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The Life Insurance and Annuities (A} Committee met in San Francisco, CA, on Dec. 7, 1999. A
quorum was present and Terri Vaughan (IA) chaired the meeting. The following committee members
were present: Diane Koken, Vice Chair (PA); Tom Foley for Kathleen Sebelius (KS); Lester Dunlap for
James H. Brown (LA); Kevin Beagan for Linda Ruthardt (MA); Tom Rushton for Don Letherer (NM);
and Dalora Schafer for Carroll Fisher (OK).

1. Consider Adoption of Standard Valuation Law

Commissioner Vaughan said that this model is one of the set of models being revised to add regulatory
confidentiality provisions. When the NAIC held a hearing on Dec. 4, 1999, several minor changes were
discussed and these will be added by the Executive Committee before it considers adoption.
Commissioner Koken moved and Ms. Schafer seconded a motion to adopt the revised Standard
Valuation Law (Attachment One). The motion passed.

2. Report of Viatical Settlements Working Group

Mr. Dunlap said that one of the requests of the A Committee was that the brochures that were a part
of the Viatical Advisory Package should be strengthened. Sue Anderson (ND) and Brenda Cude
(University of Georgia) each provided significant comments to strengthen and to make the brochures
understandable. The working group also discussed insurable interest and will have an interim
meeting in January 2000 to talk about revisions to the Viatical Settlements Model Act to incorporate
provisions related to life settlements and investor protection. Mr. Dunlap noted that states also have
an option not to allow life settlements. Because of the regulatory vacuum that now exists, the working
group will proceed vigorously to develop a model.

Commissioner Vaughan said there is no question that the working group can proceed immediately
with development of the model because it was a 1999 charge which will be carried over to 2000, She
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asked how the brochures were strengthened. Mr. Dunlap responded that the first set contained some
inconsistencies between the three brochures and that was corrected. In the investor brochure the
message about fraudulent practices was strengthened. Commissioner Vaughan asked if the working
group discussed insurable interest in the context of life settlements generally. She said Iowa is
geriously considering limiting life settlements to transfers only to those who have an insurable
interest. Mr. Duniap responded that the working group is considering that and may also lock at a
change to the insurable interest law.

Mr. Foley asked how a life settlement differs from a viatical settlement. Mr. Dunlap responded that a
viatical settlement is limited to those who are terminally or chronically ill, as defined in the Health
Insurance Portability and Availability Act (HIPAA). Mr. Foley asked if regulators had done any
surveys to see how large a share of the market is in life settlements. He said it was his undersianding
that this was not a very large percentage of the market, Commissioner Vaughan said that she had
seen some figures from the Viatical Association of America and asked that those be provided to the
regulators. Mr. Foley said he served on several speakers panels with members of the viatical industry
and it is his sense that the number of viatical and life settlements is growing at a tremendous rate,
although it is still a small part of the life insurance industry. Mr. Dunlap said it is his impression that
companies are moving away from viatical settlements into life settlements.

Mr. Dunlap moved and Commissioner Koken seconded 2 motion to adopt the repori of the Viatical
Settlements Working Group (Attachment Two). The motion passed.

3. Report of Life Disclosure Working Group

Mr. Foley said the working group adopted the Life Disciosure Model Regulation at its meeting. Since
that time, several industry representatives have come forward suggesting additional changes. He
asked that the A Committee return the model to the working group with instructions to revise it
further. He reported that the working group discussed equity indexed annuities and heard a report
that the variable life insurance illustrations standards from the Securities and Exchange Commission
(SEC) will be available soon. He noted that the working group is also beginning work on revisions to
the Universal Life Insurance Model Regulation. Mr. Foley moved and Commissioner Koken seconded
a motion to receive the Life Disclosure Working Group report (Attachment Three). The motion passed.

4. Report of Suitability Working Group

Paul DeAngelo (NJ) said this group had two charges to work on during 1999: revisions to the
Advertisements of Life Insurance and Annuities Model Regulation and a white paper on Suitability
Standards for Life Insurance and Annuities. Mr. DeAngelo reported that the working group has
completed revisions to the advertising model and brings those to the A Committee for consideration.
He said there were several changes to the regulation considered during the Winter National Meeting,
The working group was urged to change the definition of advertisement to delete “branding” ads so
they would not be included where states require filing of advertisements. The working group said this
was not an appropriate way to address that problem and instead added a strongly worded drafting
note to ask states with filing requirements to give this issue additional consideration. In addition the
working group discussed the finaneial planner designation and added a sentence to allow someone
who has a designation to use it even if he is only selling life insurance.

In addition the working group made progress on the suitability white paper and hopes to complete
that project by the Spring National Meeting. He noted that the working group expects to recommend
development of a model regulation on suitability standards for life insurance and annuity sales. Mr.
Foley moved and Commissioner Koken seconded a motion to adopt the report of the Suitability
Working Group (Attachment Four).

Ron Panneton (National Association of Insurance and Financial Advisors—NAIFA) said that some of
the members of his organization are not in the business of giving financial advice but do so
periodically. He noted that the word “only” in Section 5N could be confusing if the person mostly sells
insurance but occasionally provides financial planning services. Commissioner Vaughan said she did
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not agree with that interpretation and said that if a person does some financial planning he does not
only sell insurance. Commissioner Vaughan suggested deleting the phrase “when they are only selling
insurance” to clarify that issue. Mr. Panneton said his organization had only recently changed its
name from the National Association of Life Underwriters and was concerned that it would be difficult
for some one who was not a financial advisor to say that he was a member of NAIFA. He asked for
some language to clarify that in the model. Mr. DeAngelo said the purpose of the provision is to be
sure that consumers are not misled and he did not see any problem with adding a phrase to clarify
that. Commissioner Vaughan suggested that the model be returned to the working group to review
this issue. She said she was not entirely comfortable with the suggestion and would welcome the
opportunity to think about it a little bit longer. She asked the working group to review the narrow
issues raised by Mr. Panneton and bring the model back to the A Committee at the Spring National
Meeting. The motion to adopt the report was amended to receive the report of the working group and
the motion passed.

5. Report of the Life and Health Actuarial (Technical) Task Foree

Mr. Foley said the task force intends to change its meeting structure so that it has two four-hour slots
of time to consider in depth major topics before the task force. He asked Commissioner Vaughan, in
her new position as an officer of the NAIC, to request that the officers move the Life and Health
Actuarial Task Force meeting back to Thursday and Friday prior to the NAIC meeting. Mr. Foley
noted that as more meetings are scheduled again for Saturday, the task force members have conflicts
with other sessions they would like to attend. Mr. Foley moved and Commissioner Koken seconded a
motion to adopt the Life and Health Actuarial (Technical) Task Force oral report. The motion passed.

6. Consider Revised Charges for 2000

The task force reviewed the charges for 2000, which had been adopted by the Executive Committee in
June 1999 and revised at the Winter National Meeting. Commissioner Vaughan noted that the
Executive Committee adopted an additional charge to consider changes to the Life Insurance and
Annuities Replacement Model Regulation to address issues identified by states that are actively
pursuing the adoption of the replacement regulation. She said she would appoint a working group
within the next week to deal with those narrow issues. She asked that states that are currently
considering the regulation indicate a willingness to serve on that committee. Mr. Dunlap and Mr.
DeAngelo said that their respective states are working on adoption of the regulation. Mr. DeAngelo
pointed out that the other states working on the regulation may have additional issues that have been
raised, but he agreed it was important to move quickly. Mr. Foley moved and Commissioner Koken
seconded a motion to adopt the revised charges for 2000 {Attachment Five). The motion passed.

Having no further business, the Life Insurance and Annuities (A) Committee adjourned.

[Editor’s Note: The minutes of the Life Insurance and Annuities Committee’s Oct. 27, 1999, meeting are
published here as Attachment Six. These minutes were adopted by the Plenary on Dec. 6, 1999.]

ATTACHMENT ONE

Standard Valuation Law (#820)
October 2, 1999
Adopted by the Life Insurance and Annuities (A) Committee
Suggestions from Technical Group in Italics
As amended to incorporate confidentiality and information sharing provisions and
adepted by the Executive Committee and Plenary at their joint conference call Jan, 27, 2000.
See pages 14-17 in Volume I of this NAIC Proceedings.

Table of Contents

Section 1. Title

Section 2. Reserve Valuation
Section 3. Actuarial Opinion of Reserves
Section 4. Computation of Minimum Standard
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Computation of Minimum Standard for Annuities

Computation of Minimum Standard by Calendar Year of [ssue

Reserve Valuation Method—Life Insurance and Endowment Benefits

Reserve Valuation Method—Annuity and Pure Endowment Benefits

Minimum Reserves

Opticnal Reserve Calculation

Reserve Calculation—Valuation Net Premium Exceeding the Gross Premium Charged
Reserve Calculation—Indeterminate Premium Plans

Minimum Standards for Health [Disability, Accident and Sickness] Plans

Effective Date

oK kR

Actuarial Opinion of Reserves

* ok ok ok

D.  Requirement for All Opinions

Every opinion shall be governed by the following provisions:

(1) The opinion shall be submitted with the annual statement reflecting the valuation of such reserve liabilities for
each year ending on or after December 31, 19[].

(2} The opinicn shall apply to all business in force including individual and group health insurance plans, in form
and substance acceptable to the commissioner as specified by regulation.

(3) The opinion shall be based on standards adopted from time to time by the Actuarial Standards Board and on
such additional standards as the commissioner may by regulation prescribe.

(4) In the case of an opinion required to be submitted by a foreign or alien company, the commissioner may accept
the opinion filed by that company with the insurance supervisory official of another state if the commissioner
determines that the opinion reasonably meets the requirements applicable to a company domiciled in this state.

(5) For the purposes of this section, “qualified actuary” means a member in good standing of the American Academy
of Actuaries who meets the requirements set forth in the regulation.

(6) Except in cases of fraud or willful misconduct, the qualified actuary shall not be liable for damages to any person
(other than the insurance company and the commissioner) for any act, error, omission, decision or conduct with

respect to the actuary’s opinion.

(") Disciplinary action by the commissioner against the company or the qualified actuary shall be defined in

regulations by the commissioner.

{8) Except as provi in Para, 1 and ocumen terials or other information i 0ssession

or. control of the Department of Insurance that are a memoerandum in support of the opinign, and an er materi

i by the com; to th issioner in connection with memorandum, shall be confidential by law

rivileged, shall n bject to [in: n records, freedom of information, sunshine or other appropriate phrase

shall ubject to subpoena, and shall not be subject to discovery or admissible in evidence in any private civil
wever, th missioner i horiz t] s, materials or_other information in th

herance of any regulatory or legal action br t as a part of the commissigner’s official duties,

Neither the commissioner nor any person who received uments, materials or other information while actin
under th ority of th mmlssmn r shall be enm Or requin testify in any private civil action concernin
nfidenti. ents, m. or inform. ubj y:l h

Ma share d ments ma rials or o h rlnf rmatlon ludin; conﬁ n lal and rivile ed documen
w11;h the Nal;longl Assomatlon Qf Insurans gg Com m;gsmngrs and its aﬁﬂm}fgg and ﬁubszdtaneg, &n d w1th state,
feder: intern al law enforcement authorities, provided th e_recipien e tain

nfidentiality an rivil atus of th umen ial or informati

b receive documents matenals or 1nforma ign mcludm arwis ential rivil

source of the document, material or information; and
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(e) [Optional provision| May enter into agreements governing sharing and use of information consistent with
Paragraphs (8) to (10).

. e _applicable
conﬁdennahtv or Dnvxlege but does nut address the venﬁcatmn of that authontv Whlch wuuld Dresumablv occur in the context

of a broader information sharing agreement.

(11) No waiver of en—exisétng—any applicable privilege or claim of conﬁdentlahty m the documents, materials or
information shall occur as a result of disclosure to the commissioner r r 7 harin

authorized in Paragraph (10).

(12) A memorandum in support of the opmlon, and any other matenal provzded by the company to the commmsmner
in connection with the memorandum, she : y ; r-arird-aha aecle-prb
shall-net-be-may be subject to Subpoenaﬁtherthamfur the purpose of defendmg an actmn seekmg darnages from a
person_the actuary submitting the memorandum by reason of an action required by this section or by regulations
promulgated hereunder.

(13) Hewever,tThe memorandum or other material may otherwise be released by the commissgioner with the written
consent of the company or to the American Academy of Actuaries upon request stating that the memorandum or other
material is required for the purpose of professional disciplinary proceedings and setting forth procedures satisfactory
to the commissioner for preserving the confidentiality of the memorandum or other material.

(14) Once any portion of the confidential memorandum is cited by the company in its marketing or is cited before a
governmental agency other than a state insurance department or is released by the company to the news media, all
portions of the confidential memorandum shall be no longer confidential.

ATTACHMENT TWO

Viatical Settlements Working Group
San Francisco, California
December 6, 1899

The Viatical Settlements Working Group of the Life Insurance and Annuities (A) Committee met in San Francisco, CA, on
Dec. 6, 1999. Lester Dunlap (LA) chaired the meeting. The following working group members were present: Kevin McCarty
{FL); Jim Genetti for Dale Freeman (ID); Bill McAndrew for Robert Heisler (IL); Roger Strauss (IA); Marlyn Bureh (KS); Paul
DeAngelo (NJ); Tom Jacks (NC); Sue Anderson (ND); Nick Alexander for John Pouliot (OH); Dalora Schafer (OK); Randy
Rohrbaugh for Greg Martino (PA); Maliaka EssamelDin for Jeanne Bryant (TN}); and Mike Boerner for Rhonda Myron (TX).

1. Consider Revisions to the Brochures from the Viatical Advisory Package

Mr. Dunlap said the Life Insurance and Annuities (A) Committee asked this working group to review the brochures that were
adopted in July by the A Committee and to make recommendations to strengthen the brochures. Sue Anderson tock the initial
responsibility for redrafting the brochures and they were discussed during a conference call. The draft was sent to Brenda Cude
(University of Georgia) for review for readability. Ms. Cude said none of the brochures made clear the difference between life
settlements and viatical settlements. For a person purchasing a policy, this is an important consideration. Ms. Cude said she
also reviewed the document for consistency and added text to clarify. The working group reviewed her clarifications and
expressed support. Doug Head (Medical Escrow Society) expressed concern about the “Consumer Alert” in the investor
brochure. He asked the working group to clarify the contestability period and the time after that period (generally two years)
when the policy is no longer at risk of being rescinded. Rob Shear (Enhanced Life Benefits) opined that if a viatical settlement
provider knows there is misrepresentation in the application, it should not purchase the policy. He asked the working group net
to put thig limit in the document. Julie Spiezio (American Council of Life Insurance—ACLI) said she did not agree with Mr.
Head’s interpretation of the law. In the vast majority of states, fraud does not limit the contestability period. She said she knew
of only three states where that was not a true statement. Mike McNerney (Mutual Benefits) spoke in support of Mr. Head’s
interpretation. Mr. McAndrew suggested changing the language from “the entire investment is at risk,” to say that the
investment “may be at risk.” Mr. DeAngelo suggested that it does not do a service to consumers to tell them to wait until after
the contestability period and then buy a fraudulently obtained policy. Ms. Cude pointed out there is nothing in the investor
brochure to indicate whether it is better to buy a viatical settlement or a life settlement and she asked whether the brochure
should give that type of guidance. The regulators decided not to include such advice. Mr. Dunlap said the intent of the brochure
is to trigger questions of other advisors and noted the limit on space in a trifold brochure. Mr. Strauss moved and Mr. McCarty
seconded a motion to adopt the revised brochures with the changes discussed by the working proup (Attachment Two-A}. The
motion passed.

2. Consider Insurable Interest Issues

Ms. Spiezio said that when someone is enticed to buy a life insurance policy with the sole purpose of selling it, that nullifies the
insurable interest. Since insurable interest serves a public policy purpose, it may be an immediate viclation of the statute,
which would void the policy. Mr. Shear said the Viatical Association of America (VAA} thinks this is an important issute and has
a clear statement of policy to oppose “wet paper” transactions where someone buys a pulicy for the purpose of selling it. He

Life Insurance and Annuities Committee



848 NAIC Proceedings 1999 4th Quarter Vol. 11

expressed concern that any statement on this not be made too broad. Mr. McCarty agreed that an insurable interest is
axiomatic to the formation of an insurance contract and asked regulators to consider what their response to this should be. Ms.
Spiezio that she did not have an answer to this issue but felt it was something regulators needed to address. John Mathews
(Allstate Life) said one pessible way to address the problem would he to say that a transfer within a certain period of time could
only be made to someone with an insurable interest. He noted that New York recently amended its insurable interest law to
add some restrictions, Mr. Dunlap noted that this is an issue the working group will need to discuss again. He asked interested
parties to provide comments on the insurable interest issue in writing to Carolyn Johnson (NAIC) by Jan. 12, 2000. Mr. Strauss
added that it would be very helpful to the working group if the comments included suggested language to address this issue.
Gary Chodes (Viaticus) agreed that this is a critical issue. He opined that intent is going to he very difficult to discern and
suggested that a device like a time period would avoid having to evaluate intent.

3. Discuss Life Settlement Provisions for Viatical Settlements Model Act

Scott Borchert (MN) expressed concern about the process of development of a life settlement regulation. He asked whether this
type of arrangement should even be allowed in the marketplace. He opined that the NAIC tacitly endorses the concept by
adopting a model. He said there are serious concerns that need to be examined by regulators. Mr. Dunlap said the working
group had previously decided to proceed with incorporating life settlement provisions in the existing Viatical Settlements Act.
He asked if that is still the intent of the working group. Mr. McCarty said that Florida attempted to get a separate law for life
settlements that duplicated the Viatical Settlement Act in some places. It did not pass. That means that investors are protected
if they buy a viatical settlement, but not if they buy a life settlement. He agreed that it made some sense to bifurcate the
process hut, for simplicity, he recommended doing it as one package. He said it runs less of a risk of confusing legislators. Ms.
Schafer said that Oklahoma intends to do a separate life settlement law and suggested that it will help keep the two trans-
actions distinct from each other. Mr. MeNerney reminded the working group that the viatical settlement industry prepared a
draft act for the working group’s consideration. That draft proposed two separate models hecause some states will not want to
do a life settlement act. Mr. Dunlap asked the viatical settlement indusiry to send another copy of the praposal to Ms. Johnson
for the working group’s review. Mr. McNerney noted that the industry's document also contains purchaser protections.

Mr. DeAngelo asked why a state would choose not to regulate life settlements. Mr. Head said that some states see a need for a
viator protection because the individual selling a policy are ill but may not be as interested in protecting other sellers of
policies. Mr. McCarty said the original idea was to protect people who were in a vulnerable condition, but the dynamics of the
marketplace have not changed. Viators are now geiting paid, but regulators hear about investor problems. Mr. DeAngelo
suggested that if regulators believe that both types of sellers of policies should be protected, then a model should be developed
that covers both. Ms. Spiezio said that consumer protection and investor issues will be the same to a great extent. Mr. Chodes
said his company’s experience is that the life settlement market is policies with a face value of over $1 million generally
corporate owned or by sell agreements policies. He said the type of attention that should be paid is different because of it. The
typical purchase by his company is someone who has a 10-year life expectancy. For small investors that is too long and he sces
it as a marketplace for institutional capital. Mr. McCarty said that he sees much of the life settlement market as smaller
policies of lower value. He asked Mr. Chodes if he was suggesting that the working group carve out policies sold to large
institutional investors and Mr. Chodes affirmed that was his suggestion. He said disclosure to large investors does not make
sense. Mr. Shear said that a suitability issue is a gapping hole on the investment side. Mr. Strauss said that Commissioner
Terri Vaughan (IA) is very interested in a product on life settlements, and suggested that if the working group needs to
concentrate on one or the other it should work on life settlements. Mr. Shear suggested that the model should define chronic
and life threatening illness and anything that does not fit under that category should be separate. He noted that some products
are called life settlements or senior settlements or other names, and he suggested not narrowing the definition in that manner.

4, Consider Recommendations on Charge Related to Investments

Mr. Burch and Mr. McCarty prepared a document that highlights some of the investor issues (Attachment Two-B) and said that
if a state is going to regulate the securities side of the transaction, these are recommendations to include. Mr. Burch said this is
very similar to what Kansas securities regulators are developing. Mr. Strauss said that the Securities Bureau is part of the
insurance department in Iowa and a regulation on disclosure requirements for the investor has been developed by that
organization. He offered to provide a copy of that document to Ms. Johnson for the working group.

5.  Adopt Minutes of Nov. 9, 1999, Conference Call

Ms. Schafer moved and Mr. McAndrew seconded a motion to adopt the minutes of the Nov. 9, 1999, conference call (Attachment
Two-C). The metion passed.

Having no further business, the Viatical Settlements Working Group adjourned.

kbR ok
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ATTACHMENT TWO-A
Brochures from Viatical Advisory Package

Buying Viatical Settlements

Buying Viatical or Life Settlements: Be an Informed Investor

Buying Viatical or
Life Settlements

Individuals may
be able to sell
their life
insurance policies
for a percentage of
the death benefit
of the policy. If
you're interested
in buying or
investing in one of
these policies, you
should consider
the enclosed
information.

Buying a viatical
or life settlement
may or may not be
the right choice
for you. Your state
insurance
department, along
with the National
Association of
Insurance
Commissioners, is
concerned that
CONSUMErs may
not fully
understand
viatical or life
settlements.
Please read on
hefore you make
decisions,

Know Your Options

If vou're thinking
of buying a viatical
or life settlement
you should:

*  Understand
the details and the
risks before
deciding.

¢ Consult your
own professional
financial advisor
who knows your
personal financial
circumstances,
investment
objectives, age and
other
considerations. You
may want to
consider other
investment choices.
*  Ask your tax
advisor about any
possible tax
consequences Of
buying a viatical or
life settlement.
Find out if it’s
appropriate to use
401(k), IRA, Keogh,
or other qualified
retirement plan
funds to buy a
viatical or life
settlement.

Other Considerations

¢ Typically, viatical or life settlements are offered to buyers at a discount from the

death benefit. The discount is for the entire life of the policy and is not an annual rate
of return. An annual rate of return can’t be guaranteed. The annual rate depends on
when the insured dies and no one can perfectly predict a person’s life expectancy.

* A viatical or life settlement shouldn’t be considered a liquid investment, It doesn’t
give a return on the investment until the individual dies and the death benefit is paid.
¢ There are risks specific to a group policy that is owned by an employer or other
organization. The primary risk is the possibility that the owner (i.e., the employer) or
the insurance company may terminate the group policy. This termination will trigger
the need to convert the group coverage to an individual policy. You should ask if there
are any limits or caps in the conversion rights. Also ask who will be responsible for
paying any additional premiums once a group policy is converted.

¢ Insurance companies may contest death claims for policies that haven’t been in
effect at least two years at the date of death. The death benefit could be denied on
various grounds. If the insured commits suicide within two years of taking out the
policy, the insurance company may not pay the death benefit.

¢ You should understand who estimates the life expectancy of the insured. It could
be in-house staff, independent physicians or a specialty firm that analyzes medical and
actuarial data. The estimated life expectancy is based on the mediecal information
provided by the insured’s physician or hospital. It's important to note that
developments in medical treatments or unexpected changes in the insured’s medical
condition could affect the accuracy of the estimated life expectancy.

¢ It's important to know who will be responsible for future premium payments after
you invest in the policy. Ask how these payments are guaranteed. If the premiums are
prepaid in escrow for a certain period, know who will pay the premiums if the insured
lives beyond his or her life expectancy. In some cases, you (as the buyer) can be
responsible for making these payments so that the policy doesn’t lapse.

* Find out if there are any trust fees, commissions or other expenses you may be
required to pay and how much they will be.

¢ Find out who would be responsible for monitoring the status of the insurance policy
and the insured.

Life Insurance and Annuities Commitiee
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Defining the Terms

A viatical settlement occurs when a person with a
terminal or chronic illness sells his or her life
insurance policy to a third party. A life
settlement occurs when a person who does not
have a terminal or chronic illness sells his or her
life insurance policy to a third party. In either
case, the owner of the life insurance pelicy sells
the policy for a cash payment that is less than the
full amount of the death benefit in the life
insurance policy.

A viatical or life settlement provider is the person
or company that buys the life insurance policy.
The viatical or life settlement provider becomes
the new owner and/or beneficiary of the life
insurance policy, pays all future premiums, and
collects the death benefit of the policy when the
insured dies.

A viatical or life settlement purchase agreement
is the contract or agreement in which the viatical
or life settlement buyer agrees to buy all or part
of a life insurance potlicy.

The viatical or life settlement broker arranges
the transaction between the seller of the life
insurance policy and the viatical or life
settlement buyer, typically using a viatical or life
settlement purchase agreement.

Questions to Ask

s  Are the principal and
return on my investment
guaranteed?

* How is the return on
my investment calculated?

*  When is principal and
return on my investment
paid?

*  Will I ever be asked to
pay the prentiums of the
insurance policy?

* Isthe insurance policy
past the contestable
period?

e Does my state have
regulations about buying
viatical or life settlements?

Consumer Alert

If you're looking at investing in a viatical or life
settlement, carefully check the credentials and
reputation of the company or representative
that will handle the transaction for you.

Next, learn about the process the company or
representative uses to assure that you receive
exactly what vou believe you're buying. Get
detailed information about any viatical or life
settlement you're considering to make certain
the life insurance policy is a valid insurance
contract. Be sure that it can’t be contested at a
later date. Also, be aware that if you invest in
policies that were obtained through fraud,
whether or not you knew about the fraud, the
entire investment may be at rigk.

As you think about buying a viaticat or life
settlement, make sure you get the facts and
aren't misled by unsupported projections or
guarantees of returns. Don’t ignore the risk that
your investment will return less than you've
been led to believe. Be sure you carefully think
through your decision before you invest your
money.

To learn more about these or other investments
in general, contact your state securities
department for a free booklei about investments.

Check with Your State

Your state may regulate the purchase of viatical settlements. Some states regulate the purchase of viatical or life settlements
as securities through the state securities department. Others regulate it as insurance through the state insurance department.
If you're interested in buying a life insurance policy, contact the appropriate state department.

This brochure doesn’t include information about all of the risks associated with buying viatical settlements.

This publication was issued in joint cooperation with the:
National Association of Insurance Commissioners
120 W. 12th Street, Suite 1100

Kansas City, Mo. 64105
(816) 842-3600
http/iwww.naic.org
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Selling your Life Insurance Policy: Understanding Viatical Settlements

Understanding Viatical Settlements

People living with a terminal illness often face very
tough financial choices. A viatical settlement is one
option that can give you cash to help with expenses.

