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Reference:
1979 Proc. Ip, 553
1979 Proc. H p. 468

J. Richard Barnes, Chairmarni-— Colorado . -
Richard 8. Baldwin, Acting, Vice-Chairman — Jowa

! ' AGENDA

1. Report of the Standard Nonforfeiture and Reserve Valuation Laws Task Force.
2, Report of the Life Insurance Cost Disclosure Task Force,

3. Report of the Task Force on Revision of Group Life Insurance Model Laws, '

4,  Report of the Task Force to Evalugte the NAIC Model Life Insurance Solicitation Regulation.

5. Group accident and sickness conversion privileges.
6. Change of earriers for group health insurance.

7. Integration of Social Security Benefits with LTD.
8. Workers comp. exclusion.

9. Any other-matters brought before the subcommittee.
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The Life Insurance (C3) Subcommittee met in the Sacramento Room of the Bonaventure
Hotel in Los Angeles, California, at 1:00 p.m. on December 3, 1979. All members wete
present or represented except Iowa, Guam and Maryland.

The chairman noted that items 5, 6, 7 and 8 on the agenda have been moved to the-
Accident and Health (C1) Subcommittee agenda for discussion on Wednesday at 9:00 a.m.,
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1. Life Insurance Cost Disclosure Task Force

Task Force Chalrperson, Erma Edwards of Nevada presented the report, a copy of which is
attached to this report. The report was received and adopted by the subcommittee.
{Attachment One)

2. Rémrt of the Task Force on Revision of Group Life Insurance Model Laws

The chairman reported it is still difficult to select a new chmrman for this task force. This
should be accomplished this week.

John Meyerholz of the American Council of Life Insurance pointed out that the last model
group law was adopted in 1956. Virtually all states have made major or minor amendments
since then resulting in almost no uniformity. He urged early completion of the task force
work, followed by adoption by the states,

3. Report of the Task Force to Evaluate the
NAIC Model Life Insurance Solicitation Regulation

In the absence of Commissioner Hemmings of Mlch1gan Bill Wadsworth reported that the
public hearings were held by the task force in Detroit on November 19 and 20. A full
transcript and summary should be available through NAIC Executive offlce in January. A
copy of the task force report is attached. (Attachment Two) .

John Montgomery reported for the task force (Attachment Four). It was moved, seconded
and unanimously passed that a recommendation be made to the parent committee that the
Central Office edit and compile the work accomplished over the past few years by the task
force. A great amount of valuable mformatlon has been accumulated.

Richard Barger, attorney, and Gregory J. Carney of Anchor National Life proposed certain
amendments to the task force report which would apply the changes only to policies
subsequently issued, and not retroactively. The subcommittees voted to take it under
advisement. (Attachment Three)

It was moved, scconded and passed that the task force report be adopted.

5. Other Matters

George Hardy, Leglslatwe Council of NW Mutual Life Insurance Company, presented the
status report on states’ adoption of changes in policy loan interest rate laws. A copy of the
summary is attached for reference (Attachment). It was moved, seconded and adopted that
recommendation be made to the parent committee that a study be made of the advisability
of the use of dynamic (or floating) interest rates of mortgage loans be considered.
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There being nothing further, the meeting adjourned at 2:40 p.m.

J. Richard Barnes, Chmn., Colorado; Richard S. Baldwin, Acting, V-Chmn., Iowa; Wm. H.
L. Woodyard IlI, Arkansas; James Montgomery III, Acting, District of Columbia; Ignacio
C. Borja, Guam; Edward J. Birrane, Jr., Maryland; Walter Weaver, Nebraska; Donald W.

~ Heath, Nevada; Lowell L. Knutson, South Dakota; Durwood Manford, Texas; Susan
Mitchell, Wisconsin.

(ATTACHMENT ONE}
{C3) Cost Disclosure Task Force

Los Angeles, California
December 2, 1979

‘The Life Insurance (C3) Cost Disclosure Task Force met on September 25, 1979 at the Detroit Plaza Hotel in Michigan and
on December 2, 1979 at the Bonaventure Hotel in Los Angeles.

Written status reports were received from Thomas Kelly, Chairman of the Advisory Committee on Manipulation; Charles
Greeley, Chairman of the Advisory Committee on Monitoring the impact NAIC model life soficitation regulation, and

Helen Noniewicz, Chairman of the Advisory Committee on Policy Lapsation. The written reports are attached to the
task force repon .

The Advisory Committee Report on Manipulation is confined to the discussion of manipulation in connection with the use
of cost indices in the sale of new policies. Manpulation is said to be present if a policy’s progression of premiums, dividends
and benefits makes the policy appear unrealistically attractive in competition and such progression is determined to have

no acceptable rationale. A final report on this assignment is expected to be submitted to the task force at the June 1980
meeting.

| - The advisory committee requested further guidance from the task force on the scope of its future work that could cover
i breader areas.

f

studies currently being worked on by the committee. The studies include: The Degree of Company Compliance, the

Impaet on Company, the-Impact on Agents, and the Impact on Consumers. A questionnaire concerning the impact of the
; reguiation on the companies has been prepared and is being pre-tested through mailings to 17 companies. The i
o questionnaire will be sent to a larger group of companies after the pretext results have been analyzed by the committee, g

_The committee anticpates the preliminary report based on the results of the completed projects to be submitted to the task
force in 1980.

i
ii The advisory committee on monitoring the impact of the NAIC Model Life Solicitation Regulation reported on the four
‘1

The advisory committee on policy lapsation has prepared two different questionnaires for testing the lapsation disclosure
system.-One questionnaire concerns company informational items. The second questionnaire contains reporting forms for

the test data. The two questionnaires have been distributed to 1,100 companies, A report on the results of the testing will
be submitted to the task force in 1980.

The dividend philosophy report was given by Thomas Kelly in the absence of John Harding, chairman of the committee,
The committee plans to meet early in January and is currently working on the development of a format and language for
the actuary’s disclosure of his company’s dividend practices. The commitiee is expected to consider disclosure on the
annual statement and separate disclosure in relation to dividend #lustrations. The written report is atrached to this report.
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William Snell, Chairman of the Wisconsin Special Task Force to Study Rate of Return, reported on the progress of his
commiteee. Mr. Snell said their report will deal with three proposed uses of Linton Yield, or rate of return. The uses are to
compare similar plans, compare dissimilar plans, compare Whole Life with Buy Term and Invest the Difference. The
completed report should be ready by March 1980, Mr. Snell’s report is attached. '

John Booth of the American Counsel of Life Insurance requested to amend the NAIC Model Annuity and Deposit Fund
Reguletion to clarify certain exemptions relating to variable annuity contracts. Mr. Booth suggested the following changes
in the language of the model regulation. (Underlining indicates additions and bracketing indicates deletions.) (As adopted
December 1979.) .

Sec. 3 SCOPE
. A,
B. This regulation shall apply to:
1. Individual deferred annuities and proup annuities other than contracts exempted by Section 3(C)

below. {(a) variable annuities; (b} investment annuities; and (c) contracts registered with the Federal
Securities and Exchange Commission.]

2.
C. This regulation shall not apply to:

1, Individual deferred anmuity contracts and group snnuity contracts which are: (a) variable annuities;
(b) investment annuities, (¢} contracts registered with the Federal Securities and Exchange
Commission; and (d)} conwracts which have varisble annuity features available et the option of the
contract owner.

(Renumber Sections 1 through 6 and Sections 2 through 7.)
The task force voted to accept this proposal.

In closed session, the task force voted to instruct the Manipulation Advisory Committee to limir its initial activities to the
detection and prevention of manipulation in new sales as opposed to ongoing disclosure for in-force policies. The task force
also voted to request the special Wisconsin Task Force to provide 2 statement dealing with the advantages and
disadvantages of the rate of return disclosure in replacement situations,

A model regulation on partial-endowment-type {“Deposit-Term-Type"”) insurance policies was discussed during the closed
session. The task force voted to submit the regulation as an exposure draft with this report. The task force will cansider all
responses to the exposure draft at their next meeting and hope to propose a final regulation at the June 1980 meeting.

The meeting.adjourned at approximately 5:30 p.m. on December 2, 1979,

Erma Edwards, Cheirperson, Nevada; William H. L. Woodyard, Arkansas; J. Richard Barnes, Colorado; Larry Gorski,
Ilinois; Richard A, Hemmings, Michigan; Thomas Kelly, New York,

o0 i‘l LR
To: Life Insurance (C3) Cost Disclosure Task Force
From:  Advisory Committee on Manipulation
Date: . November 28, 1979
Re: Interim Report
Owing to time constraints, this intetim report of the Advisory Committee on Manipulation has not been reviewed and
approved by all the members of the advisory committee. However it is felt appropriate to make this interim report vo the

(C3) Cost Disclosure Task Force inasmuch as this report reaches no final conclusions and inasmuch as dissents to this
report can be filed at 2 later date by any Advisory Committee members who want to do so.
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The current membership of the advisory committee is as follows:

Mr. Thomas J. Kelly, Chzirman : Mr. Paul J. Overberg
Chief Life Actuary Senior Vice President & Chief Actuary
; State of New York Alistate Life Insurance Company
) Insurance Department : Alistate Plaze
Two World Trade Center Northbrook, IL. 60062
New York, NY 10047
) Mr. C, Norman Peacor
Professor Joseph Belth Executive Vice President and Chief Actuary
Professor of Insurance - Massachusetts Mutual Life Insurance Company
Indiana University ' , 1295 State Street ;
School of Business Building Springfield, MA 01111 j
Graduate School of Business !
Bloomington, IN 47405 . Dr. Brenda Roberts I
Firemans Fund Life Insurance Company

Mr. Kenneth J. Clark 1600 Los Gamos :
Vice President & Chief Ordinary Actuaty San Rafael, CA 94911 : i
Lincoln Nationa! Life Insurance Company f
1300 South Clinton Street Professor William C. Scheel

) Fort Wayne, IN 46801 Associate Professor of Finance and Insurance

_ School of Buisness Administration
Mr. Thomas F. Eason University of Connecticut
Vice President & Actuasy Storrs, CT 06268
Security Mutual Life Insurance Company
P. 0. Box 82248 Professor Harold Skipper, Jr.
Lincoln, NB 68501 Associate Professor of Insurance
Georgia State University

Mr. Walter N. Miller University Plaza
Senior Vice President and Actuary Atlanta, GA 30303
New York Life Insurance Company .
51 Madison Avenue Mr. Julius Vogel

} New York, NY 10010 Senior Vice President & Chief Actuary

: Prudential Insurance Company

. Mr. E. J. Moorhead, F.S.A, Prudential Plaza

i 2594 Woodberry Drive ) Newark, N] 07101

H Winston-Salem, NC 27106

Mr, Richard C. Murphy
Actuary, Life Division

Aetna Life & Casualty .
151 Farmington Avenuc . ) ke
Hartford, CT 06156

The advisory committee has met five times. Much of the discussion has consisted of attemipts to delineate the scope of the
issues the Advisory Committee should be considering.

i . This interim report is confined to a discussion of manipulation in connection with the use of cost indices in the sale of new
i policies. However, the Advisory Committee has not made 2 final decision on the scope of its work, and it is possible that

future reports may cover other or broader areas. Further guidance on this matter from the (C3) Cost Disclosure Task Force
will be appreciated. :

For purposes of this interim report, manipulation is seid to be present if a policy’s progression of premiums, dividends and
benefits makes the policy appear unrealistically attractive in competition and. such progression is determined to have no
acceptable rationale,

|
1
i
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In the advisory committee’s preliminary studies, it appeared that manipulation may be identified by certain discontinuities

_in cost indices and in the policy data underlying such indices. The advisory committee proposes that quantitative standards
be developed which will eliminate some minor discontinuities from being constdered as indicative of manipulation. Such
standards will constitute a kind of safe harbor for poficies. Thus, if the company’s actuary certifies that the policy meets
the quantitative standards, the policy will prima facie be considered free of manipulation. In such a case, no detailed
submission of premiums, dividends and benefits to the insurance commissioner will be routinely required, unless of course,
a commissioner asks to review the actual figures,

However, if the actuary is unable to certify that the policy’s premiums, dividends and benefits fall within the quantitative
standards, then the advisory committee proposes that the company be required to submit all the numerical data for the
policy to the insurance commissioner, and the burden will be on the company to explain why the policy values should not
be considered manipulated. If the commissioner accepts the company’s explanation, then the policy will not be considered
to be manipulated. However, if the company’s explanation is not acceptable to the insurance commissioner, the policy will
be considered to be manipulated.

The advisory committee has not yet decided what quantitative scandards a policy’s values must sacisfy in order co fall into
the safe harbor of policies that are prima facie considered free of manipulation. An extensive data base of policy premiums,
dividends and benefits is available to the advisory committee and computer tests of various proposed quanticative standards
are under way.

Although some preliminary calculations with the data base used several types of cost indices, the advisory committee has
agreed that the quantitative tests should use the data that enter into the interest adjusted net costs and net outlays.
Obviously such tests will involve durations in addition to the 10 and 20 year periads that are used in the NAIC Life
Insurance Solicitation Model Regulation.

The question whether the data should be analyzed on a year-by-year basis, or for holding periods of various lengths, has
not yet been settled. There are good arguments on both sides.

Some of the quantitative tests under consideration are:

(1)  Firting trend lines or curves to cost indices at various durations and comparing the expected costs and outlays at
durations 10 and 20 derived from those trend lines or curves to the costs and outlays actually quoted at durations
10 and 20, : '

(2)  Pucting limits on the squares of the second differences of year-to-year policy costs.

(3)  Testing whether there are durations at which it would pay an individual to borrow (from the policy or elsewhere}
the money needed to keep the policy enforce an additionat year.

As indicated above, the advisory committee’s current thinking is that the company’s actuary should certify that 2 policy
meets the quantitative standards that are ultimately adopted. A new certification will be required whenever premiums,
dividends, or benefits are changed on a policy. If the actuary is unable to make the certification and if the company is
unable to carry out its burden to explain to the insurance commissioner’s satisfaction why the policy should not be
considered manipulated, then the commissioner will have a spectrum of remedies available. Some passibilities are:

(1}  The commissioner can re'qui.ré that for sales of the policy in qiestion cost indices be displayed for durations in
addition to the normal durations 10 and 20. ’

(2)  The commissioner can require & warning to be printed on the policy summary to the effect that the cost indices at
durations 10 and 20 are unrepresentetive of the costs at other durations.

(3) +The commissioner can disapprove the policy for sale in that state.
The advisory committee believes that state requirements and regulations with regard to the detection and control of
menipulation should be as uniform as possible. The advisory committee further suggests that insurance commissioners

underake a review of their legal authority to deal with instances of manipulation.

The advisory committee is making cvefy effort to submit a final report on this phase of its assignment, together with any
dissenting comments or recommendations, to the (C3) Cost Disclosure Task Force prior to the June 1980 NAIC meeting.

(AR TN 1]
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To: Life Insurance Cost Disclosure (C3) Task Force

From: Joseph M. Belth, Member Advisory Committee on Manipulation

.

Date: December 11, 1979
Re: Interim Report of Advisory Committee on Manipulation
Introduction

As indicated in the interim report of the advisory commitree on manipulation dated November 28, there was no
opportunity for all the members of the committee to review and approve the report prior to its subrhission. Ac the
comumittee meeting on November 20, Mr. Kelly (of the New York department, and chairman of the committec) assigned to
Mr. Vogel (of the Prudential, and a member of the commitcee} the task of preparing the interim report. I received 2 copy
of the report by express mail on November 29, and discussed the report briefly with Mr. Keily on the telephone that day. I
informed him that I would be submitting a memorandum expressing my concerns about the interim report.

Scope of Manipulation

The advisory committee has thus far devored itself almost entirely to what I view as one small aspect of the manipulatipn

problem, The definition of manipulation in the chird paragraph on page 3 of the interim report, for example, is one of .

numerous definjtions that have been considered by the committee, and is one of the more narrow of those considered. In
my opinion, a sufficiently comprehensive definition of manipulation is as follows:

Manipuiation is present when, because of the absence of requirements for full disclosure of the structure of

all its new and existing policies, at least some of a company's offerings tend to make the company look better

to a policyholder or to a prospective buyer than the company deserves to look. The emphasis in this defini-

tion is on the policyholder or prospective buyer. When manipulation is said to be present, there is no intent

to suggest that the manipulation is necessarily deliberate on the part of the company.
Encompassed in the above definition are not only the kinds of year-to-year price discontinuities encompassed by the
definition contained in the interim report, but also a variety of practices excluded from consideration by the latter defini-
tion. For example, the subject of manipulation may be divided for convenience into the following three categories: Class
A manipulation includes practices that are revealed through full disclosure of the structure of existing policies as well
as new policies; Class B manipulation includes practices that are revealed through full disclosure of the structure of two or

mote new policies; and Class C manipulation includes practices that are revealed through full disclosure of the structure of

2 single new policy.

In my opinion, what the committee has been concentrating upon comprises only one aspect of Class C manipulation. The
interim report states that future reports may cover “other or broader areas,” and seeks guidance from the task force. I feel
future reports must cover broader areas, and that guidance from the task force is not needed, Presumably the advisory
committee was appointed for the purpose of providing advice to the task force concerning manipulation, and it seems to
tne that the advisory commtittee should be providing guidance to the task force rather than the other way around. To put
it bluntly, I detect 2 desire among most of the advisory committee-members to prevent the advisory committee from
getting into various sensitive and controversial areas by interpreting its charge in an extremely narrow fashion.

Long-Time Policyholders

Without doubt the most sensitive and controversial subject of all is the treatment of long-time policyholders, which falls

" into the category of Class A manipulation. In the words of James F. Reiskyt], F.S.A., in his March 26 letter to the advisory

committee;

The public record shows that there are mutual companies that have not changed their dividend scales for
blocks of old business for long periods of time, some as long as 20 years. At the same time, these companies
have introduced improved illustrated dividends for new issues every few years. Thus, old policyholders have
received no share of improving mortality and higher investment earnings, even though such improvements are
passed along to successive new groups. At best it may be some sort of half-baked, undefined investment year
method. At [east it appears to clearly qualify as malignant manipulation.

Fs
s
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We know that often the actuaries of these companies have been concerned, but they have received no support
from their companies; nor from the regulators, nor even from the actuarial profession. Nobody cares. We
think it is time somebody cared!

