 208
Ordinary 80% 87% 93% B7%
Home Service _20 13 7 13
100% 100% 100% 100%
NY Registered 72% 18% 11% 9%
Won-HY Registered 28 B2 89 91
100% 100% 100% 100%

*Company size classifications based on 12/31/78 United States ordinary
(face amount) insurance in force:

Very Large companies = more than $10 billiom
Large companies = $1=--310 billion

Medium companies = $175 million--$1 billion
Small companies @ less than $175 million
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New Product Lines/New Distribution Channels

In recent years, many companies in the industry have either added new product lines to their portfolios or have added new
product distribution methods to their rraditional “life and health™ career agency systems. For example, the very large
companies have added property and cagualty products to their portfolios. At the same time, the smaller companies are
hiring increasing numbers of experienced agents as personal-producing general agents (PPGAs), encouraging brokered
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busiress, and reexamining direct-meil distribution systems.

Table 12 shows, acrording to company size, che proportions of 1978 ordinary new husiness sold through the various distri-
bution channels. Similar proportions by type of company within size and within type of business may be found in Tables

13,14, and 15,
TABLE 12
PERCENT OF 1978 ORDINARY LIFE NEW BUSINESS
{Face Amount)
COMPANY SIZE
DISTRIBUTION ALL Very
CHANNELS COMPANTES Large Large Medium Small
Multiple-Line*:
Managerial 24% 40% 9% 10% 6%
General Agency 3 3 3 2 2
Life & Health:
Managerial 27 28 29 13 22
General Agency 20 19 19 30 8
FPGA 10 3 15 23 30
. Brokerage 11 5 15 16 421
Direct Mail 3 0 5 5 9
Other 2 2 2 1 2
100% 100% 100% 100% 100%
*Selling life, health and property’and casualty products
PERCENT OF 1378 ORDINARY LIFE NEW BUSINESS
{FACE AMOUNT)
TABLE 13
COMPANY STZE
DISTRIBUTION ALL COMPANIES Very Large Larga Madiun Small
CHANNELS Mutusl Stock Fraternal WA _S%_ 7w W 8 ¥ M 5 H 8
Multiple-Linea: .
Managerial 32% 19% 8% 41% 41% — X 11% 92 4 10% 1)1 7z
General Agency 2 3 - 3 1 - 0 3y - 1 H - 2
Life & Health:
Managerial 32 22 43 il 22 — 37 25 54 23 12 51 18
Genaeral Agency 24 15 49 21 11 100 35 13 37 21 32 17 7
PPGA F3 17 - [ 10 == 9 18 - 2% 23 19 3l
Brokarage 5 18 -~ 2 14 - 12 0 - 18 16 11 22
Pirect Mail 1 5 -— - 0 - 4 5 - H 5 2 10
Othar 2 1 o 2 i - 2 2 -- _&4 _0 == 3
100% 100% 1002 100X 100% 100X 100% 100% 100% 100% 100% 1008 100%

% M = Mutual Companieg; B = Stock Companiea; F = Fraternal Companies
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TABLE 14
COMPANY SIZE
ALL COMPANIES Yary Large Large Medium Small
DISTRIBUTLION Homa Home Hame Home Homa
CHANNELS Ordinary Service Jrd. Serv. Ord. Serv. Ord. Serv. Ord. Serv.
HMultiple-lLine:
Managerlal 20% 43% 34% 6% 8% 122 10% 8% 5% 15%
Genaral Agency ] 5 g ? b 1 2 - 2 -
Life & Health:
Hanagerial 24 40 28 30 23 68 9 55 18 51
General Agency 24 [ 26 2 20 9 33 5 8 14
PPGA 12 2 4 -_ 17 5 24 11 32 14
Brokerage 14 1 ? L 20 [ 17 15 22 &
Direct Mail 3 1 4] - 6 2 3 - 10 -
Other 1 4 1 4 2 3 0 5 3 —
100% 100% 100%  100% 100%  100% 1008 100% 100%  100%
TABLE 15
ORD. HOME SERV.
DISTRIBUTION ALL COMPANIES STQCK MUTUAL FRATERNAL CoS. COS,
CHANNELS PNO®  Debit PND  Debir  PNG  Debit PNO RO PHO  Debit
Multiple-Line:
Managerial 21% 3% 18% 1z 277 6% 8% 0% 29% 14%
Ceneral Agency 3 -— 3 - 2 - - 2 5 -
Life & Healtht
Managerial 23 4 16 5 30 2 43 24 21 10
General Agency 20 -— 15 - 24 - 49 24 4 a
PEGA 10 - 17 - 2 - - 12 2 o]
Brokerage 11 — 18 - 4 - - 14 1 _—
Direct Mail k| - 5 . 1 — - 3 \] -
Other 2 Y el e Lo 4 0
[} 7% 93% 7% 9% 8% LoozZ 100% B6X 353

#Premium Notice Ordinary

Lapse Study Practices

Two out of every three companiés surveyed monitored their lapse experience in 1978. The company characteristic most
related to the practice of monitoring lapse experience was company size. Table 16 indicates that almost all of the very

large companies had some type of lapse monitoring system established in-house, while less than half of the small companies
had such systems,

Table 17 reveals that of the companies that mounitor lapse éxpetience, two in five use exposures based on policy anniver-
saties it one 12-month period traced to policy anniversaries in the next 12-month period, A similar proportion of com-
panies use exposures based on all lapses occurring in a calendar 12-month period, Since these two methodelogies produce
sitnilar results, the majority of the companies that are already monitoring persistency can apply their established method-
ologies to the lapse disclosure system.

Approximarely half of the companies study lapse by individual durations or by grouped durations for their entire in force,
The remaining companies study only the early duracions, particularly the first one or two policy years, Table 17 shows
that the number of durations studied is a function of company size,

In monitoring persistency, the measure most commenly used is face amount, followed by number of policies. Because the
use of premiums 35 a key measure was only recently adopred by the industry, it is not surptising that only half the com-
panies that monitor persistency use annualized premiums as a measure, The sutprising fact is that the smaller companies
are more apt to do so than are the larger companies,

As expected, the larger the company size, the greater is the use of computerized systems in monitoring lapse experience.
Over-all, only one in five companies is using a manual lapse monitoring system,
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TABLE 16

IN-HOUSE LAPSE SYSTEMS
(Based on Number of Companies)

Size of Company

Monitoring Lapse All Very
Experience Cos. Large Large Medium Small
Yes 68% 96% 86% 68% 48%
No 32 4 14 32 52
100% 100% 100% 100% 100%

Type of Company
Home Non-
Stock Murual Fraternal Ord. Service NY Cos. NY Cos.

Yes 667 75% 100% 68% 647 79% 66%
Neo 34 25 -= 32 36 21 34
100% 100% 100% 100% 100% 100% 100%
TABLE 17

COMPANTES THAT MONITOR LAPSES

Size of Company

All Very
Cos. Large Large Medium Small
EXPOSURE PERIOD USED
Anniv. to Anniv. 40% 79% 47% 38% 24%
Calendar Year 40 38 45 32 43
Other 30 12 21 38 37
POLICY DURATIONS
All Durations 48% 5% 55% 32 331
Other 54 33 48 70 49
MEASURE USED
Face Amount 69% Q2% 73% 662 B3%
Annualized Prem. 50 42 42 57 56
No. of Policies 63 79 65 60 60
Other 12 17 12 14 g
PROCESSING S5YSTEM
Computerized B6Z% 100% 97% 82% 69%
Manual 22 4 11 26 40

Nete: Percentages do not add to 100% because of multiple responses.

Agent Rewards for High Persistency

It has been said on many occasions that the most certain way to improve persistency is to pay for persistent business
and/or to give recognition to persistent business, Table 18 indicates that slightly over half of the responding companies
have such persistency practices. As in the other areas surveyed, size of company is the determinant concerning these
practices. For example, dlightly less than two in five small companies include persistency factors in their agent’s compen-
sation plans, while three in four very large companies do so, Similarly, only one in three small companies includes a
persistency factor in its club and/or convention requirements, compared with almost nine in 10 very large companijes, A
notable exception to these relationships within company size is in the compensation plans for brokers: The smaller the
campany size, the more apt there is to be a parsistency factor included in the broker's compensation plans,
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TAELE 18

PERSISTENCY FACTOR INCLUDED IN:

Size of Company

COMPENSATION Very

PLANS FQR: ALL COS, Large Latrge Medium Small
Agents 55% 75% 68% 52% 38%
PPGAs 56 100 74 53 44
Brokers 28 13 24 38 27
Supervisors 32 59 37 32 20
GAs & Managers 51 88 64 48 31

Type of Company

Home Non-
Stock Mutual Fraternal Ord. Service RY NY
Agents 51% 0% 67% 53% 667 56% 55%
PPGAs 35 66 - 55 68 40 58
Brokers 29 258 - 29 24 15 31
Supervisors 29 41 75 27 61 K D A )
GAs & Managers 49 58 83 50 62 59 50
CLUB REQUIREMENTS:
Size of Company Type of Company
Very Large 887 Stock 51%  Ordinary 54% NY 64%
Large 71 Mutual 71 Home Serv. &4 Non-NY 54
Medium 56 Fraternal 83
Small 35
All Cos. 55%

Lapse Rates

Since so many of the observed variables are functions of company size, it is of interest to study lapse rates accordingly.
Table 19 lists the weighted average lapse rates by duration and by company size within four major product lines.
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TABLE 19

WEIGHTED AVERAGE LAPSE RATES
(Face Amount}

DURATION OF BUSINESS (Policy Years)

ALL

DURATTONS 1 2 3-5 6-10 1l+

PERMANENT POLICIES
(incl. term riders)

Very Large Cos. 065 166,098 062 043 027
Large Cos. 074 L83 L1040 062 L041 .029
Medium Cos. 093 .229 147 69 051 041
Small Ces. .152 267 194 130 .0BL 042
DEBIT ORDINARY
Very Large Cos. . 107 L2300 174 .080 L0049 .032
Large GCos. L1956 .452 . 248 124 .068 040
Mediuvm Cos. - - il - - haind
S5mall Cos. 244 419 L3560 L1988 .108 .083
PENSION TRUST
Very Large Cos. -115 154 L143 L104 080 077
Large Cos. .110 136 128 .108 L0836 .088
Medium Cos. .127 152 164 102 120 .08s6
Small Cos. L201 L3830 L2480 127 .098 -
TERM POLICIES
Very Large Cas. 122 .157  .152  .103  .070 . 048
Large Cos. .131 S.170 0 L1500 115 .083 .68
Medium Cos. .139 L1710 .153% .120 .094 072
Small Cos. .118 142 131 L1114 050 .059

For permanent policies and for debit ordinary business there are progressively increasing over-all Iapse rares according to
company size, For both blocks of business, the smal! companies have over-all lapse rates that measure two and one-third
times the rates for the very large companies,

For pension trust business, over-all lapse rates do not show much variation in the three largest groups of companies, Pen-
ston trust lapse rates for the small companies are based on too few cases for interpretive analysis, Perhaps one observation

that may be made is that, regardiess of size of company, the lapse rates beyond the first policy year do not drop as sharply
as do those in the other blocks of business.

There is an interesting reversal in lapse patterns for term policies. The smallest companies have an over-all lapse rate that is
slightly better than that of the very large companies. Lapse rates by duration indicate that the small companies” older
pusiness shows higher lapse rates than does that of the very large companies. The most vecently sold term policies bave
provided relatively good persistency that has vesulred in the smaller companies’ superior over-all lapse tate.

Summary

In summary, the stock companies now represent more than 50 percent of the volume of ordinary new business, The
smaller number of mutual companies, more likely to be large-sized, still account for a substantial volume of new sales.
The home service companies sell move than half che individual policies in the United States,

Practices promoting good persistency ate more prevalent atnong large companies than small ones. The larger the company,
the mote apt it is not only to monitor its lapse expetience but also to employ practices that encourage good persistency of

businiess, Lapse tesulis by company size indicate that the large companies generally have lower lapse rates than do the
sialler companies.,
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APPENDIX A

{Editor’s Note: All italicized footnotes within Appendix A
are corrections or additians to the oviginal summary,
which appeared in the December 1978 report, ]

SUMMARY OF THE ADVISORY COMMITTEE'S FIRST REFORT
TO THE (C3) COST DISCLOSURE TASK FORCE, DECEMBER 1978

This summary provides a bricf overview of the marerial in each chapter of the report, While readers are encouraged to read
the whole report, because of its length some may be unable to do so. We hope this summary will lead the reader to areas
of greatest interest,

There are several purposes of the report: to provide background information regarding lapses (Chapters I end II); to
indicate factors related to lapse (Chapter III); and to illustrate che effect of lapse on costs and benefits (Chapters TV and
V). In addirion, the report suggests some ways to improve lapse rates {Chapter VI) and offers a disclosure system for
inclusion in the annual statement which will provide greater awareness of campany persistency and which may supply
impetus for companies to act more positively in this area (Chaprer VEI).

Chapter I: Is There a Lapse Problem?

The committee’s charge hegan quite reasonably with the above question, The committee feels that “there is & lapse
problem, in the sense that: we wish fewer policies terminated in lapses; we recognize thase harmed by lapsation include
the buyer, lapser, persister, industry, agent, company and beneficiary; and we heljeve improved persistency, to the advan-
tage of all, can be achieved, although not easily.”

In answering this question wirh a “yes™ the commictee considered the perspective andfor statements of six groups of
interested persons: ‘

i, Insurance Industry, The industey has for many years monitored lapse rates and made efforts to improve persis-
rency, indicating that it fecls the situation js worth improving,

2, National Association of Insurance Commissioners, They have for many years expressed interest in and concern
about policy lapsation,

3. U,S, Senate's Hart Committee Hearings of 1973-4. Concern, particularly about high carly lapse rates, was expressed
many times.
4, Federal Trade Commission, Their 1978 questionnaire, scnt to about 100 life insurance companies, has some ques-

tiong about lapse rates,
5. Individual Critics, Many have eriticized the industry about lapse rates, although frequently in an ill-defined way,
6. Indijvidual Pplicyholders, This group, although significancly affected by lapses, has not spoken on this issue,
The committee believes that, gsinee several groups feel there is a prablem, there is reason for concern and that something
can be done to improve the situation, However, all concerned realize that, while reasonahly low lapse rates are desirable,

tire total lack of lapse is neither possible nor neceysarily desirable,

Chapter IT: How Extensive is the Lapse Probiem?

The chapter first attempts to correct the general impression held by some, that early lapse rates have doubled over the lasr
25 years. Actually the trend has been fairly stable with some cyclical variations, and there are indjcations lapse rates* are
currently gt a low poini **

*13-month lapse rates,

*5The United States firse-year lapsa vate (face amount) veqched the lowest point (since calculations were begun in 1961) in
1978 and then began to climb, according to LIMRA's 13-Month QOrdinary Lapse Survey,
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Concern abourt lapses centers araund the substantial variation in lapse rates among companies, However, great care must be
taken in interpreting lapse rates because companies may operate in different markets and write business with different
characteristics, Further, the extent of these differences may vary from year to year,

This chaptey as well as Chapter 1T (What Are Factors Affecting Persistency?) and Chapter VII (A Disclosure System)
provide some insight into the analysis of lapse rates.

Chaprer 111: What Are Facrors Affecting Persistency?

Numerpus factors may affect persistency. The two factors cited as most important are mode of premium pzyment and
income of the insured, Major factors considered are:

A. Buyer Related Factors—income, age, occupation and sex of the insured, and wherher the insured has previously
purchased insurance in the same company,

B. Product Related Factors—mode of premium payment, type of palicy (term or permanent, high early cash values,
pension), amount of annual premium and type of underwriting,

C, Agent Related Factors—agent's length of service at the time of sale, ultimate survival in the business and insurance
knowledge,
D, Post-Sale Related Factors—changes in the insured’s financial condition, in the insured’s perception of his financial

priorities and in the economy—aiso the effects of palicy loans and replacements.

Chapter IV: What is the Effect on Cast of Insurance?

This chapter focuses on the effect that lapses have on the cost of insurance for persiscing policyholders, For participating
business, mathematical models are used to illustrate the effect lapses have on annual dividends and inrerest-adjusted casts,
Effects on nonparticipating premiums are also discussed, In addition, the chapter discusses the marginal effects which
lapses have on an insurance company, as well as important secondary effects.

Mathematical models for 2 participating ardinary life policy and 3 participating ten year term policy issued to 2 male age
30 are developed, The results indicate that higher lapse rares produce higher cosrs. Representative resules are shown
below,

TABLE 27

Lapse Experience
Low(=None) Medium High

Qrdinary Life

Equivalent Level Annual

Dividend 10 Year £ 2.88 $ 2.54 $ 2.01
20 Year 5.48 5.26 4:86

Surrender Cost Index 10 Year 6.11 6.44 6.97
20 Year 4.68 4.80 5.30
Ten Year Term

Equivalent Level Annual

gividend 10 Year $ 1.83 $1.44 $ .18

Surrender Cost Index 10 Year 3.77 4.16 5.42
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In the case of nonparticipating insurance, once a policy is issued the company zbsorbs any effects on cast which are
gencrated by lapses, Existing policyowners are, therefore, insulated from these effects as long as the company remains
solvent. Future policyowners will be affected if premium changes become necessary.®

In summary, this chepter concludes that the effect lapses have on the cost of insurance is measurable and real.

Chaprer V: Whar is Extent of Injury to Consumers?

The primary purpose of life insurance i3 to provide protection against economic loss st death. While the need may be
temporary or permanent, when a policy lapses before the need expires the policyowner generally loses.

Policyowners may be injured both directly and indirectly by lapses, The direcr effeers include the policyowner's outlay
and lost benefits for beneficiaries. Indirect effects arise from agent turnover, loss of company and industry reputation,

and inereased regulation.

Chapter VI: What Possible Solutions May We Find?

A life insurance policy which is properly sold znd serviced generally should persist, This chaprer lists actions which may be
taken by companies and the insurance industry to promote improved persistency. particularly through efforts to improve
the sale and post-sale service, Most of the practices listed below are alveady used in one form or another by companies:

1. Compensation of field personnel
2. Security benefits
3. Agents’ honor clubs or canventiong
4, Agent selection, training and supervision
5. Termination of agents
6. Use of persistency raters
7. Special supervision
8. Reduced emphasis on modes of business with poor persistency
92, Home office systems
10, Education of new and existing policyowners
11. Efforts in the home office
12, “Jawboning”
']

Several industry-wide, coordinated efforts are also cited.

While many of the approaches described in this chapter may help to improve persistency, 2 company must [irst recognize
that a problem exists, then agsess the extent and severity of it and, finally, then commir itself fully ta its solution, Com-
panies should regularly monitor their own lapse rates,

*The conditions in this paragraph vefer to the situation at the time the orviginal veport was writlen, Recently, companies
writing nonparticipating business began writing policies with variable premiums which would make it possible to reflect
differences in lapse experience in policy costs,

**13. Controlling unwarranted replacements
14. Improving competitiveness of existing policies
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Chapter VII: A Dhsclogupre System

As a result of the NAIC's request, the committee has developed a disclosure system designed to identify companies with
unusual persistency patterns. The proposed disclosure formula should provide a reasonable indication of the level of a
company’s persistency while not requiring unusually difficult caleulations or recordkeeping procedures, Selected company
lapses, based on the experience of a recent 12 month period, would be compared against an industry standard, and the
actual to expected lapse ratios would be disclosed in the annual statement,

Variations in persistency can occur because of different markets which companies serve or as a consequence of the mix of
business (age, duration, ete.) currently on a company’s baoks, The committee realizes that variatipns in lapse experience
are influenced by a number of factors not recognized in the suggested disclasure system, an important ape bging mode of
premium payment. However, the disclosure system suggested attempts 1o avoid undue complexity and reflects differences
in markets served only in broad rerma,

Because there is special regulatory coneern with lapse rates of cash value insurance®, we have suggested showing cash value
and term insurance separately. For cash value insurance, regular ordinary, debit ordinary, and pension trust business are
separated. For term insurance, including term tiders, no separation is suggested, Several policy duration groups are also
suggested to reflect different mixes among companies, In total there would be 24 categorics as shown in Table 28,

TABLE 28

Ratios of Actual Lapses to Industry Standard Lapses

Cash Value Insurance All Term Insurance
Policy Regular Debit Pension
Years Qrdinary QOrdinary Ordinary

3-5

6-10

11+

All

Lapse and exposure determination would be based on any of a number of acceptable methods, In general thege methods
would cover lapses and exposures for either during a particular 12 month period or between policy anniversaries in one 12
manth period and policy anniversaries in the next 12 menth period, This would require reporting so that, far example,
the 197% annual statement data {publighed carly in 1280) would be hased on lapses occurring during perieds which might
incude 1977 ar 1978, Further, in order for companies to have adequate time to gear up for this disclosure system, such
disclosure probably should not begin until at least chree years after the sytem is adopred,

*Due to the size of losses to the public when lapse rates on cash value insurance are bigh
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APPENDX B

State of Colorado

Division of Insurance

Department of Regulatory Agencies
201 Easr Colfax, Room 104
Denver, Colorado 80203

September 28, 1979

To Life Insurance Companies
Operating in the United Srates

The National Association of [nsurance Commissioners (NAIC) has been concerned for seme time about the consequences
to consumers resulting from high levels of lapsation experienced by some companies. As a result, the (C3) Cost Disclosure
Task Force charged an industry advisory committee to study the various aspects of lapsation and to develop a lapse dis-
closure system which would identify companies with unusual lapse patterns,

The industry advisory commitice submitted its report on lapsation, including a proposed lapse disclesure system, to the
NAIC in December, 1978. After exposing the report and disclosure system to the industry for a six-month period, the
(C3) Cost Disclosure Task Force asked the advisory committee to test the technical adequacy of the disclosure system
using the Life Insurance Marketing and Research Assaciation (LTMRA} as the collection and analysis center. The NAIC
task force will circulate the results and interpretation of the test material to the commissioners and ask their response as to
the usefulness of the information.