A viatical settlement occurs when an individual
with a terminal or chronic illness sells a life
insurance policy to a third party. The owner of the
policy sells it for a cash payment that is less than
the full amount of the death benefit. The buyer

Get All of the Facts

Before you enter into any viatical
settlement transaction, you should:

¢  Contact your life insurer to learn
about all of your possible options under
your policy.

. Contact a viatical broker or viatical
settlement provider for information

Consider all Your Options

* Find out if you have any
cash value in your life insurance
policy. You may be able to use
some of the cash value to meet
your immediate needs and keep
your policy in force for your
beneficiaries without having to
sell it to a third party. You may
also be able to use the cash

becomes the new owner and/or beneficiary of the
life insurance policy, pays all future premijums and
collects the entire death benefit when the insured |*

dies.

A viatical settlement may or may not be the right
choice for you. Your state insurance department,
along with the National Association of Insurance
Commissioners, is concerned that many consumers |*
may not fully understand viatical settlements.

about viatical settlements.

who knows your personal financial

your policy.

Contact your state insurance
department for information about

Consult your own financial advisor,

needs. Be sure to ask about tax and
other financial congequences if you sell

value as security for a lean from
a financial institution.

*  Find out if your life
insurance carrier will offer
accelerated death benefits. It
could pay you a substantial
portion of your policy’s death
benefit and you wouldn't have
to sell your policy to a third

Please continue reading before you make any current laws that may protect you. party.
decisions.
Other Considerations Consumer Tips Diefining the Terms

* Contacta
professional tax
advisor. Find out the
tax implications.
Proceeds are only tax-
free under certain
circumstances.

*  Know that your
creditors could claim
the proceeds.

*  Find out if you'll
lose any public
assistance benefits
such as food stamps or
Medicaid if you get a
cash settlement.

*  Know that you
must provide certain
medical and personal
information to third
parties who will be
paid the proceeds from
your policy upon your
death. These third
parties may sell your
policy and pass along
yvour medical and
personal information
te other individuals.

*  Understand how the process works and when the different
phases will happen.

*  Decide whether to sell your policy directly to a viatical
settlement provider or to go through a viatical settlement
broker who will do the comparison shopping for you,

*  Ifyou don’t use a viatical settlement broker, comparison
shop on your own.

*  You don’t have to accept any viatical settlement offer.

+  Check all application forms for accuracy, especially
information about your medical history.

*  You must be truthful in your answers to application
questions.

e Make sure the viatical settlement provider agrees to put
your settlement proceeds in escrow with an independent party
or financial institution to be sure your funds are safe during the
transfer.

¢  Find out if you have the right to change your mind about
the viatical settlement after you get the proceeds. In many
states you have the right to change your mind for a certain
period of time. If you have that right, you'll have to return the
money you were paid and the premiums the buyer paid.

*  Understand whether buyers may learn your identity when
they buy your policy, and whether they will know certain
medical and personal information about you, such as your
address and life expectancy.

The person selling the life insurance
policy is the viator. He or she will get
a cash payment from the settlement.
This person gives up ownership of the
policy in return for a cash payment
that is less than the full amount of the
death benefit in the life insurance
policy. Typically, the viator has a
terminal illness.

A viatical settlement provider is the
person or company that buys the life
insurance policy. The viatical
settlement provider becomes the policy
owner, must pay any premiums that
are due, and eventually collects the
full amount of the death henefit from
the insurance company.

The person or company who
represents the seller (viator} and can
“comparison shop” for viatical offers is
a viatical settlement broker. The
buyer pays the broker a commisgion if
the sale is completed.

An Accelerated Death Benefit (ADB) is
a feature of a life insurance policy that
typically pays some or all of the
policy’s death benefit before the
insured dies, It may be another way to
get cash from a policy without selling
it to a third party.
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Additional Questions to Consider
¢ Do I still need life insurance protection?
*  IfIsell my policy, how will they decide how much cash I get?
¢ IfI sell my policy, will there be any costs I have to pay?

*  IfI sell my policy, will the money be put into an escrow account? If so, who will the
escrow agent be? Does state law require the agent to be licensed?

*  Is my policy an employer or other group policy? If so, do I need their permission to
sell it?

*  IfI sell my policy, who will be the legal owner?

¢ Is the viatical settlement provider I plan to sell to allowed to do business in my
state?

+  After [ sell my policy, can the buyer resell it?

Consumer Alert

* Ifyou’re asked to invest in or buy
a viatical settlement, contact your
state insurance department. Learn
more ahout the issues and risks.

+ Ifyou're interested in selling your
life insurance policy, contact your
state insuranee department to get
maore information.

* If you've been contacted by
someone who wants you to buy a
policy and then sell it immediately,
conttact your state insurance
department. This activity may be
considered fraudulent and the parties
may be prosecuted by the appropriate
authorities.

Check with Your State

Your state insurance department may regulate viatical settlements transactions. Ask them for a copy of those regulations,

This publication was issued in joint cooperation with the:

National Association of Insurance Commissioners
120 W. 12th Street, Suite 1100
Kangas City, Mo. 64105
(816) 842-3600
http//www.naic.org

Selling Your Life Insurance Policy: Understanding Life Settlements

Understanding Life Settlements

A Tife gettlement is the sale of a life insurance policy to a
third party. The owner of a life insurance policy sells it for a
cash payment that is less than the full amount of the death
benefit. The buyer becomes the new owner and/or
beneficiary of the life insurance policy, pays all future
premiumas and collects the full amount of the death benefit
when the insured dies.

People decide to sell their life insurance policies for many
reasons. When an individual with a terminal or chronic
illness sells his or her life insurance poliey, that is known as
a viatical settlement. When an individual who does not have
a terminal or chronic illness sells a policy for other reasons,
including changed needs of dependents, wanting to reduce
premiumsg, and cash for meeting expenses, that is known as
a life settlement.

A life settlement may or may not be the right choice for you.
Your state insurance department, along with the National
Association of Insurance Commissioners, is concerned that
many consumers may not fully understand life settlements.
Please continue reading before making any decisionas.

Get All of the Facts

Before you enter into any life
settlement transaction, you
should:

» Contact your life insurer to
learn about all of your possible
options under your policy.

*  Contact a life settlement
broker or life settlement
provider for information about
life settlements.

* Consult with your own
financial advisor who knows
your personal financial needs.
Be sure to ask about tax and
other financial consequences if
you sell your pelicy.

* (ontact vour state
insurance department for
information ahout current laws
that may protect you.

Consider All Your
Options

*  Find out if you have
any cash value in your
life insurance policy. You
may be able to use some
of the cash value to meet
your immediate needs
and keep your policy in
force for your
beneficiaries without
having to sell it to a
third party. You may
also be able to use the
cash value as security for
a loan from a financial
institution.

*  Review other
sources of cash that may
meet your finaneial
needs at a lower cost,
than a life settlement.
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Other Considerations

* (Contacta
professional tax advisor.
Find out the tax
implications. Proceeds are
only tax-free under
certain circumstances.

*  Know that your
creditors could claim the
proceeda.

*  Find out if you'll lose
any public assistance
benefits such as food
stamps or Medicaid if you
get a cash settlement.

*  Know that you must
provide certain medical
and personal information
to third parties who will
be paid the proceeds from
your policy upon your
death. These third parties
may sell your policy and
pass along your medical
and personal information
to other individuals.

Consumer Tips

¢+  Understand how the process works and when the
different phases will happen.

*  Decide whether to sell your policy directly to a life
settlement provider or go through & life settlement broker
who will do the comparison shopping for you.

¢+  Ifyou don't use a life settlement broker, comparison
shop on your own.

*  You don’t have to accept any life settlement offer.

¢ (Check all application forms for accuracy, especially
information about your medical history.

*  You must be truthful in your answers to application
questions.

*  Make sure the life settlement provider agrees to put
your settlement proceeds in eserow with an independent

party or financial institution to make sure your funds are
safe during the transfer.

*  Find out if you have the right to change your mind
about the life settlement offer after you get the proceeds. In
many states, you have the right to change your mind for a
certain period of time, If you have that right, you'll have to
return the money you were paid and premiums the buyer
paid.

*  Understand whether buyers may learn your identity
when they buy your policy, and whether they will know
certain medical and personal information about you, such
as your address and life expectancy.

Defining the Terms

A life settlement is the sale of a
life ingurance policy to another
person or company in return for
a cash payment of less than the
full amount of the death benefit.

A life settlement provider is the
person or company that becomes
the new policy owner in return
for a payment made to the
seller. The life settlement
provider becomes the policy
owner, must pay any premiums
that are due, and eventually
colleets the full amount of the
death benefit from the
insurance company.

A life settlement broker is the
person or company who
represents the seller of the
policy and can comparison shop
for life settlement offers. The
buyer pays the broker a
commissgion if the sale ig
completed.

Additional Questions to Consider

* Do Istill need life insurance protection? .

Consumer Alert

If you're asked to invest in or buy a life

settlement, contact your state insurance department

*  Will I qualify for a new life insurance policy in the future? to learn more about the issues and risks.

¢ If1sell my policy, how will they decide how much cash [ get? e Ifyou don't have a life-threatening illness and

you're interested in selling your life insurance policy,
contact your state insurance department for more
information.

¢ IfTsell my policy, will there be any costs I have to pay?

»  IfIsell my policy, will the money be put into an escrow
account? If so, who will the escrow agent be? Does state law require

the agent to be licensed? ¢+ If you've been contacted by someone who wants

you to buy a policy and then sell it immediately,
contact your state insurance department. This
activity may be considered fraudulent and the
parties may be prosecuted by the appropriate

*  Is my policy an employer or other group policy? If so, do I need
their permission to sell it?

e IfIsell my policy, who will be the legal owner? authorities.
s Is the viatical settlement provider I plan to sell to allowed to do
business in my state?
*  After I sell my policy, can the buyer resell it?
Check with Your State

Your state insurance department may regulate the purchase of life settlements. Contact them for a copy of those
regulations,

This puhblication was igsued in joint ceoperation with the;
National Association of Insurance Commissioners
120 W. 12th Street, Suite 1100
Kansas City, Mo. 64105
(816)842-3600
http/fwww naic.org
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ATTACHMENT TWO-B

NAIC Model Act Amendments
(Investor Issues)
Draft #2: December 2, 1999

XX XXXX Degignation of Viatical Settlement Brokers or Sales Agent

On or before, March 1, 2000, a licensed life agent, performing the functions of a viatical settlement hroker or viatical sales
agent, must notify the department in writing of their transacting business as a viatical settlement broker, viatical settlement
sales agent or hoth. Upon receipt of such notification, the department shall designate such person’s license as a viatical
settlement broker, viatical settlement sales agent or both. After March 1, 2000, no person licensed as a life agent shall perform
the functions of a viatical settlement broker or viatical settlement sales agent unless such person’s life license contains the
designation required by this section.

XXXEXX TUse of Licensed Viatical Settlement Brokers, Providers and Sales Agents Required

(1) A licensed viatical settlement provider may not transact business with a viatical settlement broker as defined in this
act unless the viatical settlement broker holds a current, valid license as a viatical settlement broker.

(2} A licensed viatical settlement provider may not transact business with a viatical settlement sales agent as defined in
this act unless the viatical settlement sales agent holds a current, valid license as a viatical settlement sales agent.

(3 A licensed viatical settlement broker or a viatical settlement sales agent may not transact business as a viatical
settlement broker or viatical settlement sales agent except with a licensed viatical settlement provider as defined in this
act.

(4) No person may perform the functions of a viatical sales agent unless such person is licensed as a life agent and
designated as a viatical settlement sales agent as provided in this act.

K XXXX Viatical Settlement Provider Performance

(1} To assure the faithful performance of its obligations to viaters and purchasers in the event of insclvency or non-
compliance with this act, a viatical settlement provider must deposit in escrow and maintain deposited in escrow, either
with the department or with a federal or state chartered financial institution in this state acceptable to the department,
securities eligible for deposit under Section [applicable state law]. The escrow account must be maintained for as long as
the viatical gettlement provider has viatical settlement contracts or viatical settlement purchase agreements outstanding.
Whenever the market value of the securities on deposit is less than 95% of the amount required, the viatical settlement
provider must immediately deposit additional securities or otherwise increase the deposit to the amount required. Such
securities must have at all times a market value equal to the lessor of ten percent of the face value of all insurance policies
viaticated by the provider or $1,000,000.

(2} If the escrow account is established with a federal or state chartered financial institution such arrangement must be
evidenced by a written escrow agreement and is subject to approval by the department.

(3 The escrow agreement must provide, in addition to any other provisions reguired by law, that funds held in escrow
must be kept and maintained separate and apart from the provider’s business accounts; that its purpose is to ensure the
faithful performance of the provider in its viatical settlement transactions with viators and purchasers; that the escrow
agent aprees to abide by the duties imposed; and, that funds may only be released upon order of a court of competent
jurisdietion or by order of the department as may be directed.

(4} The agreement must provide that the escrowed funds must not be subject to any liens, judgments, garnishments,
creditor's claims, or any other encumbrances or charges by the escrow agent except escrow fees associated with
administering the account.

(5} The deposit requirements of this section are subject to audit by the department at any time and at the request of the
department or the provider the escrow agent must issue a statement indicating the status of the escrow account.

) 0.9.9.9.6.¢ Required Advertising Records
(1) Each provider shall have and maintain for at least (3) years after the advertisement was first published, distributed
or circulated at its home or principal office in this state a complete file containing a copy of every printed, published, or
prepared advertisement or “invitation to inquire” including any electronic advertising it has used in this state or

authorized for use in this state.

(2) FEach provider shall also have and maintain as set forth in this paragraph any and all advertising for any affiliate,
associated person, controlling person, broker or agent including independent contractors, escrow agents or trusts.
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(3) Each advertisement or “invitation to inquire” shall contain a notation clearly stating the name of the individual
authorizing the advertisement, the dates the advertisements were printed or published and the manner and extent of
distribution of each advertisement.
(4) Each file shall he available for inspection by the Department.
XX XXX Required Business Records in General
(1} Each provider conducting business in this state, from offices in this state, or with residents of this state, shall have
and maintain in its home office or its main office of record in this state if its home office is not in this state, the records,
files and decuments required by this rule. Such records, accounts, decuments, files and other information relating to all
business transactions including transactions with affiliates, associated persons, controlling persons and independent
contractors shall he maintained for a period of at least three years from the date of death of a viatoer.
(2) Each provider, its officers, accountants, employees, agents, escrow agents, trustees or representatives, including any
affiliated, associated, or controlling person, and any independent contractor shall permit and make freely available to the
department or its examiners or investigators the accounts, records, documents, files, information, and matters in their
possession, custody or control relating to its business or affairs regarding any viatical settlement transaction or viatical
settlement contract or viatical settlement purchase agreement.
(3) Each provider shall have and maintain at a minimum, the following books and records as permanent office records:
(a) A complete set of accounting records, including but not limited to, a general ledger or book of original entry, cash
receipts and disbursement journals, accounts receivable and accounts payable ledgers, sales journals, payroll and

expense registers;

{b) A listing of all bank accounts and bank reconciliation records for each account so listed together with cancelled
checks, escrow statements, wire transfers, money orders, or other evidences of cash transactions.

(4) A provider shall establish and maintain for at least three years after the death of a viator, a viatical settlement
transaction file for each application for a viatical settlement contract. The viatical settlement transaction file shall contain
original or exact copies of the following documents and information:

(1) The application for a viatical settlement contract;

{2) The viatical settlement contract and all related forms;

{3) The insurance policy or group certificate if a group policy;

{4) The application for the insurance policy or application for conversion of a group certificate to individual coverage;

{5) The authorization for release of the medical records of the insured;

{6) The medical records of the insured;

{7) The policy acquisition worksheet, underwriting worksheet or similar form by whatever name called, used to

determine whether or not to make an offer to purchase or reject a life insurance policy on a given insured from a given

viator;

{8) The life expectancy used as the basis of payment to the viator;

(9) Proof of the amount and timely payment to the escrow agent;

(10} Proof of the amount and timely payment to the viator;

(11) Proof of assignment of the insurance policy to the provider;

(12) Verification of coverage and change of ownership and beneficiary forms submitted to and received from the
insurer;

(13) Acknowledgement of assignment, transfer, or conveyance by the insurer;

(14) A copy of any and all assipnments, transfers or conveyances of any interest in the insurance pelicy to any person
other than the provider;

{15) A copy of any and all viatical settlement purchase agreements evidencing the purchase of an interest in a life
insurance policy of an insured that is the subject of a given viatical settlement contract;

(16) The name, address and [state] license number of any broker or sales agent representing the purchaser,;
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(17} Proof of receipt of funds and proof of deposit from each purchaser;

(18} A certified copy of the Death Certificate and a copy of the death claim if the insured has died together with proof
of payment of insurance proceeds and to whom such payments were made;

(19) A copy of any rescission notices, requests for refunds, lapse notices, etc., by an insurer, a viator, or from any
purchaser, and proof of any such notices sent to or any refunds paid to any person;

(20} The name and address of the person{s) responsible for tracking the viator and the method used to track the
viator;

(21) Proof that premium payments have been or are being made and by whom;

(22) Proof that the insurance policy has been reviewed to determine if it was fraudulently obtained, and if so, proof
that it was properly reported to the department;

(23) Copies of any and all correspondence, memorandums, notes, etc., in whatever form and howsoever maintained, to
or from any person, including but not limited to a broker, agent, medical professional, provider, insurer, insured,
viator, purchaser, purchasers representative, or attorney regarding the viatical settlement transaction, the viatical
gettlement application or contract, the viatical settlement purchase agreement or the insurance policy which is the
subject of the viatical settlement application or contract.

XX XXXX Confidentiality of Medical Records

A viatical settlement provider shall maintain the confidentiality of the medical records of an insured; however, pursuant to
Section [applicable state law], such records shall be accessible by the department during the course of any examination or
investigation and ghall be deemed confidential unless such records are necessary to sustain a violation of law.

seskehokskoRk

ATTACHMENT TWO-C

Viatical Settlements Working Group
Conference Call
November 9, 1999

The Viatical Settlements Working Group of the Life Insurance and Annuities (A) Committee met by conference call on Nov. 9,
1999. Lester Dunlap (LA) chaired the meeting. The following working group members participated: Elizabeth Bookwalter for
Michael Bownes (ALY, Kevin McCarty (FL); Dale Freeman {ID); Chuck Budinger for Robert Heisler (IL);, Roger Strauss {IA};
Marlyn Burch (KS); Paul DeAngelo (NJ); Tom Jacks (NC); Sue Anderson (ND); John Pouliot (OH); Dalora Schafer (OK); Joel
Ario (OR); Paul Makurath for Greg Martino (PA); Maliaka EssamelDin for Jeanne Bryant (TN); and Rhonda Myron (TX).

1. Consider Revisions to Viatical Brochures

Mr. Dunlap said that in July 1999 the working group held a joint conference call with the Life Insurance and Annuities (A)
Committee and adopted an advisory package to be distributed to the states, media and consumer groups. At that time the
North Dakota Insurance Department expressed concern that the brochures that were a part of the advisory package needed to
be improved. The working group agreed to submit recommendations for the A Committee to consider in December. Since the
majority of changes were drafted by North Dakota, Mr. Dunlap asked Ms. Anderson o review the changes North Dakota is
recommending.

The working group first discussed the brochure entitled “Selling Your Life Insurance Policy: Understanding Viatical
Settlements.” Ms. Anderson suggested changing the phrase in the second paragraph to say the owner of the policy sells it for a
“reduced percentage of the death benefit.” Mike McNerney {Mutual Benefits) said that the difference with a viatical settlement
is that the individual receives cash for the policy and asked that the changes reflect that reality. The working group agreed to
change the second sentence in all of the brochures to say that the owner of the policy sells it for “a cash payment of a reduced
amount of the death benefit.”

Discussion next turned to the second heading under that brochure. Ms. Anderson suggested changing it from “Know Your
Options” to “Inform Yourself” She added a phrase that was in the life settlement brochure saying, “Before you enter into a
viatical settlement transaction, you should:” followed by several bullet points. She suggested changing the bullet point that
recommends consulting your financial advisor te say that you should talk to your financial advisor about the tax consequences.
Mr, McNerney said that there are many things that you might want to talk to your financial advisor about. The advice should
be broader than just consultation about tax consequences. Ms. Anderson said she highlighted that because she thinks many
people believe that, since this is a life insurance policy, no tax will be due. The working group agreed to leave the original text
and add information about taxes so that the bullet now reads, “Consult your own financial advisor, who knows about your
perscnal financial needs, especially about possible tax consequences if you sell your policy.” Doug Head (Medical Escrow
Society} said the first bullet added by Ms. Anderson that says “contact your life insurer to find out all your possible options
under your policy. ...” is inappropriate. He said that life insurers cannot explain all of the options under a life insurance policy
impartially. Karen Klinkman {New York Life) said the insurer has all the information about that pelicy. The working group
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agreed to leave the bullet as suggested. The second bullet suggested that an individual contact the insurance agent or company
for information about viatical settlements. The working group decided that was inappropriate and changed it to suggest
contacting a viatical settlement broker or provider for information. Mr. McNerney suggested exchanging the position of the first
two bullets so that the first suggestion was to contact a viatical settlement broker or viatical settlement provider. Ms. Andersen
said the first emphasis should be on looking at options under the life insurance policy and the working group agreed.

Discussion next turned to the heading “Other Considerations.” Ms. Anderson suggested adding information to the last bullet to
say that personal information could be provided to “third parties who benefit from your death.” Mr. McNerney said this was too
harsh and asked the working group to rephrase it. Ms. Anderson said this was a major concern of Commissioner Glenn
Pomeroy (ND}. She said the fact is that the person who buys your policy does benefit from your death. Mr. McNerney said that
family members also benefit. Ms. Schafer said that there are different considerations for a family. Mr. DeAngelo suggested
compromise language that would say “third parties who will receive the proceeds from your policy upon your death.” He said
that 1t was factual and not quite as harsh, but he believed it would drive home the same point. The working group members
agreed with that change. Mr. McNerney said it is true, but he asked the working group to remember that more and more
securities regulators are requiring that the information be given to the investor, as they consider purchaser protection.

Discussion next focused on the “Questions to Consider” portion of the brochure. Ms. Anderson suggested some additional
questions to include. She suggested adding a question that asked if the money will be put in an escrow account with a licensed
financial institution. Mr. McNerney said he does not know of any state that requires the escrow agent to be a financial
institution. He said this questions gives the impression that, if the answer is no, this is not good. Stacy Braverman (Viaticus)
said most states require that the escrow agent be an independent party, regulated by the state. The working group agreed to
change the guestion to say, “If I sell my policy, will the money be put into an escrow account? Who is the escrow agent, and is it
required by state law to be licensed?” The working group agreed to delete some of the questions so that the brochure does not
become too long. Mr. Freeman cautioned that a brochure with too much information would not serve its purpose because people
will not read it.

Discussion next turned to the “Consumer Alert” section of the brochure. Ms. Anderson suggested adding to the last bullet that if
you are contacted by someone who wants you to buy a policy and then sell it immediately, this activity “is considered fraudulent
and may be prosecuted by the appropriate authorities.” Mr. McNerney said the majority of states do not consider this action to
be fravdulent. Mr. Jacks suggested toning it down a bit because it is not illegal at the present time unless there is a question on
the application. He cautioned that it is a growing concern of regulators. The working group agreed to change the phrase to say
“this activity may be considered frandulent and the parties may be prosecuted by the proper authorities.”

Discussion next turned to the brochure entitled “Selling Your Life Insurance Policy: Understanding Life Settlements.” The
working group agreed to make changes consistent with the viatical settlements brochure. Ms. Anderson said the tax
implications would be different in this instance. Mr. McNerney said there may still be some places were the proceeds would not
be taxed. The working group agreed to change the sentence under “Other Considerations” to say that “proceeds are only tax free
under certain circumstances.”

Discussion next turned to the investor brochure. Mr. Dunlap endorsed a recommendation from the American Council of Life
Insurance (ACLI) to refer to both viatical settlements and life settlements in this brochure. The working group agreed to redraft
the title to say “Buying Viatical or Life Settlements: Being An Informed Investor.” Mr. Burch said the securities commissioners
now have their own committee and are developing their own brochures. He asked if this working group needs to touch base
with them before making revisions to this brochure. Mr. McNerney said that committee is six months or more behind. Their
earliest product will be available in the spring. Ms. Anderson said she took her revised brochures to Syver Vinje (North Dakota
Securities Commissioner) and he made only one comment for the end of this brochure. Mr, Dunlap said the working group will
need to periodically review this issue, and later, when that group has progressed, the two can work together on revising the
brochures again. Mr. Dunlap said he thought this brochure needs a Consumer Alert section because current events warrant a
special alert to consumers, He sugpested an alert that covers three points: 1) some are investment scams with only a pretense of
investing the money; 2} investments in fraudulently obtained policies; and 3) address misleading claims on returns and
principal guarantees. Mr. Dunlap agreed to draft language with the assistance and input from the viatical and insurance
industries and submit it to Carolyn Johnson (NAIC) for inclusion in the revised brochures.

The working group reviewed the language from Mr. Vinje saying that many states regulate the purchase of viatical settlements
as securities. The working group agreed to include that language.

Joan Markoe (CIGNA) said this brochure does not completely address the risks of investing in group policies. The working
group decided that the brochures were already long enough but did agree that more could be said about group policies. Ms.
Klinkman suggested amending the Viatical Settlements Model Regulation to require these brochures be provided. Mr. Dunlap
said the working group can discuss that at the Winter National Meeting.

Having no further business, the Viatical Settlements Working Group adjourned.

AL Lt TR T e S
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ATTACHMENT THREE

Life Disclosure Working Group
San Francisco, California
December 5, 1999

The Life Disclosure Working Group of the Life Insurance and Annuities (A) Committee met in San Francisco, CA, on Dec. 5,
1999. Tom Foley (KS) chaired the meeting. The following working group members were present: John Shields for John
Hartnedy (AR); Sheldon Summers {CA); Roger Strauss (IA); Lester Dunlap (LA); Daniel Judson for Linda Ruthardt (MA}; Paul
DeAngelo (NJ); Mike Batte (NM); Louis Belo for Tom Jacks (NC); Frank Stone (OK); and Rhonda Myron for Ted Becker (TX).