Most of the members of the advisory committee on manipulation seem content to await the results of deliberations by
the dividend committees of the Society of Actuaries and the American Academny of Actuaries. Recently a report was
released by the Society committee, and now it appeats that the critical decisions rest with the Academy commitzee, which
has not yer issued a report. I believe the advisory commitree on manipulation should not be awaiting action by the
actuarial organizations. Rather, I believe the advisory committee on manipulation should be taking the lead in recom-
mending appropriate action by the NAIC. I intend to continue my efforts to persnade the committee to tackle the
dividend area.

Other Controversial Matters

Although the treatment of long-time policyholders is the maost sensitive and controversial issue, there are other controver-
sial areas that have been skirted by the committee. One such area, which falls into the category of Class B manipulation,
involves so-called beit-and-switch tactics. For example, a company might issue a favorably priced policy with a small
commission for the agent, and an unfavorably priced policy with 2 more attractive commission for the agent. Prominent
publicity might be given to the favorably priced policy, but most of the sales might involve the unfavorably priced policy.

Another controversial area skirted by the committee — and one which falls into the category of Class C manipulation — is
the development of so-called partial endowment type (deposit term) policies. If the excess first-year premium (which is not
a deposit) and the tenth year cash value are specifically related to one another in such a way that sales materials can refer
to a 10 percent annual rate of return on the so-called deposit, the situation clearly qualifies as manipulation.

Although the committee thus far has avoided these and other controversial areas, I intend to continue my efforts to
persuade the committee to tackle them.

Prohibition versus Disclosure

There are two general approaches to dealing with the manipulation problem — the prohibition approach and the disclosure
approach. The advisory committee on manipulation has concentrated its efforts to date almost exclusively on the prohibi-
tion approach, and in my opinion has failed to give adequate consideraticn to the disclosure approach. -
Under the prohibition approach, it is necessary to arm the insurance commissioners with techniques for detecting
situations that may involve manipulation, and then arm them with the necessary weapons for dealing with manipulation
once it has been detected. This approach not only imposes enormous burdens on insurance commissioners; but also gives
companies the opportunity to persuade the commissioners that any situation in question has an “‘acceptable rationale.”
In my opinion, the prohibition approach is doomed to failure.

Under the disclosure approach, it would be necessary for companies to reveal fully the price structures of their new and
existing policies. In this fashion, not only would insurance commissioners have the opportunity to identify sitvations that
may involve manipulation, but aiso the information would be available to agents of both the company in question and
competitors of the company, to actuaries of the company’s competitors, to consumers, and to various outside observers. In
my opinion, the disclosure approach has considerable potential for dealing successfully with the manipulation problem.

Since the life insurance industry is adamantly opposed to the concept of rigorous disclosure, 2nd since a majority of the
advisory committee on manipulation consists of life insurance industry representatives, it is not surprising that most of the
committee members take a dim view of the disclosure approach. I intend to continue my efforts, however, o persuade the
committee to give careful consideration to the disclosure apptoach to the manipulation problem.

Committee Documents

Since readers of a committee report are likely to assume that all the committee members had equal access to committee
documents, it is essential to point out that some members of the advisory committee on manipulation had the benefit of
committee documents that were not made available to certain other members of the committee, The interim report states
that the committee met five times. This is not correct; the committee met seven timmes, and was reconstituted after the first
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two meetings by the addition of several new members. [ was one of the new members. Ar the first meeting of the
reconstituted committee, I requested the minutes of the two meetings of the original committee, together with all
memoranda, correspondence, and other documents generated by the original committee. My request was denied.

Location of Commitcee Meetings

Although the NAIC has from time to time considered the possibility of reimbursing independent members of advisory
-committees for their out-of-pocket expenses, it is my understanding that no such expense reimbursement program has yet
been initiated. However, I believe it is the policy of the NAIC to encourage advisory committees to arrange their meetings
in such a way as to minimize the travel expenses of independent commirtee members. ‘

In the case of the advisory committee on manipulation, this NAIC policy is not being followed consistently. One meeting
was scheduled in Toronte for the convenience of several independent members who were in thar city to attend the annual
meeting of the American Risk and Insurance Association. The other four meetings that have been held since the committee
was reconstituted to include several independent members, however, have been held in New York, Newark, Washington,
and Chicago. The next meeting (in January) is scheduled for Newark. Mr. Moorhead and Professor Skipper have repeatedly
requested that a meeting be held at the Atlanta airport for their convenience, but we have yet to meet there, I have
repeatedly requested that a meeting be held at the Indianapolis airport for my convenience, but we have yet to meet there.
If the committee’s objective is to exhaust the financial resources. of the independent members, it is well on its way to
achieving that objective.

Future Committee Activities

I intend to continue my efforts to persuade the committee to tackle the entire scope of the manipulation problem. If [
succeed, the committee may bring some substantive recommendations to the task force at the June 1980 NAIC meeting.
If I do not succeed in persuading the committee to tackle these critical matters, I will submit my own recommendarions
to the task force in the form of 2 memorandum accompanying the report of the committee majority.

Dispasition of this Memorandum

I request that the task force acknowledge receipt of this memorandum, and confirm that it will be treated as an atcachment
to the interim report of the advisory committee on manipulation dated November 28, 1979,

Disclaimer

I am not being compensated for the preparation of this memorandum. The views expressed in the memorandum aie my
own and not necessarily those of any instirurion, organization, or other individual.

MEEREEES
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Tot Erma Edwards, Chairperson
Life Insurance (C3) Cost Disclosute Task Force

From: Helen T. Noniewicz, Chairman
Industry Advisory Committee on Policy Lapsation

Res Status Report f

The Industry Advisory Committee on Policy Lapsation met in late June to discuss procedures to be used in testing the
lapse rate disclosure system developed by the committee. Testing of the system was fequested by the NAIC Life Insurance
(C3) Subcommittee at its June annual meeting. The results of the testing, along with interpretive guidelines will be
circulated to all cormmissioners by the task force for evaluation purposes.

During the summer months, two questionnaires were developed for testing the disclosure system:

1. A questionnaire concerning company informational iterns, current persisting efforts, causes and time factors of the
proposed system, etc.

2. The second questionnaire contained reporting forms for the test data. Supplementary information which may be
useful in further “‘normalizing” or explaining lapse variances is requested in addition to the test data needed for
the proposed system, Deposit term-type business is requested as a special category for study in the testing period.

The two questionnaires, plus 2 description of the proposed lapse disclosure system, will be accompanied by a Ietter from
Commissioner J. Richard Barnes, Chairman of the NAIC Life Insurance (C3) Subcommittee. The NAIC Central Office will
mail the entire package to all companies selling ordinary life insurance in the United States (approximately 1,100

~ companies) by the end of September. All companies are requested to respond to the questionnaires requesting the

background information by October 31, 1979. Those companies which are currently monitoring their lapse experience are
requested to submit data for testing the proposed system by December 28, 1979.

As requested by the NAIC, the Life Ihsurance Marketing and Research Association (LIMRA) will be the collection analysis
center for this testing period. All individual company data submitted during the testing period will be held confidential by
the LIMRA staff. ’

LA AR L] L)

To: Erma Edwards, CLU, FLMI
Chairman, Cost Disclosure Task Force
Supervisor, Life/Health Insurance
Insurance Division, Department of Commerce
Carson City, Nevada

From:  Charles Greeley, Vice-President and Actuary
Metropolitan Life Insurance Company
New York, New York
Date: November 19, 1979
Ret Advisory Committee on Monitoring the Impact of the NAIC Model Life Insurance Solicitation Regulation

Following is a brief status report of the projects being worked on by the above committee in its study of the impact of the
NAIC Model.
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i. Degree of Company Compliance — LIMRA has conducted a survey to determine the percenrage of business now being
sold in compliance with the requirements of the NAIC Model. The survey has been completed and analyzed, and published
findings will be available shortly.

At the September 25, 1979 meeting of the task force, Tom Kelly inquired sbout the technical methods used in developing

the survey information. I am attaching a letter of October 26, 1979 from Ms, Dorothy Murray, Associate Scientist of the
LIMRA Research Information unit, which fully responds to this question.

2. Impact on Companies — A questionnaire (copy of which was furnished to you with my lerter of October 2, 1979) has
been sent to 17 companies. Results of this pre-test are now being analyzed, and will be reported to the committee et its
next meeting on January 23, 1980. Thereafter, we expect to send the questionnaire to a larger group of companies.

3. Impact on Agents — Questions for the joint NALU/LIMRA “Survey of Agency Opinion™ are now being developed.
Those pertaining to the impact of the NAIC Model will be distributed to committee members for review, to be discussed at

- our next meeting.

Tom Kelly had asked if these questions could be answered anonymausly. As indicated in the attached letter from Ms.
Murray, participants in the survey do respond on 2n anonymous basis,

4, Impact on Consumets — At the committee's last meeting on September 26, 1979, we reviewed consumer responses to
questions included in the ACLI study entitled “Monitoring the Acritudes of the Public.” Several suggestions were then
made for further analyses, which are to be presented at the next committee meeting.

Also at the next meeting, a compilation of responses from committee members to Dr. Formisano's study of recent life
insurance purchases in New Jersey will be discussed — looking to 2 consensus on what can be learned of the model’s impact
in that state.

The committee continues to anticipate submission of 2 preliminary report during 1980, based on the results of the
completed projects described above. )

P RBE RN E

Taor Mr. Charles Greeley, Vice President and Actuary
Metrapelitan Life Insurance Company
New York, New York

From:  Dorothy F. Murray, Associate Scientist
Research Information
Life Insurance Marketing and Research Association
Hartford, Connecticut

Date: October 26, 1979
Re: LIMRA Survey on the Degree of Company Comphlance

!

Bob Catlson has asked me to respond ta your letter of October 2 re the Advisory Committee on Monitoring the Impact of

~ the NAIC Model Life insurance Solicitstion Regulation. I am the LIMRA staff member who is working on the degree of

company compliance project as well 2s the 1980 Survey of Agency Opinion, I hope the fallowing information is responsive
to the concerns of your committee.

Technical Methods Used in Degree of Company Compliance Project — The sample of 232 LOMA/LIMRA member

companies in the 1977 project, Approaches to Complying with Disclosure Procedures, is the base for the 1979 follow-up
study, These 232 companies represent 74 percent of the 1975 new businesses sold in the United States.
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A questionnaire to determine whether their practices had changed was sent to the 143 companies that indicated in 1977
that they were not voluntarily providing the information as stipulated in the 1976 NAIC model regulation, beyond the
states that had adopted the regulation. An assumption was made by LIMRA that the 89 companies that voluntarily
provided the buyer's guides and policy summaries in all states in which they operate had not changed their practices since
1977.

Based on the questionnaire returns, the companies were then divided into two groups: those companies voluntarily
providing information in all states in which they operate, and those companies providing information only in those states
in which they are required to provide such information.

Using the 1977 new issues data for gll legal reserve life insurance companies, a statistical analysis was undertaken of the
1977 new business written in the states that have adopted the 1976 NAIC model, the 1977 new business written in the
states that have adopted other cost disclosure regulations, and the 1977 new business written by the 232 companies in the
project. Appropriate adjustments of the data were made to assure that blocks of business were counted only once.

The report on this project will cover the percent of 1977 new business classified under:

1. State regulations — states that have sdopted the 1976 NAIC model and states with other regulations

2. Voluntary procedures in unregulated states

3. No procedures

4. Unknown

Data are not available on the proportion of policyowners who are receiving cost information.

Impact on_Agents — Participants in the NALU/LIMRA Survey of Agency Opinion do respond on an snonymous basis.

We are planning to draft the questions on the impact of the NAIC model in early December and would like to send the
questions to the committee members at that time for their comments. After reviewing the commitree’s comments, we
would then prepare a final draft of the questions for another committee review. Hopefully, this task will be completed
before the committee meets on January 23, Will this appraoch present any logistical problems for the committee?

Ilook forward to hearing from you.’

L2 LT ]

From:  The American Academy of Actuaries Committee on Dividend Principles and Practices
Toi (C3) Cost Disclosure Task Force
Re:, Status Report

This is intended as a status report of the captioned committee on behalf of its chairman, Mr. John H. Harding, based on
two recent telephone conversations with him,

As indicated in Mr. Harding’s report of September 26, 1979 to the American Academy of Actuaries, the work of his
committee has necessarily been dependent on the progress of the Society of Actuaries Committee on Dividend Philosophy.
He advised me that the latter committee will request written comments from Society members early in 1980 concerning its
report, which was presented at the annual meeting of the Society in October 1979,

He stated further that his committee plans to meet early in J anuafy and is currently warking on the development of a
format and language for the actuary’s disclosure of his company’s dividend practices. He also advised that his committee is
scheduled to submit a complete set of recommendations to the Board of Governors of the Academy of Actuaries and ro
the NAIC in 1980, In developing these recommendations, the committee is expected to consider disclosure in the annual

I8
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staternent and separate disclosure in relation to dividend illustrations. If a company chooses to use an investment year
method or an investment generation method, the committee plans to recommend that the actuary be responsible for more
than a statement that such method is not comparable to a portfolio mechod. For example, consideration will be given to
the requirement of quantitative comparisons, such as, indicating the difference between the new money rate assumed in
the dividend illustration and the portfolio interest rate and estimating the effect of the choice of the new money rate on

the interest-adjusted indices which may be used for comparison with similar products of other companies whose indices are
based on portfolio interest rates.

1
P
{
i

(signed) Thomas J. Kelly, Member
{C3) Cost Disclosure Task Force

dEeEkady

To Erma Edwards, Chairperson
Life Insurance {C3) Cost Disclosure Task Force

From: John H. Harding, Chairman
American Academy of Actuaries —
Committee on Dividend Principles and Practices

Re: My Report to Your Committee on September 25 in Detroit

|

|

( I am enclosing my memorandum to the Board of Governors of the American Academy of Actuaries, dated September 26,
| 1979. This memorandum summarizes the report made 1o your committee on September 25. In addition, the fitse stage of
! the memorandum identifies the membership as constituted for this year and next year. I would also call your attention to
! the last paragreph in the memorandum which makes it clear that the Academy Commirtee must work quickly to make the
! work of the Society Committee suitable to solve the problems we perceive.

|

!
|
i

The next meeting of the Academy Committee will be held in New York City on October 18. Also, we expect to be able to
hold a short meeting during the Society of Actuaries meeting in Mianti on October 22-24.

sUsREEES
To: American Academy of Actuaries

From;  John H. Harding, Chairman
Committee on Dividend Principles and Practices

!
i
|
|
I
!

Date: September 26, 1979

Re: Committee Report

This committee was established late in 1978 in response to a request by the Boacd of Governors of the Sociery of
Actuaries. This request was that the Academy implement the appropriate standards of practice as calied for by the Society

of Actuaries on Dividend Philosophy, as those standards of practice emerge from the current and future work of the
Society Committee. )

The stated purpose of the Academy Committee on Dividend Principles and Practices is “to consider means of
implementing appropriate standards of practice in connection with the allocation and illustration of dividends on life
insurance policies. The committee shall coordinate its work with the Society of Actuaries Committee on Dividend
Philosophy and with any appropriate committee of the Canadian Institute of Actuaries.”

Membership of the committee is necessarily broad, representing the interests of virtually 2ll types of companies which
allocate 2nd illustrate dividends. Membership of this committee is as follows: John H. Harding, Chairman — National Life
‘; Insurance Company; John C, Christopherson — Woodmen of the World; J. Jaeques Deschenes — Sun Life Assurance Co. of
! Canada; James W. Kemble — Towers, Perrin, Forster & Crosby; William K. Krisher — Connecticut Mutual Life Insurance
{ Co.; Walcer N. Miller — New York Life Insurance Company; Bartley L. Munson — Aid Association for Lutherans; Paul J.
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Overberg — Allstate Life Insurance Company; Michael R, Ristau — Continental Assurance Company: John K. Roberts —
Pan-American Life Insurance Company; Richard S. Robertson — The Lincoln National Life Insurance Co.; Richard M.
Stenson — The Equitable Life Assurance Society of the U.S.; and Thomas C. Sutton -- Pacific Mutual Life Insurance
Company.

Messts. Miller, Munson and Sutton are also members of the Society of Actuaries Committee, and Mr, Deschenes is a
tnember of the Canadian Institute Actuaries Committee. Because of other Academy commitments for next year, both
Mr, Munson and Mr. Robertson have withdrawn from membership in this committee. It is not contemplated that they be
replaced, since chey have both agreed to act in 2 consulting capacity, '

The progress of the work of the Academy Committee has necesserily been dependent on the progress of the Society
Committee. Some work has been done concurrently, but the major portion of its remains to be done after the publication
by the Society Committee of a draft of Stendards of Practice for Dividend Determination and INustration. The Society
Committee has forwarded to the Board of Governors of the Society of Actuaries draft number seven of these standards. It
is expected that this draft will be forwarded to the membership of the Society and be considered at its October annual
meeting. A concurrent session, with Academy Committee representation, will elicit comments from the membership
etrending the meeting. Six workshops follow this session. It is probable that only minor modifications wiil be needed to
this draft to put it in shape for adoption by the Society of Actuaries.

This draft necessarily and praperly gives actuaries and companies broad scope in the dividend determination process, but,
at the same time, it will force consistency between allocation and illustration. While these standards of practice will limit
the range or permissible dividend illustrations, there will stjll exist significant issues which will make dividend illustrations
among cormpanies nat truly comparable.

The general format of the Society Committee’s recommendation is a written report by the responsible actuary stating the
framework which supports his dividend recommendation. Deviations from the prescribed acceptable range of practices
must be highlighted and defended, including rationale and effect.

The writcen report will include a description of the dividend determination technique, and both deviation from accepted
practice end material change in technique from old scale to new will be highlighted.

Projections of any experience factor will be allowed, but they must be limited to relatively short periods of time and must
be made consistent for all classes of policyhoiders. The actuary must report any such projections.

Investment income allocation standards specifically allow both portfolio method and investment year method allocations..
However, investment year allocations must be done on a theoreticzlly and practically sound basis, and any change in
approach or any new approach for new policies must be disclosed and defended.