With this letter you will find three enclosures:

1, A reference deseription of the industry advisory committee’s proposed lapse disclosure system. (Only the table an
the first page of the reference description would be submitted te the commissioners according to the proposed
system.)

2. A questionnaire concerning company informartional items, current persistency efforts, cost and time factors of the

proposed system, ete. —to be completed and rveturned by October 31, 1979,

ED Reporting forms for the test data, te be completed and veturned by December 28, 1979, Auxiliary informarion
which may be useful in further ‘‘normalizing™ or explaining lapse variances is requested in addition ta the test data
needed for the proposed system.

Pleage complete the questionnaire and test data report promptly and to the best of your ability, It is requested and
expected thar each eompany will reply ta the quesrionnaire, Those companies which are eurrently monitoring their lapse
experience should alsa submit dara ro rest the proposed system, Test data may be submitted for as many poliey durations
as are currently available,

Individual company questionnaire responses and actual data submitted for resting purposes will be held confidential by
LIMRA staff, Results and analyses from the testing period will be submitted to the NAIC without company identification.

The purpose of a testing period is 1o discover the possible shorteomings of a proposed system befare its adoption, It is,
therefore, most important that efforts be made to submit test data for 2s many sectors of the insurance Industry as possihle
in order thar the system may be tested on small as well as large, on stock as well as mutual, on home service as well as
ordinary companies, and on as many distribution systems as possible.

Your cooperation in these efforts will be appreciated.

Please direct your responses and inquiries to Helen T, Noniewicz, assistant vice president, manpower and marker research,
at LIMRA (170 Sigourney Streei, Hartford, Connectieut 06105, or (203) 525-0881).

], Richard Barnes, C.L.1L
Chairman
MAIC Life Insurance (C3) Suhcommittee
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A LAPSE DISCLOSURE SYSTEM
- ag developed by the Industry Advisory Committee on Policy Lapsation

The industry advisory committee developed a lapse disclosure system that falls within the guidelines established by the
NAIG (C3) Task Force, These guidelines were as follows:

a That the system be able to identify companies with unusual lapse patterns
b, That the system take invo consideration long-term as well as short-term lapsation
c That a system be developed that can be used in the annual statement as the vehicle for disclosure

In developing such a lapse disclosure system, the committee recognized that variations in persistency will ocecur because of
different markets companies serve or as & consequence of the mix of business (issue age, policy duration, ete)) on a com-
pany’s books. The commirtee felt that any disclosure formula should, on the one hand, properly weigh factors to provide
a reasonable answer to the oue level of a company’s persistency and, on the other hand, not require excessively difficult
calculations or recordkeeping procedures. A balance between the two was sought,

The following table represents the separate blocks of business and policy durations char the commirtee suggested for the
disclosure system,

DEBIT TERM
CASH VALUE INSURANCE ORDINARY INSURANCE

POLICY Regular Pension
YEARS Ordinary Trust®

1

2
1-5
& -10

11+

All

Durations

*If the amount of pension business sold by a company 1s five percent or less of

its total, the company has the option of combining pension with regular ordinary.

(For purposes of testing, we are asking you to exclude deposit terimetype business and, where possible, term riders from the
above columns and to list each as a separate category, You will find tables for these addirional ivems in the Test Dasa
section.)

The repart to the NAIC would consist of an “actual-to-expected” ratio, based on face amount, for each cell in che ahove
table, The "actual-to-expected” ratio is simply a comparison of 1 company's actual lapse expérience to that of an industry
norm,

To obtain the “actual-to-expected” ratios, three sers of dara are needed:

1. Industry norm for each cell

2. The company’s insurance in force within each cell

3, The company’s actual lapses within each cell

To compure an “actusl-to-expected” ratio, the first step is to multiply the company’s insurance in force by the industry

norm within the same cell. This step produces the “expected™ lapses for the company based on industry experignee, The
second step is to divide the company’s actual lapses by these “expected’” lapses to obtain the “aetuglto-expected™ ratio,



MAIC Proceedings - 1981 Vol. I1 685

A hypothetical example of bow the formula works is given in the following table based on one of the blocks of business
under study.

CASH VALUE INSURANCE -- REGULAR ORDINARY
{Face Amount)

(1 (2} (3 4 (3)
INDUSTRY ACTUAL TQ
STANDARD COMPANY EXPECTED EXPECTED
POLICY LAPSE COMPANY ACTDAL LAPSES = LAPSE RATIO
YEARS RATES INFORCE LAPSES (1) x (2} = (1)« (W)
1 17 $100, 000 §20,000 $17,000 1.18
2 .0% 80,000 9,000 7,200 1.25
3-5 .06 100,000 14,000 12,000 1.17
6 -10 .04 200,000 10,000 8,000 1.25
11+ .02 420,000 13, 000 8,400 1.55
ALL — e
DURATIONS $1,000,000 %66, 000 §52 ,600 1.25

Only the last column would be recorded on the disclosure rable (page 1) as a report to the NAIC,

Tf a company's “actual-to-expecred” lapse ratio for the total block of business is atypically high according to some stan-
dard established by the NAIC, the commitiee recommends that the company examine in greater depth specific factars
affecting its persistency, An example of how the disclasure gystem can be expanded to take account of these additional
factors is shown in the following table which examines the effect of 2 company’s modal distribution of business,

CASH VALUE TNSURANCE -- REGULAR ORDINARY

MODE OF PREMIUM PAYMENT

(Actual=to-expected ratios based on face amount)

POLICY
YEARS A SA MBP S5 Q M TOTAL

1

2
3I-3
6 -10
11+

All
Durations

In this supplementary table, “actual-to-expected ratios are developed for each cell, Each ratio is caleulated outside of the
table by multiplying the company's in force for cach cell by the industry norm within the sume cell, The product
(“expected” lapses) within each cell is chen divided into the actual company lapses of the comparable cell to cbtain the
“aetual-to-ex pected” ratio, The total “actualto-expected” ratios for each policy duration or for cach made are caleulated
by summing the “expected’” lapses for each duzation or for each mode and dividing into the company’s actual total lapses
for the same duration or for the same mode, This extended analysis would he similarly introduced into the other blocks of
business, if applicable,

Other characteristics of the insured or of the husiness such as income, age, occupation, type of policy, amount of annuak
ized premium, etc, may be used for this more extensive analysis,
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Industry norms would be provided to the companies for the disclosure system. Norms to be used for the supplementary
table(s) would be obtained upon request from a central source,

The table showing the “actual-to-expected” lapse ratios would be included in the annual statement on something like page
17 or 17A, the general interrogatories. Another possibility is to include the table in one of the supplementary statements
releaged later in the year,

Each compeany should have on file sufficiently detailed back-up data ro support the submitted *actuzl-to-expected”’ ratios
and be prepared to release them to the commissioners of insurance on tequest,

DEFINITIONS OF DATA

The lapse disclosure system is based on ordinary life insurance and excludes industrial life, credit life, group life, and
annuity business

The following are recommended definitions of the data to be included in the determination of lapses and exposures.

1. Lapsation is to mean termination by lapse, surrender ot application of reduced paid-up or extended term options.
Policies going on automatic premium loan should be included in the exposure and not considered as lapsed until the
cash value is insufficient to pay a premium. Nonrenewal of renewsble term insurance is also considered a lzpse.
The lapsation of a term policy due to conversion to permanent insurance should not be considered a lspse, nor
should death, maturity or expiry at the end of the term coverage.

2. Policy year lapses and related in forces are to be determined by face amounz for designated durations,

3. Exposures would be for either a particular 12-consecutive-month period or between policy anniversaries in one 12-
maonth period and policy anniversaries in the next 12 months.

4, Lapses are assigned to the last policy year to which any parr of the premium is paid, as appropriate for the exposure
period,

3. Group conversions should be excluded from the calculations.

6. Wherever possibile, partial surrenders should be included as lapses for the amounrt of insurance reduced. Policy plan

changes should be considered as lapses only to the exrent that the amount of insurance decreases,

7. Scheduled changes in coverage may be leveled by using an average amount, Consistency is required in the methods
used to measure the lapses and the exposures,

8. Data are to apply to premium-paying policies only,
9. Term riders attached to permanent plang are 1o be separated fram their base policies and treated 25 a separate cate-
fory.
10q. Term insurance which is an integral part of combination policies should be classified according to the basic policy,
11, Policies with preliminary term coverage for less than one year should not be included during the preliminary term

period. “Preliminary term" does pot refer to preliminary term resetve methods but to short duration term coverage
provided prior to commencement of a basic policy, Inclusion and exposure of these policies should begin with the
permanent coverage,

12 Revivals should be handled by each company in a manner consistent with how it determines its lapses.

13. Deposit-term-type policies are to be treated as a separare catepory. Deposit-term insurance refers to those annual
premtium individual insurance products which require the paymenc of a premium in the first contract year higher
than a level seties of premiums in the renewal contract years, The excess of the first year premium over the renewal
year premiums is sometimes described as a “deposit.”’ “Deposit term insurance,’” “deposit whole life insutance”’
and “modified premium whole life insurance’ are names typically given to these products; however, all products
of the rype described jrrespective of the name given to the coverage should be in this separate category,

14, The table should be complered if any business still remains in force even if the business is not currently issued,
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RYESUTIVE WEGmuYart & OFFSE

NATIONAL ABEBOCIATION OF INGURANCE COMMISSIONERS

Lompany Namé NAIC Coda

Addraaa

tip Code

Preparad by

Title

Phone Kumber:

1. COMPANY

Please submit your resporase by October 31, 1879
NAIL LAPSE QUEST1ONNAIRE

IRFORMATIONAL ITEMS

A+ Iype of Life Compan

Please cheok gll respormses that currently apply:

yxj

-~ Stock -=- Home Service (Combinatian)

~- Mutual == Haw York Regiatered

NENEA

~- Fratermal Berefic Seciety == Non-New York Registered

- Ordinaty

B, Distribution System

Pleuae Iist the percemt of your 1378 United States ordivary 1ife new
buginess face amnnt prodused by the following distribution channele
(eatimate 1] necessary):

Parcant of Total 1978
Face Amount New Busiress

Distribution Chamnels Premium Notice Dubic
Crdinarty brdinasy
1. "Own'" Full-time multiple=line®

2

3

4,
5,
6.

agents Wfk’.ﬂs urilar!
8. manigers -z I 1

b. general agents

"Owm" full-time 1ife and health
agents working under:

4. managers

b, general agencs

Paysonal-producing general
agents (PPGA's)

Brokerage
Direct matl, mass-merchandising —
Other =-- describe:
Total Pereent Tk 1

*5ailing life, health and proparty and casualcy products

*¥Hust be less than 100Z if company salls deblt ordinary
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If the above diatributien {9 based on other than fade amownt, plecas
indicate the measure usad:

Size of Company

1. Direct-writcten ordinary life insurance in force
in the Urjced States on DNecepber 31, 1978: §

2. Total company assets an December 31, 1978: §

1I. LAPSE TNFORMATIONAL ITEMS

Al

I8 your company currently monitering its lapse axperience?

7 1. vea 72, %

If No, please akip to Seetiom II., P,

Exposure period used in your moniteoring syscem:

j__{ 1. Exposure based on policy anniversaries in one i2-month
period and palicy acniversariea in ¢he next [?-monrh perlod.

,'_,' 1. Expasure basad on all lapses accurring in a calendar 12-
month perind.

T 3. Other -- please define:

Palicy durationg studiad;
£7 1. ALl durations by individusl andfor grouped durations

ij 2. Other =- pleasa gpecify:

Feasure(s) wsed in your lapse study:

/ / 1. Farce zmount

Lj 2. Annualized premiums
ﬂ 3. Numbar of palicies

/7 4. Denep —— please define:

Processing ayatea used to obtain your data:

_,f:f 1. Computerized £7 2. Manual
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Persiscency factor included in your cowpenmsation plans for:

& YES b. Ko

{1.) {2.)

l. Full-time agenta N N}
2. FPPGA's ) I
3. Brokers f__u' ﬂ
4. Supervisora, assis{ant menagers, eCc. I—JT i:?

5. Genarsl sgentd of managars

!
S~

Ny
s

Fersistency factor included in your <lub and/or convenrion reduirements:

7 L. Yes 17 2 ¥

III. PROPOSED LAPSE RAT® DISCLOSURE SYSTEM

A

For Testing Purposes:

I. " Will your company's data, however incomplete, be submitted for
testing the lapee rate disclosure system?

7 (L) Yes Tt AT ™
2. Will che daca be swbmitred by Docember 28, 1979, as requesced:

£7 1) Yaa 7 eow

If #o, plaase specrfy date of submittai:

3, Would your company be willing to submit, during this testing period,
addicional data for &sch call co help axplain your lapse exparience?

7 (1) Yes 7 o

If Yes, could tha additional information include the following
aliooattions of data within exoh cell;
YES No
(L.}

i
)

a@. by mode of pramludy payment

[
N
[~

|

b. by age of insyred

|i3|
||:}|

t, other, please specify:

I
-

I
-

If your zompany s mot currently monitoring lapses for gll durgiions,
please akip to Section III., B., 2.

For Future Reporting Assuming the Proposed Lapme Disclosure System Ia

Adapred:

1. If your company {s currently momitoring lapaea for all durations,
please mswer the following questions:

4. Llength of time thar would be required to abstract data for
the propesed system from your current records!

—— e

b, Expected annual cost In providing data for che proposed ayacem:

4

working days

689
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¢. How soon afray the ¢loss of che sgudied calagdar years woyld
your Information be available?

Month of .

d. Would the requeated tabular infarmarion be available for a 12-
consecut ive-month period commencing with any specified month as
vall aa for a ¢alendar 12-mench pariod?

iy

7 (1) Yes @ %

8. If your any La not currently monitoping lapsea for all durationa
plegee umn rasporaas for tia follmrz:ng‘ qq»getioua.' - ’

a. How long will ir take to develop the reporting syatem?

(1} Working days

(2) Elapsed days

b. How much will it coat to davelop the reporcing system?

(1) Data procasging developmant ] o
(2) Frogramming &
(1) Tasting 5

£. What will be the sonual costs afcer development?

§

4. How much lead time would ba required ro initiate such a program?

L INC DN SN R S |

The NAIC (C3) Pagk Foree asked the Life Insurance Marketing ond Resaareh
Aasociation (LIMRA) to gollest end analyxe the requéeted {nformation.
Therafore, plegae send youwr completad questiowmaire to:

Ma. Helen T. Noniewica

Asulztanit ¥ioce Preaidant

LIMRA

70 Sigowrmey Street

Hartford, Comecticut 06105
(203) 525-0881

4 ¢ % ALL DATA WILL BE TREATED AS CONFIDENTIAL AND NO TDENTIFIED INDIVIDUAL
COMPANY RESULTS WiLL BE REFORTEDC T TRE NAIC.
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AXNEUTIVE MEQagrinvg Oreice

NATIONAL ASSOCIATION OF INSURANCE COMMISSIONERS

0o~ 7

v
-t

Company Hame NALC Code
Addrass

Zip Cede
Praparad by FPhone Number:
Tir}e

Dlease gubmit your results By December 28, 1878

PROPOSED NALC LAPSE DISCLOSURE SYSTEM
== TEST DATA

Plgage complete the following tables dven if data are incompleta or do wot aomform
to dafinitiona givan in the saction deeeribing the lapse disclosure system.

The data eought far testing purpoaes are not actual-to-e=pected ratios but getual
faoe amount  in foroe and lapses for each categery. The culaiited informatiom
will be uped in conjunction with othep data in deuelaping ingustry marma which,
An turm, will be ueed to compute each compamy's actual-to-expected ratios for the
teat.

I. DISCLOSURE OF LAPSE EXPERIENCE FOR:

L7 1. calendar year 1978 (Policy year experience}
r

-~

2. Anniveramries in 1977 to anniversaries in 1978

/ 1. Drhar ~= gpacify:

|'--.

fheek one to indicate method utilized to prepare this sectimm.)

I1, TEST DATA -- UNITED STATES BUSIMESS

Please propids dgta on premium-paying buainzas only.

A. Debit Ordinary

7 1. Mot lggued
_—f 2, Data not svailable

[&19] (4.) (5.)
Poliey Faca Amount Face Amount Pollcles
Year{s) In Force (Exposed) lapsed In Force
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Pension Trust Business

[__/ 1. included with regular ordinaty businewss
( % of toral ordinary businaas)
{7 7. not issced
7 3. bata not avallable
(Ezzlude Fangion Trust térm inaurunce)
(4. (5.3 (6.)
Policy Face Amount Face Amount Policies
Year(s) In Force {Exposad) Lapscd In Force
1
2
3-5
6 -10
11+
All -
Other Cagh Value Ordinsty Insucance
ﬂ 1. Not issuad
f__f 2, Data oot available
(Exclude Depogit Whole Life {nsuragice)
{3.) ) (3.)
Policy Face Amount face Amount Policiles
Year(a) In Force (Exposed) Lapsed In Farce
!
2
1-5
& =10
1+
All

£ 1. Fot issued .4/ 3 lacluded with basic palicies
E 2. Data not available /7 4. included with “term ina. pels.”
(5.3 6.} (7.}
Poiley Faee Amountl Face Amount Riders
Yearis) In Force (Exposed) Lapsed In Force
1
2
3-5
$ =10
114




G.
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Term Inpurance Pelicies

S 7 L. Neot issaad

// 2. Data not available
fExelude Depoeit Term ‘nywance; ingluda Fension Trust tamm insurance)
{3 [CF (3.

Policy Face Amount Face Amounc Folicies
Year (s} In Forze (Expoawd) Lapaed In Force

6 -10

1+

All

Deposit Term-Type Faliclesz

"Daposit term thaurencz", "deppsit whole Uife inaurance’, and “modified

premium whole life tnsurgice” are names bypically given to these products.
Fefer ta dafinition in the section deseribing the provssed lapse drisclosure

syEtem.

1-..

Hot issved
{7 2. hata not available

/7 3. Data includad with "other cash value ordinary insurince"

s 4, Data included with "term lnsurance policies"
(5.) (6.) (7.)

Palicy Face Amouni Face Amount Policles
Year{s) In Force {Exposed) Lapsed In Force

l

H
i-5
6 -10 .

11+

All

Indlicate any differences from the recommended definiivions and methods of

calculations chat were used in prepaving the above data.
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I1I. AUXILIARY INFORMATION

A.

wa Parfalning to United States Busjiness

Reserves and Policy loans

1. Life ingurance reservas on December 31, 1978
for ordinary line of business: §

2. Outstanding policy loans on December 31, M978: §

Average Policy

(including riders in Premium Paying Policies

amount of tnsurance) Tsaued in 1978 In Force 12/31/38
(a.) (b.}

1. Average volume/policy § &

2. Average premium/policy £ g

Sales

(Including riders in Number of Ameunt af

amount of [nsurance) Paliciles Tnauranca

(a.) (b.]