1. nsider Comments on Life Disclosure Model Regulation Amen 1

Mr, Foley noted that the Life Disclosure Working Group was charged to update the Life Disclosure Model Regulation te remove
any conflicts with the Life [nsurance Illustrations Model Regulation. Michael Herndon (Certified Financial Planner Board of
Standards) said the rules the NAIC is considering might prevent a person who is a Certified Financial Planner (CFP} from
putting the initials “CFP” on his or her letterhead. He opined that the issue of what they might be holding themselves out to he
is different than the designation they maintain. He provided language for a drafting note and suggested that it be added under
the language of Section 7C. Mr. DeAngelo said the Suitability Working Group is considering the same suggestion for the
Advertisements of Life Insurance and Annuities Medel Regulation. Mr. DeAngelo said that working group also received a
recommendation to change the language in that regulation that is similar to Subsection C to match language from the Unfair
Trade Practices Act. Mr. DeAngelo said that language clearly gives the impression that the designation cannot be used and
opined that the language in the Unfair Trade Practices Act created a problem that created the need for the drafting note. The
working group agreed to add the drafting note suggested by Mr. Herndon.

George Coleman (Prudential) said he has suggestions for several technical amendments to preserve the policy data requirement
for policies issued prior to the effective date of the Life Insurance Illustrations Model Regulation. He said the current scale
needs to be put back in for those old policies. Mr. Coleman said that would allow companies to use illustrations for old policies.
The working group agreed to the suggestion of Mr. Coleman to return Subsection 4C and 4F to the original language. Dennis
Herchel {MassMutual) said that there may be states that adopt the new Life Disclosure Model Regulation but retain their old
replacement regulation. He said that there might be some confusion as to whether a policy summary has to be created for a
form marketed with an illustration for older replacement regulation compliance. He suggested adding at the end of Section
5A{2) a sentence that said “an illustration provided in accordance with [insert reference to state equivalent of Life Insurance
Tllustrations Model Regulation] fulfills any pelicy summary requirements.” The working group agreed to that suggestion.

Mr. Dunlap asked the regulators to consider changes to Section 6 on preneed funeral contracts or prearrangements. He pointed
out that Subsections E, F and G really apply to the funeral director or seller of a preneed funeral contract. He opined those
three subsections are beyond the scope of insurance regulation and asked if any regulators have the authority to enforce those
provisions. Mr. Foley asked if there was someone else in the states who would have the autherity to regulate. Most agreed that
there would be. Mr. Batte said he was familiar with two states’ regulations, In Texas the banking regulator regulates preneed
funeral contracts and in New Mexico it is the superintendent of insurance. He suggested adding a drafting note asking states to
consider whether they have the authority to regulate as stated in Subsections E, F and G. Mr. Foley responded that he would
prefer a drafting note eliminating those subsections to assure that someone would look at those issues. Brenda Cude
{University of Georgia) said the Federal Trade Commission has a funeral rule that requires disclesures on products and
services. The working group agreed to add the drafting note described by Mr. Batte.

Mr. Strauss moved and Mr. Batte seconded a motion to adopt the Life Insurance Disclosure Model Regulation with the
amendments discussed (Attachment Three-A). The motion passed.

2, nsider Suggestions for Bquity Indexed Annuities Buyer’ ide Revisiong

Charlotte Liptak (American General Life) said the technical rescurce advisors considered, at the request of the working group,
whether changes in the marketplace would require changes to the Equity Indexed Annuities Buyer’s Guide. She said there are
a number of changes that the working group may want to consider, The marketplace changes are more in the nature of how
various equity indexed annuity (EIA} product features are being combined, rather than a whole new product. She said more
EIA forms now use indices other than or in addition to the Standard & Poor’s 500. EIAs are starting to be combined with other
annuity forms in “multiple option” annuities. Transfers are generally allowed between types and opticns at specified times.
Averaging is a more popular crediting methodology and there are some forms with multi-year resets. In general, crediting
methodologies involve many moving parts, For example, the design may use a participation rate, a spread and averaging. There
is also more variation in the way in which companies deseribe and set their contractual guarantees. Ms. Liptak said the
working group could make technical corrections to the guide because the marketplace is going through many changes. She
noted that it is difficult to anticipate what changes might need to be made in the future. She suggested that, if the working
group wished to revise the guide, it be made more generic. Mr. Dunlap noted that Louisiana just printed 5,000 copies of the
buyer’s guide adopted by the NAIC previously. Ms. Liptak responded that she recognized there are many practical reasons for
not making constant changes to the guide, Mr, DeAngelo said he did not believe the working group could keep up with the
changes and opined that regulators should exert more control over the complexity of the product rather than trying to describe
the changes. Ms. Liptak asked the working group to remember that this decument is part of the Annuity Disclosure Model
Regulation, which requires a more specific description in the disclosure statement. The working group decided not to update the
buyer’s guide at this time.
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3. ort of Activity of Securities and Exchan mmission in ar Variable Life Insurance Ilustrations

Julie Spiezio (American Council of Life Insurance—ACLI) reported that the SEC staff says that it will scon publish Form N-6,
which will address illustrations for variable life insurance products. It is the ACLI's understanding that it borrows heavily from
the Life Insurance Illustrations Model Regulation. Mr. Foley said that once this document is published, the NAIC will be able to
draft a variable life illustrations model. Mr. Coleman said it was his hope that the regulators would decide that a regulation is
not needed because of consistency on the federal side with the NAIC’s illustration regulation as it currently exists. Mr. Foley
agreed that would be a good resutt.

4.  Discuss Charges for 2000

The working group reviewed the charges for 2000 that were adopted by the Executive Committee in June 1999, and added
charges from 1999 that had not yet been completed. The working group suggested moving the charge on the Annuity Disclosure
Model Regulation to 2001 because it is premature to consider how the model was working at this time, Mr, Dunlap noted that,
during its conference call adopting the Equity Indexed Annuities Checklist, the Life Insurance and Annuities (A) Committee
suggested that the Life Disclosure Working Group be charged to update the checklist as needed. A charge to do so was added.
Mr. DeAngelo suggested adding a charge to work more extensively on the Life Disclosure Model Regulation on issues other
than coordination with the Life Insurance Illustrations Model Regulation, as the group was charged fo do. The working group
agreed to add such a charge for 2000.

5. Congider Amendmen niversal Life Insurance Model Regulation

Mr. Foley said he asked the NAIC staff to prepare a first draft of amendments to the Universal Life Insurance Model
Regulation (Attachment Three-B). He asked interested parties and regulators to review that draft and comment prior to the
Spring National Meeting. He said revisions to that model will be a major topic of discussion during the Spring National
Meeting.

Having no further business, the Life Disclosure Working Group adjourned.

sofokskdeksok

ATTACHMENT THREE-A

Life Insurance Disclosure Model Regulation (#580)
Draft: December 5, 1999

Table of Contents

Section 1, Authority

Section 2. Purpose

Section 3. Scope

Section 4. Definitions
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Section 93.  Failure to Comply

Section ¥39. Separability

Section #310. Effective Date

Appendix A. Life Insurance Buyer's Guide

Appendix F—Guide-te Buying Hife Tnsurance After-Age 60
Section 1. Authority

g 8 6 y v #EHom

This rule is adopted and promulgated by the commissioner of insurance pursuant to [insert state equivalent to Section 4A(1) of
the Unfair Trade Practices Act] of the Insurance Cede.

Drafting Note: Insert title of chief insurance regulatory official wherever the term “commissioner” appears.
Section 2. Purpose
A. The purpose of this regulation is to require insurers to deliver to purchasers of life insurance information which _that

will improve the buyer's ability to select the most appropriate plan of life insurance for the buyer’s needs; and improve the
buyer's understanding of the basic features of the policy whieh-that has been purchased or which is under consideration
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B. This regulation does not prohibit the use of additional material whiek-that is not a violation of this regulation or any
other [state] statute or regulation,

Section 3. Scope
A,  Except for the exemptions specified in Section 3B, this regulation shall apply to any solicitation, negotiation or
procurement of life insurance occurring within this state. Section 5C ealy-shall apply only to any existing nonexempt policy

held by a policyowner residing in this state. This regulation shall apply to any issuer of life insurance contracts including
fraternal benefit societies.

B. Unlessapecifically- included, tThis regulation shall not apply to:

(1) Individual and group annuity contractsAnnuities;

(2) Credit life insurance;

9] Group hfe insurance (except for disclosures relating to preneecl funeral contracts or prearrangements; as
these disclosure requirements shall extend to the issuance or delivery of certificates as well as to

the master pohcy)

(4) Life insurance policies issued in connection with pension and welfare plans as defined by and which are subject

to the federal Employee Retirement Income Security Act of 1974 (ERISA), 29 1J.8.C. Section 1001 et seq. as amended;

or

(5) Variable life insurance under which the amount or duration of the life insurance varies according to the
investment experience of a separate account,

Section 4. Definitions

For the purposes of this regulation, the following definitions shall apply:

A. “Buyers Gu1de”—A—Bﬁyers—G-mde—rs—means the current foe Insurance Buver’s Gulde adopted bv the Natmnal
iation of Insuran mmissioner: Al h 0 i 3 Qe

AppendizA-to-thisregulation-or language approved by the commissioner.

B. “Cash Dividend”—A—eash—dividend—4s—means the current illustrated dividend which—that can be applied toward
payment of the gross premium.
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EC. Current Dividend Scale. The current dividend scale is a schedule that exhibits dividends to be distributed if there is
no change in the basis of these dividends after the time of illustration.

ID. “Generic pName” means-—A-generic name-is a short title that is descriptive of the premium and benefit patterns of a
policy or a rider.

st-Gomparison-Inde ustrated-Basis that-ean-be-changed by the-company-without
—the premiums, credited interest rates (including any bonus), benefits, values, non-interest
based ¢redits, charges or elements of formulas used to determine any of these, that are subject to company di. ion and

are not guaranteed at issue. An element ig considered non-guaranteed if any of the underlying non-guaranteed elements
are used in its calculation.

LEF. Policy Data. The policy data is a display or schedule of numerical values, both guaranteed and nonguaranteed for
each policy year or a series of designated policy years of the following information: illustrated annual, other periodic, and
terminal dividends; premiums; death benefits; cash surrender values and endowment benefits.

MG. “Policy Ssummary”—Fhe—poliey—summary—{s_means a written statement describing the elements of the policy,
including, but not limited to:

(1) A prominently placed title as follows: STATEMENT OF POLICY COST AND BENEFIT INFORMATION.

(2) The name and address of the insurance agent or, if no agent is involved, a statement of the procedure to be
followed in order to receive responses to inquiries regarding the Policy Summary.

(3) The full name and home office or administrative office address of the company in which the life insurance policy
is to be or has been written.

(4) The generic name of the basic policy and each rider.
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{5) The following amounts, where applicable, for the first five (5) policy years and represent.atlve po]u:y years
thereaﬂ:er sufﬁclent to clearly 1lluatrate the premmm and beneﬁt patterns including;

of at least one age from sixty (60) through

{2) The annual premium for the basic policy;
(b) The annual premium for each optional rider;
(¢} The amount payable upon death at the beginning of the policy year regardless of the cause of death, other

than suicide or other specifically enumerated exclusions, whichthat is provided by the basic policy and each
optional rider; with benefits provided under the basic policy and each rider shown separately;

(d) The total guaranteed cash surrender values at the end of the year with values shown separately for the
basic policy and each rider; and

(f2) Any endowment amounts payable under the policy-whieh that are not included under cash surrender values
above:,

(6) The effective policy loan annual percentage interest rate, if the policy contains this provisien, specifying whether
this rate is applied in advance or in arrears. If the policy loan interest rate is adjustable, the policy summary shall
also indicate that the annual percentage rate will be determined by the company in accordance with the provisions of
the policy and the applicable law.

OH. Preneced Ffuneral Geontract or Pprearrangement—An_means an agreement by or for an individual before that
individual’s death relating to the purchase or provision of specific funeral or cemetery merchandise or services.
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Where-¥P=Yearly Price-of Beath Benefitaper $1;000
P=Annusl premiam
CVP =—Sum-of the-eashvalue-and-terminal-dividend-at the end of the preceding year.
GCV6=—5um-of the cash-value-and-terminal-dividend-at the end of the current year.
B=Anmustdividend
¥-=Facc-amount
=1/1-05)

Duties of Insurers

Requirements Applicable Generally

(1) The insurer shall provide; a Buyer'’s Guide to all prospective purchasers, a Bayer's Guide-and a-poliey summary
prior to accepting the applicant’s initial premium or premium deposit-previded—hewever—that:. However: ta-Hif the
policy for which application is made or-its-pelicy-suaremary-contains an unconditional refund pr0v1smn of at least ten

(10) days, the Buyer's Guide and-peliey summary must-may be delivered with the policy or prior to delivery of the
policy.

(2) The insurer 11 provi oli ar ive purch: where insurer has identifie e policy

form as one that will n mark with an illustration, The policy summ hall show

consist of a separate document with all required information s in a manner th oes inimize or render
f the s ary obscure. Any amounts that remain level for two (2) or mor rs of th icy m:

repr d b; ingle number if it is clearly indicated wh unt; applicable for each policy year. Amounts in

Section 4G{(5) shall be 1i in total, not on a per thou or per unit bagis, If more than one in d is

under one policy or rider, death benefits shall be displayed separately for each jnsur r for each ¢l of in; if

death benefits do not differ within the class. Zero amgunis shall be displayed as a blank space. Delivery of the poliey

sumimn shall ongistent with the ti for deliv )8 uyer’ ide cifled in Paragra 1). An

illnstration provided in accordance with [insert referen sta option of Life Insurance Ill tions M

Regulation] fulfills an; licy summary requirements.
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B. Requirements Applicable to Existing Policies.

(1) If a policy owner residing in this state requests it, the insurer shall provide policy data for that policy. If the
policy is one that has been designated to be illustrated, an in force illustration shall be provided as reguired in Section

ins eference to law equivalen ectio f the Life Insurance Illus ions Model latj At th
tion of the insurer, a policy illustration istent with ion [insert reference to state law ivalent to Section
10C of the Life Insurance Nlustratigns Mode] lation] ma; rovided for licy issued prior to the effective

date of ion [insert reference to state law eguivalent to Section 10C of the Life Insurance Hlustrations Model
Regulation]. Unless otherwise requested, the policy data shall be provided for twenty (20) consecutive years beginning
with the previous policy anniversary. The statement of policy data shall include cash dividends or interest according
to the current dividend seale, the amount of outstanding policy loans, and the current pelicy loan interest rate. Policy
values shown shall be based on the dividend option in effect at the time of the request. The insurer may charge a
reasonable fee, not to exceed $linsert amount|, for the preparation of the statement.

(2) If a life insurance company:

(-e-)—Gchanges its methud of determining dividend scales or interest on existing policies—from eor—te—the

; it shall, ne later than when the first dividend-is-payable-pavment is made on the
new hasis, advise each aﬁ'ected po].lcy owner residing in this state of this change and of its implication on
diﬂdends—pay&lﬂ&eﬂﬂaﬂ‘ected policies. This requirement shall not apply to pelicies for which the amount payable
upon death under the basic policy as of the date when advice would otherwise be required does not exceed $5,000.

(3) If the insurer makes a material revision in the terms and conditions under which it will limit its right to change
any nonguaranteed factor; it shall, no later than the first policy anniversary following the revision, advise aceordingly
each affected policy owner residing in this state.
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Section 76.  Preneed Funeral Contracts or Prearrangements

The followmg information shall be adequately disclosed at the time an application is made, prior to accepting the applicant’s
initial premium or deposit; for a preneed funeral contract or prearrangement as—defined—inSeetion40-abeve—whieh-that is
funded or to be funded by a life insurance policy:

A. The fact that a life insurance policy is involved or being used to fund a prearrangement-as-defined-inSeetion40-of
i lation;

B. The nature of the relationship among the soliciting agent or agents, the provider of the funeral or cemetery
merchandise or services, the administrator and any other person;

C. The relationship of the life insurance policy to the funding of the prearrangement and the nature and existence of any
guarantees relating to the prearrangement;

D. The impact on the prearrangement;

(1) Of any changes in the life insurance policy including but not limited to, changes in the assignment, beneficiary
designation or use of the proceeds;

(2) Of any penalties to be incurred by the policyholder as a result of failure to make premium payments;

(3) Of any penalties to be incurred or monies to be received as a result of cancellation or surrender of the life
insurance policy;

E. A list of the merchandise and services which are apphed or contracted for in the prearrangement and all relevant
information concerning the price of the funeral services, including an indication that the purchase price is either
guaranteed at the time of purchase or to be determined at the time of need;

F. All relevant information concerning what occurs and whether any entitlements or obligations arise if there is a
difference between the proceeds of the life insurance policy and the amount actually needed to fund the prearrangement-as
Jefimedin Seeti o,

. Any penalties or restrictions, including but not limited to geographic restrictions or the inability of the provider to
perform, on the delivery of merchandise, services or the prearrangement guarantee; and

Drafting Note: States should consider whether the insurance regulator he authori force visions of

Subsections E, F and G.

H. Ifso, tFhe fact that a sales commission or other form of compensation is being paid and #se;-the identity of sueh-the
individuals or entities to whom it is paid,

Section 87.  General Rules
A, Each insurer shall maintain, at its home office or principal office, a compiete file containing one copy of each
document authorized and used by the insurer pursuant to this regulation. Sweh-The file shall contain one copy of each

authorized form for a period of three {3) years following the date of its last authorized use unless otherwise provided by
this regulation.
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B. An agent shall inform the prospective purchaser, prior to commencing a life insurance sales presentation, that he or
she is acting as a life insurance agent and inform the prospective purchaser of the full name of the insurance company
which the agent is representing to the buyer. In sales situations in which an agent is not inveolved, the insurer shali
identify its full name.

C. Terms such as financial planner, investment advisor, financial consultant, or financial counseling shall not be used in
such a way as to imply that the insurance agent is primarily engaged in an advisory business in which compensation is
unrelated to sales unless suel-that is actually the case,

Drafting Note: This provigion is not intended to preclude persons who hold some formal recognized financial planning or
consultant designation from using this designation when they are only selling insurance. This does net permit persons to

harge an additional fee for services that are customarily ass with the solicitation, negotiation or icing of policies.

D. Any reference to a dividend or nonguaranteed-faete

6paEn Y3 €1 €l i = O

nenguarantecd—fretor clement shall be governed by the rules contained in [insert reference to stat ivalent of Life
Insurance Illustrations Model lation. Reference shall not be made_to nonguarante lements if the insurer has
chosen not to illustr, h 1]

Section 98.  Failure to Comply

Failure of an insurer to provide or deliver a Buyer’s Guide, a policy summary or policy data as provided in Sections 5 srd-6
shall constitute an omission whiel-that misrepresents the benefits, advantages, conditions or terms of an insurance policy.

Section 189. Separability

If any provisions of this rule be held invalid, the remainder shall not be affected.

Section 1310, Effective Date

This rule shall become effective [insert a date at least 6 months following adoption by the regulatory authority].

APPENDIX A
Life Insurance Buyer’s Guide

Drafting Note: The language in the Buyer’s Guide is limited to that contained in the following pages of this Appendix, or to

language approved by the commissioner. Companies may purchase personalized brochures from the NAIC or may request
permission to reproduce the Buyer’s Guide in their own type style and format.
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[The face page of the Buyer's Guide shall read as follows:]
Life Insurance Buyer’s Guide
This guide ¢an help you when you shop for life insurance. It discusses how to:
+  Find a Policy That Meets Your Needs and Fits Your Budget
«  Decide How Much Insurance You Need
«  Make Informed Decisions When You Buy a Policy

Prepared by the National Association of Insurance Commissioners

The National Association of Insurance Commissioners is an association of state insurance regulatory officials. This association
helps the various insurance departments to coordinate insurance laws for the benefit of all consumers.

Thig guide does not endorse any company or policy.

Reprinted by. . .

Important Things to Consider

1. Review your own insurance needs and circumstances. Choose the kind of policy that has benefits that most closely fit your
needs. Ask an agent or company to help you.

2.  Be sure that you can handle premium payments. Can you afford the initial premium? If the premium increases later and
you still need insurance, can you still afford it?

3. Don't sign an insurance application until you review it carefully to be sure all the answers are complete and accurate.

4, Don'’t buy life insurance unless you intend to stick with your plan. Tt may be very costly if you quit during the early years
of the policy.

5. Don't drop one policy and buy another without a thorough study of the new policy and the one you have now. Replacing
your insurance may be costly.

6. Read your policy carefully. Ask your agent or company about anything that is not clear to you.

7. Review your life insurance program with your agent or company every few years to keep up with changes in your income
and your needs.

Buying Life Insurance
When vou buy life insurance, you want coverage that fits your needs.

First, decide how much you need—and for how long—and what you can afford to pay. Keep in mind the major reason you
buy life insurance is to cover the financial effects of unexpected or untimely death. Life insurance can also be one of many
ways you plan for the future.

Next, learn what kinds of policies will meet your needs and pick the one that best suits you.

Then, choose the combination of policy premium and benefits that emphasizes protection in case of early death, or benefits
in case of long life, or a combination of both,

It makes good sense to ask a life insurance agent or company to help you. An agent can help you review your insurance needs
and give you information ahout the available policies. If one kind of policy doesn’t seem to fit your needs, ask about others.

This guide provides only basic information. You can get more facts from a life insurance agent or company or from your public
library.

What About the Policy You Have Now?
If you are thinking about dropping a life insurance policy, here are some things you should consider:

»  If you decide to replace your policy, don’t cancel your old policy until you have received the new one. You then have a
minimurn period to review your new policy and decide if it is what you wanted.

. it may be costly to replace a policy. Much of what you paid in the early years of the policy you have now, paid for the
company’s cost of selling and issuing the policy. You may pay this type of cost again if you buy a new policy.

»  Ask your tax advisor if dropping your policy could affect your income taxes.
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¢ Ifyou are older or your health has changed, premiums for the new policy will often be higher, You will not be able to
buy a new policy if you are not insurable.

*  You may have valuable rights and benefits in the policy you now have that are not in the new one.

* If the policy you have now no longer meets your needs, you may not have to replace it. You might be able to change
your paolicy or add to it to get the coverage or henefits you now want,

« At least in the beginning, a policy may pay no benefits for some causes of death covered in the palicy you have now.

In all cases, if you are thinking of buying a new puolicy, check with the agent or company that issued you the one you have now.
When you bought your old policy, you may have seen an illustration of the benefits of your policy. Before replacing your policy,
ask your agent or company for an updated illustration. Check to see how the policy has performed and what you might expect in
the future, based on the amounts the company is paying now.

How Much Do You Need?
Here are some questions to ask yourself:

+  How much of the family income do I provide? If I were to die early, how would my survivors, especially my children,
get by? Does anyone else depend on me financially, such as a parent, grandparent, brother or sister?

¢ Dol have children for whom I'd like to set aside money to finish their education in the event of my death?
¢  How will my family pay final expenses and repay debts after my death?

s Dol have family members or organizations to whom I would like to leave money?

s Will there be estate taxes to pay after my death?

«  How will inflation affect future needs?

As you figure out what you have to meet these needs, count the life insurance you have now, including any group insurance
where you work or veteran’s insurance. Don't forget Social Security and pension plan survivor's benefits. Add other assets you
have: savings, investments, real estate and personal property. Which assets would your family sell or cash in to pay expenses
after your death?

What Is the Right Kind of Life Insurance?

All policies are not the same. Some give coverage for your lifetime and others cover you for a specific number of years. Some
build up cash values and others do not. Some policies combine different kinds of insurance, and others let you change from one
kind of insurance to another. Some policies may offer other benefits while you are still living. Your choice should be based on
your needs and what you ean afford.

There are two basic types of life insurance: term insurance and cash value insurance. Term insurance generally has lower
premiums in the early years, but does not build up cash values that you can use in the future. You may combine cash value life
insurance with term insurance for the period of your greatest need for life insurance to replace income.

Term Insurance covers you for a term of one or more years. It pays a death benefit only if you die in that term. Term
insurance generally offers the largest insurance protection for your premium dollar, It generally does not build up cash value,

You can renew most term insurance policies for one or more terms even if your health has changed. Each time you renew the
policy for a new term, premiums may be higher. Ask what the premiums will be if you continue to renew the policy. Also ask if
you will lose the right to renew the policy at some age. For a higher premium, some companies will give you the right to keep
the policy in force for a guaranteed period at the same price each year. At the end of that time you may need to pass a physical
examination to continue coverage, and premiums may increase.

You may be able to trade many term insurance policies for a cash value policy during a conversion period—even il you are not
in good health. Premiums for the new policy will be higher than you have been paying for the term insurance.

Cash Value Life Insurance is a type of insurance where the premiums charged are higher at the beginning than they would
be for the same amount of term insurance. The part of the premium that is not used for the cost of insurance is invested by the
company and builds up a cash value that may be used in a variety of ways. You may borrow against a policy’s cash value by
taking a policy loan. If you don’t pay back the loan and the interest on it, the amount you owe will be subtracted from the
benefits when you die, or from the cash value if you stop paying premiums and take out the remaining cash value. You can also
use your cash value to keep insurance protection for a limited time or to buy a reduced amount without having to pay more
premiums, You also can use the cash value to increase your income in retirement or to help pay for needs such as a child’s
tuition without canceling the policy. However, to build up this cash value, you must pay higher premiums in the earlier years of
the policy. Cash value life insurance may be one of several types; whole life, universal life and varizable life are all types of cash
value insurance.
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Whole Life Insurance covers you for as long as you live if your premiums are paid. You generally pay the same amount in
premiums for as long as you live. When you first take out the policy, premiums can be several times higher than you would pay
initially for the same amount of term insurance. But they are smaller than the premiums you would eventually pay if you were
to keep renewing a term policy until your later years.

Some whole life policies let you pay premiums for a shorter period such as 20 years, or until age 65. Premiums for these policies
are higher since the premium payments are made during a shorter period.

Universal Life Insurance is a kind of flexible policy that lets you vary your premium payments. You can also adjust the face
amount of your coverage. Increases may require proof that you qualify for the new death benefit. The premiums you pay (less
expense charges) go into a policy account that earns interest. Charges are deducted from the account. If your yearly premium
payment plus the interest your account earns is less than the charges, your account value will become lower. If it keeps
dropping, eventually your coverage will end. To prevent that, you may need to start making premium payments, or increase
your premium payments, or lower your death benefits. Even if there is enough in your account to pay the premiums, continuing
to pay premiums yourself means that you build up more cash value.