Dlustrated dividends must be made on a basis consistent with those currently paid. Further, the actudry must test to see if
the scale is continuable if current experience continues indefinitely. If the test indicates that illustrated dividends cannot
be continued, the actuery must include a statement to that effect. Further, if the actuaty has reason to believe that current
experience may sgon deteriorate in & way that will lead to a lesser dividend scale, the actuary must disclose that fact or
illustrate his dividends on 2 lower scale than those paid.

If the investment generation method is used to allocate investment income, the actuary must include & statement with
regard to the length of time used to determine investment rates for the generation of polncles which includes the policies
to which dividend illustrations apply.

The Society Committee recognizes that it has at least three tasks yet to accomplish.
1. There will need to be further detailed interpretations of draft seven, along with illustrative examples.

2. Participating business for stock life insurance companies is included in these recommendations only if the company
limits the amount of earnings from such business which can be distributed to company stockholders. The limits are
specified and any business outside of those limits is not covered in these recommendations. A questionnaire has
been drafted which will be distributed to the stock life insurance companies to better ascertain this'current range of
practices. After the results of this questionnaire have been analyzed, the Society will decide how this matter should
be further pursued. - .
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3. Deferred annuities are also excluded fram this draft, because the incorporation of deferred annuities was a large

enough task that it would have deferred publication of the draft. Further work will be done in this area.

It is now the task of the Academy Committee to begin implementing the substance of this proposed recommendation of
the Society Committee. To begin with, the actuarial report contemplated by the Society Committee has no addressee. This
farm was used deliberately in order 1o allow the Academy Committee an appropriate range of possibilities.

Discussions within the Academy Committee have suggested that the scope of the actuary’s report is far too broad and too
technical to be delivered in-toto to 2 company’s board of directors. It is probable that this report will be required to remain
on file in the company. However, the board of directors must necessarily be appraised of sl of the required exception and
disclosure language suggested in the draft and thac che board of directors be made aware of their importance and impaet.

The Academy has also considered the issue of Schedule M and its utility in the disclosure and regulation process. The only
area of real agreement is that it would be appropriate to include the actuarial certification of dividend determination and
illustration in Schedule M and that the present variety of disclosure of dividend determination methods in Schiedule M is of
little use. Drafts have been prepared with regard to what should be included in Schedule M in addition to the certification.
It is clear that most of the required disclosures and exceptions in the actuary®s report should have recognition in Schedule
M. It is possible that there will be no requirement that a dividend formula be included in Schedule M, since most formulas

are too complex to be included in a way that is meaningful. A draft has also been made of possible enhancements to
numerical exhibits.

An additional Schedule M approach was considered, in which the actuary would describe qualitatively, though not
quantitatively, each of the major factor classes used in dividend determination. This exercise was tried by a number of
committee members, but the benefits to date have not been commensurate with the effort. At the consumey level, the
specified disclosures in Schedule M will require simplified statements at the point of sale with regard to the impact of those
disclosed items on the dividend illustration. For example, if tests of dividend scales have been made which demonstrate
that they ar¢ not necessarily continuable, when current experience continues unchanged, the statement should be made

that the illustrated interest adjusted cost will be higher than that shown in the Hllustrated scales, unless there is improve-
ment in current experience. -

However, it is far less clear as to how to make a fazir, nonmisleading staternent, about an investment yesr method

illustration in comparison with a portfolio average illustration. This will be one of the most difficult and important
assignments of the Academy Committee.

With regard to that business of the stock companies which is exempted from the recommendations of the Society
Committee, the Academy Committee should develop language which clearly states that such business is not fairy
comparable with illustrations which are not exempted.

Deferred annuities also deserve Academy attention, perhaps before the Society has completed its work in this regard.
Deferred annuities are being used frequenty in replacement siruations today, and very often the suggested advantage of

such deferred annuities in combination with term insurance is the result of noncomparability of scale, rather than probable
result. '

The Academy Committee has kept the NAIC Cost Disclosure Committee informed, and it has been represented at each of
its meetings this year, with progress reports given. While the reports have been received enthusiastiestly, and there have
been encouraging statements made, it is clearly time that this Academy Committee now take the.proposed statement of
principles and practices and begin to implement. -

ELZEL L L)
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Tos (C3) Task Force on Life Insurance Cost Disclosure

From: William M. Snell, Chairman
Wisconsin Special Task Force

Date: September 25, 1979

Re: Status Report

The Special Task Force appointed by former Commissioner Wilde continues to make good progress. We have met twice
since my last report in Chicago, llinois in June 1979, with our next meeting scheduled for Thursday, September 27, 1979
in Madison, Wisconsin.

Qur report has been written in draft form, with second drafts Que this month, The chapters of the report will deal with the
three proposed uses of Linton Yield, or rate of return:

1. Compare similar plans.
2. Compare dissiminar plans.
3. Compare Whele Life with buy term and invest the difference.

Our bank of datz consists of raw data from 290 companies licensed in Wisconsin, We have both Whole Life and economatic
plans for four issue ages and five amount groups.

Currently we are comparing the surrender cost index and the rate of return, using several interest rates and different tables
of YRT premiums. The rankings are being correlated, to determine if rate of return is a better cost disclosure method.

We have offered our dara to the Advisory Committee on Manipulation, in order to avoid extra costs in abtaining such
information. Commissioner Mitchell of Wisconsin agrees that this sharing of data is desirable.

Although we are making good progress, the completion of the report before next year appears unlikely. Instead T would
anticipate a March, 1980 deadline as being realistic.

[ 221107 )]
To: The Life Insurance Cost Disclosure (C3) Task Force

From: William M. Snell, Chairman
Wisconsin Special Task Force

Date: December 2, 1979
Re: Status Report

In MNovernber, 1978, former Commissioner Wilde appointed a Special Task Force to study rate of return. In particular the
charge was to determine if the Linton Yield Method was a better index of cost than the interest adjusted method.

We have data from 292 companies selling life insurance in Wisconsin, We have cormclated the rankings using different
assumed interest rates for the surrender cost index, and different term rates for the rate of return.

Based on this data, the task force members have written different chapters of a proposed report.

We are now using both the narrative and the quantitative information to prepare the first draft of our report. After that
draft has been approved the final report will be prepared for publication, hopefully in March 1980.

LR L 22 2]
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Model Regulation on
Partial-Endowment-Type (*Deposit-Term-Type’) Insurance
(Exposure Draft)

Table of Contents
Section 1. Authority

1 Section 2. Purpose

a1 Bection 3. Scope .
!
|

Section 4. Description of Partial- Endowment-Type Products
! - Section 5. Minimum Disclosure Requirements for Partial-Endowment-Type Products
| Section 6. Effective Date
Section 1. Authority

This regulation is adopted and promulgated by (title of supervisory authority) pursuant to sections
(appropriate sections) of the insurance cade.

‘Section 2. Purpose

The purpose of this regulation is to set forth guidelines to deal with those annual premium individual
insurance products which require the payment of a premium in the first contract year higher than a level
series of premium in the renewal contract years. The excess of the first year premium over the renewal year
premiums is sometimes described as a “deposit,” “Deposit term insurance,” “deposit whole life insurance”
and “modified premium whole life insurance” are names which are typically given to these products, but
these guidelines apply to all products of the type described irrespective of the name given to the coverage.

Section 3. Scope

This regulation applies to all admitted insurers authorized to transact the business of Iife insurance in this
State.

| Section 4. Description of Partial-Endowment-Type Products

i Partial endowment insurance generally involves the payment of a relatively higher first vear premium as
compared to renewal year premiums. The excess of the first year premium over renewal year premiums is
often mistakenly characterized as an initial “‘deposit™ which is returned to the polieyholder at the end of a
selected period of years, usually eight oy ten, increased by what is often alleged to be interest.

“Modified premium whole life” is similar at the outset, except that there is an “automatic attained age
conversion” to a whole life plan at the end-of the initial period. The maturity value that is normally payable
at the end of a partial endowment contract may or may not be payable at the time of automatic
conversion.

After the conversion, if the maturity value of the “precursory contraet” is not payable ai the time of
automatic conversion, the nonforfeiture values of the whole life policy may or may not be augmented by
the value of the maturity values. Some converted policies provide nonforfeiture values which progress so
that the maturity value gradually disappears over the life of the whole life policy. Modified premium whole
life policies generally offer the policy holder the option to “roll over” the maturity value and start a new
modified premium whole life policy instead of continuing of the automatic track. In this case the maturity
value from the precursory coverage is used as the “additional first year premium® for the new coverage.
Thus, it is possible for a modified premium whole life insurance policy to be rolled over several times so
that it in effect becomes a series of renewable partial endowment insurance coverages.

The nature of partial-endowment-type products is such as to enhance the possibilities of misundexstanding
unless such products are carefully sold and fully explained, For this reason, these guidelines set forth
minimum diselosure requirements for partial-endowment-type products.
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Section 5. Minimum Disclosure Requirements for Partial-Endowment-Type Products

a.

All advertisements, sales materials and sales presentations of partial-endowment-type products which
fail to fully and fairly inform an applicant or prospective insured as to future premium changes,
benefits and related options constitute a misrepresentation as to material facts.

The use of any statement or illustration in any advertisement, sales material, or sales presentation
which makes reference to such terms as “deposit,” “accumulation,” “interest at x%,"" and all similar
terms associated with fund accumulations and investment contracts where life contingencies are
involved constitutes a misrepresentation of material facts.

The name given to partial-endowment-type products shall not include any term that implies a
“deposit” or any similar term associated with fund accumulations and investment contracts.

Any statement or illustration showing a comparison between the endowment value or any specific
cash value and the excess of the first year’s premium over the renewal premium which implies that
such endowment or .cash value arises solely from such excess constitutes a misrepresentation as to
material facts.

If the policy contains a provision permitting the making of voluntary deposits which will accumulate
at interest, the nature thereof shall be disclosed, and such disclosure shall distinguish such deposit
provision and the insured’s rights thereunder from the excess of the first year premium over the
renewal premiums. :

It is a requivement that an *“‘explanation’ sheet be given to every applicant or prospective insured
with pertinent figures inserted for the specific case showing the following amounts for each of the
first twenty policy years of the contract and representative policy years thereafter sufficient to
clearly illustrate the premium and benefit patterns:

i The amount of the premium payable for the year for the basic 'policy.

ii. The amount of the premium payable for the year for each optional rider. Any life insurance,
annuity or deposit fund rider will be subject {0 the requirements for disclosure for life
insurance, annuities, or deposit funds.

iii. Guaranteed 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, which is
provided by the basic policy and each optional rider, with benefits provided under the basic
policy and each rider shown separately.

iv.  Total guaranteed cash surrender values at the end of the year with values shown separately for
the bhasic policy and each rider. ’

v, Cash dividends payable at the end of the year with values shown separately for the basic policy

and each rider. (Dividends need not be displayed beyond the twentieth policy year.)

vi. Guaranteed endowment amounts payable under the policy which are not included under
guaranteed cash surrender values above.-

vii. In the case of replacement' situations, the required replacement disclosure statement must be
filled out so that premium changes and/or options at the end of the partial endowment period
are fully and fairly disclosed to the applicant. This may be done on the replacement disclosure
statement itself, in the “premiums” section, for example, or may be shown on a supplemental
section attached to the statement.

vili. It is the responsibility of the insurance company to see that the public is given a true and

complete disclosure of partial-endowment-type plans in ¢lear and unambiguous terms. Each
company should examine its own particular products to determine how it can most effectively
meet its responsibility. ‘

¥
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Section 6. Effective Date

This Regulation shall take effect (insert date).

EdEraEEd

(ATTACHMENT TWQ)

(C3) T'ask Force to Evaluate the
Model Life Insurgnce Solicitation Regulation

At its June, 1979 meeting, the (C3) Subcommittee of the NAIC called for the appointment of a task force to evaluate and
determine the necessity of amending the Model Life Insurance Solicitation Regulation adopted by the NAIC in June 1976.

Commissioner Richard A. Hemmings, Michigan, was appointed chairman of the task force which included the states of
Arkansas, Massachusetts, New Jersey, Nevadz and Wisconsin, In November, the task force was expanded to include Alinois
and North Carolina.

The organizational meeting of the task force was held on September 26, 1979, at the NAIC Zone IV meeting in Detroit,
Michigan, The task force decided that a public heating would be the most effective way of receiving information to
evaluate the model regulation, This evaluation is appropriate considering the model regulation has been used in some states
for two years and there have been numerous comments, both pro and con, on the NAIC model. At this time, twenty-eight
states have adopted ¢ither the model or a varigtion of the Life Insurance Solicitation Regulation.

A public hearing was scheduled for November 1% and 20, 1979 at the Host International Hotel, Detroit Metro Airport,
Detroit, Michigan. A copy of the attached notice of hearing was sent to interested persons on October 15, 1979, Attached
to the notice was a listing of the principal criticisms of the Model Life Insurance Regulations. States that have adopted
either the model or a variation of the Life Insurance Solicitation Regulation were requested to give an indication of
support for the model or suggestions or comments of its shortcomings. To date, only = few of the states have responded.

In July 1979, the Federal Trade Commission released a staff report on Life Insurance Cost Disclosure. In view of the
considerable publicicy this report received, and the criticisms of the life insurance industry contzined therein, Chairman
Michael Pertschuk of the FT'C was invited to testify at the hearing.

The public hearing was held on November 19th and 20th and with the exception of Massachusetts, all states comprising
the task force were present. Approximately 100 persons were in attendance during the hearing which lasted two full days.

A considerable portion of the hearing was utilized by the task force in asking questions after the presentation of those
persons testifying. The Federal Trade Commission’s presentation was made by David Fix and by Michael Lynch and
together with the questions from the task force, lasted approximately four hours. Several hours were also spent on the
presentations by the American Council of Life Insurance end the National Association of Llfc Underwriters. Other
presentations were made by representatives of industry and consumer organizations.

-After all of the testimony and information resulting from the hearing has been compiled, it is the intention of the rask
force to meet as soon as possible to evaluate this material and determine what revisions or amendments should be made o
the present regulation. The NAIC Central Office was directed to prepare a sumnmary of the information received and 2 pro
and con analysis of the various amendments offered for consideration by the task force. A transcript of the hearing is being
prepared and will be available through the NAIC Central Office. A list of persons in attendance at the hearing is attached.

Richard A. Hemmings, Chairman, Michigan; William H. L. Woodyard, Arkansas; Michael J. Sabbagh, Massachusetts; Donald
W. Heath, Nevada; James J. Sheeran, New Jersey; John R. Ingram, North Carolina; Susan Mitchell, Wisconsin.
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ATTACHMENT THREE
To: Life Insurance (C3) Subcommittee

From:  George A. Hardy, Legislative Counsel
Northwestern Mutual Life Insurance Company.

Dater July 20, 1979

Res Status report on states’ adoption of changes in policy loan interest rate laws

49 STATES (INCL. D.C.) WITH NO STATUTORY LIMIT ON LIFE INSURANCE
POLICY LOAN INTEREST OR LIMIT OF 8% OR MORE

Alabama (1972) Maine Ohio

Arizona (1978) Maryland (1978} Oklahoma (1975)
Arkansas (1977) Massachusetts (1979) Oregon (1975}
California Michigan (1976) Pennsylvania (*)
Colorado Minnesota " Rhode Island (1975)
Connecticut Mississippi - South Carolina
Delaware (1975) Missouri South Dakota (1974)
Distriet of Colunbia Montana (1979) Tennessee

Florida (1977) Nebraska {1978} Texas

Georgia (1975) Nevada Utzh (1977)

Idaho (1975) New Hampshire Vermon: (1977)
Lllinois New Jetsey . Virginia (1975)

i Indiana New Mexico (1977) Washington (1977)
Towa New York (1977} West Virginia (1977)
Kansas (1978) North Carolina (1976) Wisconsin
Kentucky North Dakota Wyoming
Louisiana (1975)

Recent legislation indicated in parenthesis

(*) No limit on policy loan interest rates but 6% usury limit

2 STATES WITH 6% STATUTORY LIMIT ON
LIFE INSURANCE POLICY LOAN INTEREST

Alaska

Hawaii
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? POLICY LOANS AS A PERCENT OF ORDINARY RESERVES

U. 8. Life Companies
Ranked by Assets

1964 1966 1968 1970 1972 1974 1976 1978 Ratio

Mutual Companies {(19) % % % % % % % % 1978/1964 -
Prudential 7.43 7.99 8.62 10,40 10.71 11.70 12.19 12.85 1.73
Metropolitan Life B.47 8.55 8.80 10.10 983 10.05 9.78 993 1.17
Equitable 10.04 1192 13.48 18.10 18.12 21.44 22.21 23.58 2.35
! New York Life 11.61 13.92 16.27 21.43 2225 25.90 26.62 27.76 2,39
John Haneock 9.86 10.88 10.38 12.72 12.81 14.63 15.46 16.64 1.69
Northwestern Mutual 9.12 12,17 15.02 2209 2217 27.36 27.60 29,19 3.20
Massachusetts Mutual 13.89 18.35 2196 29.83 29.89 34.35 34,31 35.34 2.54
Mutual of New York 9.79 1146 1309 17.67 17.38 2098 22.04 23.81 2.43
New England Mutual 11.55 14.88 18,00 25.11 25.77 30.64 30.67 31.97 2.77
Connecticut Mutual 12.14 16.06 19,12 26.05 2590 30.13 30.38 31,62 2.60
Mutual Benefit (N]) 13.17 ‘ 17.21 21.20 28.86 29.40 34.06 34.13 35.39 2,69
Penn Mutual 10.74 12.69 14.66 2047 20.47 2419 2483 26.27 245
Bankers Life — Iowa . 8.20 3.98 10.29 14.23 14.95 18.50 19.35 21.14 2.58
National Life — Vermont 17.32 2547 30.16 38,02 38.26 44.36 43.27 43 .85 2.53
Phoenix Mutusa! 20.62 24.61 27.14 3293 33.92 37.87 38.25 39.13 1.90
State Mutual 11.78 14.77 17.55 2572 2693 3192 32.24 33.63 2.85
Provident Mutual 9.83 12.67 16.02 22.76 23.60 28.14 28.58 30,02 3.08
Guardian Life — NY 12.36 15.74 18.08 24.46 25.11 29.54 29.95 30.30 2.45
Home Life —- NY 11.83 14.53 17.18 24.33 2541 30.28 31.41 3276 2.77