1. Issued in 1978

2, TIssued in 1977

3. Issued in 1973

Numbar of Pramlum Callactiona

1, Directly bilied or collected:

8. Pplicies on which ay least gna premium
was paild in 1978

b. Toral number of premium collecrions made

2. Colieceively billed (salary deduccion or bank plans):

a. MNumher of accounra

b. Number of pelicies on which ar least gone
premiun was paid in i978

#. Number of premium collections

Full-Time Agency Foree

(Erciude brokers, supervizora, mgnagerd ard general cgentsa,)

L. Experience: {e.) {d.)
¥ L'nder
Cantreact F Terminated
12731476 During 1978

a. TInexperienced {hired
after 1975

5. Exaperienced {hired prior
to 1976}

2. Average Filrst-vear commissicn Tate to Jgencs
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F. Pecsistency-Related Compensation to Field Force

i not inelude standard reneval commizeiome or ger
sommenaation wher  amount or rete of papmant parivs

i fogn -- Rl

with porvicteney

()
Ceneral Agents
andfor Managers

results. )
1. Pareistency duration ueed: (1.}
Agant a*
a. 13} menths ar sharter .f_-T
©. 14 to 25 menths i
c. grearer than 23 months 7

2. Persistency-related payments paid %n 1978:
&, Lo agents®
b. to gemeral agenis and/or managers

1. Numbar of fndividuals receiving abave in 19478
a. agents*
h. aeneral apents and/or mAnagers

4, Tndividuals with Tull-rime contract an December
a, a9 agentg®

b, as general ageots and/or managers

G. Number of Agentsa* fualifying for NOA in 1978

H. Number of Agents* Qualifyfng For MIRT in 1978

L

r

~

|

f

[~
-~

—_—

*Tnclude personal-producing general agents; exclude brokers

A A R A B4 A

The HAIC (C3) Task Farer asked the Life Imoummec Maps

Aasociztion (LIMEA) te ociicet amd anadnsc the requcated

There fore, vigane somd e Tesults tor

e, Nelen T, Nowiewiea

Adsirtamt i ew Progidont
- Srgel
amact lout 06178

2Ll

AL A (IR

WAL BECTRFATE i
PORTED T THE il

hing el Recaareh
Infoarmecion,

SUESTCAROARY RESCTD
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Year 1
Year 2
Years 3--5
Years 6--10
Years 11+

All Years

Year it

Year 2
Years 3--5
Years 6--10
Years 11+

All Years
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APPENDIX C

TABLE 1

DEBIT ORDINARY =-- GCOMPANIES SUPPLYINC TEST DATA

Correlation Coefficients

Year Year Years Years Years
1 2 3--5 6——10 11+
1 .13 .22 .34 .21
13 1 .91 .85 L84
2 .91 1 .90 .76
L34 .85 .90 1 .91

.21 » B4 =76 .91 1
.72 L4 Y .53 .54

TABLE 2

All Years
Rate Ratio*
72z W74
b .70
A7 .78
.55 B2
.54 .69
1 1

PENSION TRUST -- COMPANIES SUFPLYING TEST DATA

Correlation Coefficients

Year Year Years Years Years
1 2 3--5 6-~—10 11+
1 .76 .23 -.08 04
.76 1 .54 -.02 .02
.23 .54 1 .15 .26

-.08 -.02 .13 1 .16
04 02 .26 .15 1
.37 4D .32 .85 W11

*Based on median results

All Years
Rate Ratio*
W37 .25
40 .28
.32 .23
B8 .93
11 .09

1 1



Year 1
Year 2
Years 3~-5
Years 6--10
Years 11+

All Years

Year 1

Year 2
Years 3~-5
Years 6--1C
Years 11+

All Years
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TABLE 3

TERM POLICIES —- COMPANIES SUPPLYLING TEST DATA

Correlation Ccefficients

Year Year Years Years Years
1 2 1--5 6==10 11+
1 .42 .23 .16 .13

W42 1 .80 .60 LAk

.23 .80 1 .69 43

.16 .60 .69 1 .52
.13 L4 43 .52 1

L 69 .83 .70 .61 a4

TABLE &

TERM RIDERS =- COMPANIES SUPPLYING TEST DATA

Correlation Qoefficienta

Year Year Years Years Years
1 2 3==5 f--110 11+
1 .97 .28 .37 .24

.57 1 W75 .62 .28

.28 .75 1 .62 .38

.37 .62 .62 1 .40

.24 .28 .38 40 1

.73 .80 .70 .62 .33

*Based on median results

All Years
Rate Ratio*®
.69 .71
.83 .87
.70 .75
.61 .63
b LAd

1 1

All Years
Rate Ratio*
.73 37
.80 .B1
.70 .65
62 N
.33 .61
1 1

697
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APPENDIX D

Chapter 1 points out that random fluctuations can adversely affect the interpreration of results in the case of small sample
sizes asgociated with small companies. Consequently, the advisory committee decided to identify any information where
the paolicy count exposed is less than 100 policies.

Doing so created somewhat of a problem inagsmuch as a large proportion of companies submitting data did not pravide
policies in force. For such companies, it was desirable 1o pravide some estimate of policy count, Multiple regression was
tried as a method of estimation for *“‘other cash value” and term policics, but a large portian of the sum of squares ex-
plained by the multiple regression is attributable to knowing the group mean, Since the data for calculating the group

mean were incomplete, the use of a gimple average size policy was deemed preferable to the use of a more complicated
formula.

Bascd upon the sample submitted, average size policies used for calculating number of policies were:

AVERAGE SIZE POLICIES

Type of Business POLICY YEARS

1 2 3-5 6-10 11+
Debit Ordinary 3,952 3,730 3,295 2,971 2,119
Pension 16,563 15,839 16,469 16,243 12,966
Other Cash Value 19,022 17,967 16,130 12,5889 9,644
Term Riders 18,175 16,644 13,561 10,339 8,091
Term Policies 44,146 40,814 35,372 23,224 14,753
Deposit Term 41,290 41,402 39,613 24,383 27,091
Permanent + 32,805 33,8495 22,924 19,626 12,924

Riders
APPENDIX E

INDIVIDUAL COMPANY RESULTS BY DURATION AND LINE OF BUSINESS

Definitions of Measures Used in Lapse Standards

WEIGHTED AVERAGE: A measure based on the use of total exposures and lapses for each company regardless of size,
In other words, the weighted average standard is determined as if the industry were one big company,

The weighted averages in the Summary Listings are based on the above definition, For the individual Company Listings,
the heading “‘mean” refers to a weighted average that has been modified to limit a company’s contribution within a cell
{i.e.,, a parricylar line of business within a duration group) to 10 percent of the total unadjusted exposure in that cell.

UNWEIGHTED AVERAGE: A measure based on averaging individual company lapse rates, Thar ig, each company’s lapse
rate is weighted equally, irrespective of the amount of its business,

MEDIAN: A measure based on sclecting the middle lapse rate. Thart is, the lapse rate is located at dead center with an
equal number of companies having a lapse rate higher and lower than the selected middle race,
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TABLE 1

"ALL, DURATIONS' LAPSE EXPERIENCE

Type of Business: DEBIT ORDINARY

Company Listing

Lapse Ratio

Company Lapse Mean Meadian
Code Rate Rank Ratio Rank Ratio Rank
1 L4844 23 161 22 143 21
2 3192 22 147 23 156 23
3 .3182 21 155 2Q 141 20
4 L2829 20 157 21 145 22
5 .2657 19 135 18 120 18
6 .2355 14 144 19 130 19
7 12305 17 109 12 97 10
8 .2081 16 126 i6 117 16
9 1965 15 114 14 105 14
10 ,1950 14 127 17 118 17
11 L1617 13 109 11 100 12
12 L1591 i2 118 15 109 15
13 .1543 11 97 8 g1 8
14 .1533 10 76 4 14 4
15 .1500 9 10% 13 102 13
1s .1373 8 148 10 98 11
17 .1345 7 a0 & 84 6
18 1294 [ 102 9 94 9
19 L1105 5 82 5 76 5
20 L0958 4 95 ? a3 7
21 L0826 3 57 1 33 1
22 Q820 2 71 3 66 3
23 L0493 i 63 2 61 2

Summary Listing

Number of Companies: 23
Lapse Ratio

Lapse Rate Mean Median

1. Weighted Average L1171 80 73
2, Unweighted Average . 1887 113 104
3. Median .1567 109 99
4, Quantiles: 75 % 2317 129 118
80 % L2476 139 124

85 % .2752 150 136

90 Z 3076 156 142
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TABLE 3

"ALL DURATIONS" LAPSE EXPERIENCE

LAFSE

RATF HAMK
TN7 L 2B
3747 nn
LR qa
2u7y Y H
AEAE 47
v1R&E 4 5
- 40
V1AUE un
-1 a4Y 43
1473 ny
« 1580 LR
1541 4
R A 39
BT 3n
. 1415 3?7
1370 34
133N g
p17RE 4
2RS4 23
17280 7
01253 A
1250 an
1724 29
215 7R
" 185 27
1P 2 7
w1174 29
R REY 21
o 1HA ?3
It 77
1126 21
12N 7N

Company Listing

WF AN

LAPSE RFATIO

fAT10 BAKNK

FhH W
hir
181
241
156
T4A
127
153
131
138
133
143
121
124
125
TNy
127
1
tr7
117
1173
117
115
115
1ng
ina
1na
in3
99
1N
713
no

51
57
o R
L9
47
4
40
Y
Y1
43
Yy
Y4
dk
B
IR
an
35
77
31
J+
P
iz
31
3u
27
2%
29
24
21
2h
19
1A

HEDT AN

RATIOD rApw

GRS+
277
177
715
183
143
173
1us
12R
133
177
139
17
120
122
1G5
123
G
to?®
ypu
1al
1in
112
112
112
1Nk
14
1nn
97
101
Y
A7

51
&1t
48
yq
47
W
L XA
4n
52
41
LR
9y
1k
37
3R
29
e
27
EN
I
4
32
34
31
27
in
7R
4
Z1
25
15
13

701
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(PENSION TRUST}

i3
34
a5
s
37
aa
39
40
91
42
41
44
4t
44
47
48
49
g1
51

" apATEf)

PUMBER AF (NMPANMTIES?D B

N FrubR THAM
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«11N7
IR
L 1OAA
115
« 030
110312
~10N%s
n9aE
MAERR
«NRY S
ANB3T e
a1
«0F8
N7
WNTHY s
AR
«N7N0N
MUELY B!
USAh2

I WFITGHTED *VERAGF
AYERAGE

2 UMWk IGHTE!S
1 MFDT AR
4 NUARTILES:

1A
an
LTS
0

[0 - N -

Table 3 (continued)

19
1
17
1 &
15
4
]
17
11
1N

-2

— o PP~ D

1cn

24
1n?
92
93
gpe
91
onas
BR
]
7o
724
71
T
4y
A9
&5
65+
A
54

20
21
1 A
19
17
16
14
12
i1
1"

-]

- N E s Do~

on] Ic1FS EYROSFR

Summary Listing

LAPSE ®ATF

1128
1344
L17R
1R
1673
[ .EE
14K7

95
g9
an
%1
A%e
B?
RTae
Bh
L
75
Tla

Th
47
AR
&1
a3
]
gz

20
23
1
19
17
1A
14
12

o - W R

P

LARPSF RATIQD

uF AN
ino
127
1n3
126
1138
1an
1627

MERL AN
?7
124
1M1
122
124
13
1494
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TABLE 35

"ALL DURATIONS" LAPSE EXPERIENCE

PERMANENT & RIDERS

D~ U R Ny —

| APSE

RATF RANNK

L4873
4127
151
» 1906
PR LA
21621
PR
LY
- 728902
-
7244
AR
2 2NAT
1993
1917
s I RE Y
R
722
14913
- I &AEQ
« LANG
1549
alFAn
RETTS
rlHRD
W IHE?
al%17
]8R
1327
f137AH
=l 3330
1317

163
162
-3
1460
159
1RA
157
164
156
154
152
1R2
L&
161
143
ige
147
KRS
145
e
143
142
141
140
139
139
117
114
135
134
133
137

Company Listing

ME AN

LAPSE H#ATID
MEDIAN
RATIQ wAWg

RATID HaNK

19
oy
ra9
2R7
419
1AL
274
?he
291
259
749
2rn
184
141
145
1RA3
1686
145
134
n?
121
194
175
184
1ne
14y
147
17n
125
192
Fhe
1527

163
147
158
a7
1614
140
167
15%
159
154
153
juA
12N
P14
P21
14 s
129
172
112
i5n
g A
147
141
146
77
1@
117
13R8
1ns
194
63
127

L -2
a9z
249
2hh
A8 A
34
200 =
241
272
241
211
186
137
131
134
t7n
142
135
124
192
112
tRY
144
172
101
131
132
1548
117
18N
A%e
141

142
167
lts
157
161
lan
152
164
1ny
154
153
149R
119
t1s
121
144
129
127
112
1sn

95
147
1472
tug

75
1A
117
1ar
1ay
144

59
125

705



706

(PERMARENT & RIDERS)

33

3%
3b
37
kL]
ae
40
41
LY
43
LL
4r
Hh
y7
ua
4y
50
<1
57
53
54
55
Eh
57
5A
59
&0
Y

¥
63
b4
1)
&4
&7
&R
&9
70
71
72
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sl 3Ny
v 1298
«128%
W 17P5
w1730
1?7 Ae
1764
A PHT
w1707
1?06
1194
w1lal
114
alldbe
s 1142
1133
1106
P10
R
FEELRT]
L1064
100
0991
«noeay
074N
FLET T
«1THE
NG
PR
WNFZA
N917
N4
+NA90
L TTRBY
1NBFS
+NATT
«NARR
RS
N/
«+MAFRA

Table 5 (continued)

1 3]
13n
129

120
127

R

125
| R-A]
127
1727
1724
121
i19
TR
117
ilé
115
E1s
113
P12
111
11N
tne
{nAa
Lo7
1ns
1nG
tnw
1na
102
ini
jnr
99
g®
°7
Sh
oc
g
73
7

173
a2
178
17R
158
1éns
14y
140
137
149
123
Lan
140
CLL
119+
125
7nz
N’
vl
|R2*
273
14R
17n
120
117
124
R
1774
131
137
%3
t13
175
125
77
131
129
1o
R7
175

14N
136
142
143
13n
132
136
114
PN
1%
g i
133
118
174
73
n
149
161
131
12A
194
123
137
Fu
an
LN
qu
13w
lne
113
G5
Ré
102
1ol
&4
L1
LOR
LR
LR
g

141
153
163
Y]
14%
150«
153
131
123
133
114
149
130
138
1)l
117
190
195
151
1924
262
13%
160
[
109
11LR
B
163
121
1728
A
1ns
§17?
117
%a
174
120
in2
an
117

139
138
144
143
13n
laz
13y
14
1n
lzn

98
13y
L1y
121

9?1
102
149
151
133
123
164
L34
13a

94

89
105

43
1yn
169
113

53

iy
Lot
1on

&7
L1t
§e]:]

79

41

39



(PERMANENT % RIDERS)

112
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2NERY
ZNATTH
LOIRAS
2RYQ
fNO4Y
JNA2A
WNAZE
2NAZG
NBZ 1"
MUILEY.]
Eni
w79
«N797
794
0790
«NT74
fNTES
N743
WNTAZ
2NTHD
«N750
«N750
N KT
f0724
N7
«N710
aN713
«N7t2
aMAEA
W63
L]
NLR7
aNA4R2Z
«N&R)
“NAR
«NAAN
fMIHTH
«M&57
6B

Table 5 (continued)

LY

an
ag
8AR
a7
f&
a8
pu
R
12
Al
AN
79
TR
17
7Th
75%
74
73
72
71

Ir
a9
AP
A7
44
&5
Ay
63
62
61
&N
59
R
7
54
5%
Ea
53
57

P04
toRe
isl

" a8

t26
i20
1
7n
LT
119
ag
127
1@
127
104
a?
112
127
109
73
11
93
150
115
LA
ENh
112
113

1ne
oy

{ne

107
g1
143
gz
ne
87
o4 s

70
74
124
bh
103
9%
&R
23
71
92
39
107
71
104
71
g
a7
7
74
51
ar
Ly
125
RO
oP
12
Yy
CY
Y4
Hn
LY
79
47
A
5]
134
AT
'L
§32
57

97
101«
142

1148
112
oy
&5
9Fa
111}
79
e
111
1w
L]
T4
1Ny
L4

AR
SR
77
83
Eh
q4
#1
54
7a
47
Ta
5

49
4n
42
57

707
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(PERMANENT & RIDERS)

il
114
{15
114
1n7
11A
117
129
121
12¢
123
124
|75
124
127
128
129
1an
131

132
123
P34
13%
136
137
13R
139
j4n
t4)

142
141
144
145

144

147

148

149
150
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&Y
«N431
eNbl b
«NENT
«MNANKE S
4N
«NAD(E
«NGA%.
57T
AR
«N5&67
W NGAR
2NSEY
-NRAZ
«}R%3
«aNGhH|
05958
«NG7
«NG339
BT
ML
IS
«N5N%e
2 NHG e
fNHRZA
«NERR
«NYRA
L
N4 AN
N5 A
ALY
2NY34
a8 Y
NHZY
SNE2Y
MULER
QHNT
«MNIFH

Table 5 (continued)

5t
L3
49
un
u?
wa
Ms
4y
4
“?
!
un
39
a8
a7
kL
3e
4
313
az
a1
3"\
29
29
27
26
?s
24

L]
&
78+
P4
hls
QA
1N7=
e
an+
AL
S
23
112
Gy
2n
nA
754
R
ane
42
A7
95
1nna
AR
7

bS5
an
ED]

L]
11
ni

T4

1
&4
T
e0
LY
RY
10i¢
Ada
Bia
214
3!
RY
k]
Th
a4
2
TNae
74
7S«
a9
Al
L]
5
Al
Lhe
78
&R
&G
413

AR
hYy
&Y
Lin
&fn
57

&9

bh
19

14
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Table 5 (continued)

(PERMANENT & RIDERS)

151 FURLL i3 L
157 337 17 ik
1513 «N3RY 1 Wb
154 1371 10 51
155 LNAbh 9 L]
154 «N343 A L)
157 «M338 7 41
15K «N33R A 41
169 MR 5 A1
160 MR 4 47
161 «M30OT 3 z2a
162 «N270 z 4u
163 ML) | 1&

AN
1
11
9
37
14
3
q
1

n
n
?
7
1

90
313
SH

an
&2
a8
49
ud
26

42
15

¢ QASFN On FrwER THAN 107 pa| TclES LyPDSFR

Summary Listing

NUMRER NF FAMPAMIES) 143

LAPSE RATF

WFIGMTZD - VEAuRF eMNARZ
UMWETRHTER AyFRAGE 1035
MEDT AN #n[R1A
MAMTILES:  T&R 4 1218
Rf 4 17298
45 1467
@n %= 217790

poe 3

- MR

LAPSFE RATIO

AF AN
1ni
129
11
lqh
ISH
171
je5

FEDLAN
94
1210
[KLk}
13s
147
161
102

709
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TERM POLICIES
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Code
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N —
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"ALL DURATIONS' LAPSE EXPERIENCE

TABLE 7

LAPGF
RATE

sRYAY
PR
PRICT:
e 2739
w2702
2 PETR
2RTH
+7HIR
« 7?5569
W PEuTe
P53
7377
716N
$ 21132
LRI e
P Tal ¥
Al
PR
L FER
W19P)
s Y9RAN
lTUA
»1AKN
.]Fl[!?
W 7TTU
1791
i1 7RG
1767
1714
$1712
BT
1 AHAY

Company Listing

RANK

JRA
1e5
144
163
142
141
14n
P39
ja9
137
134
1365
134
131
112
13}
{11
125
129
127
174
126
IR
123
122
121
1zn
1
1A
17
LA
115

ME AN
RATIO R

4532
I
267
732
17720
775
(g
177
161
2huw
157
AN
13%
the
1aGe
137
147
1&9
|53
Vé
1513
16N
1R3
12y
l3z»
1a7
138
129
121
I%3
131G+
134