Variable Life Insurance is a kind of insurance where the death benefits and cash values depend on the investment
performance of one or more separate accounts, which may be invested in mutual funds or other investments allowed under the
policy. Be sure to get the prospectus from the company when buying this kind of pelicy and STUDY IT CAREFULLY, You will
have higher death benefits and cash value if the underlying investments do well. Your benefits and cash value will be lower or
may disappear if the investments you chose didn’t do as well as you expected. You may pay an extra premium for a guaranteed
death benefit.

Life Insurance Illustrations

You may be thinking of buying a policy where cash values, death benefits, dividends or premiums may vary based on events or
situations the company does not guarantee (such as interest rates). If so, you may get an illustration from the agent or company
that helps explain how the policy works. The illusiration will show how the benefits that are not guaranteed will change as
interest rates and other factors change. The illustration will show you what the company guarantees. It will also show you what
could happen in the future. Remember that nobody knows what will happen in the future. You should be ready to adjust your
financial plans if the cash value doesn’t increase as quickly as shown in the illustration. You will be asked to sign a statement
that says you understand that some of the numbers in the illustration are not guaranteed.

Finding a Good Value in Life Insurance

After you have decided which kind of life insurance is best for you, compare similar policies from different companies to find
which one is likely to give you the best value for your money. A simple comparison of the premiums is not enough. There are
other things to consider, For example:

¢ Do premiums or benefits vary from year to year?

*  How much do the benefits build up in the policy?

s  What part of the premiums or benefits is not guaranteed?

+  What is the effect of interest on money paid and received at different times on the policy?

Once you have decided which type of policy to buy, you can use a cost comparison index to help you compare similar policies.
Life insurance agents or companies can give you information about several different kinds of indexes that each work a little
differently. One type helps you compare the costs between two policies if you give up the policy and take out the cash value.
Another helps you compare vour costs if you don't give up your policy before its coverage ends. Some help you decide what kind
of questions to ask the agent about the numbers used in an illustration. Each index is useful in some ways, but they all have
shortcomings. Ask your agent which will be most helpful to you. Regardless of which index you use, compare index numbers
only for similar policies—those that offer basically the same benefits, with premiums payable for the same length of time.

Remember that no one company offers the lowest cost at all ages for all kinds and amounts of insurance. You should also
consider other factors:

*»  How quickly does the cash value grow? Some policies have low cash values in the early years that build quickly later
on. Other policies have a more level cash value build-up. A year-by-year display of values and benefits can be very helpful.
(The agent or company will give you a policy summary or an illustration that will show benefits and premiums for selected
years.)

+  Are there special policy features that particularly suit your needs?
. How are nonguaranteed values calculated? For example, interest rates are important in determining policy returns.
In some companies increases reflect the average interest earnings cn all of that company's policies regardless of when

issued. In others, the return for policies issued in a recent year, or a group of years, reflects the interest earnings on that
group of policies; in this case, amounts paid are likely to change more rapidly when interest rates change.
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ATTACHMENT THREE-B

Universal Life Insurance Model Regulation (#585)
Draft: November 30, 1999
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Section 10.  Interest-Indexed Universal Life Insurance Policies

Seetion 1. Authority

This regulation is promulgated under the authority of Section [insert applicable section], of the Insurance Laws of [insert state],
and is effective [insert date].

Section 2. Purpose

The purpose of this regulation is to supplement existing regulations on life insurance policies in order to accommedate the
development and issuance of universal life insurance plans.

Drafting Note: It is the position of the drafters of this regulation that universal life insurance is simply another competing type

of life insurance which should be treated, to the extent possible, in the same regulatory manner as other life insurance
products. This regulation is designed to address those areas where universal life insurance does not “fit” into the existing
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regulatory frameweork. This regulation does not supersede existing requirements relating to filing, solicitation, advertising, etc.,
but is supplementary to them.

Section 3. Definitions

As used in this regulation:
A, “Cash surrender value” means the net cash surrender value plus any amounts outstanding as policy loans.
B. “Commissioner” means the Insurance Commissioner of this state.

Drafting Note: Insert the title of the chief insurance regulatory official wherever the term “commissioner” appears.

C. “Fixed premium universal life insurance policy” means a universal life insurance policy other than a flexible premium
universal life insurance policy.

D. “Flexible premium universal life insurance policy” means a universal life insurance policy which permits the
policyowner to vary, independently of each other, the amount or timing of one or more premium payments or the amount of
insurance.

E. “Interest-indexed universal life insurance policy” means any universal life insurance policy where the interest credits
are linked to an external referent.

Drafting Note: This definition is not intended to include those policies which only have a variable policy loan interest rate
provision, but have no other link to an external referent. This regulation presently addresses only the indexing of interest
credits. The regulation does not preclude the indexing of other factors, e.g., mortality or expenses. Should other products bhe
developed which involve the indexing of factors other than interest credits, this regulation may require modification. The
regulation does not preclude insurance departments from adding requirements regarding the indexing of such other factors.

« »”

GF. “Net cash surrender value” means the maximum amount payable to the policyowner upon surrender.

HG. “Policy value” means the amount to which separately identified interest credits and mortality, expense, or other
charges are made under a universal life insurance policy.

Drafting Note: Universal life insurance policies may use designated amounts for different purposes. These include the
following: the base upon which interest credits are calculated; the amount subtracted from the poliey’s face value to determine
net amount at risk for calculation of mortality charges, and the amount paid upon surrender. These amounts may all be the
same or may be different. For purposes of this regulation, these amounts do not define policy value, although they may be
coincidentally equal to that amount as defined above.

Care should be taken not to place undue emphasis on the policy or “account” value. Very often the policy value is not directly
available to the policyowner. Instead, the policy value is an intermediate step used to determine benefits actually available to
the policyowner such as cash surrender values, net cash surrender values, death benefits, or maturity values. The benefits
actually provided the policyowner should be considered in establishing valuation and nonforfeiture standards.

JH. “Universal life insurance policy” means any-individual life insurance policy under—theprevisions—of-which-where
separately identified interest credits (other than in connection with dividend accumulations, premium deposit funds, or
other supplementary accounts) and mortality and expense charges are made to the policy. A universal life insurance policy
may provide for other credits and charges, such as charges for the cost of benefits provided by rider.

Drafting Note: This regulation is specifically designed for individual life insurance policies. It is not intended, however, to
prohibit the issuance of group universal life insurance policies. States are free to adopt whatever portions of this regulation
which are appropriate for group insurance and which are in accordance with state law,

Unlike the unitary nature of traditional whole life insurance, a distinguishing feature of universal life insurance is the
existence of an indeterminate policy value from which specified periodic charges are deducted and to which specified periodic
interest is credited at a rate not determined at issue. This indeterminate policy value feature with separately identified charges
and credits may or may not have a premium pattern predetermined by the insurer at issue. Valuation and nonforfeiture
treatment of these products varies depending upon the nature of the premium pattern. To distinguish these treatments, a
definitional distinction has been made between “flexible” and “fixed” premium policy forms.

Section 4, Scope

This regulation encompasses—applies to all individual universal life insurance policies except thesepeliciesdefired—under
Beetion-26-ofthe NAIGModel Varisble Life Insurance Regulation-variable universal life
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Section 5. Valuation
A. Requirements

The minimum valuation standard for universal life insurance policies shall be the Commisgioners Reserve Valuation
Method, as deseribed below for such policies, and the tables and interest rates specified below. The terminal reserve for the
basic policy and any benefits and/or riders for which premiums are not paid separately as of any policy anniversary shall
be equal to the net level premium reserves lesg (C) and less (D), where:

Reserves by the net level premium method shall be equal to ((A)-(B))r where (A), (B) and “r” are as defined below:

{A) is the present value of all future guaranteed benefits at the date of valuation.

(B) is the quantity PVFB Ayst

ax

where PVFB is the present value of all benefits guaranteed at issue assuming future guaranteed maturity premiums are
paid by the policyowner and taking into account all guarantees contained in the policy or declared by the insurer.

ay and ayx,4 are present values of an annuity of one per year payable on policy anniversaries beginning at ages x and x+t,

respectively, and continuing until the highest attained age at which a premium may be paid under the policy. The letter
“x” is defined as the issue age and the letter “t” is defined as the duration of the policy.

The guaranteed maturity premium for flexible premium universal life insurance policies shall be that level gross premium,
paid at issue and periodically thereafter over the period during which premiums are allowed to be paid, which will mature
the policy on the latest maturity date, if any, permitted under the policy (otherwise at the highest age in the valuation
mortality tzble), for an amount which is in accordance with the policy structure.! The guaranteed maturity premium is
calculated at issue based on all policy guarantees at issue (excluding guarantees linked to an external referent). The
guaranteed maturity premium for fixed premium universal life insurance policies shall be the premium defined in the
policy which at issue provides the minimum policy guarantees.?

The letter “r” is equal to one, unless the policy is a flexible premium policy and the policy value is less than the guaranteed
maturity fund, in which case “r” is the ratic of the policy value to the guaranteed maturity funcl.

The guaranteed maturity fund at any duration is that amount which, together with future guaranteed matuarity premiums,
will mature the policy based on all policy guarantees at issue.

(C) is the quantity ((a)-(b)}2x+t  where (a)-(b) is as described
ax

in [insert reference to Section 4 of the Standard Valuation Law] for the plan of insurance defined at issue by the
guaranteed maturity premiums and all guarantees contained in the policy or declared by the insurer.

ay+t and ax are defined in (B} above.

(D} is the sum of any additional quantities analogous to (C} which arise because of structural changes® in the policy,
with each such quantity being determined on a basis consistent with that of {C) using the maturity date in effect at
the time of the change.

The guaranteed maturity premium, the guaranteed maturity fund and (B} above shall be recalculated to reflect any
structural changes in the policy. This recalculation shall be done in a manner consistent with the deseriptions above.

Future guaranteed benefits are determined by (1) projecting the greater of the guaranteed maturity fund and the policy
value, taking into account future guaranteed maturity premiums, if any, and using all guarantees of interest, mortality,
expense deductions, etc., contained in the policy or declared by the insurer; and (2) taking inte account any benefits
guaranteed in the policy or by declaration which do not depend on the policy value.

All preseat values shall be determined using (i) an interest rate (or rates) specified by [insert reference to the Standard
Valuation Law] for policies issued in the same year; (ii) the mortality rates specified by the [insert reference to the
Standard Valuation Law] for policies issued in the same year or contained in such other table as may be approved by the
Commisgioner for this purpose; and (iii) any other tables needed to value supplementary benefits provided by a rider which
is being valued together with the policy.

Drafting Note: To the extent that the insurer declares guarantees more favorable than those in the policy (contractual
guarantees), such declared guarantees shall be applicable to the determination of future guaranteed benefits.

The mortality and interest bases for calculating present values are the minimum standards in the Standard Valuation Law.
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Ever since the adoption of the original Standard Valuation Law (SVL) in 1942, provision has been made for valuation
caleulations on the basis of substandard mortality. (See Section 4G of SVL). While this provision has been used infrequently in
the past, it is anticipated that substandard mortality will be more frequently utilized in universal life insurance, given its
flexible nature, to reflect the mortality classification assigned to the policy by the insurer.

In effecting structural changes, consistent methods are prescribed when calculating reserves. Several such methods are
possible, but perhaps the simplest such method would be that of maintaining proportionality between the Guaranteed Maturity
Fund and Guaranteed Maturity Premium values and the current face amount. In applying this method, Guaranteed Maturity
Fund and Guaranteed Maturity Premium values could be calculated per dollar of face amount and simply multiplied by the
new face amount. This would eliminate much of the complexity involved in other methods.

B. Alternative Minimum Reserves

If, in any policy year, the guaranteed maturity premium on any universal life insurance policy is less than the valuation
net premium for such policy, calculated by the valuation method actually used in calculating the reserve thereon but using
the minimum valuation standards of mortality and rate of interest, the minimum reserve required for such contract shall
be the greater of (1) or (2).

{1) The reserve calculated according to the method, the mortality table, and the rate of interest actually used.

{2) The reserve calculated according to the method actually used but using the minimum valuation standards of
mortality and rate of interest and replacing the valuation net premium by the Guaranteed Maturity Premium in each
policy year for which the valuation net premium exceeds the Guaranteed Maturity Premium.

For universal life insurance reserves on a net level premium basis, the valuation net premium is PVFB
a
X

and for reserves on a Commissioners Reserve Valuation Method, the valuation net premium is EVEB ., {a)-{b)
ax ax

Section 6. Nonforfeiture
A, Minimum Cash Surrender Values for Flexible Premium Universal Life Insurance Policies

Minimum cash surrender values for flexible premium universal life insurance policies shall be determined separately for
the basic policy and any benefits and riders for which premiums are paid separately. The following requirements pertain to
a basic policy and any benefits and riders for which premiums are not paid separately.

The minimum cash surrender value (before adjustment for indebtedness and dividend credits) available on a date as of
which interest is credited to the policy shall be equal to the accumulation to that date of the premiums paid minus the
accumulations to that date of (i) the benefit charges, (ii) the averaged administrative expense charges for the first policy
vear and any insurance-increase years, (iii) actual administrative expense charges for other years, {iv} initial and
additional acquisition expense charges not exceeding the initial or additional expense allowances, respectively, (v) any
service charges actually made {excluding charges for cash surrender or election of a paid-up nonforfeiture bernefit) and
(vi) any deductions made for partial withdrawals; all accumulations being at the actual rate or rates of interest at which
interest credits have been made unconditionally to the policy (or have been made conditionally, but for which the
conditions have since been met), and minus any unamortized unused initial and additional expense allowances.

Interest on the premiums and on all charges referred to in items (i)-(vi) above shall be accumulated from and to such dates
as are consistent with the manner in which interest is credited in determining the policy value.

The benefit charges shall include the charges made for mortality and any charges made for riders or supplementary
benefits for which premiums are not paid separately. If benefit charges are substantially level by duration and develop low
or no cash values, then the Commissioner shall have the right to require higher cash values unless the insurer provides
adequate justification that the cash values are appropriate in relation to the policy’s other characteristics.

The administrative expense charges shall include charges per premium payment, charges per dollar of premium paid,
periodic charges per thousand dollars of insurance, periodic per policy charges, and any other charges permitted by the
policy to he imposed without regard to the policyowner's request for services.

The averaged administrative expense charges for any year shall be those which would have been imposed in that year if
the charge rate or rates for each transaction or period within the year had been equal to the arithmetic average of the
corresponding charge rates which the policy states will be imposed in policy years two through 20 in determining the policy
value.

The initial acquisition expense charges shall be the excess of the expense charges, other than service charges, actually

made in the first policy year over the averaged administrative expense charges for that year. Additional acquisition
expense charges shall be the excess of the expense charges, other than service charges, actually made in an insurance-
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increase year over the averaged administrative expense charges for that year. An insurance-increase year shall be the year
beginning on the date of increase in the amount of insurance by policvowner request (or by the terms of the policy).

Service charges shall include charges permitted by the policy to be imposed as the result of a policyowner’s request for a
service by the insurer (such as the furnishing of future benefit illustrations) or of special transactions.

The initial expense allowance shall be the allowance provided by [insert reference to Section 5 or 5¢A of the Standard
Nonforfeiture Law for Life Insurance] for a fixed premium, fixed benefit endowment policy with a face amount equal to the
initial face amount of the flexible premium universal life insurance policy, with level premiums paid annually until the
highest attained age at which a premium may be paid under the flexible premium universal life insurance policy, and
maturing on the latest maturity date permitted under the policy, if any, otherwise at the highest age in the valuation
mortality table. The unused initial expense allowance shall be the excess, if any, of the initial expense allowance over the
initial acquisition expense charges as defined above.

If the amount of insurance is subsequently increased upon request of the policyowner (or by the terms of the policy), an
additional expense allowance and an unused additional expense allowance shall be determined on a basis consistent with
the above and with [Section 5¢E of the Standard Nonforfeiture Law for Life Insurancel, using the face amount and the
latest maturity date permitted at that time under the policy.

The unamortized unused initial expense allowance during the policy year beginning on the policy anniversary at age x+t
(where “x” is the same issue age) shall be the unused initial expense allowance multiplied by 2x+t where ay 4 and ay are

A

present values of an annuity of one per year payable on policy anniversaries beginning at ages x+t and x, respectively, and
continuing until the highest attained age at which a premium may be paid under the policy, both on the mortality and
interest bases guaranteed in the policy. An unamortized unused additional expense allowance shall be the unused
additional expense allowance multiplied by a similar ratio of annuities, with ay replaced by an annuity beginning on the
date as of which the additional expense allowance was determined.

Drafting Note: The drafters chose a whole life initial expense allowance for several reasons, Although highly flexible, universal
life insurance is generally considered a permanent life insurance plan. Most companies encourage a premium level which will
provide lifetime insurance protection. Every universal life insurance policy of which the drafters are aware has a “net level
premium” that could be computed which would guarantee permanent protection. As a result, it is expected that most universal
life insurance policies will be sold as permanent plans.

Traditional whole life insurance, which is accorded a permanent plan expense allowance by the Standard Nonforfeiture Law
(SNFL), is much more flexible than is often realized. Premiums may be stopped with term coverage resulting, policy loans can
result in “stop and go” premiums, or a vanishing premium arrangement can be effected, all without the permanent plan
expense allowance being affected. The SNFL does not require cash values for many forms of term insurance. All other
permanent plans develop an expense allowance greater than that for whole life insurance under the SNFL.

The alternative of busing the initial expense allowance on a policyowner's “planned premium” was considered but rejected as
artificial and subject to substantial manipulation by agents and/or insurers.

B. Minimum Cash Surrender Values for Fixed Premium Universal Life Insurance Policies

For fixed premium universal life insurance policies, the minimum cash surrender values shall be determined separately
for the basic policy and any benefits and riders for which premiums are paid separately. The following requirements
pertain to a basic policy and any benefits and riders for which premiums are not paid separately.

The minimum cash surrender value {before adjustment for indebtedness and dividend credits) available on a date as of
which interest is credited to the policy shall be equal to [(A)-(B)-(C)-(D)], where:

(A) is the present value of all future guaranteed benefits.

(B) is the present value of future adjusted premiums. The adjusted premiums are calculated as described in
[Sections 5 and 5-a or in paragraph (1) of Section 5-c], as applicable, of [the Standard Nonforfeiture Law for Life
Insurance, as amended in 1980]. If Section 5-c, paragraph (1) is applicable, the nonforfeiture net level premium is
equal to the quantity PVFB,

ax

where PVFB is the present value of all benefits guaranteed at issue assuming future premiums are paid by the
policyowner and all guarantees contained in the policy or declared by the insurer.

ay is the present value of an annuity of one per year payable on policy anniversaries beginning at age x and
continuing until the highest attained age at which a premium may be paid under the policy.
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(C} is the present value of any quantities analogous to the nonforfeiture net level premium which arise because of
guarantees declared by the insurer after the issue date of the policy. ag shall be replaced by an annuity beginning on

the date as of which the declaration became effective and payable until the end of the period covered by the
declaration.

(D) is the sum of any quantities analogous to {B) which arise because of structural changes® in the policy.

Future guaranteed benefits are determined by (1) projecting the policy value, taking into account future premiums, if any,
and using all guarantees of interest, mortality, expense deductions, etc., contained in the policy or declared by the insurer;
and (2) taking into account any benefits guaranteed in the policy or by declaration which do not depend on the policy value.

All present values shall be determined using (i) an interest rate (or rates) specified by [the Standard Nonforfeiture Law for
Life Insurance, as amended in 1980] for policies issued in the same year and (ii) the mortality rates specified by [the
Standard Nonforfeiture Law for Life Insurance, as amended in 1980] for policies issued in the same year or contained in
such other table as may be approved by the Commissioner for this purpose.

Drafting Note: The types of quantities included in Subsection C are increased current interest rate credits guaranteed for a
future period, decreased current mortality rate charges guaranteed for a future peried, or decreased current expense charges
guaranteed for a future peried.

C. Minimum Paid-Up Nonforfeiture Benefits

If a universal life insurance policy provides for the optional election of a paid-up nonforfeiture benefit, it shall be such that
its present value shall be at least equal to the cash surrender value provided for by the policy on the effective date of the
election. The present value shall be based on mortality and interest standards at least as favorable to the policyowner as
(1} in the case of a flexible preminm universal life insurance policy, the mortality and interest basis guaranteed in the
policy for determining the policy value, or {2) in the case of a fixed premium policy the mortality and interest standards
permitted for paid-up nonforfeiture benefits by [the Standard Nonforfeiture Law for Life Insurance, as amended in 1980].
In lieu of the paid-up nonforfeiture benefit, the insurer may substitute, upon proper request not later than sixty (60) days
after the due date of the premium in default, an actuarially equivalent alternative paid-up nonforfeiture benefit which
provides a greater amount or longer period of death benefits, or, if applicable, a greater amount or earlier payment of
endowment benefits.

Drafting Note: it is possible that policies will have secondary guarantees. Such guarantees should be taken inte consideration
when computing minimum paid-up nonforfeiture benefits.

To preserve equity between policies on a premium paying basis and on a paid-up basis, present values must comply with
Section 6A for flexible premium universal life insurance policies and with Section 6B for fixed premium policies,

Ever since the adoption of the original Standard Nonforfeiture Law (SNFL) in 1942, provision has been made for nonforfeiture
caleulations on the basis of substandard mortality. (See Sections 5, 5-a, and 5-¢ of SNFL.) While this provision has been used
infrequently in the past, it is anticipated that substandard mortality will be more frequently utilized in universal life insurance,
given its flexible nature, to reflect the mortality classification assigned to the policy by the insurer.

A charge may be made at the surrender of the policy provided that the result after the deduction of the charge is not less than
the minimum cash surrender value required by this section.

Section 7. Mandatory Policy Provisions
The policy shall provide the following:
A, Periodic Disclosure ta Policyowner

The policy shall provide that the policyowner will be sent, without charge, at least annually, a report which will serve to
keep such policyowner advised as to the status of the policy. The end of the current report period must be not more than
three months previous to the date of the mailing of the report. Specific requirements of this report are detailed in
Section 9.

Drafting Note: Fixed premium universal life insurance policies may be required to contain a table of cash surrender or
nonforfeiture values, by law. Such a table of values is of little use for a flexible premium policy, since the premiums cannot be
determined, and therefore, such table should not be required to be included in the policy. Periodic disclosure to the policyowner
is designed to fulfill the purpose of such a table of values, which, because of the nature of universal life insurance, cannot be
determined at issue for a flexible premium poliey.

B. Hustrative ReportasCurrent Illustrations

The peley-annual report shall provid
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+-notice that the policyholder may request an illustration of gurrent

and future benefits and values based on the insurer’s present illustrated scale.

C. Policy Guarantees
The policy shall provide guarantees of minimum interest credits and maximum mortality and expense charges. All values
and data shown in the policy shall be based on guarantees. No figures based on nonguarantees shall be included in the
policy.
Drafting Note: Minimum and maximum guarantees are in addition to any index guarantees. If “guaranteed” credits andfor
charges are also the “current” credits andfor charges, such amounts may be included in the policy if clearly labeled. The
maturity date is not considered a guarantee for purposes of this section.
D). Caleulation of Cash Surrender Values

The policy shall contain at least a general description of the calculation of cash surrender values including the following
information:

(1) The guaranteed maximum expense charges and loads,

(2} Any limitation on the crediting of additional interest. Interest credits shall nol remain conditional for a period
longer than 24 months.

(3) The guaranteed minimum rate or rates of interest.

(4} The guaranteed maximum mortality charges.

(5} Any other guaranteed charges.

(6) Any surrender or partial withdrawal charges.
E. Changes in Basic Coverage
If the policyowner has the right to change the basic coverage, any limitation on the amount or timing of such change shall
be stated in the policy. If the policyowner has the right to increase the basic coverage, the policy shall state whether a new
periad of contestability and/or suicide is applicable to the additional coverage.

F. Grace Period and Lapse

The policy shall provide for written notice to be sent to the policyowner’s last known address at least thirty (30) days prior
to termination of coverage.

A flexible premium policy shall provide for a grace period of at least thirty (30) days (or as required by state statute) after
lapse. Unless otherwise defined in the policy, lapse shall occur on that date on which the net cash surrender value first
equals zero.

Drafting Note: Fixed premium policies shall contain a provision providing for a standard grace period as required by state law.
G. Misstatement of Age or Sex
If there is a misstatement of age or sex in the policy, the amount of the death benefit shall be that which would be
purchased by the most recent mortality charge at the correct age or sex. The commissioner may approve other methods
which are deemed satisfactory.
H. Maturity Date
If a policy provides for a “maturity date,” “end date,” or similar date, then the policy shall alse contain a statement, in close
proximity to that date, that it is possible that coverage may not continue to the maturity date even if scheduled premiums

are paid in a timely manner, if such is the case.

Section 8. Disclosure Requirements

Life Insurance and Annuities Committee



890 NAIC Proceedings 1999 4th Quarter Vol. I1

Disclosure of information he policy being applied for shall follow the stan in {insert citation t ivalent of
the Life rations Model Regulatio
Section 9. Periodic Disclosure to Policyowner

A Requirements

The policy shall provide that the policyowner will be sent, without charge, at least annually, a report which will serve to
keep such policyowner advised of the status of the policy. The end of the current report period shall be not more than three

(3) months previous to the date of the mailing of the report.
B. The report shall include the following:
(1> The beginning and end of the current report pericd;

(2) The policy value at the end of the previous report period and at the end of the current report period;
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(3} The total amounts which have been credited or debited to the policy value during the current report period,
identifying each by type (e.g., interest, mortality, expense and riders);

{4) The current death benefit at the end of the current report period on each life covered by the policy;

(8) The net cash surrender value of the policy as of the end of the current report period;

(8} The amount of outstanding loans, if any, as of the end of the current report period;

(7) For fixed premium policies:

If, assuming guaranteed interest, mortality and expense loads and continued scheduled premium payments, the
policy’s net cash surrender value is such that it would not maintain insurance in force until the end of the next
reporting period, a notice to this effect shall be included in the report;

(8} For flexible premium policies:

If, assuming guaranteed interest, mortality and expense loads, the policy’s net cash surrender value will not maintain
insurance in force until the end of the next reporting period unless further premium payments are made, a notice to

this effect shall be included in the report,

ing Note: re the sam ndards as ired in the Life Insurance Hlustrations Model lation. A st
refer to that regulation instead of including the standards here.