Stock Companies (7)

Aetna Life 7.80 8.88 1000 14.33 14.33 17.48 18.06 19.20 2.46

!
I Connecticut General 596 7.83 9.67 15.56 15.65 20.16 19.87 20,21 3.33
E Travelers 7.76 8.88 10.10 1386 13.67 16.55 16.82 17.75 2.29
i Lincoln National 8.89 10.22 11.38 15.06 14.60 17.36 17.40 18.31 2.06
|
} Qccidental of Calif. 12,12 14.01 15.45 18.78 18.44 20.79 20.77 20.94 1.73
Continental Assurance 12.64 15.72 17.54 23.36 22.43 26.03 25.67 26.32 2.08
& Northwestern National 10.73 12,14 14,00 18.66 18.62 20.49 20.57 21.09 1.97
GAH: 8/7/79 ‘ SOURCE: Annual Statement
Based on data from Policy Loans — Assets, page 2, line 5
Math & Valuation Division Ordinary Life Reserves — Exhibit 8, Section A

Column 4 rotals (net)
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POLICY LOANS AS % OF CASH VALUE (C.V)
IN RELATION TO SIZE OF POLICY

. ¥ Policy Size Loans as % of C.V. Policy Size Loans as % of C.V.
1 Prudential, 1978 Muteual Benefit, 1976
Lessthan $ 5,000 4.3% Up to $ 9999 18%
$ 5,000t % 19,999 9.7% $ 10,000 t0 § 24999 32%
$ 20,000 to § 49,999 19.4% $ 25,0000 $ 49,999 50%
§ 50,000 to § 99,999 34.6% § 50,000 t0 § 99,999 . 58%
$100,000 to $199,999 44.6% $100,000 and over 64%
$200,000 and over 70.7%
i Metropolitan Life, 1976
| Massachusetts Mutual, 1976
i o Lessthan - $ 5,000 . 5%
Lessthan $ 5,000 10% $ 5,000to0§ 19,999 12%
$§ 5000t0% 9999 19% $ 20,000 t0 § 49,999 22%
$ 10,000 to $ 24,999 29% $ 50,000 ta § 99,999 30%
$ 25,000¢t0 § 49,999 © 41% $100,000 to $199,999 - 36%
$ 50,000 to $ 99,999 50% $200,000 and over 44%
$100,000 to $499,999 58%
$500,000 and over 69% New York Life, 1975
Nztional Life of Vermont, 1976 Upto § 1,999 8%
; : $ 2,000t085 4,999 12%
: Lessthan § 5,000 11% $ 500008 9,999 18%
$ 5000t0% 9,999 20% $ 10,000 to $ 24,999 26%
§ 10000¢0 $ 24,999 33% $ 25,000 to0 § 49,999 36%
$ 25000 t0 § 49,999 48% $ 50,000 to § 99,999 45%
$100,000 and over 66%

Penn Mutual, 1975

|
2 $ 50,000 t0 § 99,999 58% $100,000 and over 57%
§ Northwestern Mutual Life, 1975

: Upto O § 4,999 11%
i Up to $ 2,500 11% $ 5000t0$ 9,999 17%
i $ 2,500to$ 7,500 20% $ 10,000 to § 24,999 26%
i $ 7,500to $ 15,000 30% ) $ 25,000 to $ 49,999 41%
‘ $ 15,000 t0 $ 30,000 35% $ 50,000t0 $ 99,999 54%
i $ 30,000 to $ 70,000 41% $100,000 and over 63%
$ 70,600 to $200,000 48%
Over $200,000 53% i Phoenix Mutual, 1975
i New England Mutual, 1974 Upto O 5 4,999 13%
$ 5,000tas 9999 17%
Upro 0 $ 4,999 ’ 13% $ 10,000 to $ 24,000 23% -
$§ 5000to$ 9,999 18% $ 25,000 o $ 49,999 55% 5
$ 10,000 to $ 24,999 31% $ 50,000 to $ 99,999 66% :
$ 25,000 to § 49,999 49% $100,000 to $499,999 74%
$ 50,000t0 § 99,999 56% $500,000 and over 75%
$100,000 to $499,999 62% ’
$500,000 and over 69%
_Policies With Loans Policies Without Loans
Massachusetts Mutual Life (12/31/74) 29.2% . T0B%
Northwestern Mutual Life (12/31/75) 26.7% 73.3%
Provident Mutual Life {12/1/75}) 29.1% < 709%

Metropolitan Life (12/31/76) 11% 89%
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COMPARISON OF 20-YEAR POLICYHOLDER DIVIDENDS*
FOR $20,000 WHOLE LIFE POLICY ISSUED AT AGE 35

DIVIDENDS* FOR 20 YEARS INCREASE
with 6% ‘ with 8% FOR 8%
policy loan | policy loan POLICY OVER

COMPANY interest rate interest rate 6% POLICY
American General 52808 $2962 $154
Berkshire Life . 2027 2364 337
Central Life Assurance 3818 4112 294
CNA, Continental Assur. 1138 1453 315
Connecticut Mutual 1385 1651 266
Continental American 2835 3157 322
Equitable Life of Iowa : 2693 2792 99
Equitable Life — NY 3124 3330 206
Fidelity Mutual 880 973 93
General American ’ 2508 2785 280
Guardian Life 2466 2674 208
Home Life — NY 3622 3868 246
Indianapolis Life 2341 2588 247
John Hancock 2283 2475 192
Lincoln National 2644 2890 246
Massachusetts Mutual 2981 3134 3 153
Metropolitan 2653 2797 144
Minnesota Mutual ‘ 2572 2799 227
Mutual Benefit 3464 3713 249
Mutual of New York 2230 2583 353
National Life — Vermont 2668 2960 292 i
New England Mutual 2837 3018 181
New York Life 2360 2560 200
Northwestern Mutual 3432 3692 260

! Northwestern Nat'l Life 2588 2743 155
Penn Mutual 2823 3028 205
Phoenix Mutual 2820 3143 323
Provident Mutual 3082 3354 . 272
Securicy Mutual ’ 2348 2577 229
Standard of Oregon 3076 3401 325
State Mutual 3048 3317 269
Union Mutual . 2820 2948 128

* Based on 1978 dividend scales now in effect, which are not an estimate, projection or guarantee of furure results. The
purpose of this table is to show the differences resulting from the use of different interest rates. This data should not be
used to compare companies singe it is inadequate for that purpose,
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(ATTACHMENT FOUR)

(C) Committee Technical Task Force on
Valuation and Nenforfeiture Value Regulation

In the special reports mailed to you on November 11, 1979 are two recommendations for adoption by the (C3)
Subcommittee at the December 3, 1979, meeting that were proposed,

‘The first was a proposed revision amending the NAIC Model Variable Annuity Regulation. The revised lznguage is
concerned with nonforfeiture benefits for variable annuity contraces.

A number of typographical errors in the text of the actual regulation have been noted. The following is a complete list of
those which have been called to the attention of the technical task force,

(1}  On page L-10, Article II1, Section 1, fourth line, the word *‘insurance” is misspelled as “issurance.”

(2)  On Page L-11, in the second paragraph of the Drafting Note, under Article I11, Section 3, contains a misspelling in
the second line. The word should be “statutes,” rather than “stuatutes.”

(3} On Page L-19, in the Drafting Note immediately above Article VI, Section IV, second line, the word “delaying”
should be corrected to read “dealing.”

{4}  On Page L-20, in Article VII, Section 1, fifth line, the word *‘or” should be deleted between the words “thereof™
and “other.”

(3} On Page L-25, in Article VII, Section 5, paragraph (b), the fourth line from the top of the page contains a
misspelling. The word should be *“thirty’ rathet than “chrity.”

The second recommendation is 2 revision of 2 praposed actuarizl guideline pertaiﬁingto the valuation of individual single
premium deferred annuity contracts which had been sent back to the task force at the June 4, 1979, meeting for further
consideration. The text of this guideline is:

“THE VALUATION OF INDIVIDUAL SINGLE PREMIUM DEFERRED ANNUITIES"

With respect to those states which have enacted the 1976 Amendments to the Standard Valuation Law, individusal single
premium deferred annuity reserves shall at least equal the greatest of any of the discounted values of all guaranteed future
benefits including cash surrender values available after the date of valuation, such benefits discounted to the valuation date
at the maximum permissible statutory interest rate. This method appilies to all individusl single premium deferred annuities

. which are subject to the provision of the Stendard Valuation Law in those states which have enacted the 1976 amend-

ments. For those states which have not yet enacted the 1976 amendments, this interpretation is a method of valuing
individual single premium deferred annuities.

In connection with the regular report of the task force, these are principal features of that report. Other guidelines that ave
being considered are:

1. , The definition of an annuity contract so as to distinguish it from life insurance contracts. This is important for
nonforfeiture value purposes. (A draft of guidelines are ateached to this report) (Attachment D2).

2. The definition of a group zpnuity contract so as to distinguish it from an individual annuicy contract. No draft
guideline has been presented at this time.

3. Definition of an individual single premium immediate annuity contract so as to distinguish it from other individual
single premium annuity contracts. {A copy of this is attached to this report) (Attachment D2).

The NAIC technical task force is investigating the use of a “dynamic” or “floating”’ maximum interest rate to be used in
computing minimum reserves under the Standard Valuation Law and minimum cash values under the Standard
Nonforfeiture Law, The purpose of the concept is ta avoid the necessity of going to state legislatures very frequently to
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secure changes in the maximum interest rates. This is an extremely difficult subject and the task force apprecistes the work
the American Council of Life Insurance has done. The task force belicves that the concept should be exposed to wider
discussion and consideration, and therefore it is appointing an advisory committee consisting of some members of the
ACLI Task Force, the Society of Actuaries Special Committee on Valuation and Related Problems (The Trowbridge
Commitree), the Society of Actuaries Special Committee to review Nonforfeiture Value Regulation (The Unruh
Committee), and to selected persons from other areas. Also, 2 member of the NAIC Task Force will be assigned as a
resource nonveting member of that advisory committee to function in liaison. In any event, a dynamic concept cannot be
incorporated in the proposal for revisions in 1980,

With respect to the new mortality table recently released by the Society of Actuaries, a series of tables are atcached to this
report (Attachment G6) which compares the reserves and cash surrender values calculsted by the 1958 CSO Table with
those calculated by Table K. For female values, using the 1958 CSO Table, a 3 year age serback was used. Tables with 2
6 year age sctback will be developed. The mortality tables thus prepared by the Society of Actuaries apply only to
individual standard ordinary insurance plans. The task force recognizes the possibility of 2 need for new mortality tables
for annuicants, industrial life insurance, guarantee issue, renewable term insurance and subscandard lives.

It should be emphasized that mortality experience is undergoing 4 trend of unprecedented improvement. The crude
experience results for the period of 1976-1978 indicated almost a4s much improvement in the mortality basic experience
as that from the basic data underlying the 1958 CSO Tible, to the 1970-75 experience underlying K Tables. For this
reason it is anticipated that within a few years another request to the Society of Actuaries will be needed for new standard
ordinary morality tables. At the time those tables are adopted would be a good time for dynamic valuation and
nonforfeiture value legislation. In considering nonforfeiture legislation not only interest, but mortality and nonforfeiture
value expense loadings should be considered,

The last item to be mentioned here concerns companies earning lower interest rates than the rate assumed in caleulating
their reserves. The task force is considering the nature of additional reserves which should be set aside for this situation.

Ted Becker, Chairman, Texas; John Montgomery, Vice-Chairmgn, Califérnia; James Montgomery, I1I, District of Columbiz;
Larty Gorski, Nlinois; Erma Edwards, Nevada; William A. White, New Jersey; Thomas Kelly, New York; Thomas
Bickerstaff, Pennsylvania; Beadford S, Gile, Wisconsin,

L EEE L] ]

The title and complete text of this actuarial guideline, as revised and recommended are as follows:

‘The Valuation of Individual Single Premium Deferred Annuities

With respect to those states which have enacted the 1976 Amendments to the Standard Valuation Law, individual single
premium deferred annuity reserves shall st least equal the greatest of any of the discounted values of all guaranteed future
benefits including cash surtender values available after the date of valuation, such benefits discounted to the valuation date
at the maximum permissible statutory interest rate. For thase states which have not yet enacted the 1976 amendments this
interpretation is a method of valuing individual single premium deferred annuities.
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SPECIAL REPORT
November 1, 1979
Life Insurance

PROPOSED REVISION OF NAIC MODEL
VARIABLE ANNUITY REGULATION

The {C) Committee Technical Task Force on Valuation and Nonforfeiture Value Regulation recommends that the Life
Insurance (C3) Subcommittee adopt a revised version of the Model Variable Annuity Regulation, so that the regulation will
be consistent with Attachment A to this Special Report.

Attachment A would zdd a new Article VII entitled “NONFORFEITURE BENEFITS" to the Model Variable Annuity
Regulation. This proposed new Article is rather lengthy, and the text has not been underlined. Attachment A makes
use of underlining to indicate all other proposed new language, and of brackets to indicate proposed deletions from
languege in the present model. The underlining and bracketing are used for the purpose of demonstrating the proposed
changes to the members of the Life Insurance (C3) Subcommittee and to other interested parties. It is not intended that
the Model Variable Annuity Regulation actually include the underlining or the bracketed material, if the proposed revision
is adopted. ‘

The main purpose of the proposed revisior is to add this new Article relating to nonforfeiture benefits. The new Article
VII would requite certain specific provisions to appeat in varizble annuity contracts, and Article VII also defines a specific
level of minimum nonforfeiture benefits. The other changes involved in the proposed revision are relatively minor, and
they can be summarized in the following complete list:

(1)  Article VI, Paragraph 3, Subparagraph (c}, in the present wording would be deleted.

(2) The Drafting Note which follows Article VI, Paragraph 3, would be reworded so that it no longer refers to
nonforfeiture provisions. ’

(3} Articles VII, VIII and IX in the present wording would be renumbered upward to accommodate the inclusion of the
new Article VIL

Background Material

The Maodel Varisble Annuity Regulation was originally adopted in December 1974. Only one rather shott subparagraph
pertained to nonforfeiture provisions; please see Article VI, Paragraph 3, Subparagraph (c), in the present wording. The
present wording does not define a specific level of minimum nonforfeiture benefits 2t all.

The legislation which authorizes variable annuity contrects, in most states, does not give any specific details on the subject
of nonforfeiture benefits either. There is general agreement that the Model Variable Annuity Regulation should cover the
subject much more thoroughly, but there are two major reasons why a rather difficult problem existed in December 1974,

The first reason is that in December 1974 most states did not have any statutes or regulations defining minimum
nonforfeiture benefits for traditional fixed benefit annuity contracts. It was felt that an appropriate level of minimum .
nonforfeiture benefits should be agreed upon for fixed benefit annuity contracts before considering the question of the
appropriate level for variable annuity conttacts. There is some analogy between these two types of contracts, and it was
felt that it might well be useful for the definitions of minimum nonforfeiture benefits to correspond to some extent.

The second reason is that there are certain complexities inherent in the nature of variable annuity contraces. Some of these
complexities are as follows; '

(1)  Variable annuity contracts do not have a guaranteed interest rate in the same sense as traditional fixed benefit
annuity contracts; rather there is a rate of investment return which is related to the performance of 2 separate
account.
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(2)  Nonforfeiture benefits for variable annuity contracts can not be celeulated prospectively, that is by looking shead to
future annuity benefits which the insurance company expects to provide and to future considerations which the
insurance company expects to receive.

(3) . If nonforfeiture benefits for variable annuity contracts are to be calculated retrospectively, that is by looking
backward and accumulating amounts corresponding to the considerstions which the insurance company has
received, then these nonforfeiture benefits must allow the insurance company to operate on a sound basis by
permitting reasonable adjustments for expenses.

(4) A method must be provided for states to test variable annuity contracts for compliance with the level of minimum
nonforfeiture benefits which is defined, when such contracts are presented for approval.

(5)  Nonforfeiture benefits must be defined for the type of contract which is partly a fixed benefit ennuity and part!y a
vatiable annuity.

Subsequent to December 1974, the NAIC adopted a2 model law entitled the Standard Nonforfeiture Law for Individual
Deferred Annuities in 1976, This model law does define certain required nonforfeiture provisions for traditional fixed
benefit annuities, including 2 level of minimum nonforfeiture benefits for such fixed benefit annuities. Thus, the first of
the two reasons listed above no longer applies. The second of the two reasons listed above does continue to apply, and this
is recognized in the language of the Standard Nonforfeiture Law for Individual Deferred Annuities which specifically
excludes variable annuity contracts.

The proposed revision to the Model Variable Annuity Regulation closely parallels the Standard Nonforforfeiture Law for
Individual Deferred Annuities, to the extent that this is appropriate and feasible. Fot example, the definition of net
considerations in Article VI, Paragraph 5, in the proposed revision, is rather similar to the definition of net considerations
in the Standard Nonforfeiture Law for Individual Deferred Annuities except for two differences which are pointed out
below. On the other hand, attention has been given in the proposed revision to the second of the two reasons listed above;
and all five of the complexities mentioned have received consideration. For cxample, the portion of the Standard
Nonforfeiture Law for Individual Deferred Annuities which defines minimum cash surrender benefits prospectively has no

~ corresponding provision in the proposed revision; see item (2) in the list of complexities.

The proposed new Article VILin the Model Variable Annuity Regulation is divided into eleven numbered Paragraphs. A
brief description and summary of each of these eleven Paragraphs follows:

Paragraph 1 lists the exclusions from Article VIL These exclusions are very similar to those listed in the Standard
Nonforfeiture Law for Individual Deferred Annuities, including the partial exclusion for group annuity contracts.

Paragraph 2 describes the treatment of annuity contracts which are partly fixed benefit znnuities and partly variable
annuities. Such contracts must comply with the Standard Nonforfeiture Law for Individual Deferred Annuities to the
extent that fixed benefits are provided. Please note that this is one of the five complexities which are mentioned above;
see item (5} in the list.

Paragraph 3 describes provisions which are required to be included in the variable annuity contract. These provisions
relate to the paid-up annuity nonforfeiture benefit, the optional cash surrender benefic (if included in the contract),
and the death benefit (if included in the contract). These provisions are similar to the provisions required by the Standard
Nonforfeiture Law for Individual Deferred Annuities, except that Paragraph 3 contains a different provision for deferment
by the insurance company of the cash surrender benefit.