LAPSE ®ATID
MED] AN
RATIO RANK

ANk

144
jus
144
j4A
137
142
140
139
132
141
130
]13A
119
136
P34
12r
125
134
127
132
131
124
128
1137
113
121
122
110
103
129
117
[

419
295
257
AR
161«
71n
| Ad
AN
149
194w
146
167
127
168
FG5»
127
134
157
147
150
147
14n
142
114
123
12R
129
121
112
L47
126
1727

Lus
L
Loy
143
137
142
140
139
1ip
14
13n
138
118
i34
134
120
128
13n
129
133
131
1Z4
|74
lo7
114
121
127
11n
101
127
117
119
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+ 1675
21 £25
+ 16227
w1617
al&NG .
« 1597
1580
«IBTR
«I570
«15hY
« 1500
16544
« 15324
« 153!
152N
21512
1510
«15NA
alBN7e
A 1GMe
W1 HF0
s 4R}
470
LEAL
lHaT
al4A7
« FYET
PR
« %53
h42R
w1472
o 400NN
« 1385
« 17380
o 1345
« 1240
+ | 3R7
o 1A%
LA
21338

Tabie 7 {continued)

e
it
112
i1,
1in
Ine
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pn7
1Nk
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LE
inl
1n?
1m
1ng
e
o
- R
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95
g4
%1
992
L
20
89
R i
At
84
ne
X
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&n
79
7
77
76
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132
1212
131
1284
12n
11A
10k
121
131
113
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12n
115
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114
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1i12s
11548
1i7
114
114
e
12n
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121
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1145
1N«
11
Li7e
113
Lon
L)
tna

94
115

115

1na
114
104
it
Ina

29

g5

124
bhé
54
5t
ag
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120
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114
123
120
112
110
in0
113
127
124
iin
112
107
iny
134
108
12?7
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10iA
109
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[
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108
167

1GS
111l
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134
94
92
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104
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115
10A

[
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N
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107
rna
109
o
111
112
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1374
1321
1337
a1l 21
107
»12R39
1264
1261
c | 254
1249
w1249
0] 245
e1234
w1277
#1224
21714
e ] 205
21199
1Y
«J1AA
«119739
«1ERD
« 118D
w117 A
eltEZ2
aliAn
«1.59
f 1152
w1157
sl 26
SP0I0
10720
«1NARY
P E0RN
PRELER:]
072
+ 1054

Table 7 (continued)

74
73
72
7
7n
L9
an
47
Iy
a5
AU
41
azZ
Al
A0
]
X
g7
4
55
54
53
¥
£
L)
u
4R
w7
uh
45
yy
43
4z
41
4n
19
an
17
34
h L

119
11
1Ny
113
172
1in
in7
101
%49
104
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G#
ian
a4
71
LT
tin
ag
1Ny
25
mn
N4e
1n7
99
27
e
Inz
21
91
g1
RrA
AR
9
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92
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AR
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Az

98
7R
45
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LU

7A
77
67
X
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52
5a
51
41
53
15
4A
&P
49
a9
71
71
57
&)
we
44
44
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4yn
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LR
43
1y
a4

R

1!
jn4
24
1ns
114
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Pl
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91
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AT
Re
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Ah
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Alw
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Bz
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78
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ne
T4
72
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53
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44
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B

113

Py
115
1té
117
1tR
L1?
t2n
1zl

122
123
1249
125
12&
127
28
1729
r3an
131
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t33
134
135
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137
138
139
jun
141
142
143
IEL
145
1446
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+ 171G
w1062
NEIT
AL
«i027
AOne
1005
N2
+NFAA
«NTAHY
«N¥59
5949
ML ART
fM9 Y
w904
LNAGY
NADE
«NAZR&
L0804
YAMNA
1729
727
«NINZ
MULYA!
aNAYT
«NEIR
«15H%
«NG63
+NGHY
Mk d
+MNZRY
«N173
R R
NNz

MUYMRER NF roMpaMIFS: 14A

WEIGHTFD rVERAGF

IHRE I GHTE

MFREAN
SUANTILES?

75
an
g
97

R w2

AVFRAGE

Table 7 (continued)

a4
31
k¥
LB
an
79
PR
77
7?4
75
74
23
77
21
n
ik
K
17

-k oA E N udD

R4
A1

Inz
79
ny
Ty

tny

74
LR

1<
74
L1
The
RO
62
Al
7
LY
67
70
31
&
47
&1
95
g1
b2
49
sn
26
19
14
18*
0

Summary Listing

| APSE RATE

ML
W LH15
$ 1321
« 1 5%R
W 70Y
«lB&9
2038

kR
29
&3
23
27
21
71
77
iR
?7
20
Az
24
25
[
2A
19
1t
17
1A
12
ju
¥

100 PRLICIES EXPOSED

mE Rl
1nl
113
107
129
1 3%
1ad
15%

7R
T
?5
49
77
n
a7
(3
=}
1in
59
&1
Tle
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53
75
.Y
H2e
&3
£5
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q4
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42
4y
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44
§7
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18
13
17+

LAPSE RATI
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29
&3
21

78
73
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22
iR
Th
n
3z
24
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15
7
19

- Wy BN
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L
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TABLE 9

"ALL DURATIONS" LAPSE EXPERTENCE

Type of Business: DEPOSIT TERM

Company Listing

LAPSE RATLID

Company L ARSE MEAN MEND AN
Code RATE RAMK RATIO RANYK RATIO RANg
t L2HHAS 14 210+ 14 243 14
2 $21349 11 164 17 185 17
2 L1725 17 173 11 219 12
4 11237 () 1nz 9 j13 9
L .108D 10 11 1n [2& 10
A JNT19 o 71 7 &N 7
7 JNRGL & 73 A 105 ]
g $NEIH 7 bt 4 76 A
? JNBAETE 4 Ruw Y ble 4
in LY 2 g [ ) T4 c
11 MGETY ] 34 ? a7 ?
12 W357 a ik 1 42 3
i3 .N322 7 124 11 133 11
14 Nl Taly ] n ] n 1

* RASFD N~ FrwER TradM 100 rOLICIFS EYPASFD

Bummary Listing

NUMBEW AF COMPANIES: 14
LAPSE RATID

LADSE RATF MF LN MEDT AN
| WEJGHTED avVERAGF «N9A5 79 11y
? UMWEIGHTFr AYFPAGF L0549 23 11z
A MFDSaN L8R 71 a&p
4 QUANTILES: 76 & 1708 {18 130

Brog sl 134 143
RS % el ERE 1860 1R

an ¥ 1970 149 205
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APPENDIX F
AN INTRODUCTION TO LONG-TERM LAPSE MEASUREMENT
A lapse study measures the annual rate of lapsation that occurs over a limited period of time, often referred te as the
“observation period™ or the “exposure measurement period,” or simply “exposure period,” This period of time must be

accurately defined so that only the lapse rigk within the period is considered.

Definition of “Lapse™

There is a wide variety of definitions of lapsation in existence in the insurance industry today. This variation is bound to
increase over the next few years as traditional products become superseded by new flexible products with indexed protec-
tion, stop and go fearures, and other flexible options, and as companies define lapse on these products without respect to
any industry standards.

For traditional life insurance products, the interest in lapsation is usually in premjum-paying policies, In rthis cage, lapsa-
tion is often considered to be the cessation of premium payments for any reason other than death, maturity, expiry,
transfer to an automatic premium loan status, or reaching the end of the stipulated premivm-paying period.

Types of Studies

‘Insurance companies typically conduct two hasic types of srudies classified by observation period, “anniversary-to-
anniversary” studies and “calendar year” studies, In both cases, number of policies, amaunts of insurance, or annualized
premiums lapsed are tabulated by ageatissue groups and policy duretion or, where breakdowns by age at issue are not
desired, by individual policy durations or groups of durations.

Classification of Lapses

For cjther type of study, policy duration of lapse is typically assigned on one of two bases—a *'12-month basis™ or a 13-
month basis,” The difference in the two bases stems from the difference in treatment of policies that do not pay any part
of the premium due during the subsequent policy year. With the 12-month basis, lapses are assigned to the policy year in
which any part of the premjum due failed to be paid, With the 13-month basis, lapses are assigned to the last policy year
during which any premium was paid.

The difference between the two bases is subtle and theoretical justifieation can be given for either basis. LIMRA's Long
Term Lapse Study and 13-Month Lapse Survey utilize the 13-month basis, The primary purpose of this classification is
that this basis minimizes differences in fapse rates that can be attributable to a difference in the distribution of business by
mode of premium payment, therchy making it a better measure of the efficacy of conservation efforts and comparative
performance than is the 12-month period, As a result, this basis generates more comparable lapse rates in all policy years
for all modes of premium payment, The proposed NAIC disclosure system utilizes the same 13-month basis for the same
reasen.

Lapse Rates and Ratios

The following discussion is limitéd to lapse measurement in terms of number of policies, but the expianations alzo apply
to face amount and premium measures, The number of lapses during a particular duration is used as the numerator in two
primary ways. When the denominator is the number of policy years of exposure during which policies could lapse,* the
resultant quotient js known as the annugl lapse rate or, simply, a lapse rate, When rthe denominatar is the number of
policies that would lapse according to a given standard during the exposure period for the policy years “exposed,” the
quotient is known as a2 lapse ratio. The lapse ratio is significant in that it permits a convenient method of comparing
performance across groups of policies in which the business has widely different characteristics, In the propesed system,
the intent is to develop standards of lapsation that recognize broad types of policy groupings and durgtions-from-issue
groupings. Use aof these standards will permit a summation process across type and duration groupings ta “‘wash our”
vatious unwanted effects of these widely different business mixes and derive valuable aggregate performance measures

*Conceprt of policy years of exposure will be subsequently explained,
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Risk Exposure

The first denominator described above indicates a fundamental concept utilized in actunarial science to measure mortality
or lepsation. That is, the denominator reflects not only the potential quantity than ecan be terminated by lapsation or
other decrement (e.g., death, maturity) but also the period of time during which these can oceur, Althaugh there can be
some variation in method of calculation associated with the definition of what rate is being measured and choice of
“exposure measurement period,” the basic concept utilized for ali such calculations is: “Net Exposure = Potential Expo-
sure minus Cancelled Exposure.”

Anniversary-to-Anniversary Studies

With anniversary-to-anniversary studies, there is a precise demarcation of exposure period usnally defined as running from
anniversary dates in one calendar year to anniversary dates in the following calendar year, As an example, assume that we
are dealing with an abservation period running from anniversaries in 1978 to anniversaries in 1979,

1. Any palicy that was issued prior to 1978 is included in the study if, and oaly if, it is in force on its anniversary date
in 1978. Policies on which the premjum due on the anniversary in 1978 is not paid are not included in the stdy.
These would be considered lapses in the prior contract year.

2

Each policy issued in 1978 and on which at least one premium is paid during 1978 is included in the study,

3 No other policies are included in the study.

4. For the policies defined in 1., observation begins on their anniversaries in 1978, Such policies are often called
“starters.'

5. For the policies defined in 2., observation begins with the issue date. Such policics are called “new entrants.” The

two groups are usually separated, sinece different methads of rzbulation zre commonly used for each.

Of the above policies in both groups, some will terminate by death, lapse, conversion, expiry, or maturity during the
exposure period. If one is interested in measuring, for example, mortality and lapse experience, the terminated policies
should be clasgified into three groups—deaths, lapses, and other withdrawals.* (The balance of the policies remain in force
and are often called “enders,”) These termination groups ar¢ similar in concept inasmuch as each represents risk termina-
tion for purposes of various studies. However, they are distinguished because they usually require different methods of
tabulation or because special treatment is needed for deaths and lapses, depending upon whether one is obraining lapse or
mortality rates.

On occasion, through conservation effores, reversal of polieyowner decisions, or discovery and correction of errors, termj-
nations by lapse or other decrement are reversed, Such transactions are called reingtatements, For the purpose of lapse
measurement, reinsratements should be treated in a manner consistent with the treatment of the original lapse or other
decrement, That is, the amount reingrared should be the same amount as originally lapsed and should be assigned to the
same policy year as the one in which the lapse was originally recarded.

Exposure Measurement

In genersl, exposure measurement ceases at the earlier of:
1. Time of termination for a1l reasons except for the particular decrement being measured
2 At the end of the exposure period

Overview of Examples

Figures I and IT illustrate the methods of calculating exposure,

1. The examples assume that a lapse study is being conducted. (For those interested in mortality studies, the same
principles are involved—the treatment of lapses and deaths are just interchanged,)

*See the following page for further discussion of this term,
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The examples assume that lapses are measured on a 13-month basig

Tabulation of lapses as the numerator of lapse rates or lapse ratios is a simple accumulation of numbers of policics
terminated by lapse during the exposure period,

The examples emphasize the tabulation of the appropriate exposure in a policy durarion study of lapses by caleu-

lating Net Exposure = Potential Exposure less Cancelled Exposure,

Potential Exposure

Potential exposure represents the potential furure fraction of a policy year that & policy can contribute to 2 par
ticular duration,

a, New Entrants—With a policy duration study, a policy can only be classified as a new entrant at issue time,
Regardless of whether one is dealing with an anniversary-to-anniversary study or a calendar-year study, the
potential exposure for a new entrant is a full policy year. (Full amount of insurance or premjum for amount
studies.)

b. Starters—A “starter’ is a policy that is in force (within the definition of in force) at the beginning of the
exposure measurement period. Porential exposure varies by type of study,

(1) Anniversarx—to-Anniversarz Studz—JI‘he potential exposure for an anniversary-to-annpiversary study is a
full policy year.

(2)  Calendar-Year Srudy—The potentiazl exposure associated with a particular duration is equal to the
fraction of a policy year starting from the later of either the beginning of the policy year or beginning
of the exposure measurement period and extending to the end of the policy year. For instance, in
Figure I, for case 4, the potential exposure iz 6 manths or % policy year. For case 2, it is 3 months or
% policy year, With cage 3, the potential exposure for Palicy Year 2 is a full policy year,

Cancelled Exposure

Cancelled exposure refers to exposure thar iz cancelled from potential exposure due 1o termination of insurance for
causes other than lapsation or to the end of rhe exposure period. No potential exposure is cancelled by lapsation,

There is no variation in canecelled exposure method of tabulation for new entrants or starters, but variation of can-
celled expogure ig relared to whether policies are lapses, deaths, withdrawals, or enders,

a, Lapses—Lapses is a generic term that includes several voluntary methods of policy terminacion—lapse
without value, surrender for cash, etc, Since lapses are being measured as the suhject of the study, there is no
cancellation of exposure due to lapse.

b, Deathg—if deaths were the subject of the study they would be treated in the same manner as lapses, Since
they are not, they are treated in the same manner as withdrawals.

c Withdrawals—Withdrawal means termination due to conversion, expiry, maturity, ete, Regardless of
wherther the study is an anniversary-to-anniversary study or a calendar-year study, the exposure cancelled by
withdrawal is the fraction of a policy year from termination to the end af the palicy year, For withdrawals
that accur on the anniversary date, there is no exposure cancelled.

(1}  Figure 1—Case 2 will have 4 months of cancelled exposure, Case 4 will have 5 months of cancelled
exposure,

(2)  Figure 11-Case 2 has 1 month of cancelled exposure, Case 6 has 7 months af cancelled exposure.

d. Enders—“Enders’™’ are policies that are in force at the end of the exposure measurement period, There is no
cancellation of exposure for enders in policy-year anniversary-ro-anniversaty studics, For calendar-year
studies, the exposure cancelled for enders is the time from the end of the exposure measurement period to
the fallowing anniversary. (It is convenient to consider the end of the exposure period on a 1/1/79-ta-1/1/80
study to be 12/31/79 to clarify this definitiorn.)
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Synopsis of Calendar-Year Study Cases

1.

?_7

.

Policy issued 2/1/78, terminates by death on 9/1/79. Period from 2/1/78 ta 1/1/79 is not in the study. Policy is
“starter’' on 1/1/7¢ for policy year 1 with potential exposure until 2/1/79 (or one policy month), Policy isa

“srarrer” for policy year 2 with potential exposure until 2/1/80 (or ane policy year). “Death”™ intervenes on 9/1/79
and exposure from 9/1/79 ro 2/1/80 is “cancelled,”

Policy issued 4/1/78, terminates in death on 3/1/79. Period from 4/1/78 to 1/1/79 is not in the study. Palicy is
“starter” on 1/1/79 for policy year 1 with potential exposure until 4/1/79 {or 3 policy months), *“Death” inter-
venes on 3/1/79 and exposure from 3/1/79 to 4/1/79 is “cancelled.”

Policy issued 5/1/78, terminates by lapse on 12/1/79, Perind from 5/1/78 to 1/1/7% is not in the study, Policy is
“starter' on 1/1/79 for policy year 1 with potential exposure until 5/1/79 (or 4 policy months), Policy does not
terminate and no exposure is cancelled in policy year 1, Policy starts policy year 2 with potential of 12 months
exposure from 3/1/79 to 5/1/80. Policy lapses on 12/1/79, but no potential exposure is cancelled because this is a
Tapse study.

Policy issued 7/1/78, and is still in force on 1/1/80. Period from 7/1/78 to 1/1/79 is nat in the srudy, Policy is
“searter’” on 1/1/79 for poliey year 1 with potential exposure until 7/1/79 (or 6 policy months). Policy ends policy
year in force, and none of the potential policy year 1 exposure is cancelled. Policy begins policy year 2 on 7/1/79
with a potential exposure of 1 policy year. Policy is “ender™ on 1/1/80, and & months of potential exposure is
“cancelled.”

Policy issued 1/1/7% and in force on 1/1/80. Policy is “new entrant,” wirh a potential ¢xposure of one policy year,
Policy is "“encler’ on 12/31/79, with no cancellation of exposure.

Policy issued 4/1/79, terminates by death on 9/1/79, Policy is “new ¢ntrant” on 4/1/79, with a potential exposure
of one policy year. “Death™ intervenes an 2/1/79, and exposure for 9/1/79 to 4/1/80 is “cancelled,”

Policy issued 7/1/79 and in force on 1/1/80. Policy is “new entrant™ on 7/1/79, with a potential exposure of one
policy year. Policy is an “ender” at policy year 1 an 1/1/80 with cancelled exposure from 1/1/80to 7/1/80 or 6
pelicy months.

Policy issued on 8/1/79, lapses on 10/1/79. Policy is “new entrant™ on 8/1/79 with a patential of one policy year.
Policy lapses on 10/1/79, but no potential exposure is cancelled,

Pelicy issued 10/1/79, lapses on 3/1/80, Policy is “new enrrant™ on 10/1/79 with a potential exposure of one
policy year. Policy is an “ender™ on 1/1/80, with cancelled exposure of 9 months. Note: lapsation occurred on
this policy after the end of the exposure meagurement period and is not counted in the 1979 calendar-year study
(but will be included in the 1980 study),

The preceding descriptions are provided assuming thar companies are¢ able to conduct such studies on an individual record
basis. Actuaries often generalize these concepts to be able ra perform similar calculations using grouped data,*

*Texts to learn more gbout group methaeds:

1.

Measurement of Mortality by H. Gershenson (Society of Acruarjes)

Mortality Table Construction by R. W. Batten (Prentice-Hall, Inc.)
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ATTACHMENT ONE-B

American Academy of Actuaries
1835 K Street, N, W,

Suite 515

Washington, D,C, 20006

June 2, 1981

To: National Asgociation of Insurance Commissioners’ Task Force on Manipulation, Lapsation, Dividend
Practices and Annuity Disclosure

From: John H, Harding, Chainnan — Committee on Dividend Principles and Practices

Subject: Repart of the Committee on Dividend Principles and Practices

It is a pleasure to tell you that this report constitutes our formal pregentation to the NAIC of suggested modifications to
existing regulations concerning dividend practices. As reported to you in December, the American Academy of Actuaries
has formally adopted standards of practice with respeet 1o dividend payment and dividend illustration. The primary focus
of these standards, which are farmally called “Recommendations Concerning Actuarial Principles and Practices in Connee-
tion with Dividend Determjnation and Nlustration,” is on disclosure. The American Aeademy of Actuuaries, by adopting
the recommendations, is requiring that actuaries responsible for the determination of dividend scales disclose te their
companies all relevant considerations used in determining their recommended dividend scales. Of course, the Academy of
Actugries cannot compel companies to disclose publicly the relevant contént of this report. The state insurance depaert-
ments, however, ean make such requirements, This presentation vo you identifies the form and substance of what the
Academy committee believes should be reported by companies about how they pay and illustrate dividends,

Brief History

In June of 1980, the Committee on Dividend Princjples and Practices published its report. This report conrained a general
historical background, which ig summarized here,

It has been traditional in the life insurance industry to iilustrate dividends to prospective palicyholders. Such illustrations
have been called upon to provide an indication of the company's current performance and to give a reasonable indication
of the probable relative performance in the future, as dividends were actually paid. It has also been generally accepted that
there must be equitable apportionment of dividends among all classes of policyholders, in spite of a temptation for a
company to favor more recent policyholders ar the expense of others. In the early 1970%, there was concern regarding the
apparent praliferation of bases for paying dividends and illustrating them. There was also concern that departure from a
close relationship herween dividends paid and dividends illustrated may have taken place for some companies,

In the mid-1970's, the Saciety of Actuaries circulated 2 questionnaire designed to develop information concerning dividend
practices. Analysis of the results showed that there was a much broader range of practices than previously had been
thought to exist.