Section 10.  Interest-Indexed Universal Life Insurance Policies
A.  Initial Filing Requirements
The following information shall be submitted in connection with any filing of interest-indexed universal life insurance
E;]i:i‘:f (“interest-indexed policies™. All such information received shall be treated confidentially to the extent permitted
(1} A description of how the interest credits are determined, including:
(a) A description of the index;
(b) The relationship between the value of the index and the actual interest rate to be credited;

(¢) The frequency and timing of determining the interest rate; and

(d) The allocation of interest credits, if more than one rate of interest applies to different portions of the policy
value;

(2} The insurer's investment policy, which includes a description of the following:
(a) How the insurer addressed the reinvestment risks;
(b) How the insurer plans to address the risk of capital loss on cash outflows;

(¢) How the insurer plans to address the risk that appropriate investments may not be available or not
available in sufficient quantities;

(d) How the insurer plans to address the risk that the indexed interest rate may fall below the minimum
contractual interest rate guaranteed in the policy;

(e} The amount and type of assets currently held for interest indexed policies;
() The amount and type of assets expected to be acquired in the future;

(3) If policies are linked to an index for a specified period less than to the maturity date of the policy, a description of
the method used {(or currently contemplated) to determine interest credits upon the expiration of such period.

(4) A description of any interest guarantee in addition to or in lieu of the index.
(5) A description of any maximum premium limitations and the conditions under which they apply.
B. Additional Filing Requirements

(1) Annually, every insurer shall submit a Statement of Actuarial Opinion by the insurer’s actuary similar fo the
example contained in Section 10C.
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(2) Annually, every insurer shall submit a description of the amount and type of assets currently held by the insurer
with respect to its interest-indexed policies.

(3) Prior to implementation, every domestic insurer shall submit a description of any material change in the
ingurer's investment strategy or method of determining the interest credits. A change is considered to he material if it
would affect the form or definition of the index (i.e., any change in the information supplied in Section A above) or if it
would significantly change the amount or type of assets held for interest-indexed policies.

Drafting Note: Interest-indexed products present unigue aspects which, due to the unknown future values of the index, are not
precisely addressed by current valuation laws. The drafters have considered and rejected approaches to valuation which would
require the setting of arbitrary reserves and/or the arbitrary dedication of specific amounts of surplus as being neither logical
nor workabte. In requiring the filing and evaluation of the above items, together with an annual actuarial opinion, the drafters
have attempted to preserve the basic principle of the valuation laws, which is to maintain the ability of the insurer to meet its
future contractual obligations.

It is assumed that the evaluation of the information provided in this Section together with the experience of insurers in writing
indexed forms will lead to a more scientific approach to valuation in the future.

The drafters believe that by focusing attention on cash flows and the quality and quantity of assets supporting indexed policy
liabilities, most of the risks associated with indexed products can be addressed by insurers and regulators in a manner which
will provide adequate protection to the public while permitting experimentation and diversity in minimizing the uncertainty
associated with the valuation of these products.

C. Statement of Actuarial Opinion for Interest-Indexed Universal Life Insurance Policies

1, , am for the XYZ Life
{(Name) (position or relationship to Insurer)

Insurance Company (The Insurer) in the state of

(State of Domicile of Insurer)

I am a member of the American Academy of Actuaries (or if not, state other qualifications to sign annual
statement actuarial opinions).

I have examined the interest-indexed universal life insurance policies of the Insurer in force as of December
31, 19XX, encompassing number of policies and $ of insurance in force.

I have considered the provisions of the policies. I have considered any reinsurance agreements pertaining to
such policies, the characteristics of the identified assets and the investment policy adopted by the Insurer as
they affect future insurance and investment cash flows under such policies and related assets. My
examination included such tests and calculations as I considered necessary to form an opinion concerning
the insurance and investment cash flows arising from the policies and related assets.

I relied on the investment policy of the Insurer and on projected investment cash flows as provided by
, Chief Investment Officer of the Insurer.?

The tests were conducted under various assumptions as to future interest rates, and particular attention
was given to those provisions and characteristics that might cause future insurance and investment cash
flows to vary with changes in the level of prevailing interest rates.

In my opinion, the anticipated insurance and investment cash flows referred to above make good and
sufficient provision for the contractual obligations of the Insurer under these insurance policies.

Signature of Actuary

Drafting Note: The American Academy of Actuaries has offered to prepare appropriate guidelines which will delineate the
various responsibilities of the actuary in signing the Statement of Actuarial Opinion included in this regulation. Upon
publication, these guidelines will become a part of the body of actuarial literature which describes Generally Accepted Actuarial
Principles and Practice.

If the actuary has not examined the underlying records, but has relied upon listings and summaries of policies in force, an
appropriate statement of such reliance should be included here.

Endnotes:
1. The maturity amount shall be the initial death benefit where the death benefit is level over the lifetime of the policy except

for the existence of a minimum-death-benefit corridor, or shall be the specified amount where the death benefit equals a
gpecified amount plus the policy value or cash surrender value except for the existence of 2 minimum-death-benefit corridor.
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2.  The Guaranteed Maturity Premium for both flexible and fixed premium policies shall be adjusted for death benefit
corridors provided by the policy. The Guaranteed Maturity Premium may be less than the premium necessary to pay all
charges. This can especially happen in the first year for policies with large first-year expense charges.

3. Structural changes are those changes which are separate from the automatic workings of the policy. Such changes usually
would be initiated by the policyholder and include changes in the guaranteed benefits, changes in latest maturity date, or
changes in allowable premium payment period. For valuations on or after January 1, 1987, for fixed premium universal life
policies with redetermination of all credits and charges no more frequently than annually, on policy anniversaries, structural
changes also include changes in guaranteed benefits, or in fixed premiumsg, unanticipated by the puaranteed maturity preminm
for such policies at the date of issue, even if such changes arise from automatic workings of the policy. The recomputation of (B}
above, for fixed premium universal life structural changes, shall exclude from PVFB, the present value of future guaranteed
benefits, those guaranteed benefits which are funded by the excess of the insurer’s declared guarantees of interest, mortality
and expenses, over the guarantees contained in the policy at the date of issue.

4. Because this product is still developing, it is recommended that benefit charges not be restricted and regulatory treatment
of cash values be limited to that contained in this section for several reasons. First, further restrictions would limit the
development of the product. Second, added restrictions would discourage insurers from reducing non-guaranteed current
benefit charges hecause such reductions could require reduced future henefit charges that could be financially unsound for the
insurer. Third, market pressures will encourage insurers to limit benefit charges.

5. See footnote 3.

6. If the actuary does not choose to rely on an investment officer for the projected investment cash flows, this statement
should be modified to show the extent of the actuary’s reliance.
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ATTACHMENT FOUR

Suitability Working Group
San Francisco, California
December 6, 1999

The Suitability Working Group of the Life Insurance and Annuities (A) Committee met in San Francisco, CA, on Dec. 6, 1999.
Paul DeAngelo (N.J) chaired the meeting. The following working group members were present: Lester Dunlap, Vice Chair (LA);
Mike Hessler for Robert Heisler (IL); Rosanne Mead (TA); Mariyn Burch (KS); Scott Borchert (MN); Cindy Amann (MO); Louis
Belo for Tom Jacks (NC); John Pouliot (OH); Frank Stone for Joan Williams (OK); Joel Ario (OR); Randy Rohrbaugh for Greg
Martino (PA), Rhonda Myron for Ted Becker (TX); and Tom Van Cooper (VT).

1. ider Comments on Advertisement of Life Insurance an nuities Model lati

Mr. DeAngelo said the working group received more comments on the draft of the Advertisement of Life Insurance and
Annuities Model Regulation. Don Walters (American Council of Life Insurance—ACLI) summarized his comments on
“branding” advertisements and said he views advertising that is designed to raise awareness of the company name as generic
and is concerned about its being covered under the regulation. Riva Kinstlick (Prudential) said that these generic advertise-
ments to do not refer to specific products and should not be subjected to the advertising rules. She said some states then subject
them to filing requirements and, for a national advertising campaign, a delay in approval by one state ean affect the entire
campaign. Mr. DeAngelo said this model has been around for a long time and there has not be an exception for these types of
advertisements. He pointed out several sections of the model that would apply to this type of advertisement and expressed
concern about exempting branding advertisements from Section 4B, 5Q, 58 and 5T{4). He said he is sympathetic to the
industry’s concerns about filing of advertising but the NAIC model regulation does not require filing. Mr. Ario said he agrees
with that analysis. In addition he said that the definition suggested by the ACLI is too vague and would be difficult to enforce.

Mr. DeAngelo offered instead to include a drafting note that would raise the consciousness of states that do have a filing
requirement for advertising. The drafting note could suggest that those states consider exempting this type of advertising from
their requirements, Mr, Ario said the Electronic Commerce and Regulation (EX) Working Group is considering saying in its
white paper that filing of advertising is probably not a good use of scarce resources. He asked how many states have a
requirement for the filing of advertising. Ms. Kinstlick responded that it depends on the product and she did not have a
definitive answer for that. She said that a drafting note would be helpful, but she was not sure it was sufficient. She said the
Unfair Trade Practices Act still covers these types of advertisements, even if the advertising rule does not, so the company
would have some limits.

Mr. VanCooper said that he did not think it was very constructive to have to argue about what would fit under an exemption for
a generic advertisement. He agreed with the idea of a drafting note but expressed coneerns that it not be worded too strongly.
Anda Olsen (ING) said this is an impoertant issue to companies, There is a fundamental shift in how companies want to present
themselves in advertising. Mr. VanCooper responded that the problem the industry is describing is a filing problem not a
problem with the NAIC's model. Kevin Hennosey (Spread the Risk) opined that branding advertisements on television are the
most misleading type of ads, and are simply designed to give a warm and fuzzy feeling about the company. Mr. DeAngelo asked
if any working group members were in favor of the amendment and no one responded. He asked if the working group members
were in favor of ingerting a drafting note. Ms. Mead suggested that the group should send a strong message about how the
regulators feel about filing of advertising. She said if the working group has a consensus, it should raise that issue. Mr.
VanCooper said he did not think it was relevant to include that issue in the model and suggested it would be better to write a
letter to the Electronic Commerce and Regulation Working Group. Ms. Olsen suggested wording for a drafting note, which was
accepted by the working group for inclusion in Section 9.

Mr. DeAngelo said the second issue to be resclved by the working group relates to use of financial planner designations.
Michael Herndon (Certified Financial Planner Board of Standards) said he agrees that a financial planner designation should
not imply that semeone is offering financial planning services if he or she is only selling insurance. He said his organization’s
eoncern is that a person with a properly obtained designation should not be precluded from using it on his stationary or
business cards. Jim Melntyre (International Association for Financial Planning) said he would like to see the group go a little
further. He expressed concern that three different models talk about financial planners and each chooses a different approach,
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He pointed out that the Unfair Trade Practices Act language is different from that in the advertising model and from that in
the Life Disclosure Model Regulation. He said there are ambiguities created by three different approaches. He suggested taking
out the provision in this maodel and relying on the Unfair Trade Practices Act. Mr. DeAngelo said the Life Disclosure Working
Group made amendments to the Life Disclosure Model Regulation to insert the same language Mr. Herndon asks the
Suitability Working Group to consider. He said the Unfair Trade Practices Act creates more of a problem because, in his
opinion, the drafting note undoes the provision. He suggested the Suitability Working Group use the same approach as the Life
Disclosure Working Group. Mr. Walters suggested incorporating the substance of the drafting note into the regulation and the
working group agreed with that approach.

Dennis Herchel (MassMutual} suggested adding a sentence at the end of Section 6A to clarify that, if an advertisement
identifies the issuing insurers, the ratings need not be stated. The working group agreed to that addition. Mr. Ario moved and
Mr. VanCooper seconded a motion to adopt the Advertisements of Life Insurance and Annuities Model Regulation {Attachment
Four-A), The motion passed.

2. Discuss Suitability White Paper

The working group reviewed the white paper {Attachment Four-B} and the comments that Mr. Walters submitted for the ACLI.
He suggested that the description of the state standards found in Section 1II were pejorative and argumentative and asked that
those three pages be deleted. Mr. Aric said that the white paper cannot demonstrate that current laws do not do the job
adequately without talking about them. Mr. DeAngelo responded that he found the examples very instructive. Ms. Mead said
that she did not intend to paint a dark picture about the industry, but opined that this section is needed to give instruction to
regulators. Mr. Ario said that the examples could be moved into an appendix, as was done in another white paper drafted at the
NAIC. Mr. Walters suggested describing the problems in a more generic fashion instead of giving specific examples from the
state files. Mr. VanCooper said the examples are a good way to show that suitability standards are a useful tool. Mr. Ario
suggested that the working group keep the examples but hear comments on specific phrasing that is pejorative. Mr. DeAngelo
said the working group could leave these examples and add an appendix with more, it could lift these examples and put them
into an appendix with others, or the paper could inelude no examples. The working group decided to leave the examples
currently in the draft white paper, but not to include further examples in an appendix.

Mr. Walters suggested that Section IV.D on National Association of Securities Dealers Suitability Requirements was not
applicable and should be deleted. Mr. DeAngelo responded that the working group should not just take the standards for
securities and apply them, but it is instructive. He also referred to a report issued by the New York Insurance Department and
said it was a good idea to reference that report in the conclusions. Interested parties also provided other suggestions for
wording changes. Mr. DeAngelo asked that all comments be submitted in writing for the working group to consider. He
committed to producing a revised draft by the end of January so that comments could be received by the third week in
February. He said the working group would hold a conference call at the end of February.

Mr. DeAngelo offered to draft the section of the white paper on conclusions and recommendations. He said he sensed from the
discussion that there is compelling evidence that the NAIC should develop a model with suitability standards for life insurance
and annuities. He asked if anyone felt that the group should reach a different conclusion. There was no disagreement with that
analysis.

3.  Adopt Minutes of Nov. 8, 1999, Conference Call

Mr. VanCooper moved and Mr. Hessler seconded a motion to adopt the minutes of the Nov. 8, 1999, conference call (Attachment
Four-C}, The motion passed.

Having no further business, the Suitability Working Group adjourned.
A ok ok sk

ATTACHMENT FOUR-A

Rules-Geovernimgthe-Advertisingements of Life Insurance and Annuities Model Regulation (#570)
Draft: December 6, 1999
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Section 1. Purpose

The purpose of these—rules—this regulation is to set forth minimum standards and guidelines to assure a full and truthful
disclosure to the public of all material and relevant information in the advertising of life insurance policies and annuity
contracts.

Section 2. Definitions

For the purpose of-these-rales this regulation:

A. (1} “Advertisement” means material designed to create public interest in life insurance or annuities or in an insurer,
or in an insurance producer; or to induce the public to purchase, increase, modify, reinstate, borrow on, surrender,
replace or retain a policy including:

Comment: See drafting note caveat immediately following the definition of “insurance producer” in this section,
(a) Printed and published material, audiovisual material and descriptive literature of an insurer or insurance

producer used in direct mail, newspapers, magazines, radio and television scripts, billbeards and similar
displays, and the Internet or any gther mass communication media.

(b) Descriptive literature and sales aids of all kinds, authored by the insurer, its insurance producers, or third
parties, issued, distributed or used by the insurer or insurance producer; including but not limited to circulars,
leaflets, booklets, web pages, depictions, illustrations and form letters;

(c) Material used for the recruitment, training and education of an insurer’s insurance producers which is
designed to be used or is used to induce the public to purchase, increase, modify, reinstate, borrow on, surrender,
replace or retain a policy;

{d) Prepared sales talks, presentations and materials for use by insurance producers.
(2) “Advertisement” for the purpose of theserdes-this regulation shall not include:

{a) Communications or materials used within an insurer’s own organization and not intended for dissemination
to the public;

() Communications with policyholders other than material urging policyholders to purchase, increase, modify,
reinstate or retain a policy;_and

{c) A general announcement from a group or blanket policyholder to eligible individuals on an employment or
membership list that a policy or program has been written or arranged; provided the announcement clearly
indicates that it is preliminary to the issuance of a booklet explaining the proposed coverage.

B. ‘Determinable policy elements” means elements that are derived from processes or methods that are guaranteed at
issue and not subject to company diseretion, but where the val or amounts cannot be determined until some point after
issue, These elements include the premiums, eredited interegt rates (including any bonus nefits, values, non-in t
based credits, charges or elements of formulas used to determine any of these. These elements mav be described as

ranteed not determined at issue. An elgment i nsider: eterminable if it was calculated from underlyin

determinable policy elements only, or frem both determingble and guaranteed policy elements.

C.  ®*Guaranteed policy elements” means the premiums, benefi alues, credits or charges under a policy, or elements of
formulas used to determine any of these that are guaranteed and determined at issue.

B-D “Insurance producer” means a

L s a i 24 = a ti § 39 a 'i"'i' ";- e 51D i aer e w0 'I_' ate —S'e'l'l-,
solieit—or-negotiate—insuraree—person required to be licensed under the laws of this stat sell, solicit or negotiate
nsurance.

Drafting Note: Each jurisdiction may wish to revise the definition of “insurance producer” to reference the definition in that
juri ’s licensing law. This definition from the NAIC Producer Licensin odel Act, which also defines the te “sell”

iction’s
“solicit,” and “negotiate,” should be ysed. This term and words related thereto should not be included in life advertising rides-or
regulations unless “insurance producer” also is statutorily defined and the definitions are identical.

G.E. “Insurer” means any individual, corporation, association, partnership, reciprocal exchange, inter-insurer, Lloyd’s,
fraternal benefit society, and any other legal entity which is defined ag an “insurer” in the ingsurance code of this state or
issues life insurance or annuities in this state and is engaged in the advertisement of a policy.

arteed

rates (including any bonus), benefits values,
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non-in based i es lements of formulas used rmine an of Ehat are s\ to compan
discretion and are not guaranteed at issue. An element is considere 3 ce
elements are used in its calculation.

E:G. “Policy” means any policy, plan, certificate, including a fraternal benefit certificate, contract, agreement, statement of
coverage, rider or endorsement which provides for life insurance or annuity benefits.

F.H, “Preneed funeral contract or prearrangement” means an arrangement by or for an individual before the individual’s
death relating to the purchase or provision of specific funeral or cemetery merchandise or services.

Section 3. Applicability

A. Theserules-This regulation shall apply to any life insurance or annuity advertisement intended for dissemination in
this state. In variable contracts where disclosure requiremen stablis ant to federal regulation, thi
latio 11 be inte as iminat: ict with federgl regulation.

B. All advertisements, regardless of by whom written, created, designed or presented, shall be the responsibility of the

insurer, as he pri r who cr r pres he advertisement, Every-ilnsurers shall establish and at all
times maintain a system of control over the content, form and method of dissemination of all advertisements of its policies.
As stem of contrul shal] mc]ude re 1a.1' an outme noti at leas a year, to agen rokers and h I
he nse 0 a v rtlsement hat 1sn0t furmshed b the insurer and that clearl Sets forth within the notlce the most
serious consequence of not obtaining the r rior val

Section 4. Form and Content of Advertisements

A. Advertisements shall be truthful and not misleading in fact or by implication. The form and content of an
advertisement of a policy shall be sufficiently complete and clear so as to avoid deception. Tt shall not have the capacity or
tendency to mislead or deceive. Whether an advertisement has the capacity or tendency to mislead or deceive shall be
determined by the Commissioner of Insurance from the overall impression that the advertisement may be reasonably
expected to create upon a person of average education or intelligence within the segment of the public to which it is
directed.

B. No advertisement shall use the terms “investment,” “investment plan,” “founder’s plan,” “charter plan,” “deposit,”
“expansion plan,” “profit,” “profits,” “profit sharing,” “interest plan,” “savings,” “savings plan,” “private pension plan,”
“retirement plan” or other similar terms in connection with a policy in a context or under such cirecumstances or conditions
as to have the capacity or tendency to mislead a purchaser or prospective purchaser of such policy to believe that he will
receive, or that it is possible that he will receive, something other than a policy or some benefit not available to other
persons of the same class and equal expectation of life.

Section 5. Disclosure Requirements

A. The information required to be disclosed by these-rules-this regulation shall not be minimized, rendered obscure, or
presented in an ambiguous fashion or intermingled with the text of the advertisement so as to be confusing or misleading.

B. MNo—An_advertisement shall not omit material information or use words, phrases, statements, references or
illustrations if sueh-the omission or sueh-use has the capacity, tendency or effect of misleading or deceiving purchasers or
prospective purchasers as to the nature or extent of any policy benefit payable, loss covered, premium payable, or state or
federal tax consequences. The fact that the policy offered is made available to a prospective insured for inspection prior to
consummation of the sale, or an offer is made to refund the premium if the purchaser is not satisfied or that the policy or

contract includes a “free look” period that satisfies or exceeds regulatorv requirements, does not remedy misleading
statements.

C. In the event an advertisement uses “non-medical,” “no medical examination required,” or similar terms where issue is
not guaranteed, terms shall be accompanied by a further disclosure of equal prominence and in juxtaposition thereto to the
effect that issuance of the policy may depend upon the answers to the health questions set forth in the application.

D. An advertisement shall not use as the name or title of a life insurance policy any phrase which-that does not include
the words “hfe insurance” unless accompamed by other language c]ear]y mdlcatmg it 1s life insurance. An advertlsement
as hs

accol d b other 1 e clearly in itis an a n annuit; sement sha]l not refer to an annult

as a CD annuity, or deceptively compare an annuity to a certificate of deposit

E. An advertisement shall prominently describe the type of policy advertised.

F. An advertisement of an insurance policy marketed by direct response techniques shall not state or imply that because
there is no insurance producer or commission involved there will be a cost saving to prospective purchasers unless sueh
that is the fact. No sweh-cost savings may be stated or implied without justification satisfactory to the commissioner prior
to use.
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. An advertisement for a life insurance policy containing graded or modified benefits shall prominently display any
limitation of benefits. If the premium is level and coverage decreases or increases with age or duration, that fact shall be
commonly disclosed. An advertisement of or for a life insurance policy under which the death benefit varies with the length
of time the policy has been in force shall accurately describe and clearly call attention to the amount of minimum death
benefit under the policy.

H. An advertisement for the types of policies described in Subsections F and G of this section shall not use the words
“Inexpensive,” “low cost,” or other phrase or words of similar import when the policies heing marketed are guaranteed
issue,

I.  Premiums
{1) An advertisement for a policy with non-level premiums shall prominently describe the premium changes.

{2) An advertisement in which the insurer describes a policy where it reserves the right to change the amount of the
premium during the policy term, but which does not prominently describe this feature, is deemed to be deceptive and
misleading and is prohibited.

{3) An advertisement shall not contain a statement or representation that premiums paid for a life insurance policy
can be withdrawn under the terms of the policy. Reference may be made to amounts paid into an advance premium
fund, which are intended to pay premiums at a future time, to the effect that they may be withdrawn under the
conditions of the prepayment agreement. Reference may also be made to withdrawal rights under any unconditional
premium refund offer.

{4) An advertisement whieh-that represents that a pure endowment benefit has a “profit” or “return” on the
premium paid, rather than as—a policy benefit for which a specified premium is paid is deemed to be deceptive and
misleading and is prohibited.

5) _An advertisement shall not represent in any way that premium payments wili no required for h r of
he policy in order to maintain the illustrated death benefits, unless that is the fact,

policy becomes paid up. to describe a plan using nonguaranteed elements to pay a portion of future premiums.

J.  Analogies hetween a life insurance policy’s or annuity contract’s cash values and savings accounts or other
investments and between premium payments and coniributions to savings accounts or other investments must-shall be

complete and accurate. An advertisement shall not emphasize the investment or tax features of a life insurance policy to
such a depree that the advertisement would mislead the purchaser lieve th licy is anything other than life

msurance.

K. An advertisement shall not state or imply in any way that interest charged on a policy loan or the reduction of death
benefits by the amount of outstanding policy loans is unfair, inequitable or in any manner an incorrect or improper
practice.

L. If nonforfeiture values are shown in any advertisement, the values must be shown either for the entire amount of the
basic life policy death benefit or for each $1,000 of initial death benefit.

M. The words “ free,” “no cost,” “without cost,” “no additional cost, “at no extra cost,” or words of similar import shall not
be used with respect to any benefit or service being made available with a policy unless true. If there i3 no charge to the
insured, then the identity of the payor muast-gshall be prominently disclosed. An advertisement may specify the charge for a
benefit or a service or may state that a charge is included in the premium or use other appropriate language.

N. No insurance producer may use terms such as “financial planner,” investment adviser,” “financial consultant,” or
“financial counseling” in such a way as to imply that he or she is generally engaged in an advisory business in which
compensation is unrelated to sales unless that actually is the case.This provision ig not intend recl rsons wh
hold some form of formal recognized financial planning or consultant designation from usin, is i ion when

are only selling insurance. This does not permit persons to charge an additional fee for services that are customarily

associated with the solicitation, negotiation or servicing of policies.
0. Nonguaranteed Beliey-Elements

(1) An advertisement shall not utilize or describe nonguaranteed peliey—elements in a manner whieh—that is
misleading or has the capacity or tendency to mislead.

(2) An advertisement shall not state or imply that the payment or amount of nonguaranteed peliey-elements is
guaranteed. Unless otherwise specified in [insert reference to the state law or regulation based on the NAIC Life
Insurance Ilustrations Model Regulation]. ¥if nonguaranteed peliey—elements are illustrated, they must—ghall be

based on the insurer’s current scale and the illustration must-shall contain a statement to the effect that they are not
to be construed as guarantees or estimates of amounts to be paid in the future.
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Drafting Note: A state that has n the Life Insurance Illustrations Model lation_should delete the phrase
referencing it.

3) Unl herwise specified in [insert referen ivalent to the NAIC Life Insurance Illustrations Model
Regulation]. Aan advertisement that includes any illustrations or statements containing or based upon nonguaranteed
elements shall set forth, with equal prominence comparable illustrations or statements containing or based upon the
guaranteed policy elements.

Drafting Note: A state that has not_adopted the Life Insurance THustrations Model Regulation should delete the phrase
referencing it,

4) An advertisement shall not use or describe determinabl licy elements in a manner that is misleading or has

the capacity or tenden islead.
(6) _Advertisement may deseribe determinable policy elements as guaranteed but not determinable at issue. Thig
cription should include an explanation of how these element, T nd their limitati if any.
Draftin, ; Par hs (4) and (5} above contain referen ently only applicable to equity index. nnuoi oducts
could apply beyond such pr Additional requirements with r hege products_can be found in the Annyit

Disclogure Model Regulation.

H{6) If an advertisement refers to any nenguaranteed policy element, it shall indicate that the insurer reserves
the right to change any such element at any time and for any reason. However, if an insurer has agreed to limit this
right in any way; such as, for example, if it has agreed to change these elements only at certain intervals or only if
there is a change in the insurer’s current or anticipated experience, the advertisement may indieate any such
limitation on the insurer’s right.