Paragraph 4 describes the formulas which are to be used in computing minimum paid-up annuity, cash surrender or death
benefits from the net considerations which are defined in Paragraph 5. The formulas in Paragraph 4 define minimum
nonforfeiture benefits retrospectively. These formulas in Paragraph 4 make use of 2 “net investrnent return’ which is to be
determined monthly or oftener. Paragraph 4 also permits insurance companies to make an annual contract charge, and it
permits an additional. transaction charge for each transfer to another separate account or to another investment division
within the sume separate account. The annual contract charge and the transaction charge are intended to allow insurance
companies to make reasonable provision for expenses; and the amounts of these charges are adjusted annuslly in
accordance with changes in the Consumer Price Index, as described in detail in Paragraph 6. This Paragraph 4 does not
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correspond closely to any portion of the Standard Nonforfeiture Law for Individual Deferred Anmnuities, but rather
Paragraph 4 is required on account of jtems (1) and (3) in the list of complexities mentioned above. It might be
appropriate to point out that the retrospective definition of minimum nonforfeiture benefits in the Standard Nonforfeiture
Law for Individual Deferred Annuities makes some allowance for possible increases in the level of future expenses by
prescribing a rather low rate of guaranteed interest, and this method is not suited to varisble annuity contracts.

Paragraph 5 describes how the net considerations for the variable annuity contract are obtained from gross considerzations.

- It has already been pointed out that the definition of net considerations is rather similar to that contained in the Standard

Nonforfeiture Law for Individual Deferred Annuities, with two differences. The wording of Paragraph 5 permits the
insurance company to make additional deductions for premium taxzes. Paragraph 5 also permits certain other deductions
which are expressed in dollar amounts to be adjusted znnually in accordance with changes in the Consumer Price Index, as
desctibed in detail in Paragraph 6. .
Paragraph & describes how variable annuity contracts can be tested for compliance with Article VIL Paragraph 6 also gives
details on how certain charges which are described in Paragraphs 4 and 5 are subject to annual edjustments in accordance
with the Consumer Price Index. Paragraph 6 is concerned with items (3) and (4) in the list of complexities, and it does not
correspond to any portion of the Standard Nonforfeiture Law for Individual Deferred Annuities,

Paragraph 7 describes how paid up annuity benefit emounts are related to minimum nonforfeiture benefits. Paragraph 7
corresponds closely to language included in the Standard Nonforfeiture Law for Individual Deferred Annuities.

Paragraph 8 pertains to variable annuity contracts with cash surrender benefits, and it describes how cash surrender
benefits and death benefits are related to minimum nonforfeiture benefits. Paragraph 8 corresponds closely to language
included in the Standard Nonforfeiture Law for Individual Deferred Annuities.

Paragraph 9 relates to variable annuity contracts which do not provide cash surrender benefits or which do not provide
death benefits, and requires that such contracts provide notice to the contractholder that such benefits are not included.
Parzgraph 9 corresponds closely to language included in the Standard Nonforfeiture Law for Individual Deferred Annuities.

Paragraph 10 describes the conditions under which the insurance company may at its option make a lump sum payment in
lieu of making annuity payments of rather small amounts on & periodic basis. Paragraph 10 corresponds to some extent to
language included in the Standard Nonforfeiture Law for Individual Deferred Annuities, but one difference is that
Paragraph 10 permits the exercise of this option in some cases whete the contractholder has paid considerations during the
immediately preceding two year period.

Paragraph 11 discusses variable annuity contracts which contain both annuity benefits and life insurance benefits.
Paragraph 11 corresponds closely to language included in the Standard Nonforfeiture Law for Individual Deferred
Annuities,

Technieal Advisory Committee for Variable Products

This would be an appropriate time for the (C} Committee Technical Task Force to thank the members of its Technical
Advisory Committee for Variable Products for its diligent efforts in assisting with the preparation of this proposed revision
in the Model Variable Annuity Regulation.

The members of this Technical Advisory Committee are as follows: Jerome (Jerry) Golden, Chairman; Jack Marshall;
Robert Nichols; Bruce Nickerson; Terrence Towry; Jack Wood.

The (C) Committee Technical Task Force voted on October 21, 1979, to recommiend this proposed revision to the (C3)
Life Insurance Subcommittee for adoption at its meeting on December 3, 1979, This Special Report has been prepared by
the Chairman of the (C) Committee Technical Task Force after the October 21, 1979, meeting. While he believes the
Special Report to be accurate and correct, it should be poinved out thet neither the members of the Technical Advisory
Committee nor'the other members of the (C) Committee Technical Task Force have had any opportunity to review it
before dissemination. '

BERERA RN
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{ATTACHMENT A)
MODEL VARIABLE ANNUITY REGULATION
Table of Contents

Article I. Authority

Article I1. Definitions

Article I1I. Qualifications of Insurance Companies to Issue Variable Annuities
Article IV. Separate Account

Article V., Filing of Contracts

Article VI, Variable Annuity Contracts

Article VII. Nonforfeiture Benefits

Article VIII. Required Reports

Article IX. Foreign Companies

Article X. Qualifications of Agents for the Sale of Variable Annuities

ARTICLE I: AUTHGORITY.

Pursuant to anthority given by Section (insert applicable section) of the Insurance Laws of (insert state),
the Insurance {Commissioner, Director or Superintendent), after due notice and publication and after
affording interested persons opportunity to present written data, views and arguments, does hereby make
and promulgate the following rules and regulations to be applicable to insurance companies delivering or
issuing for delivery in this state variable annuities as defined in Paragraph 1, of Art:cle II, pursuant to
Sectxon (insert applicable section) of the Insurance Laws of this State,

These regulations shall become effective (insert date).

Drafting Note: This Article will obviously depend on the existing provisions under a given siate s insurance
code with respect to the method for adopting rules and regulations.

ARTICLE II: DEFINITIONS,

1. The term “variable annuity” when used in this Regulation, shall mean any policy or contract which
provides for annuily benefits which vary according to the investment experience of any separate account or
accounts maintained by the insurer as to such policy or contract, as provided for in Section (insert
applicable section) of the laws of this State.

Drafting Note: The objective here is to define the contracts covered by the regulations to include all forms
of annuity contracts the benefits of which vary eccording to the investment experience of a separate
account authorized by the enabling statute, including group and individuol, variable gccumulation and
variable benefit, ete. Exclusion of particular kinds of contracts from sections of the regulation which may
be inapplicable is handled in those sections.

2. “Agent" when used in the Regulation, shall mean any person, corporation, partnership, or other legal
entity which under the laws of this State is licensed as a life insurance agent, or solicitor, general agent, or
life insurance broker,

Drafiing Note: States should make the necessary changes in termmology to conform with statutory
language describing those persons eligible to be licensed to sell life insurance.

ARTICLE UI: QUALIFICATION OF INSURANCE COMPANIES TO ISSUE VARIABLE ANNUITIES.

1. No company shall deliver or issue for delivery variable annuities within this State unless [a)'it is licensed
or organized to do 2 life insurance or annuity business in this State, and (b} the Commissioner is satisfied
that its condition or method of operation in connection with the issuance of such contracts will not render

]
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its operation hazardous to the public or its policyholders in this State, In this connection, the
Commissioner shall consider among other things:

(1) 'I‘hg history and financial condition of the company;
(if) The character, responsibility and fitness of the officers and directors of the company; and

(iii) The law and regulation under which the company is authorized in the state of domicile to issue
variable annuities.

2. If the company is a subsidiary of an admitted life insurance company, or affiliated with such company
by common management or ownership, it may be deemed by the Commissioner to have satisfied the
provisions of clause (b) of Paragraph 1 hereof if either it or such admitted life company satisfies the
aforementioned provisions ; provided, further, that companies licensed and having a satisfactory record of
doing business in this State for a period of at least three years mnay be deemed to have satisfied the
Commissioner with respect to clause (b) of Paragraph 1 above,

3. Before any company shall deliver or issue for delivery variable annuities within this State it shall submit
to the Commissioner (a) a general deseription of the kinds of variable annuities it intends to issue, (b) if
requested by the Commissioner, a copy of the statutes and regulations of its state of domicile under which
it is authorized to issue variable annuities, and (¢) if requested by the Commissioner, biographical data with
respect to officers and directors of the company on the NAIC uniform biographical data forms,

Drafting Note: Paragraph 3 suggests the type of submission which might be appropriate to afford a basis
for determining that a company meets the test in clause (b) of Paragraph 1. The NAIC biographical data
regulation and forms appear in the 1967 NAIC Proceedings II 382-385 and 1974 NAIC Proceedings I
120-123. ’

Some state Statutes provide seasoning requirements for the licensing of foreign life insurance companies;
these statutes presumably will elso apply to companies seeking to be licensed to sell varinhle annuities.
The Committee does not believe that there is a need for sessoning requirements for companies writing
variable annuities beyond those required for life companies generally. If, however, an edditional seasoning
requirement for companies writing variable annuities is considered desirable, the Committee feels that such
a requirement should be specifically provided by statute and recommends that the statute expressly require
consideration of the experience of a parent or offiliated company. See Paragraph 2 above.

The Committee recommends that if there are specific capital and surplus requirements for companies
writing variable gnnuities these should be the same as those for life insurance companies generglly. If
stricter capital and surplus requirements should be considered necessary, these should be specifically
provided by statute and it is strongly recommended that the statute permit waiver of such requirements
pursuant to rules and regulations duly adopted by the Commissioner. A regulation to accomplish this
purpose might read as follows: )

- “The Commissioner may waive any or all the requirements set forth in Section (insert
epplicable section) if by reason of ¢ company’s capital structure, surplus, amount of business in
force and plan of operations, it substanticlly conforms to such requirements, or, in the opinion
of the Commissioner, otherwise affords adequate protection to contract holders.’’

ARTICLE IV: SEPARATE ACCOUNT.

A domestic company issuing variable annuities shall establish one or more separate accounts pursuant to
Section (insert applicable section) of the Insurance Laws of this State, subject to the following provisions of
thig Article:

1(a). Except as may be provided with respect to reserves for guaranteed benefits and funds referred to in
Paragraph 1(b), (i) amounts allocated to any separate account and accumulations thereon may be invested
and reinvested without regard to any requirements or limitations prescribed by the laws of this State
governing the investments of life insurance companies, and (ii) the investments in such separate aceount or
accounts shall not be taken into account in applying the investment limitations otherwise applicable to the
investments of the company.
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1(b). Reserves for (i) benefits guaranteed as to dollar amount and duration, and (ii) funds guaranteed as to
principal amount or stated rate of interest may be maintained in a separate account if a portion of the
assets of such separate account at least equal to such reserve liability is invested in accordance with the laws
and regulations of this State governing the investments of life insurance companies, Such portion of the
asgets also shall not be taken into account in applying the investment limitations otherwise applicable to
the investments of the company,

1(c). With respect to 76% of the market value of the total assets in a separate account no eompany shall
purchase or otherwise acquire the securities of any issuer, other than securities issued or guaranteed as to
principal or interest by the United States, if immediately after such purchase or acqyuisitfion the market
value of such investment, together with prior investments of such separate account in such security taken at
market, would exceed 10% of the market value of the assets of said separate account;provided, however,
that the Commissioner may waive such limitation if, in his opinion, such waiver will not render the
operation of such separate account hazardous to the public or policyholders in this State,

1(d). Unless otherwise permitted by law or appraved by the Commissioner, no company shall purchase
or otherwise acguire for its separate accounts the voting securities of any issuer if as a result of such
acquisition the insurance company and its separate accounts, in the aggregate, will own more than 10% of
the total issued and outstanding voting securities of such issuer; provided, that the foregoing shall not apply
with respect to securities held in separate accounts, the voting rights in which are exerclsable only in
accordance with instructions from persons having interest in such account.

1(e). The limitations provided in Paragraphs 1(e) and 1(d) above shall not apply to the investment with
respect to a separate aceount in the securities of an investment company registered under the Investment
Company Act of 1940, provided that the investments of such investment company comply in substance
with Paragraphs 1(c¢) and 1(d) hereof.

Drafting Note: Virtually all statutes contain the broad longuage in Parograph 1(a) permitting investments
without regard to investment lmitations with respect to life insurance companies. Paragraph 1(c) would
impose a quaniitative limitation to promote diversification and limit investment risk. It should be noted
that while separate accounts registered under the 1940 Act will be subject to the 5% rule under that Act,
there would appear to be sound reasons for permitting greater flexibility, up to 10%, with respect to those
separate gccounts not so subject. It is further provided that the Commissioner may waive this limitation
where such would not render the operation of the account hazardous.

Parograph 1(d) would prohibit the acquisition by the separate account of the securities of an issuer if the
acquisition would result in the gwnership of more than 10% of the voting securities of such issuer, with the
holdings by the company and oll of its separate accounts aggregated, except when there is g pass-through of
voting rights fo contractholders.

Paragraph 1{f) is intended primarily to permit the operation of a separate account as a unit investment trust
under the 1940 Act, with all of its assets being invested in the securities of a registered investment
company. It should be noied, however, that the Commissioner would retain indirect control since the
exception from the application of Paragraphs 1(c} and 1{d) would not apply if the investments of the
investment company did not comply with such Paragraphs.

Basic authority for exemption from investment limitations, as well as the guantitative limitetions in
Paragraphs 1(c) and 1(d) and the exemption from these limitations in Paragraph 1(f), should probably be
covered by statute.

2. Unless otherwise approved by the Commissioner, assets allocated to a separate account shall be valued at
their market value on the date of valuation, or if there is no readily available market, then as provided
under the terms of the contract or the rules or other written agreement applicable to such separate aceount;
provided, that unless otherwise approved by the Commissioner, the portion, if any, of the assets of such
separate acecount equal to the company'’s reserve liahility with regard to the benefits and funds referred to
in elavses (i) and (ii) of Paragraph 1(b) shall be valued in accordance with the rules otherwise applicable to
the company’s assets,
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Drafting Note: In the case of variable gnnuities involving ¢ 1940 Act registered account and in many group
contracts the procedure for valuing assets will be stated in rules of the separate accounis or in a separate
applicable written agreement, and the regulation is drafted to permit this,

3. If and to the extent so provided under the applicable contracts, that portion of the assets of any such
separate account equal to the reserves and other ‘contract liabilities with respect to such account shal.l not
be chargeable with liabilities arising out of any other business the company may conduct.

Draiting Note: To achieve effective insulation of certain assets held in separate accounts from claims of
general creditors it is probebly necessary, as a matter of general corporate law, that such insulation be
specifically authorized by statute.

4, Notwithstanding any other provisions of law a company may

(a) with respect to any separate account registered with the Securities and Exchange Commission, as a
unit investment trust exercise voting rights in connection with any securities of a regulated invest-
ment company registered under the Investment Company Act of 1940 and held in such separate
accounts in accordance with instructions from persons having interests in such accounts ratably as
determined by the company, or

(b) with respect to any separate aceount registered with the Securities and Exchange Commission as a
management investment company, establish for such account a committee, board, or other body, the
members of which may or may not be otherwise affiliated with such company and may be elected to
such membership by the vote of persons having interests in such account ratably as determined by
the company. Such committee, board or other hody may have the power, exercisable alone or in
conjunction with others to manage such separate account and the investment of its assets,

A company, committee, board or other body may make such other provisions in respect to any such
separate account as may be deemed appropriate to facilitate compliance with requirements of any federal
or state law now or hereafter in effect; provided that the Commissioner approves such provisions as not
hazardous to the public or the company’s policyholders in this State.

Drafting Note: Certain separate accounts are registered with the Securities and Exchange Commission
under the Investment Company Act of 1940, and contractholders in such separate accounts must be given
uoting rights, principally in connection with the management of the assets of the account. Subparagraph
4(a} is intended to provide for g separate account registered with the SEC as o unit investment trust, under
whkich oll of the assets of the account are invested in a separate mutual fund. In this connection, see also
Paragraph I(f). Subparagraph 4(a) would permit a pass-through of voting rights in the shares of the
underlying mutuel fund to the contractholders.

Where a separate account is registered under the 1940 Act as a management investment company the
contractholders have the right to elect a committee with power to manage the aecount and invest its assets.
Subparagraph 4(b).

As with the insulgtion provision in Paragraph 3 of Articlé IV above, it would probably be wise in most
states to provide quthority for the above regulation by statute, since many states require that the assets of
an insurer may be managed by its board of directors.

6. No sale, exchange or other transfer of assets may be made by a company between any of its separate
accounts or hetween any other investment account and one or more of its separate accounts unless, in case
of a transfer info a separate account, such transfer is made solely to establish the account or to support the
operation of the contracts with respect to the separate account to which the transfer is made, and unless
such transfer, whether into or from a separate account, is made (2) by a transfer of cash, or (b) by a transfer
of securities having a valuation which could be readily determined in the marketplace, provided that such
transfer of securities is approved by the Commissioner. The Commissioner may authorize other transfers
among such accounts, if, in his opinion, such transfers would not be inequitable,
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Drafting Note: This provision, common to many existing statutes end regulstions, is intended to prevent
unfair or discriminatory transfer among accounts, Regular cash flow should permit those transfers to and
from the general account necessary to the operation of the variable annuity business to be made in cash.

6. The company shall maintain in each such separate account assets with a value at least aqual to the
reserves and othe contract liabilities with respect to such account, except as may otherwise be approved by
the Commissioner,

Drafting Note: This section varies from a number of existing regulations which provide that assets shall be
equal to reserves. The Commitiee agrees that a deficit should not be permitted, but that build-up of surplus
within the separate account should nol be prohibited as it would apparently be under the existing
regulations referred io,

7. Rules under any provision of the Insurance Laws of this State or any regulation applicable to the
officers and directors of insurance companies with respect-to conflicts of interest shall also apply to
members of any separate accounis commitiee, board or other similar body, No officer or director of such
company nor any member of the committee, board or body of a separate account shall receive directly or
indirectly any commission or any other compensation with respect to the purchase or sale of assets of such
separate account, ' ‘

ARTICLE V: FILING OF CONTRACTS.

The filing requirements applicable to variable annuities shall be those filing requirements otherwise
applicable under existing statutes and regulations of this State with respect to individual and group life
insurance and annuity contract form filings, to the extent appropriate.