The Society of Actuaries estahlished, in early 1976, the Committee on Dividend Philosophy ta explare possible courses of
action to deal with this problem, 1In 1978, this committee recommended that the best solution would be to establish
standards of dividend payment and illugtration and that the actuary responsible for recommending a dividend scale provide
a written opinion to corporate management,

The Sociery committee published Draft 7 of its recommendations in the fall of 1979, Finally, the Society committee com-
pleted Draft 11 in May of 1980, This draft covered all participating policies issued by murual life insurance companies and
some participating life palicies issued by stock companies. The Society commitree is still working on remaining stock life
insurance company issues, In addition, deferred annuities are under consideration,

The American Academy of Acruaries’ Committee on Dividend Principles and Practices was formed in late 1978, It has
worked closely with the Sociery commirtee since that time. There is a mutual understanding between the board of
governors of the Society and the board of directors of the Academy that the Socicty should develop the suggested recom-
mendations and that the Academy usc that framework to adopt a formal ser of recommendarions, with subsequent inter
pretations as necegsary. In additien, the Academy would develop the appropriate framework for implementarion of these
recommendations.  This framewaork is what is being suggested today.
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The Academy committee published a slightly modified version of Draft 11 for comment, as a part of its June, 1980
report.  Essentially, the Academy version makes the recommendations mandarory for murual companies end optional, at
this time, for stock companies, However, stock companies who do not elect to conform should disclose that fact to
regulators and to the public. On Cctober 31, 1980, the Academy board of directors adopred the recommendations, The
final version was published ip February, 1981.

Since thar time, the Academy committee has been developing improved versions of its suggestions to the NAIC, These
suggestions include the possible modification of what is now Schedule M of the annual statement, modifications in lan-
guage in the Life Insurance Buyer's Guide and modifications in the language réquired o be included with dividend illustra-
tions

Regulatory Disclosure

The committee believes that the best disclosure for regulatory purposes would be a qualitative extract of the actuary'’s
report. The actuary who signs that report should also sign the statement of opinien and answets 1o the interrogatories in
the proposed modification of Schedule M of the annual statement. However, this actuary would not necessarily be the
same one who sipned the statement of opinion with regard to policy reserves and related items.

Qur primary concern is that the actuary’s report will include proprietary company information with respect to experience
factors and how these are translated intc product pricing Such information in great derail would be of little value to
regulators, bur of substantial value to competitors. The giving away of legitimate techniques of product pricing is un-
necessary for apprapriate regulation and would diminish, rather than enhance, the price competitive nature of the life
insurance industry.

A properly written actuarial report would not enhance a layman’s understanding of the dividend process, Further, few
stare insurance departments could afford to develop the expertise to interpret all such reports in a meaningful manner.
Even if such interpretation were made, it is not clear what could be done with the information, The primary role of
regulators and the supervision of dividend practices should be directed towzrd obvious manipulation, solvency guestions,
general concern about equirable distribution and the avoidance of improper discrimination,

The suggested modifications to Schedule M (Arrachment One-B1) focus on an extract of the actuary's report, This extract
is intended to be helpful to the tegulators in their supervisory role. The report requires a summary of practices used, a
highlighting of changes in practices, & quantification of changes in dividend scale and a certificarion by the actuary that the
dividends have been determined, except as disclosed, in accordance with the “Recommendations Concerning Actuarial
Principles and Practices in Connection with Dividend Determination and Rlustration.”

Consumer Disclosure

The suggested changes to the buyer's guide (Attachment One-B2) incorporate several new ideas, First, while the current
buyer’s guide describes the concept of cost and identifies the differences berween illustrations of cost of participating and
nonparticipating policies, the redraft recognizes the existence of ¢ost illustrations of products recently introduced,

Second, the suggested modifications identify the difference between investment generation and portfolio average methads
in the determinarion of dividends. At the suggestion of the NAIC Advisory Committee on Manipulation, dividends based
on investmenrt generation methods are identified as being more sensitive to changes in cutrent interest rates,

Finally, the suggested modifications recognize the existence of the newly sdopted principles and practices and warn the
prospective insured to be aware of any exception language which may be required on the illustration,

Suggested language which should accompany the illustration must necessarily be brief. We belicve, however, that in all
cases there should be an identification of the method of investment income aliocation used, because of the significantly
different illustrative result. [n addition, each required exeeption statement that appears in the suggested Schedule M would
also need to be briefly summarized.

The primary focus of dividend ilustrations, of course, is on new sales. However, the proposed disclosute language is
intended 1o be used both wich illustrations of dividend scales for new policies and also on illustrations for policies currenty
inforce.

Conclusion
The Academy Committee on Dividend Principles and Practices believes that we have now progressed to a stage where it

would be possible and appropriate for the NAIC to make use of our suggestions for modifications which are described
above and atrached as Attachments One-Bl and B2,
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The recommendarjons which were adopted in October of 1980 and published in February of 1981 have already been dis-
tribured, Additional copies can be obtained from the American Academy of Actuaries,

We recognize that the process of modification will not necessarily be a speedy one and that the NAIC will need to give
serious consideration to not only our proposals, but related proposals from othet groups. However, we believe that public
disclosure of company practices with regard to dividend itlustration and payment is essential We hope that the NAIC ean
begin the pracess of modificarion as quickly as possible, and we would be happy to work with the NAIC in this pracess.

LR 2
ATTACHMENT ONE-B1

POSSIELE SCHEDULE M DISCLOSURE
Statement Year 1981

Identify rhe participating ordinary life business which is not subject to the acruarial principles and practices of the
American Academy of Actuaries applicable to the determination of dividends paid by mutual companies. Answer the

questions and state the opinion below which apply with respect ta any other participating business,

Pracess of Dividend Determination

Describe the general methods and procedures used to determine dividends,

Description of Experience Factors

Describe the basis used in making any distinction in experience factors which underlie the determination af dividends,
The descriprion should specifically include:

investment income factors;

claims factors;

expense factors;

termination factors;

any other factors which have a material effect on the dividends of any group of policics.

pan T

Also, describe in a qualitative way any material changes made in the bases used to determine those factors since this
Schedule was last filed.

General Interrogatories

1. Has the Contribution Principle been followed in determining dividends?

If no, describe.

2, Since this Schedule was last filed, has any material change occurred with respect to the determination of policy
factors?

If yes, describe,

3, a. Since this Schedule was last filed, have there been any changes in the scales of dividends on new or eXisting
business authorized for illustration by the company?

If ves, describe in general the changes that were made,

b. Since this Schedule was last filed, have there been any changes in the scales of dividends apportioned for
payment?

If yes, deseribe in general the changes that were made.
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e For each major block of business, indicate when the dividend scale was last changed (including changes
described in b, above) and indicare the extent of such change in terms of the percentage by which dividends
payable under the new scale exceeded or were less than those which would have been paid in the year of
change had the scale not been changed,

Does the dividend scale incorporate the use of projections or forecasts of experience factors for any period in excess
of two years beyond the effective date of the scale?

If yes, describe.

In the basis of determining investment income experience factors, state whether the company uses (a) a partfolio
average approach, (b) an investment generation approach, or (¢) a combination of the two approaches.

If {b} and (c), describe the general basis used, including the issue year groupings,

With respect to policy loan provisions,

a. Describe how differences in such provisions affect dividends

b. Does the dividend scale contain any provision for varying rhe amount of dividend in accordance with the
extent to which an individual policy's loan provision is utilized?

If yes, indicare rhe blacks of business where this treatment pertains, and describe the basis of veriation used.

Does the company pay termination dividends on its policies? If yes:
a, Are they payable on death, surrender and maturicy?

b, Are they payable or credited either upon the commencement of nonforfeiture insurance or upen termination
thercof by death, surrender or maturity?

[ Do they reflect the incidence, size and growth of amounts which may be attributed to the policies in
question?

If the answer to a,, b,, or c. is no, describe the basis used.

Does the undersigned believe dividends illustrared on new or existing busimess can be pajd if current experience
continues?

if no, explain why.

Does the undersigned believe there i1s a substantial probability that because of the expected deterioration of ex-
perience, the dividends illustrated on new or existing business cannot be maintained for at least two years?

If yes, explain why,
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10, Describe any aspects of the determination of the dividend scale not covered above which invalve material departures
from the actuarial principles and practices of the American Academy of Acruaries applicable to the determination
of dividends paid by mutual companies,

11, Descrihe any material changes in the basis of determination of the dividend seale which were made since this
Schedule was last filed and which are not covered above,

Actuarial Oeinion

I, (nammne, title) , am (relationship
to company) and a member of the American Academy of Actuaries, I have examined the actuarial assumptions and
methads used in determining dividends under the dividend scale for the individual participating life insuranee policics of
the company issued for delivery in the United States, The dividends encompassed by this scale are both:

i) those apportioned for payment during 1982; and

i) those in effect as of January 1, 1982 which are illusrrared for payment on new or existing business in 1983 and later

and which are suthorized for illustration by the company,

My examination included such review of the actuarial assumptions and methods of the underlying basic records and such
tests of the actuarial calculations as I considered necessary, In my opinion, these dividends have been determined in
accordance with actuarial principles and practices of the American Academy of Actuaries applicable to the determination
of dividends paid by mutual companijes, except as described above,

Date Name and Title

*Exg

ATTACHMENT ONE-B2

POSSIBLE CHANGES IN SOME SECTIONS OF
THE LIFE INSURANCE BUYER’S GUIDE

(The committee believes that the “What is Cost?™ and “How Do I Use Cost Indexes?" sections of the buyer’s guide could
be enhanced by the following,)

What is Cost?

"Cost” is the difference between what you pay and what you get back, If you pay 2 premium for life insurance and get
nothing back, your cost for the death protection is the premium. If you pay a premium and get something hack later on,
such ag cash value, your cost is smeller than the premium,

The cost of some policies is guaranteed at time of issue, These policies are called “‘guaranteed cost-nonparticiparing”
policies. These policies do not pay dividends, but every feature is fixed at the time of purchase so that you know in
advance what your future cost will be,

Listed below are some examples of policies that contain cost elements that are not guaranteed when you buy the palicy,
The actual cost of these palicies will depend on the future actions of the company selling the policy end your actual cost

can be lower or higher than that illustrated at time of purchase,

Participating Policies

These policies have their cost reduced by dividends Their premiumg, cash values and degth benefits are guaranteed, hut
the dividends are not. A dividend is a refund or return of part of the premium paid. Each company pays thase dividends
which it believes to be apprapriate, based on its current experience as to the factors affecting the cost of the insurance it
provides—primarily claims, expenses, investment earnings and taxes.
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There are certain standards that have been endorsed for murual companies as generally acceptable for use in determining
dividend scales, including illustrations of dividends that may be paid in the future; Companies are required to indicate
whether or not their illustrated dividends, and cost indexes reflecting them, were determined in conformance with rhese
standards,

The future dividends illustrated by companies conforming with these standards are hased on current levels of experience.
The extent to which actual dividends will differ from those illustrated will depend on the extent to which actual future
experience differs from that underlying the scale of illustrated dividends,

There are two main ways in which dividends may reflect investment earnings, One method invoives reflection of such
earnings on funds attributable to all policies, regardless of when they were issued. The ather methad involves reflection
of such earnings on funds attributable ta policies issued in specified years, Usually, dividends based on this method are
more sensitive to changes in current interest rares than are dividends based on earnings on funds attributable to all policies.

A deseription of the method used must accompany any figures presented which involve dividends,

Nonparticipating Policies with Nonguaranteed Cost

While “nonparticipating” policies do not pay dividends, some of them have costs that are not guaranteed at time of pur-
chase, Some examples are:

Nonguaranteed Premium Policies

Cash values and death benefits under these policies are guaranteed, but their premiums are nor. These policies
contain a guaranteed “maximum premium,’ but the company anticipates charging a lower premijum, The company
will illustrate the cost based on the premium it currently expects to charge, Your actual cost will be lower or higher
than this, depending on the premiums you are actually charged.

Policies with Nonguaranteed Cash Values

Premiums and death benefits under these policies are guaranteed, but their cash values are not. These policies
contain a guaranteed minimum interest rate for accumulation of cash values, but the company anticipates using a
higher rate. The company will illustrate the cost based on the interest rate they currently use to accumulate cash
values, Your actual cost will be higher or lower than this, depending on the interest rate actually used,

Policies with Nonguaranteed Death Benefits and Cash Values Under These Policies

These policies do not require a specific level of premium payments, but guatantee a minimum level of death benefit
and cash value for any particular amount of premium the insured choases. The company will also illustrave higher
cash values and death benefits based on the interest vates and insurance cost it currently uwses Your actual cost
under these policies, in relation to rthe henefits provided, will be higher or lower than that illustrated depending on
the interest rate and ingurance cosgt actually used,

Reunderwritten Policies

Some policies permit the insured to have lower premiums rhroughout the durarion af the palicy, if the jnsured can
periodically meet specified health qualifications,

The actual cost of these policies will depend on whether or not the insured can meet the prescribed standards,

Cost ilustrations for all policies with costs that are nonguaranteed are required to disclose the part of the cost that is not
guarantead,

[T1T]
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ATTACHMENT ONE-B3

POSSIBLE MODIFICATION OF EXISTING STATE REGULATIONS
WHICH DEAL WITH DIVIDEND DISCLOSURE

The committee has notr addressed itself Lo each possible regulation where the follewing modifications might apply.
However, most of the regulations involved deal with solicitation and advertising, In principle, information relevant to the
eomparability of dividend scales could be added to the normal dividend caveats:

A, For those policies which are specified in Schedule M as not subject to the actuarial standards which apply to the
determination of dividends paid by mutual companies, it would be appropriate to include a satement in the divi-
dend cavear that “The illustrated diwidends on this policy are determined according to srandards which are different
from those applicable 10 2 mutual company.”

B, For all other poiicies, the method of allocation of investment earnings should be identified.

1} 1f a company is more than 10 years old, and srates in Schedule M that it uses a portfolio average approach, jt
would be appropriate to state:

“llustrated dividends are baged upon the dividend scale applicable to currently issued policies,
which reflects current investmenr earnings on funds attributable to all policies, Dividends are
neither guarantees nor estimates and future dividends which you actually receive will differ
from those illustrated to the extent that furure expense, claim and investment experience
differs from current experience,”

2) For other companies it would be appropriate to state:

“Illustrated dividends are hased upon the dividend scale applicablie to currently issued policies,
which reflects eurrent jnvesrment earnings on funds atiributable to all policies issued since
19 * Dividends are neither guarantees nor estimates and future dividends which you actually
recejve will differ from those illustrated to the extent that future expense, claims and invest-
ment experience differs from current experience,™

C Under the conditions defined below, with regard to the answers 1o the Interrogatories in Schedule M, disclosure of
areas of specific concern would be appropriate,

Interrogatory 1 A negative answer should be disclosed

Interrogatory 4 An affirmative answer would require a description of the period of prajection

Intercogatory 6 An affirmative answer to question 6,b, should be disclosed.

Interrogatory 7 A negative answer to question 7.a, or 7.h, would require disclosure of the types of transactions
on which termination dividends are not paid, once they are available, A negative answer to
question 7,c. should be disclosed vogether with a statement that termination dividends are nat

in conformance with the standards of practice far payment of such dividends.

Interragatory 8 A negative answer should be disclosed,

Interragatory 9 A positive answer should be disclosed,

*The earliest year of the issue year groupings used to determine the investment earnings on current issued policies

LL L LY L)
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ATTACHMENT ONE-C
ADVISORY COMMITTEE ON MANIPULATION
June, 1981

For background, the reader is referred to the June, 1980, repott of this advisory committee together with accompanying
minority statements by Joseph N, Belth, Paul J. Overberg, Brenda P. Roberts, and William C, Scheel. The earlier material
is to be found on pages 828-857 of Volume II of the 1980 Proceedings of the NAIC, Mr, Overberg's and Dr, Scheel's
statements were inadvertently omitted from that publication and are attached herero (Atrachments One-C1 and C2),
There ate also attached copies of pages 831, B34, 835 and 839 of the 1980 Proceedings amended to show certain numetical
information that was inadvertently omitted from the report as originally printed (Attachment One-C3).

Since the submission of our June, 1980, report, members of the advisory committee have visited a number of regulators in
order to explain the work of the advisory commitcee and encourage the adoption of the advisory committee’s recommen-
dations. As = result of these visits and discussions, we have decided to put our recommendations in regulatory language.
Accordingly, mosr of the substance of this report congists of a drafr regulation which is attached (Attachment One-C4).
We believe that language along the lines of the draft can usefully be incorporared by states into their life insurance solicita-
tion regulations or other relevant regulations,

In the course of our work, the advisory committee turned its attention to life insurance company dividend practices. There-
fore, disclosures related to companies’ use of the contribution principte and the investment year method form part of the

artached draft regulation. Our review of dividend practices included a review of the work of the Society of Actuaries

Commirree on Theory of Dividends and Qther Nonguaranteed Elements in Life Insurance and Annuities, and the American

Academy of Acruaries Commirree on Dividend Principles and Practices, and an informarive discussion with the chairmen

of those committees,

The advisory commitree has not considered guestions related to nonguaranteed elements of life insurance policies other
than dividends, We believe, however, that they deserve study by others,

The advisory committee has been concerned abour the possible use of misleadingly attractive illustrated net cost indexes
that ¢ah entice an unwary consumet into buying an inferior policy. This can sometimes result from policy designs in
which premiums, cash values or dividends exhibit large and discontinuous variations from year to year. Most of our work
has been aimed ar detecting and disclosing these kinds of discontinuities,

It is also possible for consumers to be led into unwise purchasés by companies which simultaneously offer rwo similar
policies, even if neither of these policies has progressions of premiums, cash values or dividends that exhibit large discon-
rinujries.  An example is the siuation in which a company offers two similar life insurance policies with markedly different
price structures, The company may encourage rthe sale of the higher-priced policy through higher commissions. One
apptoach to this problem would be to designate ag an unfair trade pracrice a failure on the part of the company to disclose
fully ta the buyer the availability of the lower priced policy,

Another example i3 the situation in which a company offers two similar life insurance policies, sells one of the policies
heavily over the years while selling the other only lightly, pays relatively mezager dividends on the heavily sold policy while
paying relatively generous dividends on the lightly sold policy, and then arranges for wide publicity of the favorable divi-
dend history on the lightly sold policy, One approach 1o this problem would be to encourage publishers of dividend
histories to include dara on the relative importance: of the policies in the company’s pertfolio,

A final example involves the sale of combination term and annuity products which may be presented to the client asan
alternative to whole life insurance. Because such products may be taxed differently from whole life, such alternarive sales
must be carefully evaluated on an after-tax basis,

The committee believes that practices such as described above descrve the careful review and consideration of regulatotrs,

The second difference discontinuity test described in the attached draft regulation iz based upon the size of changes in the
year-to-year costs of 2 policy. Some members of the committee felt that, when the changes in yeat-to-year costs were large
enough to cause the test to exceed the recommended limit, the prospective buyer should be provided with certain yearly
price information. A majority of the cennmittee, however, vored not to require disclosure of yearly price information
under such circumstances, whether or not the prospective buyer specifically requested it, These decisions reflected a
division within the committee concerning disclosure of yearly prices per $1,000 of protection. For discussion of this
matter see Professor Belth’s comments on yearly prices in his August 28, 1980 statement (page 849 in Volume II of the
1980 NAIC Proceedings).
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The advisory committee believes it has carried its work as far as is practicable at this time, Accardingly, we believe that
this should be our final report, and we request that the advisory committee be discharged. We suggest, however, that the
task force consider appointing a smaller group of individuals to carry our further research into the appropriate level of the
tegr limits for the second difference discontinuity test described in the artached drafe regulation in order to determine if
further variation by plan and issue age is needed.