637 An advertisement shall not refer to dividends as “tax-free” or use words of similar import, unless the tax
treatment of dividends is fully explained and the nature of the dividend as a return of premium is indicated clearly.

8) An advertisement may not state or imply that illustrated dividends under either or both a icipati olicy or
ure endowment will be or ean be sufficient at any future time to assure without the future nt of premiums, th

receipt of benefits, such as a paid-up policy, unless the advertisement clearly and precisely explains the benefits or

cover: IOV at time and the conditions required for that to occur.

P. An advertisement shall not state that a purchaser of a policy will share in or receive a stated percentage or portion of
the earnings on the general account assets of the company.

Q. Testimonials, Appraisals, Analysis, or Endorsements by Third Parties

(1) Testimonials, appraisals or analysis used in advertisements must be genuine; represent the current opinion of
the author; be applicable to the policy advertised, if any; and be accurately reproduced with sufficient completeness to
avoid misleading or deceiving prospective insureds as to the nature or scope of the testimonial, appraisal, analysis or
endorsement. In using testimonials, appraisals or analysis; the insurer or insurance producer makes as its own all the
statements contained therein, and sueh-these statements are subject to all the provisions of—these—rules this
regulation.

(2) If the individual making a testimonial, appraisal, analysis or an endorsement has a financial interest in the
insurer or related entity as a stockholder, director, officer, employee or otherwise, or receives any benefit directly or
indirectly other than required union scale wages, sueh-that fact shall be prominently disclosed in the advertisement.

{3) An advertisement shall not state or imply that an insurer or a policy has been approved or endorsed by a group of
individuals, society, association or other organization unless such is the fact and unless any proprietary relationship
between an organization and the insurer is disclosed. If the entity making the endorsement or testimonial is owned,
controlled or managed by the insurer, or receives any payment or other consideration from the insurer for making an
endorsement or testimonial, that fact shall be diselosed in the advertisement.

4 n an endorsement refers to benefits received under a policy for cific claim, the c¢laim date, includin.

claim number. date of loss and other pertinent information shall be retained by the insurer for inspection for a period
of five (&) years after the discontinuance of its use or publication,

R. An advertisement shall not contain statistical information relating to any insurer or policy unless it accurately
reflects recent and relevant facts. The source of any statistics used in advertisement shall be identified.

5. Policies Sold to Students
(1) The envelope in which insurance solicitation material is contained may be addressed to the parents of students.
The address may not include any combination of words which imply that the correspondence is from a school, college,

university or other education or training institution nor may it imply that the institution has endorsed the material or
supplied the insurer with information about the student unless such is a correct and truthful statement.
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(2) All advertisements including, but not limited to, informational flyers used in the solicitation of insurance rrast
shall be identified clearly as coming from an insurer or insurance producer, if such is the case, and these entities must
ghall he clearly identified as such.

(3) The return address on the envelope may not imply that the soliciting insurer or insurance producer is affiliated
with a university, college, school or other educational or training institution, unless true.

Introductory, Initial or Special Offers and Enrollment Periods

(1) An advertisement of an individual policy or combination of policies shall not state or imply that the policy or
combination of policies is an introductory, initial or special offer, or that applicants will receive substantial
advantages not available at a later date, or that the offer is available only to a specified group of individuals, unless
that is the fact. An advertisement shall not describe an enrollment period as “special” or “limited” or use similar
words or phrases in describing it when the insurer uses successive enrollment periods as its usual method of
marketing its policies.

(2) An advertisement shall not state or imply that only a specific number of policies will be sold, or that a time is
fixed for the discontinuance of the sale of the particular policy advertised because of special advantages available in
the policy,

(3) An advertisement shall not offer a policy whieh-that utilizes a reduced initial premium rate in a manner whieh
that overemphasizes the availability and the amount of the reduced initiai premium. A reduced initial or first year
premium may not be described ag constituting free insurance for a peried of time. When insurer charges an initial
premium that differs in amount from the amount of the renewal premium payable on the same mode, all references to
the reduced initial premium shall be followed by an asterisk or other appropriate symbol whieh-that refers the reader
to that specific portion of the advertisement whieh-that contains the full rate schedule for the policy being advertised.

Drafting Note: Some states prohibit a reduced initial premium. This section does not imply that the—a states—whieh-that
prohibitg an initial premivm #re-is not in conformity with the NAIC rales model.

u.

(4) An enrollment period during which a particular insurance policy may be purchased on an individual basis shall
not be offered within this state unless there has been a lapse of not less than [insert number] months between the
close of the immediately preceding enrollment period for the same policy and the opening of the new enrollment
period. The advertisement shall specify the date by which the applicant must mail the application, which shall be not
less than ten {1() days and not more than forty (40) days from the date on which sueh-the enrollment period is
advertised for the first time. This rele-regulation applies to all advertising media—i.e., mail, newspapers, radio,
televigion, magazines and periodicals—by any one insurer or insurance producer. The phrase “any one insurer”
includes all the affiliated companies of a group of insurance companies under common management or control. This
rule-regulation does not apply to the use of a termination or cutoff date beyond which an individual application for a
guaranteed issue policy will not be accepted by an insurer in those instances where the application has been sent to
the applicant in response to his or her request. It is also inapplicable to solicitations of employees or members of a
particular group or association which-that otherwise would be eligible under specified provisions of the insurance code
for group, blanket or franchise insurance. In cases where insurance product is marketed on a direct mail basis to
prospective insurance by reason of some comumoen relationship with a spensoring organization, this raleregulation
shall be applied separately to each sponsoring crganization.

An advertisement of a particular policy shall not state or imply that prospective insureds shall be or become members

of a special class, group, or quasi-group and as such enjoy special rates, dividends or underwriting privileges, unless that is
the fact.

V.

An advertisement shall not make unfair or incomplete comparisons of policies, benefits, dividends or rates of other

insurers. An advertisement shall not disparage other insurers, insurance producers, policies, services or methods of
marketing.

Ww.

For individual deferred annuity products or deposit funds, the following shall apply:

(1) Any illustrations or statements containing or based upon nonguaranteed interest rates higherthan the
guaranteed-accumulation-interestrates—shall likewise set forth with equal prominence comparable illustrations or
statements containing or based upon the guaranteed accumulation interest rates. The highernonguaranteed interest
rate shall not be greater than those currently being credited by the company unless the higher nonguaranteed rates
have been publicly declared by the company with an effective date for new issues not more than three (3) months
subsequent to the date of declaration.

(2} If an advertisement states the net premium accumulation interest rate, whether guaranteed or not, it shall also
disclose in close proximity thereto and with equal prominence, the actual relationship between the gross and the net
premiums.

(3) If the contract dees not provide a cash surrender benefit prior to commencement of payment of annuity benefits,

an illustration or statement concerning such-the contract shall prominently state that cash surrender benefits are not
provided.

Life Insurance and Annuities Committee



906

NAIC Proceedings 1999 4th Quarter Vol. 11

4} An 111 stration ictions or ments con amm or based on determinabl li lements shall likewi

accordance Wlth current ag_t_)llcable state law relatwe to lllustratmg such values for hfe insurance policies and annuity
contracts.
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Y. An advertisement for the solicitation or sale of a preneed funeral contract or prearrangement as defined in Section 2F
aheve—whieh-that is funded or to be funded by a life insurance policy or annuity contract shall adequately disclose the
following:

(1) The fact that a life insurance policy or annuity contract is invelved-or-being used to fund a prearrangement as
defined in Section 2F-eftheserules; and

(2) The nature of the relationship among the soliciting agent or agents, the provider of the funeral or cemetery
merchandise services, the administrator and any other person.

Section 6. Identity of Insurer

A. The name of the insurer shall be clearly identified in all_advertisements about the ingurer or its products, and if any

specific individual policy is advertised it shall be identified either by form number or other appropriate deseription. If an
apphcatmn is a part of the advertlsement the name of the 1nsurer shall be shown on the apphcatlon However if an
a 1iffe X

insurers, the advermsement shall so state ehall 1ndlcabe if’ anullcable that not all nohcles or contracts on_which th_e

com0051te ig based may be ava1lable in al] stateﬁ, ggd §hall m: gle a zatmg of the lowest rated insurer and reference the

atmgs need not be stabed

B. An advertisement shall not use a trade name, an insurance group designation, name of the parent company of the
insurer, name of a particular division of the insurer, a_reinsurer of the insurer, service mark, slogan, symbol or other
device or reference without disclosing the name of the insurer, if the advertisement would have the capacity or tendency to
mislead or deceive as to the true identity of the insurer or create the impression that a company other than the insurer
would have any responsibility for the financial obligation under a policy.

C. An advertisement shall not use any combination of words, symhols or physical materials whieh-that by their content,
phraseology, shape, color or other characteristics are so similar to & combination of words, symbols or physical materials
used by a governmental program or agency or otherwise appear to be of such a nature that they tend to mislead
prospective insureds into believing that the solicitation is in some manner connected with sueh-a governmental program or
agency.

Section 7. Jurisdictionai Licensing and Status of Insurer

A. An advertisement sshiek-that is intended to be seen or heard beyond the limits of the jurisdiction in which the insurer
is licensed shall not imply licensing beyond those limitas.
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B.  An advertisement may state that an insurer or insurance producer is licensed in the-a particular state or states where
the-advertisement appears, provided it does not exaggerate that fact or suggest or imply that competing insurers ar
insurance producers may not be so licensed.

C. An advertisement shall not create the impression that the insurer, its financial condition or status, the payment of its
claims or the merits, desirability, or advisability of its policy forms or kinds of plans of insurance are recommended or
endorsed by any governmental entity. However, where a governmental entity has recommended or endorsed a policy form
or plan, that fact may be stated if the entity authorizes its recommendaticn or endorsement to be used in an
advertisement.

Section 8. Statements About the Insurer

An advertisement shall not contain statements, pictures or illustrations which-that are false or misleading, in fact or by
implication, with respect to the assets, liabilities, insurance in force, corporate structure, financial condition, age or relative
position of the insurer in the insurance business. An advertisement shall not contain a recommendation by any commercial
rating system unless it clearly defines the scope and extent of the recommendation including, but not limited to, the placement
of insurer’s rating in the hierarchy of the rating svstem cited.

Section 9. Enforcement Procedures

A. TEach insurer shall maintain at its home or principal office a complete file containing a specimen copy of every printed,
published or prepared advertisement of its individual policies and specimen copies of typical printed, published or
prepared advertisements of its blanket, franchise and group policies, hereafter disseminated in this state, with a notation
indicating the manner and extent of distribution and the form number of any policy advertised. The file shall be subject to
inspection by the department. All advertisements shall be malntamed in the file for a permd of ea-ﬂaer—fe&r-{*ﬁ ive [5) vears
after discontinuance of its use or publication, er ; :
insurer-whichever-is-the longer period-of time:

B. If the commissioner determines that an advertisement has the capacity or tendency to mislead or deceive the public,
the commissioner may require an insurer or insurance producer to submit all or any part of the advertising material for
review or approval prior to use.

C. Each insurer subject to the provisions of these-rules-this regulation shall file with the department-commigsioner with
its annual statement a certificate of compliance executed by an authorized officer of the insurer stating that to the best of
his or her knowledge, information and belief the advertisements which-that were disseminated by or on behalf of the
insurer in this state during the preceding statement year, or during the portion of the year when these rules were in effect,
complied or were made to comply in all respects with the provisions of these rules and the insurance laws of this state as
implemented and interpreted by these rules: this regulation.

Drafting Note: In furtherance of efficient ffective use of s regulatory resources the drafters recommen n
state requirements for r v1 w_and pre-a rov. 1 f' llfe 1nsurance and annuit; advertlse fullv examin n
reconsidered. In igned to create publi
interest in life insurance or annuities or in an insurer be exempt from such requirements.

Section 10.  Penalties

An insurer or its officer, directors, agenta—~producers} or employees that violate any of the provisions of this regulation, or
knowingly participate in or abet such violation, shall be subject to a fine up to $1000 for each violation and suspension or
revocation of its certificate of authority or license.

Section 11.  Conflict With Other Laws or Rules Regulations

It is not intended that these—rales—this regulation conflict with or supersede any rwles—regulations currently in force or
subsequently adopted in this state governing specific aspects of the sale or replacement of life insurance including, but not
limited to, laws or »wles-regulations dealing with life insurance cost comparison indices, deceptive practices in the sale of life

insurance, and-replacement of life insurance policies, illustration of life insurance policies, and annuity disclosure.
Consequently, no disclosure pur reuant to or required under amy—suweh—rules—those regulations shall be deemed to be an
advertisement within the meaning of these-rides this regulation.

Section 12.  Severability
If any section, term or provision of this rule-regulation shall be adjudged invalid for any reason, sweb-that judgment shall not

affect, impair or invalidate any other Ssection, term or provision of this rule regulation, and the remaining sections, terms and
provisions shall be and remain in full force and effect.

EEL LS
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ATTACHMENT FOUR-B

Suitahility of Sales of Life Insurance and Annuities White Paper
NAIC Suitability (A) Working Group
Draft: December 6, 1999

. TIntroduction
The creation of this white paper is the result of a charge assigned to the Life Insurance and Annuities (A} Committee as follows:

Draft a white paper discussing issues related to suitability of sales of life insurance and annuities. Make
recommendations as to the advisability of drafting a2 model law or regulation giving ingurers responsibility
to determine suitability of sales of life insurance and annuities.

The charge was precipitated, in large part, by concerns expressed by the members of two working groups, the Replacement
Issues Working Group and the Annuities Working Group.

During the development of the new Life Insurance and Annuities Replacement Model Regulation, members of the Replacement
Issues Working Group discussed the advisability of incorporating suitability standards for replacement transactions. After
censiderable discussion, it was agreed that the issues surrounding the development of suitability standards are so complex as to
merit separate consideration and that suitability concerns are not limited to replacement transactions. Members of the working
group decided to make a recommendation to the Life Insurance and Annuities (A) Commitiee, when its work on the new
replacement model was compieted, to form a working group to examine the subject of suitability in the sale of life insurance.

During approximately the same time period, the Annuities Working Group was considering various issues related to the sale of
annuities. In the first half of 1997, a survey of the states was condueted to identify annuity related concerns. Included in the
results was that 22 states had indicated that a model should be developed creating suitability requirements for annuity sales.
Like the Replacement Issues Working Group, members of the Annuities Working Group recognized the difficulties associated
with developing such suitability requirements. It, too, decided to recommend that the task be assigned by the parent committee
to a separate working group.

In an effort to fulfill the charge, this white paper will attempt to examine the issue of the creation and enforcement of
suitability standards. It will discuss the suitability requirements established by the Securities and Exchange Commission and
the National Association of Securities Dealers for the sale of registered products and the effectiveness of their enforcement of
those requirements, including applicable court decisions. Other sections of the white paper will summarize the standards
established to date by varicus states and their experiences enforcing those standards; the other NAIC models that provide a
measure of protection and disclosure to assist purchasers of life insurance and annuities fo assess the suitability of such
products for themselves; and the extent to which the industry has imposed upon itself requirements to sell products that are
appropriate to the need of its customers, In developing the information offered and conclusions reached in this white paper, the
working group has benefited from presentations by and input given by the National Association of Securities Dealers and
various industry representatives.

II. Survey Results

In 1997 the Annuities (A} Working Group surveyed the states on a variety of issues related to their laws on annuities. Forty-
four states responded to the survey. One of the questions was whether the states had in place standards for the suitability of
annuity purchases, Three states responded that they had standards in place. One said it had standards only for variable life.
Two said they intended to adopt a law or regulation. Seven states opined that they did not need a law in this area and 22 states
said a model law should be developed.

III. State Suitability Statutes and Standards

There are at least five states (Iowa, Kansas, Minnesota, Vermont and Wisconsin) that have a suitability standard for individual
life and annuity products, and in some cases, for additional products as well. For each of these states, the following cites the
relevant statute or rule, quotes the key operative language, identifies what products are covered, and highlights any fleshing
out of the term “suitability.” Also included is a brief discussion of five other states (Arkansas, New Mexico, Ohio, South Dakota
and Utah) that have more limited suitability standards.

A. States with Broad Suitability Standards

1. Jowa

Iowa has an administrative rule (§ 191-15.8) providing that “a producer shall not recommend” a product “without reascnable
grounds to believe that the transaction or recommendation is not unsuitable for the person.” The rule applies to “the purchase,
sale, or exchange of any life insurance policy, annuity, or any rider, endorsement, or amendment thereto.” The rule provides
some guidance on how to judge suitability, stating that it should be “based upon reasonable inquiry concerning the person’s
ingsurance objectives, financial situation and needs, age and other relevant information known by the producer.” Group products
are covered, and the rule specifies that the relevant person in such cases is the group policyowner.

Life Insurance and Annuities Committee



NAIC Proceedings 1999 4th Quarter Vol. II 909

A second rule (§ 191-15.11) provides an exception to a general prohibition on income discrimination when applying suitability
standards.

The lowa rule was adopted, with a February 1997 effective date, to respond to cases in which consumers complained about sales
that were not to their benefit, but could not prove misrepresentation or any other viclation of law in the sales process. The Iowa
Department decided that an additional enforcement tool was necessary and has found its suitability rule to be effective in cases
where transactions do not appear appropriate, but there is no particular evidence of misrepresentation and the paperwork on
file with the company would indicate that the transaction was done with the consumer’s consent.

The rule has been used both in resolving consumer complaints and in enforcement actions. Here are examples:

+  An 83-year-old woman, with a $12,000 annual income, was so0ld an annuity for $16,000 and life insurance with total
face arnounts of $17,000 and annual premiums of $3,900. The consumer, who was alleged to suffer from Alzheimer’s
disease, was left with current income insufficient to pay premiums and high surrender charges on withdrawals from her
annuity, After hearing, the sales were found unsuitable and a civil penalty was assessed against the agent.

* A 69-year-old consumer with a terminal illness was sold a replacement annuity that had to be held at least 2.5 years
to break even on the surrender charge. The two companies involved agreed to reinstate the original annuity and give a
refund on the new one. The agent stipulated to a civil penalty and two years of probation.

» A husband and wife in their fifties were convinced to surrender two life insurance policies in a 1035 exchange and
replace them with a new policy that had $16,000 in surrender charges on the first $25,000 in premium. The new palicy
also paid less interest and had other unfavorable features compared to original policies. The agent stipulated to a civil
penalty and two vears probation, and the company agreed to a new contract that made the couple whole.

Based on these cases, the lowa Department describes its suitability rule ag “an additicnal and valuable tool to use to assist
consumers in receiving fair treatment from insurers and insurance producers.” The Department alse points out that company
oversight alone is not sufficient to detect whether single policies are unsuitable given the potential for agents to sell policies
from multiple companies in order to avoid detection. This makes it important for a suitability standard to be applicable against
both companies and agents.

2. Kansas

Kansas has an administrative rule (§ 40-2-14) that prohibits “recommending to a prospective purchaser the purchase” of a
product “with reasonable grounds to believe that the recommendation is unsuitable for the applicant.” The rule applies to “the
purchase or replacement of any life insurance policy or annuity contract.” The rule provides limited guidance on how to judge
suitability, stating that it should be “on the basis of information furnished by this person, or otherwise obtained.”

One of the many tools at the disposal of the Kansas Insurance Department to curb deceptive practices in the sale of insurance
and annuity products is the suitability standard. It is contained in Kansas regulation § 40-2-14 (¢){5). Deemed as an unfair or
deceptive practice under the unfair trade practices act is any recommendation to purchase or replace a policy that an agent
believes is “unsuitable for the applicant based on information furnished by this person, or otherwise obtained.” This is one of
many prohibitions on the Kansas regulations including misrepresentation, false, deceptive or misleading statements and fraud.
These along with the suitability standard are what Kansas uses to judge the treatment of insurance consumers by agents and
companies.

3. Minnesota

Minnesota has a statute (§ 60K.14) providing that “an agent must have reasonable grounds for believing the recommendation”
to purchase a product “is suitable for the customer.” The statute applies to “any life, endowment, individual accident and
sickness, long-term care, annuity, life-endowment, or Medicare supplement insurance.”

The statute is more detailed on how to judge suitability, stating that the agent “must make reasonable inquiries to determine
suitability” and prescribing the following suitability standard: “the suitability of a recommended purchase of insurance will be
determined by reference to the totality of the particular customer’s circumstances, including, but not limited to, the customer’s
income, the customer’s need for insurance, and the values, benefits, and costs of the customer’s existing insurance program, if
any, when compared to the values, benefits, and costs of the recommended policy or policies.”

A second statute (§ 72A.20) estahlishes the same “reascnable grounds for believing that the recommendation is suitable”
standard on an insurer “either directly or through its agent.”

The Minnesota Department describes its suitability standard as “an important regulatory tool” and emphasizes that it should
not be used simply as a deterrent, but also to clarify guidelines and expectations for insurers and agents. The Department also
points out that the ongoing melding of the financial services industry, which is blurring the distinetions between the banking,
securities, and insurance industries, makes a suitability standard appropriate in the regulation of sales conduct whether the
product ig a stock, insurance poliey, or loan.

Minnesota has found its suitability standard to be especially helpful with Medicare supplement policies when the Department

had & number of problems with the unscrupulous sale of multiple policies to the elderly in the 1980s, as well as with
replacement policies, where the consumer may be giving up important benefits such as the two-year limit on contestahbility.
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Another example where a suitability standard encourages agents to scrutinize advantages and disadvantages involves the
comparison of surrender charges on the existing and new policies.

4.  Wisconsin

Wisconsin has an administrative rule (Ins. 2.16(6)) providing that “no insurer or intermediary may recommend to a prospective
buyer” the purchase of a product “without reasonable grounds to believe that the recommendation is not unsuitable to the
applicant.” The rule applies to “the purchase or replacement of any individual life insuranee policy or annuity contract”
(individual policies issued on a group basis are excluded).

The regulation provides the following guidance on judging suitability: “the insurer or intermediary shall make all necessary
inquiries under the circumstances to determine that the purchase of the insurance is not unsuitable for the prospective buyer.”

Wisconsin has found its suitability rule to be particularly helpful in resolving consumer complaints. The rule provides helpful
leverage when the Department is working with agents and companies to resolve cases where a sale arguably didn’t take proper
account of the consumer’s circumstances. The Department has not exercised its sanctioning authority against single acts of
unsuitable sales, but has penalized agents for the general business practice of engaging in unsuitable sales. The Department
has found its suitability standard to be more readily applicable to Medicare supplement and long-term care policies than life
and annuity products.

5. Vermont

Vermont has a statute (8 VSA § 4724) that defines as an unfair or deceptive practice “soliciting, selling or issuing an insurance
policy when the person soliciting, selling, or issuing the policy has reason to know or should have reason to know that it is
unsuitable for the person purchasing it.” The statute appears to apply to all insurance products, and does not provide any
guidance on how to judge suitability.

The inclusion of a suitability standard in Vermont’s Insurance Trade Practices Act is considered an important and useful
regulatory tool by Vermont regulators. The Vermont department has applied this standard in a variety of areas including
market conduct and consumer services. It has not been a controversial standard to apply, according te the department.

The Vermont Consumer Service section has received 68 complaints that related to misrepresentation by an agent in the sale of
life insurance products since Jan. 1, 1997, These types of complaints are generally difficult to resolve because of factual disputes
regarding statements that may have been made at the point of sale. Nonetheless, the section will analyze the transaction to
determine the needs of the applicant and whether the producer provided a policy that met those needs. In some cases, the
insurer hag reversed transactions as a result of determining that the producer did not provide the type of policy that the
applicant needed or wanted. The basis for evaluating the sale in these instances is the suitability provision in the Insurance
Trade Practices Act.

Examples include:

®  Complainants were sold a whole life policy that locked their money up for a long period of time. They were in their
sixties at the time that the policy was sold. Their purpose for the policy was to provide an income stream upon retirement,
The whole life product did not meet these needs and the department was able to reverse the transaction.

¢ A 68-year-old farmer was sold an annuity that would not begin to pay out until he was 88. His money would be tied up
with him only being allowed to withdraw a small portion of his funds until he reached the age of 88. He was looking for a
retirement income policy. This did not meet that need and the department was able to reverse the transaction.

In both of the above examples, the department was able to negotiate a resolution with the eompany as a result of imposing the
suitability provision of the Insurance Trade Practices Act. In both instances the company agreed to rescind the contracts and
refund all premiums paid with interest to the policyholders, The policyholders were then able to purchase the type of policy that
met their needs. Without utilizing this provision the insureds would have either been required to keep policies that was not in
their best interest, surrender the policies and suffer severe linancial penalties or go through the expense of beginning legal
procedures against the agents and companies regarding misrepresentation on the part of the agents. After exploring these
complaints with the companies, they agreed with the department’s analysis that the policies were not suitable.

B. ates wi e Suitability Standards
1. New Mexico

New Mexico has an administrative rule (13 NMAC 10.8.50) that requires an agent to “make reasonable efforts to determine the
appropriateness of a recommended purchase or replacement” of a Medicare supplement policy or certificate.

2. Ohio

A 1992 Ohio bulletin (92-1) relies on an unfair trade practices statute (3901.20) to require agents to “determine the status and
suitability of any and all products he or she markets.”
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3. South Dakota

South Dakota has a statute (§ 58-17-87) authorizing rules on the “suitability and appropriateness” of individual health
insurance policies, and a second statute {(§ 58-18B-35) authorizing rules on the “suitability and eligibility for coverage of
insureds” for stop loss, multiple employer trusts, and multiple employer welfare arrangements (MEWAs). One administrative
rule (§ 20:06:13) has been promulgated for Medicare supplement insurance that tracks the Minnesota statute in judging
suitability on the basis of the prospective insured’s financial condition, need for insurance, and existing insurance in
comparisoen to the recommended insurance.

4, Utah

Utah has a statute (§31A-23-303) that authorizes the commissioner to find certain products “inherently unsuitable.” This power
has not been exercised.

IV. SEC and NASD Suitability Standards and Enforcement Procedures
A.  Introduction

Although variable life and annuity contracts are issued by insurance companies and subject to state insurance regulation, they
also contain investment risks and are therefore required to be registered with the Securities and Exchange Commission (SEC).
Producers who sell variable life insurance and variable annuities are also regulated both by the state insurance laws and the
SEC. The producer must be licensed with the states in which he sells these products as well as affiliated with a member of the
National Association of Securities Dealers (NASD) and a registered securities representative with the NASD. Therefore, it
appears appropriate to review the requirements the SEC and the NASD have regarding the suitability of sales for securities,
which would include these variable products, to determine whether such standards should be considered for all life and annuity
products and to see if the existing rules for variable life and annuity products are sufficient to protect the buying public.