ARTICLE VI: VARIABLE ANNUITY CONTRACTS.

1. Any variable annuity providing benefits payable in variable amounis delivered or issued for delivery in
this State shall contain a statement of the essential features of the procedures to be followed by the
insurance company in determining the dollar amount of such variable benefits, Any such contract,
including a group contract and ahy certificate in evidence of variable benefits issued thereunder, shall state

that such dollar amount will vary to reflect investment experience and shall contain on its first page a clear -

statement to the effect that the benefits thereunder are on a variable basis,

2. Illustrations of benefits payable under any variable annuity shall not include projections of past
investment experience into the future or attempted predictions of future investment experience; provided
that nothing contained herein is intended to prohibii use of hypothetical assumed rates of return io
illustrate possible levels of benefits,

3. No individual variable annuity contract calling for the payment of periodic stipulated payments shall be
delivered or issued for delivery in this State unless it contains in substance the following provision or
provisions which in the opinion of the Commissioner are more favorable to the holders of such contracts:

(a) A provision that there shall be a period of grace of 30 days or of one monih, within which any
stipulated payment to the insurer falling due after the first may be made, during which period of
grace the contract shall continue in force. The contract may include a statement of the basis for
determining the date as of which any such payment received during the period of grace shall be
applied to produce the values under the contract arising therefrom;

(k) A provision that, at any time within (insert number) year(s) from the date of default, in making
periodic stipulated payments to the insurer during the life of the annuitant and unless the cash
surrender value has been paid, the contract may be reinstated upon paymeni to the insurer of such
overdue payments as required by contract, and of all indebtedness to the insurer on the contract,
including interest,
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The contraet may include a statement of the basis for determining the date as of which the amount to
cover such overdue payments and indebfedness shall be applied to produce the values under the
contract arising therefrom;

[{e) A provision specifying the options available in the event of default in a periodic stipulated payment.
Such options may include an option to surrender the contract for a cash value as determined by the
contract, and shall include an option to receive a paid-up annuity if the contract is not surrendered
for cash, the amount of such paid-up annuity being determined by applying the value of the contract
at the annuity commencement date in aceordance with the terms of the contract. ]

Drafting Note: The Committee would recommend inclusion of provisions dealing with grace [,] and
reinstatement [and nonforfeiture] only if the law of a particular state requires these in individual fixed
dollar deferred annuities, Several companies issuing variable annuity conéracts do not require contract-
holders to make periodic stipulated payments. If a contractholder ceases making payments he may resume
doing so thereofier at any time. It is assumed that Paragraph 3(a) would be inapplicable to such contracts
since the provisions described above would be regerded as more favorable to the contractholders thar a 30
day grace period.

4. Any variable annuity contract delivered or issued for delivery in this State shall stipulate the investment
increment factors to be used in computing the dollar amount of variable benefits or other variable
contractual payments or values thereunder, and may guarantee that expense and/or mortality results shall
not adversely affect such dollar amounts. In the case of an individual variable annuity contract under which
the expense and mortality results may adversely affect the dollar amount of benefits, the expense and
mortality factors shall be stipulated in the contract.

In compuiing the dollar amount of variable benefits or other contractual payments or values under an
individual variable annuity contract:

(a} The annual net investment increment assumption shall not exceed 5% except with the approval of the
Commissioner,

(b) To the extent that the level of henefits may be affected by future mortality results, the mortality
factor shall be determined from the Annuity Mortality Table for 1949, Ultimate, or any modification
of that table not having a lower life expectancy at any age, or, if approved by the Commissioner,
from another {able,

"Eipense” as used in this Paragraph, may exclude some or all taxes, as stipulated in the contract.

. }
5. The reserve liability for variable annuities shall be established pursuant to the requirements of the
Standard Valuation Law in accordance with actuarial procedures that recognize the variable nature of the
benefits provided and any mortality guarantees,

ARTICLE VII: NONFORFEITURE BENEFITS

Drafting Note: This section should be included only if the Standard Nonforfeiture Law for Individual
Deferred Annuities has been adopted in this State.

1. This Article shall not apply to any (i) reinsurance, (ii) group annuity contract purchased in connection
with one or more retirement plans or plans of deferred compensation established or maintained by or for
one of motre employers (including partnerships or sole proprietorships), employee organizations, or any
combination thereof, or other than plans providing individual retirement accounts or individual retirement
annuities under Section 408 of the Internal Revenue Code, as now or hereafter amended, (iii) premium
deposit fund, (iv) investment annuity, (v) immediate annuity, (vi} deferred annuity contract alter annuity
payments have commeticed, (vii) reversionary annuity, or to any (viii) contract which is to be deliversd
outside this state through an agent or other representative of the company issuing the contract.

v
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2. To the extent that any variable annuity contract provides benefits which do not vary in accordance with
the investmenti performance of a separate account before the annuity commencement date, such contract
shall contain provisions which satisfy the requirements of (the Standard Nonforfeiture Law for Deferred
Annuities — Insert appropriate statutory citation for this law) and shall not otherwise be subject to this
Article,

Drafting Note: For the purpose of demonstrating that the minimum nonforfeiture emounts under the
fixed portion of the contract comply with Standard Nonforfeiture Low for Deferred Annuities, the
company should assume that 100% of the considerations are allocated to the fixed account. If the contract
provides for {ransfers between the fixed and variable accounts, the transaction charge may not exceed the
charge for transfers to enother separate gecount or to enother investment division within the same separate
account, as determined in Paragraph 4 of this Article.

3. In the case of contraet issued on or after (Insert operative date of this Article, which should be at least
18 months after adoption) no variable annuity contract, except as stated in Paragraphs 1 and 2, shall be
delivered or issued for delivery in this state unless it contains in substance the following provisions, or
corresponding provisions which in the opinion of the Commissioner are at least as favorable to the contract-
holder, upon cessation of payment of considerations under the contract: .

(2) That upon cessation of payment of considerations under a contract, the company will grant a paid-up
annuity benefit on a plan described in the contract that complies with Paragraph 7. Such description
will include a statement of the mortality table, if any, and guaranteed or assumed interest rates used
in caleulating annuity payments.

(b) If a contract provides for a lump sum settlement at maturity, or at any other time, that upon
surrender of the contract at or prior to the commencement of any annuity payments, the company
will pay in lieu of any paid-up annuity benefit a cash surrender benefit as deseribed in the contraet
that complies with Paragraph 8. The contract may provide that the company reserves the right, at its
option, to defer the determination and payment of any cash surrender benefit for any period during
which the New York Stock Exchange is closed for trading (except for normal holiday closing) or
when the Securities and Exchange Commission has determined that a state of emergency exists which
may make such determination and payment impractical,

(c) A statement that any paid-up annuity, cash surrender or death benefits that may be available under
the contract are not less than the minimum benefits required by any statute of the state in which ihe
contract is delivered and an explanation of the manner in which such benefits ate aliered by the
existence of any additional amounts credited by the company to the contract, any indebtedness to
the company on the contract or any prior withdrawals from or partial surrenders of the contract,

4. The minimum values as specified in this Article of any paid-up annuity, cash surrender or death benefits
available under a variable annuity contract shall be based upon nonforfeiture amounts meeting the require-
ments of this paragraph. - -

The minimum nonforfeiture amount on any date prior to the annuity commencement date shall be an
amount equal to the percentages of net considerations (as specified in Paragraph 5) increased (or decreased)
by the nef investment return allocated to the percentages of net considerations, which amount shall be
reduced to reflect the effect of:

(i) any partial withdrawals from or partial surrenders of the coniract;
(ii) the amount of any indebtedness on the contract, including interest due and accrued;
(iil) an annual contract charge not less than zero and equal to (a} the lesser of thitty dollars ($30.00) and

2% of the end of year contract value less (b) the amount of any annual contract charge deducted
from any gross considerations crediied to the contract during such contract year; and

iz e
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(iv) a transaction charge of ten dollars ($10.00) for each transfer to another separate account or to
another investment division within the same separate account.

“Net investment return™ means that the rate of investment return to be credited to the variable annuity
conttract in accordance with the terms of the contract after deductions for tax charges, if any, and for asset
charges either at a rate not in excess of that stated in the contract, or in the case of a contract issued by a
non-profit corporation under which the contractholder participates fully in the investment, mortality and
expense experience of the account, in an amount not in excess of the actual expense not offset by other
deductions. The net investment return to be credited to a contraet shall be determined at least monthly.

The annual’ contract charge of thirty dollars ($30.00) and the transactidn charge of ten dollars ($10.G0)
referred to abeve will be adjusted to reflect changes in the Consumer Price Index in accordance with
Paragraph 6,

5. The percentages of net considerations used to define the minimum nonforfeiture amount in Paragraph 4
shall meet the requirements of this paragraph.

(2) With respect to contracts providing for periodic counsiderations, the net considerations for a given
contract year used to define the minimum nonforfeiture amount shall be an amount not less than
zero and shall be equal to the corresponding gross considerations credited to the contract during that
contract year less an annual contract charge of thirty dollars {$30,00) and less a collection charge of
one dollar and twenty-five cents ($1.25) per consideration credited to the contract during that
contract year less any charges for premjum taxes, The percentages of net considerations shall be
sixty-five percent {(65%) for the first contract year and eighty-seven and one-half percent (87%%) for
the second and later contract years. Notwithstanding the provisions of the preceding sentence, the
percentage shall be sixty-five percent {656%) of the portion of the total net consideration for any
renewal contract year which exceeds by not more than two times the sum of those portions of the
net considerations in all prior contract years for which the percentage was sixty-five percent (65%).

(b} With respect to contracts providing for a single consideration, the net consideration used to define the
minimum nonforfeiture amount shall he the gross consideration less a contract charge of seventy-five
dollars ($75.00) and less any charge for premium taxes. The percentage of the net consideration shall
be ninety percent (90%).

The annual contract charge of thirty dollars ($30.00), the collection charge of one dollar and twenty-five
cents ($1.25) per collection, and the single consideration contract charge of seventy-five dollars ($75.00)
referred to above, will be adjusted to reflect changes in the Consumer Price Index in accordance with
Paragraph 6.

6. Demonstration that a contract’s nonforfeiture amounts comply with this Article shall be based on the
following assumptions: .

(a) Values should he tested at the ends of each of the first twenty (20) contract years ;
(b} A net investment return of 7% per year should be used ;

{¢) If the coniract provides for transfers to another separate account or to another invesiment division
within the same separate account, one transfer per contract year should be assumed ;

(d) In determining the state premium tax applicable to the contract, the state of residence should be
assumed to equal the state of delivery ;

(e) With respect to contracts providing for periodic considerations, monthly comsiderations of $100
should be assumed for each of the first 240 months ; ’

g s
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(f) With respect to contracts providing for a single consideration, a $10,000 single consideration should
be assumed ;and '

(g) The following contract charges should be used:

1. For coniracts filed in 1980 or earlier, the annual contract charge of thirty dollars ($30.00)
referred to in paragraphs 4 and 5, the charge of ten dollars ($10.00) per fransfer referred to in
paragraph 4, the collection charge of one dollar and twenty-five cents ($1.25) per consideration
referred to in paragraph 5, and the contract charge of seventy-five dollars ($75.00) referred o
in paragraph 5(b).

2, For contracts filed in 1981 or later, the above contract charges multifxlied by the ratio of (i) the
Consumer Price Index for June of the calendar year preceding the date of filing, to (ii) the
Consumer Price Index for June, 1879,

(h) If the contract provides for allocation of considerations to both fixed and variable aceounts, 100% of
the considerations should be assumed to be allocated to the variable account.

As used herein, the Consumer Price Index means such Index for all urban consumers for all items as
published by the Bureau of Labor Statistics of the United States Department of Labor or its
successor.,

If publication of the Consumer Price Index ceases, or if such Index otherwise becomes unavailable or
is altered in such a way as to be unusable, the Commissioner will substitute an index he deems to be
suitable,

7. Any paid-up annuity benefit available under a variable annuity contract shall be sueh that its present
value on the annuity commencement date is at least equal to the minimum nonforfeiture amount on that
date. Such present value shall he computed using the mortality table, if any, and the guaranteed or assumed
interest rates used in caleulating the annuity payments.

: 8, For variable annuity contracts which provide cash surrender benefits, the cash surrender benefit at any
; time prior to the annuity commencement date shall not be less than the minimum nonforfeiture amount
next computed after the request for surrender is received by the company. The death benefit under such
! contracts shall be at least equal to the cash surrender benefit.

9. Any variable annuity contract which does not provide cash surrender benefits or does not provide death
benefits at least equal to the minimum nonforfeiture amount prior to the annuity commencement date
shall include a statement in a prominent place in the confract that such benefits are not provided.

10. Notwithstanding the requirements of this Article, a variable annuity contract may provide under the
situations specified in (a) or (b) below that the company, at its option, may cancel the annuity and pay the
contractholder its accumulated value and by such payment be released of any further obligation under such
contract ;

{a) if at the time the annui{y becomes payable the aceumulated value is less than $2,000, or would
provide an income the initial amount of which is less than $20 per month; or.

(b) if prior to the time the annuity becomes payable under a periodic payment variable annuity contract
no eonsiderations have been received under the contract for a period of two (2) full vears and hoth (i)
the total considerations paid prior to such period, reduced to reflect any partial withdrawals from or £
partial surrenders of the contraet, and (ii) the accumulated value, amount to less than $2,000, -

.

11, For any variable annuity contract which provides, within the same contract by rider or supplemental
contract provision, both annuity benefits and life insurance benefits that are in exeess of the greater of
cash surrender henefits or a refurn of the gross considerations with interest, the minimum nonforfeiture
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benefits shall be equal to the sum of the minimum honforfeiture benefits for the annuity portion and the
minimum nonforfeiture benefits, if any, for the life insurance portion computed as if each portion were a
separate contract, Notwithstanding the provisions of Paragraph 4, additional benefits payable (a) in the
event of total and permanent disability, (b) as reversionary annuity or deferred reversionary annuity
benefits, or (¢) as other policy benefits additional to life insurance, endowment, and annuity benefits, and
considerations for all such additional benefits, shall be disregarded in ascertaining the minimum
nonforfeiture amounts, paid-up annuity, cash surrender and death benefits that may be required by this
Article. The inclusion of such additional benefits shall not be required in any paid-up benefits, unless such
additional henefits separately would require minimum nonforfeiture amounts, paid-up annuity, cash
surrender and death benefits.

ARTICLE VIII: REQUIRED REPORTS

1, Any company issuing individual variable annuities shall mail to the contractholder at least once in each
confract year after the first at his last address known to the company, a statement or statements reporting
the investments held in the separate account. The company shall submit annually to the Insuranece
Commissioner a statement of business of its separate account or accounts in such form as may be prescribed
by the National Association of Insurance Commissioners.

Drafting Note: The Committee intended to leave this language sufficiently flexible to apply in the event
that the separate account statement is combined with the regular life blank.

2, Any company issuing individual variable annuities shall mail to the contractholder at least once in each
contract year after the fivrst at his last address known to the company a statement reporting as of a date not
more than four months previous to the date of mailing, In the case of an annuity contract under which
payments have not yet commenced, (a) the number of accumulation units credited to such contract and
the dollar value of a unit, or (b} the value of the contractholder’s account.

ARTICLE IX: FOREIGN COMPANIES

If the law or regulation in the place of domicile of a foreign company provides a degree of protection to the
polieyholders and the public which is substantially equal to that provided by these regulations, the
Commissioner, to the extent deemed appropriate by him in his discretion, may consider compliance with
such law or regulation as compliance with these regulations.

Drafting Note: This blanket provision would permit a Commissioner to waive any or all of these require-
meénts applicable to foreign companies in cases where the quality of regulation in the state of domicile is
such that he would have every reason to expect that the company would be adequately regulated.

ARTICLE X: QUALIFICATIONS OF AGENTS FOR THE SALE OF VARIABLE ANNUITIES

1(a). No person may sell or offer for sale in this state any variable annuity contract unless such person is an
agen{ and has filed with the Commissioner, in a form satisfactory to the Commissioner, evidence that such
person holds any license or authorization which may be required for the solicitation or sale or variabie
annuity contracts by any federal or state securities law, '

1(b). Anry examination administered by the Department for the purpose of determining the eligibility of
any person for licensing as an agent shall, after the effective date of this regulation, include such questions

concerning the history, purpose, regulation, and sale of variable annuity contracts as the Commissioner.

deems appropriate.

2. Any person qualified in this state under this Artlcle to sell or offer to sell variable annuity contracts shall
immediately report to the Commissioner:

2(a). any suspension or revocation of his agent’s license in any other state or territory of the United States:
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2(b). the imposition of any disciplinary sanction, including suspension or expulsion from membership,

} suspension, or revocation of or denial of registration, imposed upon him by any national securities
| exchange, or national securities association, or any federal, state, or territorial agency with jurisdiction over
L securities or variable annuity contracts ;

|

]

2(e). any judgment or injunction entered é.gainst him on the basis of conduct deemed to have involved
fraud, deceit, misrepresentation, or violation of any insurance or securities law or regulation.

: 3. The Commissioner may reject any application or suspend or revoke or refuse to renew any agent’s

! . qualification under this Article to sell or offer to sell variable annuity contracts upon any ground that

' would bar such applicant or such agent from being licensed to sell other life insurance contracts in this -
state. The rules governing any proceeding relating to the suspension or revocation of an agent’s license

shall also govern any proceeding for suspension or revocation of an agent’s qualification to sell or offer to
sell variable annuity contracts.

LA L L L L]

SPECIAL REPORT i

November 2, 1979
Life Insurance

By the (C) Committee Technical Task Force
on Valuation and Nonforfeiture Value Regulation

REVISED ACTUARIAL GUIDELINE ENTITLED
“THE VALUATION OF INDIVIDUAL SINGLE
PREMIUM DEFERRED ANNUITIES™

At its meeting in June 1979 the (C3) Life Insurance Subcominittee asked the (C) Committee Technical Task Force on
Valuation and Nonforfeiture Value Regulation to reconsider an actuarial guideline which it had recommended. This
actuarial guideline was identified as Actuarial Guideline D “Interpretation Regarding Reserves for Single Premium Deferred
Annuities,” and it was described in some detail in 2 Special Report dated May 2, 1979, to the Life Insurance (C3)
Subcommtittee by the Technical Task Force, {Editor’s Note — See 1979 Proceedings of the NAIC, Vol. IL, p. 492.]