Committee Members

Thomas ], Kelly, New York Insurance Department (Chaijrman)
Ernest J, Moorhead, Retired (Vice Chairman)

Jaseph M, Belth, Indiana University

Kenneth J. Clark, Linceln National Life Insurance Company
Thomas F. Eason, Security Mutual Life Insurance Company {Nebraska)
Walter N, Miller, New York Life Insurance Company

Richard C, Murphy, Aetna Life and Casualty Insurance Company
Paul J. Overberg, Allstate Life Insurance Company

C. Notman Peacor, Massachusetts Mutueal Life Insurance Company
Brenda P, Roberts, Fireman’s Fund Life Insurance Company
William €. Scheel, University of Connecticut

Harold Skipper, Jr., Georgia State University

Julius Vogel, Prudential Insurance Company of America
L2 21

ATTACHMENT ONE-C1
STATEMENT BY PAUL ]. OVERBERG

June 15, 1280
{Inadvertently omitted from 1980 Proceedjngs)

My comments today relate to the June, 1980, Advisory Commirtee on Manipulation report. My statement is prompted by
Jae Belth's minarity opinion dated June 2, 1980, which is attached to the Manipulation Committee’s June, 1980, report,
My ohservations are those of an individual of the Manipulation Committee, and do not necessarily represent the views of
ather members of the committee.

During its first year of existence, this commijttee has had nine meerings. All meetings were well attended, and there was
every indication that all memberg came well prepared,

Our June, 1980, report 1s a consensus of diverse points of view on a very controversial subject, I do not believe thar any
member js completely happy with it, but I feel relatively confident that most members beljeve the report to be a very gaad
one, which could prove to be very useful. We have completed our initial charge. The report is not an “industry™ report.
Industry members disagreed on many items. Every member contributed something to this report, yet no one member's
total contributions were included,

If the committee is ro be continued, I recommend that it be continued at approximately its present size, Tt is, obviously,
very irue that if the committee had fewer members, it would be more efficient, However, it would also lack the needed
diverse hackgrounds on a very complex subject.
The report indicates that the insurance commissioners can control manipulation:
— By prohibition (disapproving the Policy Form), and/or
— By required Disclosure (prospect must he warned that the 10th and 20th year indexes may not be representative of
Indexes for years immediately before or after the Indexes shown-—or, perhaps, a requirement that Cost Indexes

must be shown for a series af years, whenever they do not flow smooathly).

The disclosure recommended in the committee report is very meaningful to the prospective buyer, and to agents of comr
peting companies,

Much discussion wag had regarding the basis for a mechanical test:



NAIC Proceedings - 1981 Val. II 41

1) One method favored by some of the members was to use the surrender cost indexes computed at each duration
from the sixth through the 23rd policy years,

2) Another method discussed was the yearly price formula recommended by Joe Belth, and endarsed by other mem-
bers. This method produces erroneous results on endowment policies near the endowment date.

N The method recommended in gur report is a compromise of the above two methods, It is a yearly price formula
calculated in a manner consistent with that used to caleulate the surrender cost indexes, This yearly price is slightly
different from that recommended by Joe Belth, and it has the advantage that it does not have the problem men-
tioned above that is contained in the Joe Belth formula,

Many thanks to the task force members for giving me this apportunity to make these observations.

T
ATTACHMENT ONE-C2

Statement of William C, Sheel

June, 1980
(Inadvertemly omitted from 1980 Proceedings)

Acknowledgement and Disclaimer

I greatly appreciate the extension of time provided by Chairman Kelly in which to file this statement as an attachment to
our report, Detecting Manipulation of Policy Values and Dividends, A family flness prevenred me from completing itina
more timely fashion,

The views expressed herein are my own. A majority of the committee voted against the methodalogies for deteeting
manipulation discussed in this statement. [ believe the committee seriowsly erred in its majority judgment,

Introduction and Purpose of Statement

There are many ways of detecting irregularities in policy design, We developed and performed empirical tests using twelve
different, but nat unrelated, systems. We also ¢xamined an approach suggested to the committee by an insurance depart-
ment official.

There was never any question in the commirree’s collective mind that serviceable rests could be found. An abundance of
mechanical detection systems existed—we knew this faer very early in our deliberations, The difficult decision was
finding a mechanica! test which was simple to administer and interprer and which would be reliable, 1t needed to be robust
and to accommodate a wide range of policy designs, issue ages and face amounts. We also wanted a test which made sense,
Some of us wanted a test which was based on a theoretically defensible measure of policy cost.

This statement broadens Section VIII of aur reporr, Detecting Posgible Manipulation: The Mechanical Approach. T discuss
in this statement two methods which I view as theorctically defensible and more efficacious than the actual detection
systemn of measurement contained in the report.

Background

The concept of manipulation caused the committee great grief, hours of senseless haggling and in the final analysis found
its members roaming through a maze with no exit. In my judgment, the wotd cantaing connotations which should have
led to its abandonment by the committee at a very early stage. But, the term persisted,

The heart of the “manipulation’ problem we investigated is policy design irregularities. The irregularities, and the cause
for public concern that arises from them, result from progressions in policy values and dividends which are discontinuous.
The discontinuitics cause the price structure of the manipulated policy to be erratic when measured on a year-by-year
basis. The prevailing system of cost disclosure is inadequate in alerting consumers about these irregularities — the irregu-
Jarities in price structure remain hidden and thar important omission in cost disclosure is cause for coneern,
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Some of these irreguiarities may have been intentionally designed to make the policy look particularly attractive at the
durations which are publicly disclosed. But, prices ar other durations mey be much higher. Hence, “manipulation.” The
policy in example (1) of our report {falls into this class The terminal dividend scale has been purposefully designed to
reduce the 10 and 20 year interest-adjusted cost indexes, The policy design cannot be juscified on any basis, It is actvarial
deception, The fact that the policy is sold should cause public consternation about the present policy approval process by
state insurance regulators.

Other irregularities may arise fram novel policy design and serve purpeses which benefit consumers, These cases are diffi-
cult, because it was neither the intention nor desire of the committee to thwart innovation in product design by a straight-
jacker mechanical detection system that would ring false alarms for these beneficial cases of policy design irregularities.

Can z prohibition approach, triggered by a mechanical detection system, safely separate the dandelions from the daisies?

In the presence of rigorous public disclasure the usefulness of mechanically triggered prohibitions may be substantially
reduced, [Irregularities in policy design would be less apt to occur, and those that do eccur would probably be serving the
consumer well. However, even with rigorous disclosure, I believe many types of manipulation would persist, Prohibition
would still he necessary and a detection system would be required,

While I adamantly zgree with Professor Joseph Belth that full disciosure and reliance an the strength of vigorous competi-
tion in an informed market will solve a majority of the problems addressed by the committee without the need for
mechanical detection systems, I am less optimistic than he regarding the power of full disclosure in certain circumstances.
For example, all of the cases of manipulation cired in his statement under Class B would, in my judgment, persist even in
the presence of full disclosure, Class A manipulation invalving inequities among different generations of policyholders
wauld be unaffected by the type of full digclosure recommended by him. Only a prohibitjon approach will solve these
problems.

Therefore, a soundly conceptualized detection system is required,

It must be multi-faceted, and it must bear the rudiments of a price measurement technique that would be fundamental to
detection of all the classes of manipulation cited by Professar Belth,

Bagic Components of a Detection System

It may help readers to identify the measuremenr bases for mechanical detection systems There are four possibilities:
(1) holding period indexes, {2) yearly price measures, {3) combination or ratic measures, and (4) basic data—premiums,
dividends and policy values, Twa of these were given cloge attention by our commirtee: holding period cost indexes
(such g3 interest-adjusted surrender costs) and yearly price measures (such as price of protection per $1,000 of amount at
risk or price per $1,000 of face amount),

It is also possible to construct comparative ratids like yearly prices divided by yearly renewable term insurance rates, The
year-by-¥ear progression in the ratie reveals information both abour discontinuities in the price structure and the drift in
prices relative to eguivalent term ingurance prices, A comparison of the ratios by attajned age among different plans of
insurance age at issue and calendar year at jssue reveals inequitjes amang policyholders that congtitute manijpulation, The
committee majority refused to consider this important ratio in any detail; however, I believe it is a sensible bujlding block
for a broad-based decection systern. It will be pursned in detail later in this statement,

A cumbersome, but nonetheless possible, detection system might examine directly the dividends and poliey values withour
combining them into measures of cost. The committee believes chat the yearly prices will reveal most of what might be
found from an intensive review of policy data, The committee concluded with near unanimity that unacceptable large dis-
continuities in yearly prices were sufficient evidence of manipulation as it was delimited by the task force’s charge 1o the
committee,

Yearly Prices

Yearly prices measure the cost of protection as the difference in present valued, our-of-pocket costs and net savings of life
insurgnce if continued in force one more year.
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The price measurement impurtes to the policyowner a rate of return that can be earned on savings. The rate is a low risk,
after-tax return. The level of insurance savings is measured by cash surrender values; so, the present value of the net gain
{relative to nomn-insurance savings opportunities) actributable to continued investment in insurance savings is:
W e
CV AL+) — €V,

where CV_ is the end-of-year cash surrender value and CV 1 is the beginning-of-year value, The discount rate of interest is
i. Ir is customary to include the value of any terminal dividend with the cash surrender value,

The present value of out-of packet outlays is;
P — D A1+

where P_ js the annual premjum and D_ is the regular dividend received at year end, The total yearly cost (measured at the
beginning of the policy year) is the present value of the out-of-pocket outlays less the net gain in insurance savings:

YC =P Dy - (CV v-CV,_) (1)
where YC is the yearly cost and v = 2/A1+i).
This cost is related to the protection which it has purchased and the result is a yearly price.

The commirtee felr that a detection system should give equal weight to discontinuities in these costs regardless of when the
discentinuities arise. The interest-acjusted surrender cost index is a weighted sum of the yearly costs defined by equation
(1) where the weights are compound interest accumulation factors (adjusted for the accumulated face amount over the
holding period of the index). The application of the interest facrars in the intevest-adjusted system results in the discan-
tinuities in indexes for long holding periods (say, 20 years) receiving less weight than discontinuities in indexes for shart
holding periods (say, 10 years), It is primarily for this reason that the committee adopted yearly costs rather than sur-
render cost indexes (which are 3 funcrion of yearly costs) as the building blocks for the mechanical test,

The committee remeined split, however, on whether the yearly ecosts should he converted to yearly-prices by division of
the amount at risk (face amount less cash surrender value) or by division of the entire face amount, It is apparent that
some form of a yearly price must be used in a mechanical test because yearly costs will vary with the size of the policy and
a simple detection scheme could not be developed for the numerator of yearly prices,

Preference for Yearly Prices Per $1,000 Amount at Risk

There are three important reagons why the amount at risk should be used as the divisor for yearly prices instead of the
face amount:

(1) The yearly price per $1,000 amount at risk has been widely discussed in the literature and is well-known to all
actuaries by its relationship to the cost of insurance,

(2) It is theoretically defensible because the numerator is the cost of the protection element {amount at risk) from the
policyowner’s paint of view and not the cosr of the full face amount,

(3}  The series of yearly prices, properly related to amount at risk, should be more stable for test purposes,

The yearly price per $1,000 amount at risk is perhaps better known to actuaries in relation ta the cost of the jngurance,

Ko {Jordan, p. 106-7):

1. Vearly prices also can vary with the size of the policy because of premium gradation; however, the extent of
yvariation will be much Jess,
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The lefthand side of (5) is pl 1 , 4 one-year term premium, The yearly price per unit amounc at risk formula is
equation {5) with cash surrenjér values subgtituted far reserves, The transition to the conceptual framework of a policy-
owner is clear. The interest rate assumed in v (5 percent for our test) is the policyowner’s opportunity after-tax savings
rate and the yearly price becomes an equivalent term rate when measured at the beginning of the year as in (5).

1 am ar a losg tp provide any conceptual bagis or relevant actuarial anglog to the use of a yearly price with face ampunt in
the denominator, There is no actuarial or academic literature discussing yearly prices with the face amount denominator,

The yearly price defined by equation (3) is a very fundamenta] actuarial identity, The recursion formula for terminal
reserves on which it is based is equarion (2), Yearly prices of prorection (per $1,000 amount at risk) are cheoretically
defensible, They canceptually are the foundation for pricing net premiums, They are meaningful,

By contrast, the use of the face amount (unit value denominator in equarion 3), results in yearly prices that are under-
stated whenever the cash surrender value is nan-zero,

Because the numerator of the yearly price is the cost of just the amount at risk, variations in the amount at risk should be
merked by cost variations in the numerator. Hence, & kink in the amount at risk caused, say, by a gradation of cash
values into reserves ar policy year twenty should be associared with a change in cost (the numerator) although the face
amount is unchanged.

Test Limits for a Mechanical Detection Systemn Using Yearly Prices of Protection Per $1 000 Amount at Risk

The limits for pur mechanical detection system were derived empiricaily using a data base of 1979 whole life policies pro-
vided to us by rhe Wisconsin Insurance Department, Using this same data base, the following test limits emerge for the
yearly price of pratection per $1,000 amount at risk, They are analogous to the limits shown on pages 14 and C-1 of our
report for the face amount basis actually adopted by a majarity of the committee:

Issue Age 95% Limits 90% Limits 85% Limits
25 400 200 i50
35 200 400 300
45 1000 650 450

These limits would have isolated 5, 10, and 15 percent of the sample used to construct the test—z sampie ranging between
165 and 172 whole life policies, depending on the issue age.

In my opinion, the Committee’s detection systern would be more defensible if these limits had been used—1imits based on
the sum of backward sgcond differences squared of yearly prices between years 8 and 23, The correct definition of the
yearly price of protection per $1,000 is:

p- P—Dv—(CVCv — CVP)
0.001 (F — CV()

(6)
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where YP is the yearly price per $1,000 of protecrion, P ig the annual premjum, CVP is the sum of the cash valve and
terminal dividend at the end of the procecding year, v=1/(1+i) and i. is the assumed interest rate expressed as a decimal,
CVC is the sum of the cash value and terminal dividend at the end of the current year, D is the annual dividend and Fis
the sum of the face amount 2nd terminal dividend at the end of the current policy year, Equation (6) produces results
expressed as of the beginning of the policy year.

Commitree Objection to Price of Protection Per $1,000 Amount ar Risk

The main reason committee members seem opposed to the yearly price per $1,000 amount at rigk is that it might require
a mulriplicity of filters not only for different issue ages, but also for different types of plang It is patent that yearly
prices measured on an amount at risk basis will be larget than prices relarive to the face amount. Furthermore, as the
amaunt at risk decreases, yearly prices of protection tend to increase.

Discontinuities can be larger when measured on the yearly price of prorection bagiz and a mechanieal test may be triggered,
whereas on a yecarly price per $1,000 face amount basis, the test may be satisfactory,

Submerged in this debate is the implicit notion that policies with different amounts at risk (say, whole life and endowment
policies) should be expected to have radically different prices of protection per $1,000 amount at risk for the same at-
tained age, [ reject this presumption. A company with radieally different prices of protection for the same atrained age
under different plans avajlable to any given insured is engaging, in my opinion, in unacceptable price manipulstion. It is
primarily for this reason that I recommended that the committee pursue a manipulation test based on the progression of
ratios—ratios of yearly prices of protection per $1,000 amount at risk to Sociéty of Actuaries “low™ term rates, This
latter method was tabled by the committee when it was decided to narrow the scope of candidate test variables, In my
opinion, the ratio technique deserved more attention. The final section of this statement explores the nature of a ratio
detection system. A mechanical detection scheme hased on the ratio shows promise of treating adequately mose of the
clagses nf manipulation cited by Profe¢ssor Belth, Ir is a teat that is also eongistent with the committee’s charge,

Introduction to a Broad-Based Detection Scheme

There is a philosophical slant ro the committee's scheme for detection of life insurance policy design irregularity. Ugliness
is relative: we may conjecture that contours are good and edges are bad, that discontinuiries are inherently unexpected
and, hence, irregular. The main postulate of the committee's scheme—eand it is ¢ postulate—is that the series of yearly
prices should not be a path of jigs and jags, a progression of disjointed trends or encumbered with perindic blips. The
tenet of actuarial design inherent in this postulare ig that these attributes are signs of irregularities.

1f the possulate that yearly prices should be approximately smooth is rejected, everything crumbles. The cutting edge of
the ‘hue and cry’: “manipulation!™ becomes no sharper than the blunt end of a hologna,

1 endorse the idea that the discontinuities in yearly prices of protection for a policy indicate a (possibly) unacceptable
design feature, However, the primary focus on a single policy is myopic and is a diminutive part of the charge given to the
commitree by the task force, What about the manipulation across plans and issue ages? Or, granting the lngical extension
of the limited charge we received, how do we measure manjpulation among different classes by calendar year of entry?

1 believe that policy design irregularities need to be examined in a broader context. The comiext is an entire hook of
policies—old and new—and the name of the game is equity.

The mechanical detection system 1 propose is pegged an a simple premise:
All policyawners who contribute to the company about the same marrality risk should:

{1)  Have about the same yearly prices of protection {hereinafrer meaning yearly prices per $1,000 amonnt at
risk as defined by equation 6) if they are the same atrained age

(2)  Have yearly prices of protection which, aver time, maintain a reasonably stable relationship te competitive
term insurance rates (such as the Socjery of Actuaries “low’ term rates)

2, Guaranteed cost palicies would, in general, fail the first t¢st when general ecanomic conditions are volarile, Hence,
for guaranteed cost insurance the first condition for equity would be limited to policies issued in the same calendar
year, For participating insurance the condirion would apply regardless of the calendar year of entry.
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If these conditions were fuifilled, the compal‘?’s pricing system may be judged equitable; if the conditions are not
satisfied, the pricing system & “manipulared,”

I beiieve these are reasonable tests for equity smong pelicyowners. “Manipulation’ occurs whenever the two conditions
fail ro exist, for whatever rezson.

A mechanical detection systemis offered below. [t is a systern based on this rigorous concept of equity among policy-
owners.

Qutline of 4 System for Detection of Policy Design Irregularities

A, Proposed Test

1. The primary test indicator is the absolute value of the change between policy years in the ratio of yearly
prices per $1,000 of protection (amount ar rigk) to Society of Actuaries “low’” term rates per $1,000, The
secondary test indicator is the range in the ratio by artained age for all policies in the same or similar under-
writing class and in force at least ten years,

2. The ahsol}lte threshold used for the test is:

During Max, Diff,

1580 40

1981 .35

1982 .30

1583 25

1984 20

1985 and thereafrer .15
3. The primary test s applied to all policy years beginning with year six and continuing to policy marurity,
4, The formula for determining the yearly price of protection is equation (6), The Society of Actuaries “low”

term prices are determined by the following formula:
T=(1000) (95) g+ A

where T = term prices per $1,000 in policy year t, q = mortality rate, Society of Actuaries 1957-60 male
ultimate mottality, for the attained age during policy t, A= 0.9 + (2540.001P))

5. The vest ratio for policy year t is then
R=YP/T
where R = the test ratio for policy year t,
YP = the price of protection per §1,000
T =low term rate for the attained age in policy year t.
B. Proposed Certification
1. A qualified actuary would certify during (1) filing for a new policy series; (2) filing for a change in an existing
policy serics; and (3) change in dividend scale on an existing policy serics thar the differences in the test

rarios berween consecutive policy years do not exceed the amount shown in A 2. for all policy years speci-
fied in A 3.