B. Background

The Securities Act of 1933 iz a federal law passed to promote truth in securities by requiring disclosure of material information
on a security to the investor and by establishing a means to prevent misrepresentation, deceit and other fraundulent activities in
the sale of securities. The primary means of accomplishing these goals under the law is through the requirement of registering
offers and sales of securities. When the law was first passed, the Federal Trade Commission was responsible for its
administration. Later, the Securities Exchange Act of 1934 created the Securities and Exchange Commission as an
independent, nonpartisan regulatory agency of the securities industry. The Commissicn is comprised of five members appointed
by the President for five-year terms. The staff of the Commission administers the federal securities laws and creates rules and
regulations necessary to protect investors.

The Exchange Act and subsequent amendments to it require registration with the SEC of:

. national securities exchanges

e  brokers and dealers who conduct interstate commerce (a broker is defined as one engaged in the business of effecting
transactions in securities for the account of others; a dealer is a person engaged in the business of buying and selling
gecurities for his own account)

. transfer agents

« clearing agents

s government and municipal brokers and dealers

. securities information processors

Each registered exchange is considered by the act to be a self-regulatory organization (SRQ). Under the requirements of the
law, the SRO must have rules and procedures in place for its members that assure fair and honest dealing with the investors.
Member broker-dealers are subject to disciplinary action including fines, suspension and expulsion by the SRO if they violate
these rules. The SEC must approve the rules and any amendments made to them. If an exchange disciplines a member, the
member has the right to appeal the decision to the SEC.

In 1938, an amendment to the Exchange Act, commonly referred to as the Maloney Act, allowed for the creation of a national
securities association to be registered with the SEC. Under Section 15A of the Act, the rules of such an association must be
designed to “prevent fraudulent and manipulative acts and practices, to promote just and equitable principles of trade...and in
general, to protect investors and the public interest...” Securities Exchange Act of 1934, Section 15A(b)6). Members of the
association who violate the rules are subject to disciplinary actions including but not limited to fines, censure, suspension,
expulsion or limitation of activities and functions. The National Association of Securities Dealers, Inc. (NASD) is the only
registered securiiies association. Its registration was approved in August of 1939,

C. Securities and Exchange Commission Suitability Rules and Enforcement

Although the SEC does not have a specific rule regarding suitability standards in the sales of securities, their Rule 10b-5 (17
C.F.R. Section 240.1005) states:

It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of
interstate commerce, or of the mails or of any facility of any naticnal securities exchange,
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a) toemploy any device, scheme, or artifice to defraud,

b) to make any untrue statement of a material fact or to omit to state a material fact necessary in
order to make the statements made, in light of the circumstances under which they were made, not
misleading, or

¢)] to engage in any act, practice, or course of business which operates or would operate as a fraud or
deceit upon any person, in connection with the purchage or sale of any security.

Part of the SEC’s responsibilities includes overseeing the self-regulatory organizations (SROs). Any registered representative
who contests a decision rendered by the SRO has the right to appeal it to the SEC. The SEC has upheld SRQ disciplinary action
where the broker/dealer has been found to recommend securities that are not suitable for the client. In on particular case, In the
Muatter of the Application of Stephen Thorlief Rangen for Review of Diseiplinary Action Taken by the New York Stock Exchange,
Ine., Rel. No. 38486, Admin. Proc. File No. 3-8994, April 8, 1997, a broker/agent was disciplined for recommending the purchase
of speculative securities on margin to three clients of limited financial means who had indicated they were looking for safe
investments with steady income. In upholding the New York Stock Exchange’s findings and sanctions, the Commission stated:

[Wle find that Rangen'’s recommendations to these customers were unsuitable and, therefore, inconsistent
with just and equitable principles of trade. Rejlek, Mr. and Mrs. Stapes, and F. Stapes were all seeking safe,
income-producing investments, and did not wish to speculate...Even if we were to accept Rangen’s view that
these clients wanted to speculate and were aware of the risks, & conclusion not supported on this record, the
Commission has held on many occasions that the test is not whether Mr. and Mrs. Stapes considered the
transactions in their account suitable, but whether Rangen “fulfilled the obligation he assumed when he
undertook to counsel [them], of making only such recommendations as would be consistent with [their]
finanecial situation and needs.”

In another case an agent was sanctioned by the NASD for making unsuitable recommendations. The agent appealed to the SEC
and argued that the customer had refused to supply complete information on financial holdings and he was thus forced to
estimate her net worth. The Commission held that the agent “had a duty to proceed with caution; to make recommendations
only on the basis of the concrete information that [the customer] did supply and not on the basis of guesswork as to the value of
other possible assets.” In re Application of Eugene J. Erdos, 47 S.E.C. 985, 988 (1983)emphasis original), affd. Federal
Securities Law Reports, 1 91,652 (9th Cir. 1984). The Commission stated that the test of whether the sales representative’s
conduct was proper was not whether the customer thought the transactions were suitable, but rather “whether {the agent]
fulfilled the obligation he assumed when he undertook to counsel [the customer], of making only such recommendations as
would be consistent with [her] financial situation and needs."” Id. at 989 (quoting Philips & Company, 37 S.E.C. 66, 70 (1956).

It is apparent the SEC places the burden on the broker/dealer to review the information provided by the client regarding
income, net worth and investment ohjectives to determine which securities are sunitable.

Because the SEC rules allow for gelf-regulatory organizations, an important role of the Commission staff is monitoring and
oversight of these organizations. The Division of Market Regulation completes inspections of the SROs, reviewing their market
surveillance and disciplinary programs and procedures for handling customer complaints as well as other financial and
operational procedures. The Division of Investment Management reviews registration statements and recommends rules. Part
of their job also involves issuing interpretive letters relating to variable annuity and variable life insurance products registered
with the SEC. The Office of Compliance Inspections and Examinations examines SROs to determine if they are acting in
accordance with securities laws. As a result of the rapid growth in the variable insurance products market, the office formed a
specialized insurance preduct examination team. The SEC’s 1997 Annual Report states this team examined 24 insurance
companies representing 20% of the insurance sponsors for variable insurance products. In 20 of these exams, deficiency notices
were issued.

D. NASD Suitability Requirements

The National Association of Securities Dealers, Inc. (NASD) is a self-regulatory organization with over 500,000 registered
securities representatives, 5,400 securities firms and 58,000 branch offices as members. In 1996, as part of a restructuring of
the organization, NASD Regulation, Inc. was established as an independent subsidiary of NASD responsible for regulating the
securities market. All securities professionals assoctated with a member firm must register with the NASD.

NASD Manual and Notices to Members Conduct Rules, Section 2310 addresses suitability requirements:
(a) In recommending to a customer the purchase, sale or exchange of any security, a member shall have reasonable
grounds for believing that the recommendation is suitable for such customer upon the basis of the facts, if any, disclosed by

such customer as to his other security holdings and as to his financial situation and needs.

In 1990 the rule was amended to add the following requirements for accounts opened and recommendations made after Jan. 1,
1991:

{b) Prior to the execution of a transaction recommended to a non-institutional customer, other than transactions with
customers where investments are limited to money market mutual funds, a member shall make reasonable efforts to
obtain information concerning:
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(1) the customer’s financial status;

(2) the customer’s tax status;

(3) the customer’s investment objectives; and

(4) such other information used or considered to be reasonable by such member or registered representative in
making recommendations to the customer.

The subject of suitability has been addressed in several notices to its members written by the NASD in the past few years, For
example, NASD Notice to Members 95-80 reminds members that “A starting point in a member's recommendation of a mutual
fund is to clearly define the investor’s chiectives and financial situation. The need for current income, liquidity, diversification,
and acceptable levels of risk are important considerations.”

The NASD has also expressed concern about the suitability of certain sales of variable life insurance products. NASD Notice to
Members 96-86 reminded members that Rule 2310 applies to the sale of these variable products since they are registered
securities. Members were advised a representative was recently fined $75,000 and disciplined by NASD Regulation because it
was determined based upon facts disclosed to him of financial situation, needs, and investment objectives, he did not have
reasonable grounds for recommending the sale of certain variable life insurance products to several customers. The notice listed
some factors regarding a recommendation to purchase variable products that could be considered under the suitability rules
including:

(i) a representation by the customer that his or her life insurance needs were already adequately met;

(ii) the customer’s express preference for an investment other than an insurance product;

(iii) the customer’s inability to fully appreciate how much of the purchase payment or premivm is allocated to cover
ingurance or other costs, and a customer’s ability to understand the complexity of variable products generally;

(iv) the customer’s willingness to invest a set amount on a yearly basis;

(v) the customer’s need for liquidity and short-term investment;

(vi) the customer’s immediate need for retirement income;

(vil) the customer’s investment sophistication and whether he or she is able to monitor the investment experience of the
separate account.

In May 1999, NASD Notice to Members 99-35 was issued, reminding members of their responsibilities regarding the sale of
variable annuities. The notice provided recommended guidelines for establishing procedures for the sale of variable annuities
that would assist in assuring compliance with both regulatory and legal requirements. Included in the guidelines were such
items as making reasonable efforts to obtain comprehensive information about the customer including age, income, risk
tolerance, tax status and investment ohjectives; discussing liquidity issues such as fees, penalty charges, taxes and
administrative charges; making sure the registered representative has a thorough knowledge of the recommended variable
annuity including the death benefits, tax treatment and subaccount choices; and providing whenever practical, a current
prospectus on the variable annuity to the customer. The notice alse cautions members that in most cases variable annuities are
not suitable for customers with short-term investment objectives, and that in some cases, thoge of advanced age may not be
suitable for a variable annuity.

The NASD views suitability requirements as part of the overall requirement of fair dealing with customers. NASD Conduct
Rule IM 2310.2 requires members and registered representatives to observe sales practices which are within the ethical
standards of the association and which deal fairly with the public. Replacement of existing securities primarily to generate new
commiggions, excessive trading and selling preduects beyond the customer’s financial ability to pay are all actions which would
be considered in violation of the Rules of Conduct.

E. NASD Enforcement Activity

The two major means NASD regulation uses to discover violations of suitability rules are field examinations and investigations
of complaints. Member firms are examined anywhere from once a year to once every four years, with sales practices a major
part of a routine exam. In addition, the association investigates individual complaints filed against member firms and
registered representatives. Diseiplinary action is primarily used to promote industry compliance with the Rules of Conduet,
rather than as a source of relief or recovery to the complainant.

Onece an investigation is complete, the staff must determine if formal disciplinary action is warranted. Cases where formal
action is recommended must be reviewed and authorized by the Office of Disciplinary Affairs. (Prior to Jan. 1, 1999, the Case
Autherization Unit and Office of Disciplinary Policy reviewed and commented on these cases. NASD Notice to Members 99-01
placed the functions performed by both these units into the Office of Disciplinary Affairs.) The Office of Disciplinary Affairs
reviews the “legal, policy and consistency issues presented by each case.” NASD Notice to Members 99-01 If formal action is
warranted, NASD issues a complaint and the respondent must respond or request an extension within twenty-five days.
Hearings are conducted through the Office of Hearing Officers with a decision rendered in writing by the assigned hearing
officer. Both the respondent and the Enforcement Department have the right to appeal the decision to the National
Adjudicatory Council (NAC).

To understand how the NASD interprets suitability guidelines, it would be helpful to look at findings from hearings, In the
Matter of District Business Conduct Committee for District No. 8 v. Miguel Angel Cruz was decided by the National Business
Conduct Committee of NASD Regulation, Inc. on Oct. 31, 1997. A major portion of the decision centered around an examination
of the evidence presented in the sale of variable life insurance produets to nine customers. In each case, the committee reviewed
the stated investment objectives and goals of the customers to determine whether the produet was suitable to meet these
objectives. In one case the customer told Cruz she wanted to invest money and she also needed more insurance. She was
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interested in products with tax-deferred features. While this customer was not happy with the performance of the product and
believed she was going to get less insurance and more investment for the premiums, there was no evidence that information
was not disclosed to her and the committee determined the variable life product was not unsuitable for her stated investment
goals. Another customer specifically told Cruz he has no interest in life insurance since he already had sufficient coverage. He
was looking for an investment vehicle to save money for his retirement. In this case, given the stated investment objectives, the
committee found the policy to be unsuitable. Each of the nine sales was reviewed in this manner and the representative was
fined, received a censure and was required to requalify as an investment company and variable contraets representative.

Although misrepresentation is a separate violation of the Rules of Conduect, it is not uncommon for a representative to
misrepresent a product that is not suitable for the stated investment objectives. In the Cruz case, when the customers indicated
their objectives were to invest money for short time periods and that they had no interest in insurance, Cruz represented the
variable life policy as primarily an investment product with incidental life insurance. He failed to disclose substantial penalty
charges for early surrender of the preduct. In reviewing the investment ohjectives and the true nature of the product, it is
apparent the customers would have concluded on their own that the product was unsuitable if all features were truly
represented.

F. Summary

The NASD and other self-regulatory organizations that are regulated by the SEC have specific rules that address the suitability
requirements for investments. Knowledge of the invester’s financial status, tax status and investment objectives are important
factors that must be considered prior t¢ recommending a product. Representatives are expected to make reasonable efforts to
obtain this knowledge and only make recommendations that are consistent with the investor's tax status, financial status,
investment objectives and other characteristics of the investor as expressed or apparent to the representative. The SEC
addresses suitability under its fraud and misrepresentation rules, Suitability concerns are seen as part of the overall
requirements of fair dealings expected of a representative. Registered firms and representatives who violate SRQ or SEC rules
are subject to disciplinary action including fines and suspensions of their registration and/or civil or criminal action.

V. Applicable Caselaw

This chapter provides an overview of how suitability standards have been applied by courts and regulatory bodies, generally in
relation to cases involving the suitability of securities transactions.

Most discussion by courts of what “suitability” means arises out of cases interpreting the NASD rle that commonly is called
the “know your customer” rule.

The suitability rule is just one part of the NASD Rules of Fair Practice. The NASD Rules of Fair Practice essentially are rules of
ethies. For example, the NASD Rules of Fair Practice also require NASD members to “observe high standards of commercial
honor and just and equitable principles of trade.” Article I1I Section 1 of NASD Rules of Fair Practice (NASD Manual).

The NASD Rules of Fair Practice are closely related to and often applied at the same time as federal securities laws.

Although the NASD suitability rule is ethically based and the federal securities laws are geared toward frandulent activity, one
court explained the close relationship between the federal laws and NASD rules as follows: “Analytically, an unsuitability claim
is a subset of the ordinary § 10(b) fraud claim in which a plaintiff must allege, inter alie, (1) material misstatements or
omissions, (2) indicating an intent to deceive or defraud, (3) in connection with the purchase or sale of a security.” Brown, et al.
v. E. F. Hutton Group, Inc., 991 F.2d 1020, 1031 (2d Cir. 1993)(citations omitted). The courts have required a plaintiff seeking
recovery on a private cause of action to demonstrate two things: “[Flirst, that the rule has been violated, and second, that it was
violated with scienter, that is, with intent to deceive, manipulate or defraud.” Ernest & Ernest v. Hochfelder, 425 1.8, 185, 96 S.
Ct. 1375, 471. Ed. 2d 668 (1976).

The elements necessary for a plaintiff to succeed in a Section 10(b) claim are well determined.

A plaintiff must prove: (1) that the securities purchased were unsuited to the buyer's needs; (2) that the
defendant knew or reasonably believed the securities were unsuited to the buyer’s needs; (3) that the
defendant recommended or purchased the unsuitable securities for the buyer anyway; (4) that, with
scienter, the defendant made material misrepresentations (or, owing a duty to the buyer, failed to disclose
material information) relating to the suitability of the securities; and (5) that the buyer justifiably relied to
its detriment on the defendant’s fraudulent conduct.

Brown, supra, at 1031, (citations omitted).

The “scienter,” or intent, element required to succeed in a Section 10(b) claim “may be inferred by finding that the defendant
knew or reasonably believed that the securities were unsuited to the investor’s needs, misrepresented or failed to disclose the
unsuitability of the securities, and proceeded to recomunend or purchase the securities anyway.” Id.

The Brown court set forth a list of relevant factors to consider when deciding whether liability should be imposed under rule
10¢b):

(1) The sophistication and expertise of plaintiff in financial and securities matters; (2) the existence of

longstanding business or personal relationships; (3) access to relevant information; (4) the existence of a
fiduciary relationship; (5) concealment of the fraud; (8) the opportunity to detect the fraud; (7} whether the
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plaintiff initiated the stock transaction or sought to expedite the transaction; and (8) the generality or
specificity of the misrepresentations.

Brown, at 1032. (citations omitted).

While these cases provide some guidance on court decisions interpreting suitability, the specific discussion of the fraud
elements required in a securities case may not be relevant in the insurance context. However, the discussion of Section 10(b)(5)
cases 18 included as the information specific to suitability may be instructive in the drafiing of a model law or regulation
regarding suitability.

Ag part of understanding the reasons the courts have interpreted “suitability” as they have, it is helpful to know the
background for the duties imposed upon persons selling securities.

A theory that is often discussed in securities sales practice cases is the “shingle” theory. The theory comes from a 1939
Commission administrative proceeding and, therefore, predates Section 10(b)5. Under the “shingle”™ theory, the act of “hanging
out a shingle” is an implied representation that a person will be fair with customers. 5C Litigation and Practice Under Rule
10h-5, § 211.03, 9-12 and 9-13 (1994),

Inherent in the relationship between a dealer and his customer is the vital representation that the customer
will be dealt with fairly and in accordance with the standards of the profession. It is [not] fair dealing...to
exploit trust and ignorance for profit far higher than might be realized from an informed customer.

Id. tquoting 6 SEC at 388-89 (footnote omitted)).

The courts have routinely held that a securities agent occupies a special status with a customer. “A securities dealer occupies a
special relationship to a buyer of securities in that by his position he implicitly represents he has an adequate basis for the
opinions he renders.” Hanly v. Securities & Exch. Comm’n, 415 F.2d 589, 596 (2d Cir.196%).

This special status imposes certain duties on securities dealers:

In summary, the standards by which the activities of each petitioner must be judged are strict. He cannot
recommend a security unless there is an adequate and reasonable basis for such recommendation. He must
disclose facts which he knows and those which are reasonably ascertainable. By his recommendation he
implies that a reasonable investigation has been made and that his recommendation rests on the
conclusions based on such investigation.

Hanly, supra, at 597,
One author has stated:

The theory on which any doctrine of suitability must rest...is that the customers tend to rely on their
broker-dealer. [T]he broker-dealer community has made the investing public aware that it has the special
skills needed to deal with such intricate merchandise as securities, and the public has been encouraged to —
and has - relied on the superior skill of the broker-dealer community in its securities transactions.

Mundheim, Professional Responsibilities of Broker-Dealers: The Suitability Doctrine, 1965 Duke L.J. 445, 450,

The purpose of the suitability rule is not to make a broker-dealer an insurer of favorable investment performance or to review a
broker-dealer’s investment judgment. Id. at 448. Imposing a suitability standard “shifts the responsibility for making
inappropriate investment decisions from the customer to the broker-dealer.” Id., at 449. “A suitability doctrine imposes a
responsibility on the broker-dealer to take the risk threshold of his customers into account when he recommends or sells
securities to them.” Id.

The term “suitability” has been defined in case law as follows:
«  “adapted, appropriate, apt, fit, proper” (40A Words and Phrases 189).

»  “[flor purposes of licensing requirements for insurance brokers, ‘suitability’ constitutes a combination of
rrustworthiness and competence.” (40A Words and Phrases at Supp. 95 (citing Deluty v. Commissioner of Insurance, 386
N.E.2d 730,732, 7 Mass. App. Ct. 88 {(1979)).

«  “ ‘Suitable’ is defined as appropriate and fitting.” (Id., at 96, citing Morgan v. Morgan, 366 N.Y.5.2d 977,981,81
Mise.2d 616 (1975)).

How does one determine whether a recommendation was suitable? An analysis often applied by the courts in sales practice
cases is whether a reasonable basis existed for the transaction. Under a reasonable basis rule, “[a] brokerage firm’s
recommendation to purchase or sell a security carries with it the implied representations that there is a reasonable basis for
the recommendation and that the security is suitable for the customer.” 5C Litigation and Practice Under Rule 10b-5, supra, at
Section 211.01, p.9-23.
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Under the “reasonable basis” rule, a broker-dealer has a burden and has certain duties. The burden has been stated as follows:
“The SEC rules on reasonable basis place a burden on the broker-dealer to disclose all relevant facts, to make a reasonable
investigation into the produet recommended and, il the agent lacks knowledge, to disclose the lack of knowledge and caution
customers as to the risk.” 5C Litigation & Practice, supra, § 211,01{al, 9-26. The duties have been defined as follows:

[tlhe law implies three separate duties under the reasonable basis rules: (1) to make a reasonable
investigation of the facts, which in turn mandates gathering and evaluating the facts in a reasonable
manner; (2} to disclose a lack of knowledge regarding the matter; and {3) to reveal known data which show
that a statement is wrong.

5C Litigation & Practice, supra, § 211.01[a], 9-55.

A reasonable basis is not always required. “[A] broker has no reasonable basis duties when a customer places an unsolicited
order.” 5C Litigation & Practice, supra, § 211.01[al, 9-35 (citing Pachter v. Merrill Lynch, Pierce, Fenner and Smith, Inc., 444 F.
Supp. 417, 421-22 (E.D.N.Y. 1978)).

But it is rare that a suitability requirement is not imposed, even with mitigating circumstances. For example, the Hanly court
stated that the suitability requirements must also be met when an investor has investment experience. “The fact that his
customers may be sophisticated and knowledgeable does not warrant a less stringent standard.” Hanly, supra, at 596 (citations
omitted)

The duties and burdens placed on the seller of securities seem high. The Hanly court also imposed a requirement that agents
must not accept at face value information provided by an issuer of a security. “A salesman may not rely blindly upon the issuer
for information concerning a company, although the degree of independent investigation which must be made by a securities
dealer will vary in each case.” Hanly, supra, at 597,

Several states have gone so far as to impose a fidueiary duty on stockbrokers.

o  Califernia: California imposes a fiduciary duty on stockbrokers and has rejected arguments that sophisticated
investors are owed a lesser standard. See Duffy v. Cavalier, 264 Cal. Rptr. 740 (1989} citing Twomey v. Mitchum Jones &
Templeton, Inc., 262 Cal. App. 2d 690 (1968).

+  Missouri: “Missouri courts have uniformly held or stated that a stockbroker owes a fiduciary duty to his eustomer.”
Vogel v. A.G. Edwards & Sons, Ine., 801 S.W.2d 746, 751 (Mo. App. 19%0).

e«  Michigan: Leib v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 461 F. Supp. 951 (E.I}, Mich. 1978).

Indeed, there are only a minimal number of duties imposed on the investor. For example, an investor does have an obligation to
learn about securities products, “An investor may not justifiably rely on a misrepresentation if, through minimal diligence, the
investor should have discovered the truth.” Brown, supra, at 1032 (citations omitted). The courts have also ruled the investor
cannot rely on a misrepresentation if, “through minimal diligence, the investor should have discovered the truth.” Royal
American Managers, Inc. v. IRC Holding Corp., 885 F.2d 1011, 1015-16, 24 Cir. (1989).

However, the suitability standard is not wholly unreasonable. It is important to note that the imposition of a suitability
standard is not a guarantee of future results. In evaluating whether a transaction was suitable it is improper to evaluate it in
light of current events, changes in the economy or a customer’s personal financial situation. A broker is required to simply
compare the customer with the security before making a recommendation. See 5C Litigation & Practice, supra, § 211.01[b}, 9-
63, 64. Suitable investments to meet an investor’s objectives do not guarantee positive financial growth. A broker may
recommend or purchase securities that are suitable, but for reasons beyond his control, do not yield positive results. The broker
is required not to knowingly make an untrue statement of material fact or knowingly fail to state a material fact that would be
relied on by the investor. Farlow v. Peat, Marwick, Mitchell & Co., 956 F.2d 982, 986 (10th Cir. 1992).

In fact, in the opinion of one author, the existence of the suitability requirement can also work to the broker-dealer’s advantage.
Moreover, insofar as it [the suitability doctrine] encourages the broker-dealer to discuss transactions with
his customers—particularly to point out the risks of an investment and relate those risks to the customer’s
ability to bear them—the suitability doctrine prepares a customer 1o accept some of the disappointments
which inevitably occur in connection with investments in securities.

Mundheim, supra, at 459,

Courts have found a sale of securities to be unsuitable when a broker failed to tell a customer the rating on the debentures scld
and the extent of the risk faced.

See, e.g., Clark v. John Lamula Investors, Inc., 583 F.2d 594, 598 (2d Cir. 1978). In the Clark case, the sale was found to be
unsuitable even though no untrue statements were made. The jury found that the salesman acted with intent to deceive when
he failed to inform the buyer of other investment opportunities and charged an excessive price. Id.

Although most cases dealing with the issue of suitability have been securities cases, at least one court imposed a suitability
standard on a sale of life insurance as early as 1958. On appeal the court upheld a verdict against the insurance agent and
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stated “any insurance agent who would sell a man with ... limited income and prospects an insurance program that involved
saddling him with a bank indebtedness of $125,000, an essentially term insurance type of protection, and dissipation of the
accumulated cash values of his old insurance, must have known that he was not acting honestly in making the sale.” Anderson
v. Knox, 297 F.2d 702, 727-28 (9" Cir. 1961} cert. denied, 370 U.S. 915 (1962).

In conclusion, this is not an exhaustive study of the concept of suitability as used in the securities industry. It is meant to serve
as an overview and a summary of the key concepts.

V1. Voluntary Suitability Standards

A, Insurance Marketplace Standards Association (IMSA)

“Over the past several years, negative publicity in the popular and financial press has thrown the industry’s market conduct
into the public spotlight. The cumulative effect of adverse publicity eould inflict long term damage to the life insurance market.
Indeed, the deteriorating public perception of the indusiry’s image has been vividly quantified in trend data generated through
ACLI attitudinal research. Left unchecked, the views elicited by the public surveys translate into direct economic consequences
affecting everyone in the life insurance business.” '

During the late 1980s and early 1990s incidents of industry sales abuses and questionable business practices frequently became
front-page news. More important than the potential loss of revenue that could result from these practices was the issue of the
loss of consumer trust. Of equal concern was what to do about it. Both the insurance industry and the state regulators had to
address this issue and had to find a way to correct it.