! The Technical Task Force did reconsider this actuarial guideline at its meeting in October 1979. The wording and the
i title of the actuarial guideline were revised at that meeting.

The Technical Task Force now recommends that the Life Insurance (C3) Subcommittee adopt the revised actuarial
guideline, and that this revised actuarial guideline be recommended co the Financial Condirion Examination (AS)
Subcommittee for inclusion in the actuarial section of the Financial Condition Exariners Handbook.

[
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TEXT

The title and complete text of this actuarial guideline, as revised and recommended are as follows:

The Valuation of Individual Single Premium Deferred Annuities

With respect to those states which have enacted the 1976 Amendments to the Standard Valuatien Law, individual
single premium deferred annuity reserves shall at least equal the greatest of any of the discounted values of all
guaranteed future benefits including cash surrender values available after the date of valuarion, such benefits
discounted to the valuation date at the maximum permissible statutory interest rate. This method applies to all
individual single premium deferred annuities which are subject to the provisions of the Standerd Valuation Law in
those states which have enacred the 1976 amendments. For those states which have not yet enacted the 1976
amendments this interpretation is a method of valuing individual single premium deferred annuities.
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Explanatory Matetial — General

The exélanatory material which follows is not a part of the actuarial guideline which is now being recommended. It has
been included for the purpose of aiding the Life Insurance {C3) Subcommittee in its evaluation.

This actuarial guideline, like the others which have been developed by the Technical Task Force, is intended to be available
for use by any commissioner who wishes to de s0. Such actuarial guidelines are not to be construed as mandatory upon
commissioners, but a commissioner may wish to apply them when he or she encounters situstions where he or she feels
that the underlying statutes are ambiguous or unclear.

The original wording of the actuarial guideline, prior to revision, was as follows:
Interpretation Regarding Reserves for Single Premium Deferred Annuities Text

Individual single premium deferred annuity rescrves shall at least equal the greatest of any of the discounted values
of cash surrender values available after the date of valuation, such cash values d1soounted to the valuation date at the
maximum permissible statutory interest rate,

The revised wording of the actuarial guideline obviously differs from the original wording in that it distinguishes between
those states which have enacted the 1976 Amendments to the Standzard Valuation Law and those states which have not yet
done so. The balance of this special report will discuss two separate cases, corresponding to these two groups of states.

Explanatory Material - States with 1976 Amendments
This is a continuation of the explanatory material which is not a part of the actuarial guideline.

The 1976 Amendments to the Standard Valuation Law reflect the most recent version of this model law, The applicable
portion of the 1976 Amendments contains a paragraph which reads as follows:

Reserves according the comimissioners annuity reserve valuation method for benefits under annuity and pure
endowment contracts, excluding any disability and accidental death benefits in such contracts, shall be the
greatest of the respective excesses of the present values, at the date of valuation, of the future guaranteed
benefits, including guaranteed nonforfeiture benefits, provided by such contracts at the end of each
respective contract year, over the present value, at the date of valuation, of any future valuation considera-
tions derived from future gross considerations, required by the terms of such contract, that become payable
prior to the end of such respective contract year, The future guaranteed benefits shall be determined by using
the mortality table, if any, and the interest rate or rates specified in such contracts for determining
guaranteed benefits. The valuation considerations are the portions of the respective gross considerations
applied under the terms of such contracts to determine nonforfeiture values.

The revised wording of the actuarial guideline does not differ materially from the original wording, insofar as it applies to
states which have enacted these 1976 Amendments. In these states, the Standard Valuation Law identifies one method as
the proper method for computing reserves for, individual single premium deferred annuities subject to that law. The
actuarial guideline identifies that same method.

Explanatory Material — States without 1976 Amendments

This is a continuation of the explanatory material which is not a part of the actuarial guideline.

In most of the states which have not yet enacted the 1976 Amendments, the applicable portion of the Standard Valuation
Law reads as follows:

Reserves accordihg to the commissioners reserve valuation method for - - - - (2} annuity and pure endowment
contracts - - - - shall be caleulated by & method consistent with the principles of the preceding paragraph -- - -
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The revised wording of this actuarial guideline has quite 2 different effect than the original wording, insofar as it applies to
states which have not enacted the 1976 Amendments. The original wording implied thar the method identified was the
only proper method for caleulating reserves for individual single premium deferred annuities subject to the Standard

- Valuation Law in such a state, if the commissioner did decide to use this actuarizl guideline. The revised wording, however,

identified this method as one method which will be acceptable in such states; but it allows for the possibility that other
methods for calculating reserves can be found which will also comply with the Standard Valuation Law.

The discussion of the original wording of this actuarial guideline at the Life Insurance (€3) Subcommittee meeting in July
1979 was specifically concerned with these states which had not enacted the 1976 Amendments. There was some feeling
that the reserve method defined in the actuarizl guideline should not be applied retroactively, so as to require increased
reserves in annuities which were already in force. This was considered especially onerous because some states had
apparently given insurance companies resson to believe that other methods which produce lower reserves would be
acceptable.

However, if the commissioner of a state which has not enacted the 1976 Amendments does make use of this actuarial
guideline, as revised and recommended, he or she would not be requiring insurance companies to use this paricular method
for computing reserves. An insurance company using the method could rely upon the acceptability of the reserves which
the method generates. On the other hand, an insurance company using some other method would be free to demonstrate
that this other method did meet the requirements of the Standard Valuation Law in thar state. Such an alternate reserve

method would not be considered inadequate solely because it produced lower reserves than rthe method specifically
described in the actuarial guideline.
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A. Proceedings of the NAIC Technicel Task Force

This report concerns only the proceedings of the NAIC Technical Task Force to Review Valuation and Nonforfeiture
Value Regulation since the June 1979 meeting.

Recommendation for approval of a proposed revision of the NAIC Model Variable Annuity Regulation, which is concerned
with nonforfeiture benefits for variable annuity contracts, was made in a Special Report dated November 1, 1979, sent to
all members of the NAIC,
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Recommendation for approval of an actuarial guideline on Valuation of Individual Single Premium Deferred Annuities,
which is intended to be sent on to the Financial Condition Examination (A5) Subcommittee for inclusion in the Financial
Condition Examiners Handbook, was made in a Special Report dated November 2, 1979, sent to all members of the NAIC.
This actuarial guideline is a revision of a previous actuarial guideline, which the Life Insurance (C3) Subcommittee had
asked the NAIC Technical Task Force to reconsider in June 1979.

A. Proceedings of the NAIC Technical Task Force

This report includes 2 letter from Williarm A, White of the NAIC Technical Task Force dated October 12, 1979, pertaining
to several life insurance topics which have been on the agenda of the NAIC Technical Task Force (Attachment C-1);a
letter from Paul E. Sarnoff, of Prudential Life Insurance Company of Americz, dated October 31, 1979, pertaining to
several life insurance topics which have been considered by the NAIC Technical Task Force and including a memorandum
entitled “The Valuation of Policies under the 1976 Amendments” {Attachment C-2); & memorandum from Bradford S.
Gile of the NAIC Technical Task Force containing a draft of a ptoposed actuarial guideline for distinguishing an annuity
contract from life insurance contracts for minimum nonforfeiture value purposes (Actachment D-1}. Alsp included is 2
discussion draft prepared by Ted Becker of the NAIC Technical Task Force of a2 proposed actuarial guideline for
distinguishing individual single premium immediate annuity contracts from other individual single premium anmuity
contraces (Actachment D-2); a panel presentation ac a Society of Actuaries Concurrent Session by Yuan Chang of Travelers
Insuyance Company, dated October 24, 1979, pertaining to dynamic valuation interest rates for proposed use in a furre
revision of the Standard Valuation Law (Attachment E-1); a discussion prepared in response to the same Society of
Actuaties Concurrent Session by John O. Montgomery of the NAIC Technical Task Force, pertaining to the same subject
{Attachment E-2); a memorandum from Bradford S. Gile of the NAIC Technical Task Force dated Ocrober 17, 1979,
pertaining to nonforfeiture values for varying premium life insurance plans (Actachment F); & memorandum from the
Society of Actuaries Special Committee to Recommend New Martality Tables for Valuation to the Members of the Society
dated July 1979, pertaining to proposed new mortality tables for individual life insurance and including supplementary
sheets defining four new tables (Attachment G-1). Also included is a discussion prepared by John O. Montgomery of the
NAIC Technical Task Force in connection with a Society of Actuaries Discussion Forum on the proposed new mortality
tables (Attachment G-2); a letter from Harold B, Leff, of Metropolitan Life Insurance Company, to John O. Montgomery
dated July 10, 1979, concerning special questions related to using the proposed new mortality tables for joint life
insurance {Attachment G-3); a letter from Wilbur Bolton, of Occidental Life Insurance Company of California to John
Montgomery dated August 27, 1979, on the same subject {(Attachment G-4); a letter from Paul E. Sarnoff, of Prudential
Life Insurence Company of America, to Harold Leff dated Auguse 20, 1979, containing illustrative caleulations of adjusted
premiums and minimum cash values under the current 1958 C.5.0. Mortality Table and the proposed new mortality tables
(Attachment G-5); and a special supplement prepared by John Montgomery conmining rather extensive illustrative
calculations based on the proposed new moreality tables (Attachment G-6).

William: A. White has recently rejoined the staff of the New Jersey Department of Insurance as Chief Actuary, and he now
has been readmitred as a member of the NAIC Technical Task Force. Steps are now in progress which may result in two
additional members being added to the NAIC Technical Task Force, as described in the minutes for the October 20 and 21,
1979, meeting under “Executive Session” {Attachment B},

Items 1 through 6 below relate to topics which have been listed on the agends of the NAIC Technical Task Force.

1. Actuarial Guideline
2. One actuarial guideline is being recommended at this time. {See the Special Report dated November 2, 1979.)

b. The NAIC Technical Task Force recognizes that it would be desirable for the Actuarial Section of the NAIC
Financial Examiners Handbook, which is the complete collection of dnly adopted actuarial guidelines, to
include a preamble and an appropriate numbering system. Larry Gorski of the NAIC Technical Task Force
has been working on this project, and a definite proposal is expected at its December 1979 meeting.

c. The NAIC Technical Task Force is continuing to work on three proposed acruarial guidelines relating to
definitions involving annuities. Some decision on the undetlying questions involved in these definitions is
needed in order to answer eritical questions about determining minimum reserves under the Standard
Valuation Law and minimum nonforfeiture benefits under the Standard Nonforfeiture Law.
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The first of these proposed actuarial guidelines would define an annuity contract, so as to distinguish it from
# life insurance contract. This is particularly important for minimum nonforfeiture value purposes. Bradford
S. Gile, of the NAIC Technical Task Force had prepared a memorandum containing a draft guideline on this
subject (Attachment D-1).

The second of these proposed actuarial guidelines would define & group annuity contract, so as to distinguish
it from an individual annuity contract, No draft guideline or ducussnon draft has been presented to the NAIC
Technical Task Force up to th:s time.

The third of these proposed actuarial guidelines would define an individual single premium immediate
annuity contract, so as to distinguish it from other individual single premium annuity contracts. Ted Becker
of the NAIC Technical Task Force had prepared a discussion draft for such a guideline (Attachment D-2}.

The NAIC Technical Task Force discussed these definitions, but did not reach zny conclusions. The
American Council of Life Insurance has a task force working on annuities, and this task force may have
comments to present for consideration by the NAIC Technical Task Force at its December 1979 meeting.
Representatives of the American Council of Life Insurance were supplied with copies of the draft guidelines
prepared by the NAIC Technical Task Force members (Attachments D-1 and D-2) for possible use in
preparing a proposal.

For some time the NAIC Technical Task Force has been reviewing z list of interpretations of the California
Insurance Department. {Editors Note: See the 1978 Proceedings of the NAIC — Vol. II, pages 452-453 for
the original list of these interpretations.] The actuarial guideline now being recommended was developed
from Interpretation 11 in the list of twelve interpretations. Interpretations 4, 7 and 9 in this list have
previously been developed into actuarial guidelines, which were adopted by the Life Insurance (C3)
Subcommittee in June 1979. The NAIC Technical Task Force has agreed that it is not necessary or desirable
to have an actuarial guideline corresponding to Interpretation 10, which reads as follows: “For the
calculation of premium deficiency reserves or reserves for interest guarantees in excess of the maximum
permissible valuation interest rate, reserve sufficiencies may not be offset against prior deficiencies.” The
NAIC Technical Task Force needs to considet Interpretations 1, 2, 3, 5, 6, 8 and 12 further in order to
decide whether or not actuarial guidelines should be developed on these subjects.

There are still other actuatial questions which the NAIC Technical Task Force is now studying, and which
may be appropriate subjects for actuarial guidelines. Each of these three questions was discussed for the first
time by the NAIC Technical Task Force at its October 1979 meeting.

The first question tclates to minimum nonforfeiture values for annuity contracts under the Standard
Nonforfeiture Law for Individual Deferred Annuities. The question is concerned with the proper treattment
of “Additional Amounts Credited by the Company” on the prospective definition of these minimum
nonforfeiture values, and whether or not such additional amounts can be accumulated to the maturity dete at
the guaranteed rate of interest and then discounted back at a rate of interest 1% higher than the guaranteed
rate, These additional amounts would typically resuit from dividends or excess interest credits under the
annuity contract. If discounting at a higher interest rate is permissible, the end result would be to allow some
erosion in the current accumulated value of the additional amounts under the prospective definition of
minimum nonforfeiture values. (However, the annuity contract would also be subject to a retrospective
definition of minimum nonforfeiture values. Any erosion of the accumulated value of the additional amounts
could occur only in a case where the annuity contract met the requirements of that retrospective definition.)

The second question relates to an actuarial guideline which has already been adopted and made a part of the
NAIC Financial Condition Examiners Handbook. This actuarial geideline pertains to group annuities and is
entitled “Reserve Requirements with Respect to Interest Rate Guarantees on Active Life Funds Held
Relative to Group Annuity Contracts.” The question is concerned with the meaning of *‘transfer value,” in
the requirement stated in the guideline that the reserve shall not be less than the transfer value of the fund.
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The third question relates to nonforfeiture values for life insurance policies under the 1976 Amendments to
the Standard Valuation Law and the Standard Nonforfeiture Law, The question is whether it is proper to
calculate the reserve for reduced paid up life insurznce and extended term insurance which has gone into
force under the nonforfeiture provisicns of the policy at 5%4% interest rather than 4%%. Paul E. Sarnoff's
letter of October 31, 1979, addresses this question in the fourth paragraph of page 2 and also in the
memorandum inciuded with that letter (Attachment C-2).

The NAIC Technical Task Force has not yet come to any conclusions on these three questions. They will be
considered further at the December 1979 meeting.

A proposed actuarial guideline on nonforfeiture values for varying gross premivm life insurance plans is
discussed below under the topic heading “Varying Gross Premium Plans.”

2. Varigble Annuity Nonforfeiture Regulation

An amendment to the NAIC Model Variable Annuity Regulation, pertaining to minimum nonforfeiture benefits, is being
recommended at this time. (See the Special Report dated November 1, 1979}

3. Revision of Standard Nonforfeiture Law 2nd Standard Valuation Law

The NAIC Technical Task Force is investigating the use of a “dynamie” or “floating” maximum interest rate to be used
in computing minimum reserves under the Standard Valuation Law and possibly aiso for minimum cash values under the
Standard Nonforfeiture Law. The interest rate would remain constant for any specific life insurance contract or annuity
contract, as long as the contract remains in force. However, the maximum interest rate which companies could use for all
contracts issued on 2 specific date would depend in some fashion on economic conditions prevailing just before that
particular date, The purpose of the concept is to avoid the necessity of gomg to state legislatures very frequently to secure
charges in the maximum interest rates.

This is a very complex subject, and work is in the embryo stage. One major difficulty is the problem of finding economic
indices which can be relied upon to define appropriate maximum interest rates. Obviously, all the interest rates which are
determined must be suitable and reasonable in the light of what insurance companies czn be expected to earn on their
investments. Another major difficulty is determining whether or not all insurance companies should be subject to the same

maximum interest rates, or whethet lower maximum interest rates should apply to some smsll and medium-sized
companies,

The American Council of Life Insurance is in the process of making an in-depth scudy of this topic, and perhaps will
submit an exposure draft in advance of the December 1979 meeting of the NAIC Technical Task Force.

The panel presentation by Yuan Chang (Attachment E-1) and the discussion by John O. Montgomery of the NAIC
Technical Task Force (Attachment E-2) give additional comments on dynamic valuation interest rates. William A. White of
the NAIC Technical Task Force also comments on this topic on the first page of his letter of October 12, 1979
{Attachment C-1),

New mortality tables and new expense allowances for computing adjusted premiums would require changes in the Standard
Valugtion Law and the Standard Nonforfeiture Law, but they are discussed under the topic heading “New Mortality

Tables.” Certain material under the topic heading “Varying Gross Premium Plans™ also relates to possible changes in these
laws,

4. Varying Gross Premium Plans

This topic refers to life insurance contracts under which the premium varies by policy duration. In some of these plans, the
contract terms permit possible variation in premiums; but it may or may not actually materialize depending on what action

the policyowner and/or the company may take after the policy is sold. There are two mzjor questions hefore the NAIC
Technical Task Force,
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One major question is concerned with the relationship of the policy nonforfeiture benefits to asset shares. The Standard
Nonforfeiture Law does define minimum nonforfeiture benefits at every duration, but the present wording of this law
does not undertake to require a specific relationship between the cash values actually provided by a palicy for successive
policy years. For example, a varying premium life insurance policy might have negative minimum cash values for the first
nine policy years and this policy might actually provide zero cash value at the end of these nine policy years, There is
apparently no violation of the present wording of the Standard Nonforfeiture Law if such policy contains a 10th year cash
value substantislly in excess of the 10th year gross annual premium, even though there is no obvious source for this rather
high 10th year cash value. Most states do, however, have authority to disapprove a policy if it is inequitable; and sucha
policy does seem to be inequitable since the cash values actually provided do not follow the expected pattern of asset
shares.