3. The definjtion of “manipulation’ implicit in a violation of these conditiens for equity can be easily objectified into
a mechanical test. Other aspects of the manipularion problem constitute deceptive or misleading sales practices such
a5 bait and swirch. 1 have not dealt with these latter problems in the definition because I wish to limit the scope of
the problem to one having a tractable solution via mechanical detection means,
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2. An additional certificarion would he required to assure that cross-sectional manipulation among different
policy plans or different issue ages does not exist. The range among ratios for all policies with the same
attained age and in the same or similar underwriting class and in foree at least ten years should not exceed
the limit shown in A 3, The requirement would be independent of the plan of individual life insurance or
issue age. This certification would be made annually as part of the annual report. The certification for
participating classes of insurance would be independent of the calendar year of issue, but certification of
guaranteed cost plans would be by calendar year. When the range is exceeded, a disclosure of the mean ratio
for quinquennial attained ages berween 25 and 75 would be required in the annual repart with identification
of the specific plans falling two standard deviations or more higher than the mean ratio, It would be con-
sistent with the present charge of the committee if this cerrification was limited to just new issues; however,
1 believe the certification should apply across calendar year of entry for participating insurgnce as well

C. Proposed Disclosure Requirements for Failure of Policy Design Test

1. At the discretion of the commissioner, the company would be required to include in its policy summary
information (or when not required to provide a policy summary, it must provide on a separate statement)
notice to the policyowner or prospective policyowner that the policy failed the commissioner’s test for
potential degign irregulariries, If che policy is an existing policy, the company would be required at the dis-
eretion of the commissioner to provide timely notice to all policyowners of the policy that potential design
irregularities exist in the policy. The warning to policyowners would state that a table of yearly prices of
protection is available from the company to aid the policyowner in assessing potential design irregularities.

2. Upon request of policyowners, the company would he required to provide 2 statement of yearly prices of
protection for any policy for which the commissioner requires a published warning.

Discussion of Ratio Detection System

The derivation of limits for the ratio detection system is normative. It departs from the empirical approach taken by the
committee to derive limits for its mechanical detection system, It is possible that the limits defined in a normative fashion
could isolate a large segment of the insurance industry. Nevertheless, I believe that the limits are reagsanable, The 1980
rest limit of ,4 hag a straightforward meaning:

a After the first ten policy years, the spread in yearly prices of protection among policyowners of the
same atrained age and in the same underwriting class should not exceed 40 percent of a “yardstick™
term insurance rate for the same age regardless of the plan of insurance,

b, After the first five policy vears, the Jevel of yearly prices of pratection compared 1o *yardstick’ term
rates should not experience 3 deviation of more than 40 percent between any two consecutive policy
years for any policy.

The rigor of the test limit would be strengthened over time allowing companies to gradually accommadate to the equity
standards. There is evidence that the standards would not be met by a significant proportion of the market, Based on the
policy dara for issue age 25 available to the commitree, about 48 percent of participaring whole life policies and 54 percent
of guaranteed cost whole life policies would fail the test for policy year 21.

The failure rate is much lower for other policy years. A limit of .15 (projected for 1985) wounld today isolate about 73
percent of the whole life marker at policy year 21, The failure rateg would be significantly lower ar older igsue ages,
With a .4 limit, the isolated group would comprise approximately 36 and 11 percent af the market for ages 35 and 45,
regpectively, The percentage of policies which fail the year-by-year requirement are comparatively small for policy years
other than year 21, Years 10, 11, 15 and 16 exhibit the next highest failure rates.

The committee does not have at its disposal the necessary data to judge fully the impact of the cansistency requirement
across artained age, However, 1 assembled some dara for whole life plang, Table 1 shows the median ratio by policy year
for issue ages 25, 35, and 45. The information contained in the table is based on the committee's data set. These policies
are 21l in the standard underwriting class, but they include both participating and guaranteed cost policies.

Assuming that dividend scales remained unchanged, the average plan exhibits a spread in ratios greater than .4 on an
attained age basis beginning at age 48 and continuing inrermjrrently through age 54, when data were no longer available for
a comparison. It is clear, however, that a more rigorous {imit would find a greater number of problems with ether ages.
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The actuarial community needs to address the inequities in pricing that are exhibited in Table 1. In my judgment, there is
something very wrong and inequitable in the current pricing practices which charge a fifty-year old policyholder who had
been an insured for 25 years a yearly price 1,23 times the market term rate but charge a fifty-year old policyholder who
had been with the company only 15 or 5 years a yearly price of between .85 and 90 times the market term rate. In my
judgment, consumers would be correer in interpreting these findings as evidence of widespread manipularion,

It is important to note rhat an investigation of this phenomenon was entirely within the charge of the committee. It was
ignared,

It remains a mystery whether similar or worse differentials would be found on an attained age basis among palicies issued
during different calendar years, Profesgor Belth hag classified this problem as Class A manipulation, The ratio test defined

above will measure the extent to which it exists,

Conclugion and Recommendation

The committee ought to have received a broad charge—instead, it was greatly constrained, But even within its narrowly
defined sphere of investigation, the product of the commirree was a failure. It fell far short of reasonable expecrarions,
The committee was unwilling to aceept a defensible price measurement technique for its mechanieal deteetion procedures,
Instead, it invented a measure of yearly cost which cannet be justified on any basis,

1 have provided in this statement a ratio test which is global, simple and entirely defensible, It is based on sound, recog-
nized theory. It has great potential as the bulwark for 2 wide-ranging detection system for policy design irregularities and
inequity among policyholders It can detect most of the types of manipulation described in Professor Belth's statement
attached to the committee report.

The committee has chosen to make its report the finzl one, The task force should reject the report—as 2 finale it wasa
fizzle. As a beginning, it demonstrates promise,

The mast significant feature of the report is that for the first time a regulatory body has been instructed by a committee
with important (and majority} industry representation that yearly prices do, indeed, contain a veritable storehouse of
information about life insurance price structure, This is a magt significant admission. It was regrettable that for unknown
reasons, the majority of the committee refused to accept yearly prices as they are properly defined. It chose to reinvent
the wheel with square sides, The contraption really deesn’t roll very well, and we can get to where we really want to go
much more effectively and simply using the kind of ratio detection system I propose in this staternent,

Table 1

Median Ratios: Yearly Prices of Protectian/Term Rates

Attained Age Issue Age 25 Issue Age 35 Issue Age 45
25 4.14
26 371
27 2.19
28 .59
29 .34
30 52
31 54
32 48
33 W57
34 .55
i5 .63 5.26
36 .69 4,61
37 .71 1,01
38 .76 .73
39 .71 74

40 .68 .73
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Attained Age Issue Age 25 Issue Age 35 Issue Age 45

41 .68 .78

42 .70 82

43 .69 .81

44 65 .85

45 1.27 B8 4.49
46 1.21 .90 .22
47 1.21 .88 .83
48 1.28 .87 .85
49 1.29 .89 .85
50 1,23 .86 .87
51 1.31 .94 91
52 1.30 91 .92
53 1.32 .94 .98
54 1,34 .91 .95
53 1,20 1.02
36 1.2¢ 1.00
57 1.26 1.03
58 1.25 1.03
59 1.28 1,03
60 1,27 1,03
61 1,29 1,06
62 1.28 1,05
63 1.07
64 1.06
63 1,22
66 1.22
67 1.24
68 1.27
69 1,27
70 1.29
71 1.30
72 1.32
73 1.29

74 1.32

LR ]
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This definition furthermore might extend to policy designs that are in wide us¢. The role of disclosure in curbing manipule-
tion js discugsed in Section 1X of this report,

The committee recognizes the need for being alert to identify manipulation by attained age or by issue age or by issue year
as well as the manipulation by policy duration that is the main subject of this report,

VIL. Detecting Possible Manipulation: General Discussion

The committee concurs in the belief that regulatory judgment must be the final arbiter on what policies should be
chalienged on grounds of manipulation, We agree also that the comparison system set forth in the present NAIC Model
Regulation, regardless of its suitability for disclosure to the buyers, is neither refined enough nor detailed encugh to reveal
structural peculiaritics to officials charged with policy approval responsibilicy.

Further, we observe cases in which the progression of values or premiums may place a policyholder who is considering
immediate surrender or lapse in a position where he might gain a dollarand-cent advantage by postponing doeing so for, say,
a year, perhaps using the policy loan privilege in the mesntime, If such a policy is approved, this should be done with o
proviso that requests for voluntery termination st such points should not be scted upon until the policyholder has at
least been told ahout this,

We now proceed to discussion of several ways in which the policies thet may possibly be challenged on grounds of
mgnipulation ¢an be separated from policies free from serious criticism in this respect, The discussion herein deals only
with insurance policies; che fact that the committee has not looked into manipulation of annuity contracts does not mean
that we regard annuities as exempt from guch questions,

VIII. Detecting Possible Manipulation: The Mechanical Approgch

Manipulation is manifested in irregularities in the otherwise smooth progression of the net result of offsetting the dividends
and the changes each year in cash values against the annual premiums, Le., irregularities in the annual policy cost from the
policyowner's viewpoint, We have examined several ways of testing for such irregularities and of arriving at limits beyond
which they may be ¢cause for inquiry by the regulators,

The method that we regard as most likely to work satisfactorily is deseribed technieally as follows:

1. The test measures irregularities in policy values which are identified by the yeatly prices of protection, Yearly
prices are based on premiums, illustrated dividends, cash surrender values, death benefits, and an imputed interest
rate of five percent, They are defined in Appendix A, An analysis of the kinds of irvegularities which can arise
because of changes in one or more policy values is contained in Appendix B.

2, The test is applied to the sum of the squares of the second backward differences in yearly prices. This measure is
obtained as follows: First, the differences between successive changes in yearly prices are calculated. These “second
differences” are then squared to avoid the offsetting effect of positive and negative values. Finally, the squared
second differences are added for policy years 823, Because the test omits from the caleulation yearly prices prior to
year 6, it will not detect irregularities in yearly prices duting the first five policy years. The use of the mechanical
gpproach in early policy years is burdened by variations in expenseamortization and in ¢atly year cash surrender
values, It was the judgment of the committee that incorparation of yearly prices beyond policy year 23 ig currendy
unnecessary,

3. For the time being, we recommend a set of limits be uged ta separate whole life policies that are to be subjected to
regulatory consideration which produces a manageable volume of identified policies, The upper limits of the test

measure we recommend for acceptable paolicies are:

Issue Age Test Limit

25 and under 300
a5 500
4% and over 600
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The column (1) yearly ptices are calculated by the yearly price formula shown in Appendix A. The yearly prices are
meszsured as of the beginning of the year.

Column (2) is calculated by subtracting the change obsetved in the yeatly price in year t-1 from the change obgerved in the
yearly price in year two. For example, the second difference of —16.83 in year 20 is calculated:

—16.63 = (—5.84 — 10.47) — (10.47 — 10.15)
=-16.31 — .32
==16.63

Column (3), second difference squared, is the square of the figure in column (2), The sum of the squared second
differences between years 8 and 23 is 2028. This sum exceeds by * the test limit for issue age 35 of * . A company
gctuary would be required to justify the sbrupt discontinuities in yeatly prices in policy years 10 and 20, These discon-
rinuities are agrributable to the unusual annual dividend scale and terminal dividend scals.

* 1528
** 500

The second example is 2 $10,000 guaranteed cost policy issued during 1979 to males aged 25, It has a six percent policy
loan rate. The policy summary is presenred below on a per $1,000 basis,

Exzmple 2
flustrated
Policy Guaranteed Annual Terminal
Year Cash Value Dividend Dividend Premium
i 0,0 0.0 0.0 11.34
2 0.0 0,0 a.0 11.34
3 0.02 0.0 0.0 11,34
4 9,77 0.0 0.0 11.34
5 19.84 0.0 0.0 11.34
& 30,23 0.0 0.0 11.34
7 40.95 0.0 0.0 11.34
8 52.01 0.0 0.0 11,34
9 63.41 .0 0.0 11.34
10 75.17 0.0 0.0 11.34
11 87.27 0.0 0.0 11.34
12 99,71 0.0 0.0 11.34
13 112,48 0.0 Q.0 11.34
14 125,54 0.0 0.0 11.34
15 138,90 0.0 0.0 11.34
1& 152,53 0.0 0.0 11.34
17 166,43 0.0 0.0 11.34
18 180.59 0.0 0.0 11.34
19 195.03 0.0 0.0 11,34
20 224,12 0.0 0.0 11,34
21 230.80 0.0 0.0 11,34
22 253.71 0.0 0.0 11.34
23 268.85 0.0 0.0 11.34
24 284,20 0.0 0.0 11.34
25 299.73 0.0 0.0 11,34
26 315.43 0.0 0.0 11.34
27 331.29 0,0 0,0 11.34
28 347,29 0.0 0.0 11.34
29 363.43 0.0 0.0 11.34

30 379.67 0,0 0.0 11.34

751



752

Pelicy

F

IR - ST IS T

26
27
28
29
30

The sum of the squared second differences between years 8 and 23 for example two iz 3476. It exceeda by * the test limit
for ispue age 25 of * . A company actuary would be required to justify the abrupt discontinuities in yearly prices between
years 20 and 23, These discontinuities are artributable to the unusual cash surrender value progression during these years.

*3176
.y 30

(1}

Yearly

Price

11.34
11.34
11.32
206
.21
239
2.57
2,76
295
16
3.40
3.65
3.93
4.26
4.59
4.97
537
5.78
6.19
—7.08
15.65
.3
2,00
9.52
10,08
10.66
11.26
11.88
12.51
13.18
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(2)
Second
Difference

In Yearly Price

-02
-2.24
2.41
.03
.00
.m
0
00
04
.01
.03
.05
.00

IX Detecting Possible Menipulation: The Disclosure Approach

Prof, Belth, with support froi some of the committee, urges consideration of detailed disclosure of policy structure as a

sufficient way of curbing manipulation. In his words:

* The disclosure approach leaves companies free to develop and price their products provided they disclose
fully the details and price structures thereof, The agsumption ig that companies would be reluctant, because

of the possibility of adverse publicity, to market manipulated products.

The demailed information ghould be provided to the reguiators when a policy is submitted for approval, In
addition, all that information should be made available directly to the prospective buyer, at least upon that
buyer's request,

The awegome power of disclosure is frequently underestimated, Not only would regulators and individual
buyers see the prescribed data, agents also would see it, Agents’ vital role in the sales process means that their
influence in discoureging manipulation should not be underestimated. Coampetitors would see jt, and also
could be 2 powerful factor in discouraging manipulation, 80 would other observers of the life insurance
buginess see it, and add their voices. In short, the very act of disclosure might cause companies to refrain
from manipulation,’

(3
Second
Difference

Squared

NA
NA
NA
NA
NA
NA
NA

0001

.0001
L0000
L0016
.0001
.0009
.0025
L0000
0025
L0004
.0001
0000

187,

1424

1,296.0000

1,434

1369

558.3769

NA
NA
NA
NA
NA
NA
NA



NAIC Proceedings - 1981 Vol. II

1.

H

An clement stays level for gome yearg and then abrupily inereases (or decreases) at duration n to e new level. This pactern
i4 observed in certain maodified premijum policies, For this we set b » d » ¢ = 0, Since we are talking about premiums, we
lnook in the column headed “V2" and see that such 2 discontinuity will make itself known by affecting the second
differences in two successive ycars.

2.

\

An clement increases for some years at one rate and then the slope changes abmptly so that it increages at a different
rate, This can happen in annual dividends after charges for initial expenses are repaid; it can also happen in cash values
either because of expense amortization or split interest rates, It also can happen in TD's which build up gradually to an
ultimate level 28 2 percent of the cash value, For this we set ¢ = d = 0, If we are talking sbont annual dividends, we look at
column “¥<" and note that the discontinuity increases the second differences in only one year, However, if we are taltking
about cash values or TD’s, we note from column "Va" that there will be a second difference effect for two successive
years,

|

ER

A comhination of 1 and 2, Thig can happen if a substantial TD appears for the first time at duration n, In this instance
¢ = 0 and we look at column “V 3", The discontinuity will be reflected in the second differences for three successive years,

4.

Y

This is a spike in the yearly cost. It might be occasioned by an extra quinquennial or decennial dividend. Or there mighe be
an extra cash value or TD that shows up only at duration n, In this situation d = —c, An annual dividend discontinuity of
this kind will affect three successive second differences, A cash value or TD discontinuity will affect four successive second
differences.

APPENDIX C

Test Limits That Would Isolate
10 and 15 Percent of Policies Tested!

Issue
Age 90 Percentile Limits? 85 Percentile Limits®
25 130 80
35 240 140
45 260 160
Motes:
1. The data set used by the Committee was obtained from the Office of the Commissioner of Insurance, State of

Wiscongin, All policies were 1979 whole life ingurznce, Policy sizes of $10,000, $25,000 and $100,000 were
sampled, Sample sizes vary by issue age and policy size and ranged between 165 and 172 policies,

2, The 90 percentile limits would isolate approximately ten percent of the policies tested,
ER The 83 percentile limits would isolate approximately fifteen percent of the policies tested.

LT R L]
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ATTACHMENT ONE-C4

ENHANCEMENTS FOR THE NAIC MODEL LIFE INSURANCE SOLICITATION REGULATION

Section I. Purpose,

This regulation makes the following enhancements ta the NAIC Mode<] Life Insurance Solicitation Regulation:

A

E.

Identification of policies containing unusual discontinuities in yearly prices and a caurtion to policyowners about the
possible unreliability of comparisons using cost indexes for such policies,

A eaution to policyowners or prospective policyowners when actual or illustrated policyowner dividends are deter-
mined in 2 manney involving substantial deviation from the Contribution Principle,

Certain disclosures to (title of supervisory authority), policyowners ar praspective policyowners when the Discon-
tinuity Index for a newly issued policy exceeds specified limits,

Disclosure to policyowners ar prospective policyowners of the method for reflecting the company’s investment
yield in the determination of dividends and notification to policyowners if a change in the method ocenrs,

A guarantee of access to certain information about policies,

Section II. Definitions.

Al

“Caution to Policyowners Regarding Failure to Use the Contribution Principle in Hlustrating Policyowner Divi-
dends™ is the following statement:

The illustrated dividends for this policy have been determined in a manner incansistent with gengrally
accepted practices. Read the Buyer's Guide and contact this company far further information,

“Caution to Policyowners Regarding Failure to Use the Contribution Principle in the Apportionment of Divisible
Surplus’ is the following statement:

The dividend paid this year was determined in a manner inconsistent with generally accepted practices,
Contact this company for further information,

“Caution to Policyowners Regarding the Discontinuity Index™ ig the following statement:

The cost indexes may not accurately reflect year to year policy costs, The policy has an unusual
pattern of premiums or henefirs that makes comparison of cost indexes with other policies possibly
unreljable, You should discuss this with your sgent or this company, A statement of year by year
informarion js available,

“Contribution Principle” is a basic principle of dividend determinarion adopted by the American Academy of
Actuaries with respect to policies issued by mutual companics. The Academy report, The Recommendations of the
Committee on Dividend Principles and Practices, describes this principle as the distribution of the aggregare divisible
surplus among policies in the same proportion gs the policies are considered to have eontribured to divisible sur-
plus, In a broad sense the contribution principle underlies the essential equity implied by participating business
References to the contribution prineiple in this regulation apply to all participating policies issued by any eampany,
whether it is murual or stock,

“Discontinuity Index" is the sum of backward second differences squared in the Yearly Prices of Death Benefits
{per 1000) between policy years 8 and 23. (See the sample calculation in Appendix A.)

“Investment Generation Method” is 2 methed of reflecting the company’s investmenrt earnings in dividend scales so
that dividends for policies issued in gpecified years or groups of vears reflect such earnings on funds artriburable to
those policies,

"Policy Data” include: illustrated annual, other periodic and terminal dividends, and both guaranteed and nom
guaranteed premiums, death benefits, cash surrender values and endowment benefits,
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H, “Portfolio Average Method™ is a method of reflecting the company's investment earnings in dividend scales 5o that
dividends reflect such earnings on funds attributable to all policies regardless of when they were issued.

L “Statement to Policyowners Regarding Investment Generation Method™ is the following statement:
Ilustrated dividends reflect current investment earnings on funds attributable to policies issued since
19 (Insert the earliest year of the issue year grouping used to determine the investment earnings
on currently issued policies) and are based on the current dividend scale, Refer to your Buyer’s Guide

for further information.

L ““Statement to Policyowners Regarding Investment Generation Method--Existing Pelicies” is the following state-
ment:

The dividend for this policy reflecrs current investment earnings on funds atrributable to policies
issued in the years 19 __ w0 19 __, inclusive (inserr the applicable years of issue).