In response to this negative publicity received by the life insurance industry, and based upon the collective experience of several
states, it was recommended that the issue of company compliance be pursued at the national level via the NAIC. One approach
taken was a result of a multistate settlement in March of 1995. The five states involved formed a working group within the
Midwestern Zone to examine “industry compliance programs and the means by which regulators may encourage the industry in
self-monitoring.” One of the goals the working group hoped to accomplish was the establishment of a “process for regulators to
work with the industry to develop industry standards for self-monitoring for the adherence to regulatory standards and good
business practices.”

This working group developed the following charge: “the development of a maodel reciprocal compliance program law. The goal is
to capitalize on the industry desire to project a public image of honesty and trustworthiness by establishing a process for
regulators to work with the industry to develop industry standards for self-monitoring and discipline. The objective is to
strengthen and broaden insurance industry adherence to regulatory standards and good business practices in all states by
encouraging insurers to establish or strengthen compliance programs. The law will cover a number of product lines, including
but not limited to the following, specified disease, Medicare supplement, and long-term care. Measures may be included to
assist interstate cooperation and encourage effective company compliance programs.” The goal was to draft a Model
Compliance Program.

During the NAIC’s Spring National Meeting in March of 1996, an open forum was held where the insurance industry was
invited to make presentations to detail the current practices regarding compliance, as well as to present company proposals to
address the many concerns of the public, the regulators and the industry. Many company representatives attended this meeting
with comments ranging from no state involvement was needed, to no type of corporate compliance program was necessary, to
such a program would be too expensive, to its an oversight problem with the states, to leave us alone and let us solve cur
problems ourselves, Given the broad charge that the group started with, and the apparent lack of consensus at the time for the
ability to draft such a comprehensive program, at least from a mandated point of view, it was decided that the working group
would not pursue the issue of drafting a mandated program but would, instead, continue to monitor these issues through the
various established working groups. To date, committees such as the Replacement Issues Working Group, the Suitability
Working Group, the Life Disclosure Working Group, and various Market Conduct Examiners Handbook committees, have
continued and will continue to monitor this issue.

Also during this time period, the American Council of Life Insurance (ACLI) Task Force on Market Conduct, comprised of 16
life insurance company chief executive officers, was studying these issues and drafting its own recommendations. From this
task force came the “code of life insurance ethical market conduct” which contained six principles and a cede of conduet for each
principle. These principles became the foundation of IMSA—the Insurance Marketplace Standards Association.

The principles are as follows:

1. To conduct business according to high standards of honesty and fairness and to render that service to its customers
which, in the same circumstances, it would apply to or demand for itself.

2. To provide competent and customer-focused sales and service,

! Dan Lonkevich, “ACLI Conduct Code Nears Completion; Proposal Drops Compliance Certification,” BestWeek * L/H, Release
41, Oct. 9, 1995, 1.

* March 5, 1996, letter from Commissioner Glenn Pomeroy to interested parties

* Qct. 23, 1995, Working Group’s charge
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3. To engage in active and fair competition.
4. To provide advertising and sales materials that are clear as to purpose and honest and fair as to content.
5. To provide for fair and expeditious handling of customer complaints and disputes.

6. To maintain a system of supervision and review that is reasonably designed to achieve compliance with these
Principles of Ethical Market Conduct.

“The Insurance Marketplace Standards Association (IMSA) is a voluntary membership organization whose purpose is to
promote high ethical standards in the sale of individual life insurance and individual annuity products by its member
companies. Through its Principles and Code of Ethical Market Conduct, IMSA encourages its member companies to develop
and implement policies and procedures to promote sound market conduct practices. Companies must underge a rigorous self
and independent assessment of their practices to become a member of IMSA, IMSA membership must be renewed every three
years to reasonably assure continued compliance with IMSA’s Principles and Code. By promoting collective performance
improvement, the Program aims to strengthen consumer confidence in the life insurance industry. Membership in the
association means that a company has adopted IMSA’s Principles of Ethical Market Conduct and an accompanying Code of Life
Insurance Ethical Market Conduct. “The principles set out general standards of ethical behavior and the code specifies the
means for achieving the principles.”

The intent behind the six principles is that a company could use the principles as a guide to review ils own compliance with
each principle prior to undergoing a review by an independent third party assessment of that compliance, Upon demonstrating
compliance with these principles, a company then becomes a member of the IMSA. Membership in the association serves to
recognize the companies that have successfully completed the assessment program. A company is allowed to publicize its
membership in the association through its advertising and sales materials. Currently the IMSA standards address only the
advertising and sales practices for individual life and annuity products.

B. Other

VII. Current Consumer Protection Tools

A.  Standards for Informing and Educating Consumers

1998 NAIC Model Life Insurance and Annuities Replacement Model Regulation

In September of 1998 the NAIC adopted the Life Insurance and Annuities Replacement Model Regulation. This is a
comprehensive regulation that imposes significant new duties upon insurers and their agents. The NAIC developed this new
rule in response to concerns over past market conduct abuses in replacement sales. Forty-six (46) states had adopted the 1984
version of this model. I would anticipate that many of these same states will be revising their current regulation to comport
with the 1998 version.

NAIC Life Insurance Hlustrations Model Regulation

During 1996 and 1997 the NAIC Life Disclosure Working Group developed the Life Insurance Illustrations Model Regulation.
The goals of the regulation are to ensure that illustrations do not mislead purchasers of life insurance as well as to make life
illustrations more understandable. Thirty-three (33) states have adopted the model. The Working Group continues to develop a
model illugtration regulation for variable life products, with the goal of each being to provide consumers accurate and
comprehensive information prior to and during the ingurance sales process.

Model Advertising Rules

The NAIC adopted Model Rules Governing the Advertising of Life Insurance to address appropriate disclosures in the sale of
life insurance. The Model Rules set forth standards and guidelines to achieve full and truthful disclosure of all material and
relevant information in the advertising of life insurance and annuities. The Advertising Rules also prohibit the use of certain
words and/or phrases that may be considered misleading or deceptive, The requirement in the Model Rules that guaranteed
and non-guaranteed elements be fully explained and distinguished attempts to inform the consumer of important financial
features, The majority of states have adopted this rule, or one of similar design.

Life Insurance Disclosure Model Regulation

The NAIC’s Life Insurance Disclosure Model Regulation requires insurers to provide information to the consumer in order to
allow him/her to make an informed purchase of life insurance. The purpose of the Model Regulation is to require insurers to
deliver information in a timely manner so as to improve the buyer’s ability to select an appropriate plan of insurance for hisfher
needs. The Model Regulation also seeks to educate the buyer about the different features of a policy being considered and to
improve the buyer’s overall capability to evaluate different insurance policies. To date, 34 states have adopted this Model.

* Insurance Marketplace Standards Association, (visited Aug. 2, 1999). (www.imsaethics.org)
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Annuity Disclosure Model Regulation

At the 1998 Winter Meeting the NAIC's Life Insurance and Annuities (A) Committee adopted a Model Regulation for
Disclosures during the sale of Annuities. This new Model Regulation specifies the type of information that must be disclosed as
well as the method for deoing so. This Regulation will assist in inferming and educating the consumer about certain basic
features of annuity contracts. This Regulation focuses on the sale of annuities to vulnerable populations, however, it is
applicable to all annuity sales.

Buyer’s Guides

The NAIC Life Insurance Buyer’s Guide is included as Appendix A to the Life Insurance Disclosure Model Regulation. The
Buyer’s Guide provides information to the consumer to assist them in making an informed decision when purchasing an
insurance policy.

Unfair Trade Practices Act

The NAIC’s Model Unfair Trade Practices Act is designed to prevent deceptive and/or misleading practices during the sale of
insurance, The Model Act also provides an enforcement mechanism and a framework for regulatory action in this area. This Act
prohibits deceptive, dishonest, or unfair sales practices, as well as unfair methods of competition. To date, 47 states have
adopted some form of this Model.

NAIC’s Market Conduct Examiners Hondbook

During 1995 and 1996 the Handbook has undergene major revisions. During the course of this review numerous new models
were incorporated into the handbook to serve as a guide for states when developing their own state-specific handbook.

Long-Term Care Insurance Model Aet,

This Model Act specifies disclosure standards, renewability and eligibility terms and conditions, and other performance
requirements for this specifie line of business. This Act also requires the delivery of an outline of coverage during the initial
solicitation and again with the delivery of the policy.

Life Insurance and Annuities Replacement Model Regulation

The purpose of this regulation is to not only regulate the practices surrounding the replacement of an existing life insurance
policy, but also to protect the interests of the insured by establishing minimum standards of conduct that will: assure that
purchasers receive adequate information to allow them to make an informed decision; and, reduce the opportunity for
misrepresentation and incomplete disclosure. This regulation also requires companies to develop a method for determining the
suitability and appropriateness of the replacement.

VIII. Comparison of the Insurance and Securities Industries

In analyzing whether suitability standards should be applied to the marketing of non-registered insurance products, it has been
suggested that there are significant differences between the marketing of such products and the sale of securities. One
important difference is that with securities (which include registered insurance products) the investor’s principle is at risk
while with non-registered insurance products it is not. There are, however, other aspects of the marketing of these two financial
products that should also be examined before reaching any conclusions as to the appropriateness of suitability standards. Below
is an analysis of the various parties and elements involved in sales of registered securities and non-registered insurance
products including the products; the issuers; the sales representatives; and, finally, the customer.

A. The Products

Securities include stocks, bonds, variable life and annuity and mutual funds. Non-registered life insurance and annuity
products include traditional whale life and term life insurance, some of which pay dividends; interest sensitive life insurance;
fixed dollar annuities, both immediate and deferred, single and flexible premium; and, equity indexed life insurance and
annuity contracts.

As indicated previously, the most significant difference between registered and non-registered financial preducts is principle
risk. With registered products, an investor could experience a loss of principle. This is generally not true of non-registered
products, although there are instances where such “losses” could occur. For example, the surrender of a life insurance policy in
the early vears of the policy, particularly the first two years, would result in the loss of all or most of the premiums paid in an
amount far greater than the cost of insurance. Stmilarly, the surrender of an annuity contract, which often have seven years of
surrender charges and/or front end loads, can result in the loss of a considerable portion of the contributions made.

Notwithstanding that certain registered products have always included an element of life insurance protection, securities were
historically clearly distinguishable from non-registered life insurance policies. Beginning in the late *70s, the life insurance
industry introduced a new generation of life insurance preducts. This new generation of products have blurred the differences
that once were clear. Their investment component promised the potential of far greater returns in the form of excess interest
credits. The products were designed to appeal to a marketplace that had begun to eschew the traditional life insurance products
which offered modest equity development in favor of individual retirement accounts, money markets and mutual funds. The
promise of excess interest credits as an avenue to share in the high interest returns insurers were experiencing, coupled with
the annual resetting of the mortality costs, served to highlight the investment features and minimize the costs of insurance
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protection. As interest rates have declined and the stock market has flourished, equity indexed preducts have been introduced.
These products offer an opportunity to participate in the insurer’s returns on equity investments, again appealing to a
marketplace that is frequently turning to registered products rather than life insurance to fund its future financial security.
Equity indexed products provide purchasers the opportunity to participate in at least a portion of the insurers equity
investment returns by linking the growth of contributions to a particular stock market index.

B. The Issuers

Securities were traditionally not sold by life insurance companies. Insurers sold almost exclusively, traditional life insurance
products offering protection against financial loss due to premature death. Cash values available upon surrender and
nonforfeiture options triggered if the policies lapsed with value were included because insurers were required to do so. They
sold life insurance not investments.

Today many life insurers also sell mutual funds and variable life insurance policies and annuity contracts in addition to the
traditional life insurance and fixed dollar annuity products. These registered and non-registered products are available from a
single source. Similarly, banks and other financial institutions have begun to sell insurance preducts including non-registered
life insurance and annuity contracts. An individual that visits a local bank with the intention of purchasing a certificate of
deposit or opening an individual retirement account can find themselves referred to the insurance desk and offered a fixed
dollar or equity indexed annuity, It is also true that someone who contacts a broker to purchase a mutual fund, stock or other
security might be offered the same non-registered products.

C. The Sales Representatives

Like the products sold in vears past, investment brokers and advisers were distinet from the life insurance agent. The
investment brokers did not sell life insurance and the life insurance agent did not advise or broker stocks or other securities.
Today it is common for brokers to be licensed to sell life insurance and annuities,

Life insurance, once sold door to door, is now made available at the same locations as such other investment vehicles are
available, including investment houses and banks. And, as indicated previously, life insurance agents now bring registered
products in the forms of mutual funds, variable life insurance and variable annuity contracts to the same kitchen tables where
previously only traditional life insurance and fixed dollar annuities were sold.

While registration and licensure may be present, one might question whether these multi disciplined sales representatives
bring the same depth of expertise to the table that was ence available from the representatives that specialized in life insurance
or securities. Common to both the registered broker and the licensed insurance agent is the method of compensation. Both are
compensated through commissions, amounts that are contingent upon the sale of a product, usually a percentage of the cost and
not dependent upon the performance of what was recommended.

D. The Customer

Although life insurance was sold to people of every walk of life, rich and not so rich, educated and uneducated, sophisticated
and unsophisticated, securities were once reserved for the wealthy, educated and sophisticated. Others did not have the means
to invest and did not understand the complexities of the stock market. For these individuals, who did not have assets to protect
themselves and their dependents from financial loss or to leave upon their untimely death, life insurance provided “security.”
What meager additional funds they had available after paying weekly or menthly premiums were placed in safe investments
which were simple to understand such as bank accounts, certificates of deposit or government bonds.

Today, more people have the wherewithal to invest as is evidenced by the popularity of mutual funds. Such vehicles give even
the small investor the opportunity to experience the type of returns previously reserved for the large investor. The sellers of life
insurance no longer have a captive market and now must compete with the securities industry for investment dollars. To do so,
they have developed products that offer potential returns that can be compared with securities. In so doing, the products have
become more complex but are marketed to that same segment of customers that previously limited their purchases to the
traditional, uncomplicated life insurance products.

XI. Industry Viewpoint

X. Conclusions and Recommendations
A. Life Products
B

Annuity Contracts
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ATTACHMENT FOUR-C

Suitability Working Group
Conference Call
November 8, 1999

The Suitability Working Group of the Life Insurance and Annuities (A) Committee met by conference call on Nov. 8, 1999. Paul
DeAngelo (N\J) chaired the meeting. The following working group members participated: Lester Dunlap, Viee Chair (LA);
Rosanne Mead (IA); Dick Rose for Linda Ruthardt (MA); Scott Borchert (MN); Delora Schafer (OK); Joel Ario (OR); Ted Becker
(TX); and Tom Van Cooper (VT).

Mr. DeAngeto said the purpose of the conference call was to resolve remaining issues with regard to the Advertisements of Life
Insurance and Annuities Model Regulation. He said it was his hope to finalize the regulation so that it could be adopted by the
working group at the Winter National Meeting.

The first comment considered by the working group was a suggestion from the American Council of Life Insurance (ACLI) to
revise Section 2A(2). Don Walters (ACLI) said that, with the financial market changes resulting from the passage of the federal
financial services modernization legislation, the NAIC’s model regulation should reflect the reality of today’s marketplace. Mr.
DeAngelo said that regulators do not yet know what that marketplace will look like and expressed discomfort with changing the
model before regulators have any experience. He asked what parts of this rule would be a problem under the possible scenarios
created by financial services modernization. Mr. Walters responded that filing of advertising for “branding” communications
could create a problem. Mr. DeAngelo noted that the NAIC’s model does not require filing of advertising and asked if an
exclusion in the medel for advertisements that do not reference specific products was appropriate. Mr, Van Cooper said he could
foresee confusion about what is included or excluded and suggested that a state with a filing requirement should review to see
if branding advertisements should be included, Ron Panneton (National Association of Insurance Financial Advisers—NAIFA)
said his organization tries to raise awareness of the value of life insurance. It does not mention any particular company. He
opined that the model is not designed to cover that type of situation. Mr. DeAngelo confirmed that an organization not licensed
as an insurer is not covered by the regulation. Mr. DeAngelo suggested interested parties provide sample advertisements to the
working group that would be affected adversely by the new regulation language. Mr. Ario said the proposed language from the
ACLI is not clear. Mr. Van Cooper agreed that the interested parties should clearly identify what interference would be caused
by the language in the model regulation.

The ACLI suggested that Section 2F he replaced with the definition of nonguaranteed elements currently found in the NAIC
Annuity Disclosure Model Regulation, The working group agreed to that suggestion.

Mr, Dunlap expressed concern about the definition of preneed funeral contract or prearrangement. He said mest state
insurance departments do not regulate preneed funeral contracts. Carolyn Johnson (NAIC) said the only place the model uses
this definition is in Section 5Y, where regulation of life insurance policies used to fund preneed funeral contracts is discussed.
The working group agreed that was appropriate insurance regulation.

Another proposal in the ACLI letter was a suggestion that when a producer uses advertising that has not been approved by the
insurer, the insurer is not liable. Mr. DeAngelo said he was not in favor of the changes proposed to Section 3B. He said he did
not believe the model should absolve the insurer; the regulator should be free to take into consideration the circumstances of
the situation. In addition, the ACLI suggested changing the last two lines of Section 3B to say that the notice will state that
there are consequences of not obtaining the required approval. Mr. DeAngelo said he did net think that would be very effective.
He suggested telling the producer the most dire consequences that could occur, rather than the least. Simply saying there are
consequences is not effective. David Nelson (Northwestern Mutual) suggested that notices could be found not to be in
compliance in that case. If none of those failing to comply were terminated, the insurer would not be in compliance. Mr.
DeAngelo said he did not agree with that interpretation. He would ask the insurer what steps it did take.

Mr. DeAngelo reminded the working group that New Hampshire had raised a concern at the Fall National Meeting about
Section 5J. David Sky (NH) had suggested a parallel section referring to annuity contracts. Mr., DeAngelo suggested instead
adding reference to annuity contracts in Subsection J and the working group agreed to that approach.

The working group discussed Section 5N and the revisions made after the last comment period. The ACLI suggested adding a
drafiing note that sought to limit the application of that section. The working group members considered that appreach and
decided to return to the original language of Subsection N rather than the amended language proposed at the Fall National
Meeting.

The working group next considered a suggestion from the ACLI for amendments to Section 6A. The working group agreed to all
of the changes expect decided to delete the phrase “if appropriate.” Dennis Herschel (MassMutual) asked if this section meant
insurers were required to show the ratings. Mr. DeAngelo confirmed that, in a composite where companies are not identified,
the ratings must be shown, Mr. Herschel commented that the composite advertisements he had seen were pretty tight for
space. Mr. DeAngelo said that this is not required in other advertising because they identify the insurer so a person can look up
the company for himself. Here all the companies do not have to be identified, but the rating of the lowest insurer does need to
be stated. Mr. Nelson asked about the procedure when there are different ratings from different agencies. Mr. DeAngelo said
that if the company chooses to use the Best ratings, for example, than it will go by the lowest on that scale.

Having no further business, the Suitability Working Group adjourned.
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ATTACHMENT FIVE
2000 Charges

The mission of the Life Insurance and Annuities (A) Committee is to consider issues relating to life insurance and annuities,
review new life insurance products and establish priorities of the Life and Health Actuarial {Technical) Task Force.

1. Develop a handbook to assist regulators in interpretation of viatical settlement data submitted by companies to determine
reasonableness of payments by Winter National Meeting,

2. Develop an NAIC model covering life insurance sales by healthy individuals by the Winter National Meeting.

3. nsider appropriate regul respo to issues related to investments in wviatical and life settlements. Make
recommendations by t inter National Meeting.
4. Cunsnder isgues relat 1nsurabl inter st fr d the im n the tra 1 roie of 11f ingurance to ad

Ngtmnal Mgg t ng.

5. Complete drafting of a white paper discussing issues related to suitability of sales of life insurance and annuities.
Implement recommendation to develop a model law, or take other steps recommended, if necessary.

. tes that dopted or are activel rauin, ado ion of a re lacement re ]atlon based on the NAIC model. Re ort back

by March 2000 meeting.

omplete revisions to Advertisements of Life Insurance and Annuities Model Regulation by Spring National Meeting.

8.  8olicit opiniong from state regulators in regard to the equity indexed product checklist and update as required.

9. Review other NAIC model laws for potential conflicts with the Annuities Disclosure Model Regulation and revise as
Necessary.

10. Review Universal Life Model lation and revise as necessa

E bhsh 1 require i1 for 111 stration or ledger mf T tmn dlsclosed r made avallabl _consumers of

12. Continue revisions to the Life Disclosure Model lation to remove conflicts with the Life Insurance Illustrations Model
lation. Review and update entire model, Complete revi raft by Fall ional Meeti
1 ort and monitor work of Ith Law Policy Tnstitute and its research project on genetics and life insyrance

14. Oversee changes and provide technical assistance as appropriate for the production of the Market Share Reports for the
Tap 125 Life and Fraternal Insurance Groups and Companies by State. This is an on-going charge.
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ATTACHMENT SIX
Adopted by Plenary: December 6, 1999

Life Insurance and Annuities (A) Committee
Conference Call
October 27, 1999

The Life Insurance and Annuities (A) Committee met by conference call on Oct. 27, 1999. Commissioner Terri Vaughan (IA)
chaired the meeting. The following committee memberg participated: Greg Martino representing Diane Koken, Vice Chair (PA);
Marlyn Burch representing Kathleen Sebelius (KS); Lester Dunlap representing. James H. Brown (LA); Michael Batte
representing Don Letherer (NM}); and Dalora Schafer and Frank Stone representing Carroll Fisher (OK).

Life Insurance and Annuities Committee



NAIC Proceedings 1999 4th Quarter Vol. I1 923

1.  Consider Charge on Structured Settlements

Commissioner Vaughan said the committee began to respond to its charge to discuss structured settlements with a hearing at
the Summer National Meeting. At the end of that meeting, the committee decided to analyze state laws already in place and
asked staff to prepare a summary of those laws. Commissioner Vaughan said her awareness was raised by the useful
information at the hearing about the problems and appropriate protections for consumers. She also noted that the chart
prepared by NAIC staff provides good information on how states have addressed these issues. She asked whether the regulators
thought it would be useful at this time to develop an NAIC recommendation on this topic. She suggested it may be enough to
reflect in the minutes that the regulators have studied the issue and agree that legislation is appropriate to protect consumers.
The regulators have information about alternative approaches to address those concerns. The members of the Life Insurance
and Annuities {A) Committee agreed to that approach.

2. Consider Adoption of Equity Indexed Producis Checklist

Mr. Dunlap said the checklist created by the Equity Indexed Products Working Group (Attachment Six-A) is desigred to
provide information to contract analysts on appropriate items to review, He said it is important to keep this document relevant
and suggested that the Life Disclosure Working Group be assigned a charge to revisit the document from time to time.
Commissioner Vaughan asked if it was his intent to send this document out in its current form. Mr. Dunlap responded that the
working group would like to see it mailed out to state regulators but there were some concerns about the proper procedure for
this. Commissioner Vaughan remarked that the viatical advisory package was sent to states after it was adopted by the
Plenary. Mr. Batte told of receiving a recent e-mail asking for this information. He noted that the Life and Health Actuarial
Task Force sent a letter about guaranteed investment contract (GICs) with bailouts after it was adopted by the A Committee.
He suggested doing something similar in this instance.

Commissioner Vaughan asked if any of the regulators participating in the conference call had comments on the checklist. She
said the NAIC had earlier sent a letter to the Securities and Exchange Commission (SEC) saying that state regulators were
able to address issues on equity indexed products, and thus regulation by the SEC was not necessary. She asked regulators to
consider whether the items on the checklist give adequate guidance. She questioned particularly the issue of agent training.
She asked if the points under No. 8 were enough for regulators to feel confident that agents were receiving adequate training.
She asked if it would include information about how agents were trained and how long the training took. Mr. Batte said that
the Equity Indexed Products Working Group locked specifically at the agent training issue. The group was unable to reach
consensus on what kind of training to require. Some regulators thought a special examination on equity indexed products is
necessary while regulators on the other end of the continuum thought that no additional training is necessary. Commissioner
Vaughan said she was concerned that agents should know what they were doing when they sold these type of products and she
expressed the hope that the Life Disclosure Working Group would think more about this issue to decide if question No. 8 covers
this adequately.

Mr. Batte moved and Mr. Duntap seconded a motion to adopt the equity indexed product checklist and to transfer responsibility
for its maintenance to the Life Disclosure Working Group, and to disband the Equity Indexed Products Working Group. The
motion passed.

Commissioner Vaughan said there was one remaining issue; whether the send the checklist to state regulators now or wait
until final adoption by the Plenary. She noted that it was only slightly more than a month until the NAIC meeting and
suggested that the regulators wait until final approval by the Plenary in December before mailing a copy of this checklist to the
contract analysts. The members of the committee agreed with that approach.

Having no further business, the Life Insurance and Annuities (A) Committee adjourned,
EE 22 2SS
ATTACHMENT SIX-A
Equity Indexed Product Checklist

The purpose of this document is to give contract analysts some guidance on issues to consider during the review of equity
indexed products.

1. Does the advertising material discuss and give a clear description of all the key features?

2. Does the filing comply with the standards of Actuarial Guideline XXXV?
«  Hedging strategy
+  Reserving methodology
+«  Provide an opinion by company’s appointed actuary that investments to be made for these contracts are appropriate
considering the liabilities
¢ Actuarial certification may be desirable

3. Does the annual report to the policy owner fairly represent the contract terms?

4. Is the initial participation rate in the policy and minimum and maximum participation rates for future periods in the same
location?
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5. Is the index well established and published in a recognized journal?
6. Does the contract describe any right of the company to change the index?

7. Is a copy of any illustration material used with hypothetical increases and decreases in the index included for department
review?

8.  Does the company have a specific training program for agents for this type of product?
¢+  Department may want to request a statement that training is provided or ask for detail about the training or see
copies of the training materials.
+ Do the training materials discuss the types of indices and contract features?
» Do the training materials emphasize the volatile nature of equity indexed products?
+  Is the product so complex that the chance for misunderstanding is higher without adequate agent training?
9. Does the cover page say “Equity Indexed Product™?
10. Is an actuarial memorandum inctuded?
s  Does it describe the mechanics of the form?
¢ Does the form comply with the nonforfeiture law?
11. Has the product been approved by the home state of the insurer?
12. Does the company disclose any unusual or controversial provisions of this filing?
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