K. “Statement ro Policyowners Regarding Portfolio Average Method" is the following statement:

Mllustrated dividends reflect current investment earnings on funds applicable to all policies and are
based on the current dividend scale. Refer to your Buyer's Guide for further information.

L. “Test Limits for Discontinuity™ are the velues set forth in Table 1,
M.  “Yearly Price of Death Benefits (per 1000)" is computed by the following formula:

YP = (P—Dv—(CVCv—CVP)) / (F(,001}}

where YP = the Yearly Price of Death Benefits (per 1000),
F = the annual premium,
CVP = the sum of the cash value and rerminal dividend at the end of the preceding year,
CYC = the sum of the cash value and terminal dividend at the end of the current year,
D = theannual dividend,
F = the face amount,
v = 1/(1.05)

Section (1. Duties of Insurers.

A, Requirements for Newly Insured Policies,
1. Policy Data for policy years 1 through 30 must be given on request to a policyowner ar prospective policy-
owner.
2 If the Discontinuity Index for 2 newly issued policy exceeds the Test Limits for Discontinuity:
a. The policy summary and all other sales information showing the Surrender Cost, Net Payment or

Equivalent Level Annual Dividend indexes shall prominently display the Caution to Policyowners
Regarding the Discontinuity Index.

b. The (title of supervisory authoriry) shall be provided prior to the sale of a policy:
1, Paticy Data for policy years 1 through 30 for that policy,
2, The Discontinuity Index and its component calculations. (S¢e the ¢xamples in Appendix A}

3. A statement identifying as accurately as possible the specific poliey premium or benefit
causing the policy’s Discontinuity Index to exceed the Test Limits for Discontinuiry.

e The buyer shall be given on request the information in Section 1L A.2.b.3.
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If the illustration of policyowner dividends is determined in a manner involving substantial deviation from
the Contribution Principle, the policy summary and all other sales information showing illustrated policy-
owner dividends must prominently display the Caution to Policyowners Regarding Failure to Use the Contri-
bution Principle in Illustrating Policyowner Dividends,

If the illustration of the policyowner dividends is determined on a basis involving use of the Portfolip Average
Method, the policy summary and all other sales information showing illustrated policyowner dividends must
include the Statement to Policyowners Regarding Portfolio Average Method,

If the illustration of pelicyowner dividends is determined on a basis involving use of the Investment Genera-
tion Methed, the policy summary and all other sales information showing illustrated dividends must include
the Statement to Policyowners Regarding Investment Generation Method.

Requirements for Existing Policies

1.

For a reasonable fee not to exceed $(insert dollar amount), Policy Data for 30 consecutive years heginning
with the previous policy anniversary musr be provided on request to a policyowner, This information shall
include cash dividends according ta the current dividend scale, The statement of Policy Data shall also
include the amount of oursranding policy loans and the current policy loan interest rate, Policy values shown
shall be based on the dividend oprion in effect at the time of the request,

If use is made of any methad that involves substantial deviation from the Contribution Principle, the Caution
to Policyowners Regarding Failure to Use the Contriburion Principle in the Apportionment of Divisible
Surplus shall appear on an annual notice to policyowners,

If the dividend scale on existing policies which is in ¢ffect as of the effective date of this regularion is derer-
mined on a basis involving use of the Investment Generation Method, within 18 months after such effective
date the company must send ro each affected policyownet the Statement to Policyowners Regarding Tnvest-
ment Generation Method—Existing Policies,

If the method of dividend scale determinarion on existing policies is changed from one involving the Invest-
ment Generation Method to one involving the Porrfolio Average Method, or vice versa, the company must
send to each affected policyowner a notice of the change and the implications thereof on dividends payable
under the policy in question, Any such notice must bie gent no later than the first policy anniversary when
the dividend on the new basis is payable, and musr be filed with the (title of supervisory authority) and
approved prior to the time it is sent to the policyowner.

TABLE 1

Test Limits for Discontinuity

Issue Age Test Limit
25 and under 300
26 325
27 348
28 EYal
29 302
30 413
31 432
32 451
33 468
314 485
35 500
36 515
37 528
38 541
39 552
40 563
41 572
42 581
43 588
44 595

45 and over H00
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Examples of Calculations of the Discontinuity Index
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The first example is a participating whole life policy issued to 2 male aged 35. The calculation is made on 2 per $1,000

hasis:

Policy
Year

0~ ow o b

The yearly prices, (backward) second differences in yearly prices, and their squares for thig paliey are:

Policy

Year
—

L= - I T N S

Guaranteed

0.0

B.77
31.27
54.28
77.82
94.24
110,93
127.88
143.09
162.54
180.22
198,11
216,20
234,46
252,88
271.43
290.10
308.87
327,73
346,65
363.62
384.60
403,57
422.50
441,37
460,14
478.78
497.28
515.60
533.70

Cash Value

(1

Yearly
Price

21,40
10.76
—2.13
-1.79
—-1.44
6,46
6,98
7.29
7.85

Annual

Dividend

0.0
2,40
2.65
2.90
i.le
3.16
3.16
341
341
3.66
4.16
4,67
517
5.68
6,18
6.69
7.19
7.95
8.46
9.47
10.48
i1.49
12,50
13.51
14,52
15.53
16.54
17.55
18.56
192.57

Ilustrated

Terminazl
Dividend

(2}
Second

0,00
0.00
0.00
0.00
0.00
0.00
0,00
0,00
0.00
8.00
8,00
8,00
8.00
8.00
8.00
8.00
8.00
8.00
8.00
25,00
25.00
25.00
25.00
25.00
25.00
25,00
25.00
25.00
25.00
25,00

Difference
in Yearly Price

-2,25
13,23
.01
7.55
—7.38
—.21
.25

Premium

21,40
21,40
21,40
21,40
21.40
21.40
21.40
21.40
21.40
21.40
21.40
21,40
21.40
21,440
21,40
21.40
21.40
21.40
21,440
21.40
21,40
21,440
21,40
21,40
21,40
21,40
21,40
21,40
21,40
21,40

(1
Second
Difference

Squared

NA

NA

NA

NA

NA

NA

NA
0441
0625
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{n (2) 3
Second Second

Policy Yearly Difference Difference
Year Price in Yearly Price Sguared

10 .59 —7.82 61.1524

11 8.72 1539 236.8521

12 8.88 -7.97 63,5209

13 9.06 .02 0004

14 9.28 .04 00186

15 9.52 02 ,0004

146 578 .02 0004

17 10.08 04 L0016

18 10,15 —.23 L0529

19 10,47 .23 D625

20 —5.84 —16.63 276.5569

21 11.05 33,20 1,102.2400

22 10.98 —16.9%6 287.6416

23 10.93 02 0004

24 10.91 03 NA

25 10.91 .02 NA

26 10.94 .03 NA

27 11.00 .03 NA

28 11.06 00 NA

29 11.15 .03 NA

30 11.27 .03 NA

The column (1) yearly prices are the values of the Yearly Price of Death Benefits per (1000),

Column {2} is caleulated by subtracting the change observed in the yearly price in year t-1 from the change observed in the
yearly price in year t. For example, the second difference of —16,63 in year 20 is calculated:

—16.63 = (=584 — 10.47) — (10.47 — 10,15)

3

-16,31 —.32

—16.63

Column {3), second difference squared, is the square of the figure in column (2), The sum of the squared second dif-
ferences between years 8 and 23 is 2028. This sum exceeds by 1528 the test limit for issue age 35 of 500,

The second example is a guaranteed cost policy issued to 2 male age 25, It has a six percent policy Joan rate. The caleula-
tion is made on a per $1,000 hasis,

Example 2
Ilustrated

Policy Guaranteed Annual Terminal

Year Cash Value Dividend Dividend Premium
1 0.0 0.0 0.0 11,34
2 0.0 0,0 0,0 11.34
3 0.02 0.0 0.0 11.34
4 9,77 0.0 0.0 11.34
5 19.84 0,0 0.0 11.34
6 30.23 0,0 0.0 11.34
7 40,93 0.0 0.0 11,34
8 52,01 0,0 0.0 11,34
9 63.41 0.0 0.0 11,34



Policy Guaranteed
Year Cash Value
10 75.17
11 87.27
12 99.71
13 112.48
14 125.54
15 138.90
16 152,53
17 166.43
18 180.59
19 195.03
20 224.12
21 230.80
22 253.71
23 268.85
24 284.20
25 299,73
26 315,43
27 331,29
28 347.29
29 363.43
30 379.67
98
Policy Yearly
Year Price
1 1134
2 11.34
3 11.32
4 2.06
5 2.21
6 2.39
7 2.57
8 2,76
9 2,96
10 3.16
11 3.40
12 3.65
13 3.93
14 4.26
15 4.59
16 4.97
17 5,37
18 5.78
19 6,19
20 -7.08
21 15.65
22 51
23 9.00
z4 9.52
25 10.08
26 10.66
27 11.26
28 11,88
29 12.51
30 13,18
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Mustrated
Annual Terminal
Dividend Dividend
0.0 0,0
0.0 0.0
0.0 Q.0
0.0 0.0
0.0 0.0
0.0 0.0
0.0 0.0
0.0 0.0
0.0 G.0
0.0 0.0
0.0 0.0
0.0 0.0
Q.0 0.0
0.0 0.0
0.0 4.0
0.0 0,0
0.0 0,0
0.0 0.0
0.0 0.0
0.0 0.0
0.0 0.0
(2)
Seeond
Difference

in Yearly Price

=02

—9%.24

9.41
.02
.00
.01
01

04
.01
.03
.05
.00
.05
02
1
0g

—-17.68
36.00
—37.87
23.63
—-7.97

04
02
.02
.03
.01
04

Premium

11,34
11.34
11,34
11.34
11.34
11.34
11.34
11.34
11,34
11,34
11.34
11.34
11,34
11,34
11.34
11,34
11.34
11.34
11,34
11,34
11.34

(3)
Second
Difference

Squared

NA
NA
NA
NA
NA
NA
NA
0001
0001
.000G
0016
L0001
0009
0025
0000
0025
0004
L001
DB0O
187.1424
1,296.0000
1,434.136%9
558.3769
NA
NA
NA
NA
NA
NA
NA
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The sum of the squared second differences between years 8 and 23 for example two is 3476, It exceeds by 3176 the test

linit for issue age 25 of 300.

BEEMENEE
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ATTACHMENT QNE-D
The Northwestern Mutual Life Insurance Company - Milwaukee

720 East Wisconsin Avenug
Milwaukee, Wisconsin 53202

ADVISORY COMMITTEE ON ANNUITY DISCLOSURE

June 7, 1981

We have been meeting approximately every six weeks.
With a diversity of products in this field, it is difficult to develop one system that clearly shows cost figures,

It does appear that a buyer’s guide, to explain what annuities are and what annuities are not, would be helpful,

We are working on this, with a broadened policy summary,
OQur next meeting is on June 24, 1981, in Washington, D,C. at The American Council of Life Insurance.

The proposed regulation, which would encompass all of this, should be ready for exposure to the industry in December,
1981.

William M, Snell
Chairman
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ATTACHMENT TWO

STATEMENT ON REPLACEMENT DISCLOSURE IiSSUES

Subimitted to the (C3) Life Insurance Cost Disclosure Task Force
by the Center for Public Representation
520 University Avenue
Madison, Wisconsin 53703

Prepared by Tony Whitson
June 19, 1981

This statement is submitted for the record of the hearing on replacement issues noticed for June 7, 1981. [ am grateful for
the opportunity to submit written comments. Although I do not have the means to personally attend hearings of the task
force, 1 would be happy to clarify these comments or otherwise respond to questions by correspondence or by telephone,

As you may know, an ad hac network of consumer groups interested in life insurance cost disclosure issues is being coordi-
nated by David Swankin, counsel for the National Consumers League, Again, although these groups (mostly state and local

consumer organizations) generally are not funded for travel to your hearings, we do look forward to future communication
with the task foree on the new solicitation regulation,

This statement is limited to the issue of replacement cost disclosure, and is offered on behalf of the Center for Public
Representation (CPR), which operated the statewide (WATS) Wisconsin Life Insurance Cost-Comparison Information Line
for eleven months during 1979, Discussion of our experience with the "hotline,” which was intended to supplement the
new Wisconsin regulation, can be found in the transcript of the hearings conducted by Commissioner Hemmings in Detroit
in November, 1979. The CPR has continued its involvement in issues of life insurance solicitation regulation, and was
party to an amicus brief (along with the Wisconsin Consumers League and the National Consumers League) in Commis
sioner Mitchell's appeal of the decision enjoining parts of the new solicitation regulation in Wisconsin,
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1. Hotline Experience Related to Replacement

A surprising number of consumers calied the hotline asking for information on the range af Surrender Cost Index numbers
50 that they could see how policies already in force compared with new policies currently begin affered in the state, Con-
sumers with policies less than five or six years old sometimes had the Surrender Cost Index ag delivered with their palicy ar
time of issue. Others asked us to give them index numbers (to compare with current ranges) far policies that had been in
force for as much as twenty years.

From this experience we conclude that any system that encourages consumers to compare ¢osts of life insurance policics
must include instructions for comparing in-force policies with new policies currently being offered. Otherwise, consumers
who received index numbers with original delivery of their in-force policies will tend to compare those numbers with
indexes or ranges for new palicies on the marker,

2. Incorporation of Replacement and General Solicitation Rules

Although replacement and general soliciation might be covered by separate rules, they shauld be “incorporated’” at least ta
this extent:

a Consumer information governed by the general solicitation regulation (e,g, buyer's guide, policy summary,
agent or company communications, et¢.) must alert the consumer to the difference between replacement
comparison and comparigon of similar new policies,

b Cost comparison methads included in the general solicitation regulation should be consistent with the com-
parison method 1o be used in replacement situations. The situation to be avoided is one in which a general
regulation indicates one method for comparison of similar (new) policies and a second methad for dissimilar
(new)} policies, while a third method is indicated by a separate replacement regulation. To the extent that
methods of calculating the comparisons must be different, they should as far as possible be susceptible to
consistent and coherent interpretations by the consumer. The buyer's guide should be written to aid the
interpretation of all of rthese cost comparison situations.

ER Replacement Comparison for Differing Interest Assumptions

Cost comparison for possible replacement decisions may be regarded as a special case of the compatison of dissimilar
policies. Such comparison should therefore employ a method usable by consumers for whom differing interest assump-
tions are relevant.

Often, an existing cash-value policy will be compared against a new term policy with initially lower premiums, But even
where an existing cash-value policy is compared against a new cash-value policy, these should be regarded es dissimilar to
the extent that the aiternatives involve differing levels of funds *ingide” the contract (¢.g, if an older CV policy would
be replaced by 2 combinarion of a smaller [but otherwise similar] policy plus e side fund started with proceeds from
surrender of the older policy), Where omne alternative involves comparatively less money “inside” the contract, present
value caleulations will differ for consumers with differing interest rates relevant to their use of money “outside’” the

contract.

Thus, eomparison of dissimilar pelicies must be accomplished by & method that makes possible an evaluation taking into
account the different interest rates relevant for different consurners. The replacement evaluation is merely a special case
of this general situation. The general solicitation regulation should employ a method for comparing dissimilar (new)
polices that can also be used for evaluating the replacement decision,

I have attached illustrations of how a 10-yearold cash-value policy compares against replacement by a hypothetical 1-year
renewahle rerm policy, using 8% and 5% interest assumptions, The method is that shown in Appendix 1 of the Consumers
Union Report on Life Insurance, 4th ed,, 1980, This differs from the cash accumulation method, in which the amount of
term purchased is determined every year so that the sum of that amount plus the side fund at the beginning of the year
exactly equals the face value of the CV policy. The Consumers Union modifies this approach in two ways: first, the
amount of term purchased is in even multiples of $1,000; end second, that amount is adjusted only every five years
(ingread of every year} to bring the sum of term plus side fund to just over the CV policy face amount,

Consumers Union ecompares the aceumulated side fund against the illustrated surrender value ($28,795 for the CV policies
in my examples). I would add to this the jllusrrared dividend for the final year of the comparison period ($1,279.50),
which brings the figure for comparison on the cash value side to $30,074,50,

The consumer whose use of money outside the contract would yield an 8% return afrer taxes (Figure 1 and Tahle 1) would
have a side fund of $35,863.94.
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For the consumer wha would ger a 5% after-tax return on money outside the contract, Figure 2 and Table 2 show that
replacement at age 45 would leave him considerably worse off at age 65 than if he had persisted with his CV palicy, The
side fund in this case is only $14,780.76 at age 65, Furthermore, withdrawals from the side fund (to pay term premiums
and to match negative net premiums an the CV side of the comparison) bring the total of term plus side fund below the
CV face amount in some years. This can be avoided, of course, by adjusting the term amount every year instead of every

five years (See Figure 3 and Table 3. Mote that this could not be done in a comparison using 5-year term, as in the
Consumers Union example.)
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ATTACHMENT THREE

REPORT TO THE LIFE INSURANCE (C3) SUBCOMMITTEE
ON THE MODEL POLICY LOAN INTEREST RATE BILL

Submitted by the American Council of Life Insurance
Detroit, Michigan
June 14, 1981

At the December, 1980, meeting of the Nartional Association of Insurance Commissioners, a new model bill was adopted
permitting an adjustable interest rate on loans against life insurance policies, By adopting this model bill, the NAIC recog-
nized that its previous madel, which only permitted a fixed maximum interest rate, was not adequate to accommodate
periods of extraordinarily high market interest rates, such as the most recent period of the last two years.

There has been considerable and encouraging progress in the legisiatures with regard to this model since its adoprion by
the NAIC. In addition, many of the economic circumstances that bronght ahour your consideration of the policy loan
problem during 1980 continue to be present today, This report will therefore briefly review the status of the model in the
state Jegiglatureg and the continuing need far its passage.

Bills based on the model have been introduced in 34 state legislarures so far this year.l Nine states have enacted this legis-
lation to date, These states are Alabama, Arkansas, Connecticut, Indiana, Maine, Nebraska, Utah, Virginia and Washingtan.
Maoreover, in Florida and Texas, the bills have passed rhe legislatures and are awaiting the governor's signature, In three
other stare legisiatures, bills have already passed the first house.” The bill has alse made substantial progress in a number
of other states, and we anticipate more enactments before the various state legislatures adjourn this year.

At the end of 1980 and again in the spring of 1981, we experienced the same spiral of high interest rates as occurred carlier
in 1980, While interest rates may level off slightly this summer, many economists have predicted another sharp increase in
market interest rates by the end of the year, In regponse to high marker interest rates, palicyhalders have continued to
borrow heavily against cheir life insuranee policies, Although not reaching the heights of the spring of 1980, borrowing has
continued ar high levels, For example, the survey of 15 insurers conducted by the Council shows that during the first 4
months of 1981, gross loans made averaged slightly more than $600 million per month, somewhat less than the same
peried in 1980 but substantially higher than the same period in 1979, These periodic spurts of horrowing have caused
serious problems for life insurers, their policyholders and the economy, Enactment of the model bill by the states should
alleviate these problems in the future.

Enactment of the model bill will especially have a positive impact on the smaller policyholder who generally does not
borrow but who suffers the most because of the heavy borrowing done by the larger policyholder, A survey conducted by
the Council shows conclusively that for the large policies, a higher percentage of cash values are borrowed and a higher
percentage of policies have loans outstanding.” The model bill will do much to alleviate this inequity and assure fairer
treatment for people who do not borrow on their policies,

The Council thanks you for this opportunity to report to you on the status of the mode! bill you adopted at your last
meeting and which you as individual commissioners have been supporting before your state fegislatures, We hope you are
pleased with the legislative progress that has been made in such a short time, and we are hopeful that even more progress
will be made thig year and next,

1. Alghama, Arkansas, Arizona, Connecticut, Florida, Georgia, Hawaii, Illinois, Indiana, Kansas, Louisiana, Maine,
Massachusetts, Minnesota, Mississippi, Nebraska, New Hampshire, New Mexico, New York, North Carolina, Ohio,
Oregon, Pennsylvania, Sourh Carolina, Sourh Dakors, Tennessee, Texas, Utah, Vermont, Virginia, Washington,
West Virginia, Wisconsin, and Wyoming,

2. Massachusetts, Oregon and Wisconsin.
3. For whole life insurance policies of $50,000 or more, 38% have loans autstending and 63% of the cash value has

been borrowed, For whole life policies of less than $5,000, 12% have loans outstanding and only 10% of the cash
value has been borrowed.