Bradford S. Gile, of the NAIC Technical Task Force, has written a memorandum pertaining to this question which contains
a sugpested actuarial guideline for consideration under the present wording of the Standard Nonforfeiture Law as well as
some suggestions concerning possible future revision of the Standard Nonforfeiture Law (Attachment F), Paul E. Sarnoff’s
letter of October 31, 1979, also speaks to this question in his letter (Attechment C-2). The NAIC Technical Task Force
expects to work on this question in more detail at its Decemnber 1979 meeting.

A second major question is concerned with relatively new designs for plans of varying premium life insurance, which may
present special problems in determining minimum reserves end minimum nonforfeiture values. One of these plans is
sometimes called an “adjustable life insurance policy.” The “adjustable life insurance policy” is a plan with great flexibility
for the policyholder, where premiums and benefits can be changed in numerous different ways, depending on the terms of
the contract and/or options selected by the policyowner. Another of these plans is sometimes called an “indeterminate
premium life insurence policy.” An “indeterminate premium life insurance policy” does not fully define premiums beyond
a certain policy anniversary. Typically, such plans will provide nonparticipating whole life insurance, and the premium rate
will be guaranteed for two or three years after the issue date., Later premiums will be as determined by the insurance
company, but nat to exceed a numerical maximum specified in the contract. Under both of these two plans, there is 2
potential for variation in gross premium rates; but it is very possible that the actual premiums for a specific policy will
remain level throughout the course of the contract.

William A. White of the NAIC Technical Task Force refers to “indeterminate premium life insurance policies” and to 2
type of “adjustable life insurance policy” in his letter of October 12, 1979, although his letter does not use these
expressions to identify the plans (Attachment C-1). A paper by Spencer XKoppel entitled *Nonparticipating Adjustable
Individual Life Policies” is also of interest. [This paper is not attached because of its length; but it is soon to be published
in Volume XXXI of the Transactions of the Society of Actuaries.]

Several states have had questions shout how to apply the Standard Valuation Law and the Standard Nonforfeiture Law to
these plans, but the NAIC Technical Task Force did not have the plans on its agenda prior to its October 1979 meeting.
The NAIC Technical Task Force discussed these plans at the October 1979 meeting, and expects to consider them further
at the December 1979 meeting.

5. New Mortality Table

‘The Society of Actuaries Special Committee to Recommend New Mortality Tables for Valuation has been working on new
mortality tables for the valuation of individual life insurance for some time, and this Society Committee has prepared four
moriality tables which are intended for eventual use in calculating reserves under a revision of the Standard Valuation Law.
There are two separate mortality tables for male and female insureds for policies which are in full force, or in force as
reduced paid up insurance under z nonforfeiture option. These two tables have been temporarily identified as Table K(M)
and Table K(F). There are two additional separate tables for male and female insureds for policies which are in force as
extended insurance, These two tables have been identified as Table KET(M) and Table KET(F). ‘

Charles A. Ormsby, of John Hancock Mutual Life Insurance Company, is Chairman of this Society of Actuaries
Committee. This Society Committee certainly seems to have worked diligently, and to have done an exceilent job.

The memorandum from this Society of Actuaries Committee to the members of the Society dated July 1979 gives
considerable information and background about the four proposed tables. This memorandum includes three supplementary
sheets which define the mortality rates under the four proposed mortality tables: K{M), K(F), KET(M} and KET(F)
(Attachment G-1). ‘
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The NAIC Technical Task Force expects to have a definite recommendation with respect to” new mortality tables for
individual life insurance contracts for action by the Life Insurance (C3) Subcommittee it its June 1980 meeting. There
ave still some important questions with respect to the proposed tables which remain to be answered. John 0. Montgomery
of the NAIC Technical Task Force has prepared a discussion which outlines a number of these questions related to
individual life insurance contracts, and which also gives suggestions for future action in areas like annuities and group life
insurance contracts (Attachment G-2).

The following comments pertain to questions involving valuation of individual life insurance contracts, and which the
NAIC Technical Task Force must consider in preparing its recommendations for June 1980.

First, how can the proposed new mortality tables be adapted for joint life insurance? The use of separate tables for male
and female insureds means that even a two-life joint case could have three separate combinations: two male lives, two
female lives, or one male and one female life. Also, the K(M) and K(F) Tables are not Makehamized, and it remains to be
demonstrated whether the principle of uniform seniority can be extended to joint life caleulations based on these proposed

_tables, Thus, if two insureds are neot the same age; it may or may not be possible to determine an appropriate table of

factors for the K(M) and K(F) Tables, based on the difference of age between the two insureds, for the purpose of adding
this factor to the age of the younger of the two insureds to obtain a joint equal age and thereafter assuming that both
insureds have attained this joint equal age. Harold B. Leff’s letter of July 10, 1979, (Attachment G-3) and Wilbur M.
Bolton's letter of August 27, 1979 (Attachment G-4) discuss matters involving joint life insurance in some detail. Williem
A. White, of the NAIC Technical Task Force, also discusses this subject on page 2 of his letter of October 12, 1979
(Attachment C-1}.

Second, are the new mortality tables suitable for renewable term insurance plans? There is some concern that these plans
would have higher mortality than other plans, particularly in cases where the insured has dttained a relatively high atrained
age or in cases where there are factors operating which may encourage the healthy insureds under these plans to try to
qualify for lower gross premium rates on the basis of evidence of current insurability.

Third, what is the proper way to handle the special cases of industrial life insurance, guaranteed issue life insurence, and
substandard life insurance? Special mortality tables are necessary for industrial life insurance and guaranteed issue life
insurance, and it is unlikely that these plans can be covered in the recommendations to the Life Tnsurance (C3)
Subcommittee for June 1980. Special mortality tables may or may not also be needed for substandard life insurance.

In addition to questions involving valuation of individual life insurence contracts, there is the critical question of adapting
the proposed new mortality tahles to nonforfeiture values under a revision of the Standard Nonforfeiture Law. This will
require a4 decision as to the proper expense allowance to be used in computing the adjusted premiums, which determine
minimum nonforfeiture values under the Standard Nonforfeiture Lew. John O. Montgomery's discussion, which has been
mentioned elsewhere under this topic headmg. describes three different methods which the NAIC Technical Task Force is
considering (Attachment G-2).

Paul E. Sarnoff’s letter to Harold Leff dated August 20, 1979, contains attachments with illustrative adjusted premium and
minimum cash value caleulations on the 1958 CSO Table, which is currently used under the Standard Valuation Law and
the Standard Nonforfeiture Law, and the proposed new K(M) and K(F) Tables {Attachment G-5).

John O. Montgomery has ptepared.a. special supplement containing rather extensive illustrative calculations based on the
K(M) and K(F} Tables (Atcachment G-6). Where the same assumptions are illustrated, Mr. Montgomery’s calculations
appear to be consistent with M. Sarnoff’s.

These illustrative calculations appear to show that the proposed new tables are suitable for use in computing nonforfeiture
values, at least for several traditional plans of life insurance. These calculations should be useful in demonstrating how the
new tables would operate in a wide range of circumstances, and using several different trial expense allowance sssumptions
for nonforfeiture values. They also should be useful in showing the differences in reserves, cash values and other actuarial
functions between males and females under the proposed new tahbles. '

6. Companies Earning Lower Interest Rates Than the Rate Assumed in Their Reserves

This is a joint topic which involves accident and health insurance and credit insurance in addition to life insurance. Two
aspects of the topic have been noted, The first aspect would be identificarion of such insurance companies, possibly by
recommending changes in the Annual Statement blank. The other aspect would be in establishing a remedy after 2 problem
had been identified.
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Paul E, Sarnoff comments on requiting reserve strengthening on 2 mandatory basis in his lecter of October 12, 1979
{Attachment C-2). Mandatory reserve strengthening has been suggested in the past as one possible remedy for the problem,
but such reserve strengthening has neither been endorsed or rejected by the NAIC Technical Task Force.

In future meetings, the NAIC Technical Task Force plans to review the work of the Society of Actuaries Committee on
Valuation and Related Problems. This Society Committee was appointed in 1977, The purpose of this Society Committee
has been defined as follows in the Yearbook of the Society of Actuaries:

The purposé of this Committee is (1) to study in depth the underlying actuarial principles and practical
problems in connection with the valuation of assets and liabilities, the determination of adequate surplus
levels, and other related solvency questions, and (2) to develop a report on its findings.

It is believed that the work of this Society Committee is very pertinent to this topic, and it may aid the NAIC Technical®

Task Force in reaching conclusions and making definite recommendations.

B. Recommendations

See the Special Reports dated November 1, 1979, and November 2, 1979, for recommendations to the Life Insurance
(C3) Subcommittee. {Attachment)

Ted Becker, Chairman, Texas; John O. Montgomery, Vice Chairman, California; James Montgomery III, District Aof
Columbia; Larry Gorski, Olinois; Erma Edwards, Nevada; William A, White, New Jersey; Thomas J. Kelly, New York;
Thomas J. Bickerstaff, Pennsylvanis; Bradford S. Gile, Wisconsin.

ERENREENE
(ATTACHMENT C-1)

To: Mr. Ted Becker, Chairman
NAIC (C) Committee Technical Task Force on Valuation and Nonforfeiture Value Regulation

From:  William A. White, Chief Actuary
State of New Jersey Dept. of Insurance

Dazte: October 12, 1979
Re: Various agenda items

It is a pleasure to be back in “regulation™ and to have been asked to serve again on the Technical Task Force. These are
unusually active times in the evolution of tife and health insurance products, and I look forward to the opportunity to
participate in that evolution. Unfortunately, I will not be able to attend the Bal Harbour meetings of the task force and the
Society; [ will offer my views, in writing, on several major topics, with the expectation of further developmg these ideas in
future correspondence and meetings.

I have been out of touch with the ACLI’s proposals, for dynamic interest valuation and nonforfeiture assumptions, during
the last four months, and hence I am reluctant to commeat on the presentation ACLI will make to the task force; changes
in the proposal which was under consideration in June may have overcome my objections. The June proposal, approved by
the Council's Actuarial Committee, would define the minimum valuation and nonforfeiture standards in terms of an
interest rate which is a weighted average of recent boid yields and an “inflation free” base interest rate of 3%, with weights
varying for different kinds of life insurance and annuity products. For the annuity products, I had no quarrel with the
concept or the specific figures involved; on the life insurance side, 1 felt that the theoretical treatment was superficial, that
important and potentiaily more satisfactory alternatives were ignored, and that the proposal did not address the legitimate
regulatory concerns for assuring the ability of life companies to meet their obligations to policyholders. I expect to have
quite a bit more to say on this topic after T have had a chance to study che proposal as it is finally presented. ACLI is
generally aware of the nature of my objections.

TR



NAIC Proceedings — 1980 Vol. 1 565

It is difficult for me to be objective about the new mortality tables, since I served on the Society’s Committee to
Recommend New Mortality Tables for Valuation. Charlie Ormsby and the Committee members who did most of the work
can be justifiably proud of their outstanding accompishments. I would be disappointed if a single figure in Table K were
changed. C

Objections 1 have seen about the iandequacy of Table K for resolving deficiency reserve problems can better be treated by
addressing the interest component of the Standard Valuation and Nonforfeiture Laws or the Actuarial Interpretation
Regarding Minimum Reserves. Harold Leff's concern with joint life nonforfeiture values is a valid one, but I don't believe
Harold is suggesting that Table K itself be changed; 1 have no objection to the creation of “substantially equivalent”
multiple-life tables which could accompany the proposed single-life table and which would be Makehamized. However, it
would be a serious mistake, in my opinion, to medify Table K directly in order to accomplish this result.

Proposals for varying gross premium plans are well-founded, and our regulatory posture should be constructively positive,
rather than arbitrarily negative, I am personally bothered by the quasi-participating nature of some of these plans, since the
customary constreints (review of surplus allocation decisions, statutory limitations on the profits that may accrue to
stockholders from participating business) are lacking. I am sure that most states have been wrestling with these problems —
which obviously go beyond the valuation and nonforfeiture features of the product — and I hope that the Technical Task
Force can address itself to all aspects of the regulation and approval of varying gross premium plans. An additional kind of
policy which falls into this category is a detivative of the Universal Life Policy first described by James C. H. Anderson
several years ago; these policies are now on the marker in seversl jurisdictions, and they pose interesting regularory
challenges. The ACLI representatives can give you additional background at your October 21 meeting, if you feel it is
worthwhile.

A relatively new topic, which has been occupying much of our time in New Jersey, is the proposal to change the valuarion
and nonforfeiture bases for older individual policies, issued on unrealistic (in today's terms) mortality and interest
assumptions, to the assumptions permitted for current issues. The proposals, so far, have come from mutual companies and
have entailed higher benefits (corresponding to the lower unit reserves and cash values) by means of voluntary policy
amendment ot by unilateral company action; the motivations have been more equitable treatment of policyholders and the
avoidance of onerous Federal Income Taxes. [ think we can look for stock companies to take similar action with respect
to nonparticipating ordinary policies — in order to treat their policyholders morve faitly and to avoid large-scale replace-
ments of older in-force business. New Jersey is working, with industry, to establish guidelines for regulating this sort of
transaction and is also exploring possible legislation to clarify the legal status of such changes. Obviously both of these
developments impinge directly on the responsibilities of the task force, and we would welcome technical assistance.

R AR

(ATTACHMENT C-2)

To: Mr. Ted Becker, Chairman,
NAIC (C) Committee Technical Task Force on Valuation and Nonforfeiture Value Regulation

From: Paul E, Sarnoff, F.S.A., A.C.A.S.
Vice President and Associate Actuary
The Prudential Insurance Company of Ametica
Corporate Office
Newark, New Jersey

Date: October 31, 1979

I would like to comment on some points that came up during the recent meeting of the Technical Task Force on Valuation
and Nonforfeiture Regulation.

The proposed Guideline D, indicates the application of the Commissioners Annuity Reserve Vzluation Method (CARVM)
for s.p. deferred annuities, As I understand what trenspired at the meeting, this application would be prospective in those
states which have not yer enacted the 1976 model law; it would also have application retroactively in afl states, whether
they have enacted the 1976 model or not.

1
l
i
i
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It is my opinion that from an actuarial standpoint the application of CARVM is necessary and desirable to assure adequate
reserves under this kind of contract. It is also my opinion thar this is the method that would be required to vzlue individual
deferred annuities in the absence of the 1976 modei legislation. 1 cannot visualize any method producing lower reserves
than CARVM that could be regarded as “consistent” with the method prescribed for level premium, level benefit insurance
under the pre-1976 CARVM. This opinion as to the appropriateness of CARVM is reflected in the manner in which the
1976 amendments were adopted in the State of New Jersey. In our law, there is no distinction, for contracts issued after
the operative date of the Guertin legislation, between those issued before and after the enactment of the CARVM., In other
words, my understanding of the New Jersey law is that the law produces no essential difference in result by issue date,
although, of course, the enactment of this provision produces a substantial improvement in the clarity and meaningfulness
of the law.

If a state has been employing a valuation method producing reserves for this business that are less than those prescribed
under CARVM, I agreed with the task force’s position that CARVM principles should be employed. However, thet state
should recognize the part that it played in the past use of other reserving methods, and that it therefore ought to consider
the impact on the company of an abrupt adoption of the new method.

1 do not consider such an application of the proposed Guideline D. as a retroactive chenge in the Valuation Law, since a
reasonable case can be made that such a sound actuarial approach is called for by the pre-1976 law.

However, on the general subject of retroactive tightening of reserve standards, I have a serious concern about some of the
opinions expressed at the task force meeting. It has long been traditional for valuation laws to prescribe minimum reserve
standards and methods applicable to policies *issued” during specific time periods, 2nd to retain these standards in effect
for each policy series during the entire existence of such policy series. This is necessary both to enable the company to
have reasonable assurance and certainty of the continued application to each policy series, so that it can price the insurance
to give the polieyholder the most fair and equitable cost of insurance, and also because the guaranteed nonforfeiture
benefits must be included in the policy at issue. The only exception to this principle of which I am aware is the proposal to
permit destrengthening certain classes of group annuity reserves to a 5% interest basis, This feature of the 1976 proposals
was not adopted by the NAIC, although a number of individual states have provided for this change. ‘

The possibility of requiring reserve strenghtening on 2 mandatory basis at some future date, perhaps by reducing the
valuation interest rate permitted for life insurance reserves, was mentioned at the meeting. If such an action were feasible it
would be 2 matter, of great concern to us and 1am sure to other members of the industry. If interest rates were to decline
to the level which such a proposal contemplates, companies would face serious financial problems. Requiring reserve
strengthening 4t such a time would add to those problems and could force some companies into technical insolvency. In
any event, when interest rates decline, the fundamental problem that the company faces is not how reserves are calculated
but rather the level of assets it has on hand. It is the assets that must be strengthened, and only after that is achieved
should considetation be given to strengthening of reserves, and then only on an optional basis. In any event, I think that it
would not be fessible to introduce mandatory reserve strengthening requirements at such a time.

The problem of the new reserve/nonforfeiture intersst rates was discussed. One company found that it was subject to a
reserve strain at the time a reduced paid-up policy is set up. I believe this strange result is caused by the use of inappro-
priate actuarial techniques in this case, and I have prepared the accompanying separate memorandum on this subject.

Finatly, I come to the matter of reserves and nonforfeiture values on deposit term and deposit whole life type contracts.
Instances of unusual and inappropriate patterns of reserves and cash values have been noted. Because of this, consideration
is being given to new regulation and statutory language in order to produce mote acceptable results. I would like to repeat
here the point 1 made at the meeting that the existence of strange results suggests that inappropriate actuatial techniques
may have been used to produce those results and that actuarial procedures and methods that are spplicable to standard
straightforward plans are not necessarily applicable to these special plans without an examination of the implications and
assumptions of E_l,le usual actuarial methods.

In particular, 1 believe that many of the strange results produced arise because of the unusual premium payment pattern.
That may produce, at some policy durations, 2 present value of future benefits less then the present value of that portion
of the adjusted premium which was to pay for those benefits. In such 2 case, it is improper acruarial practice to take into
aecount those excess premiums.




NAIC Proceedings - 1980 Vol. I 567

The law as it stands talks about taking present values, These excess premiums are being counted in these actuarial calcuia-
tions as though the insured owes the money to the company. This is 2 preposterous assumption. The law does not require
an actuary to make z preposterous assumption in determining nonforfeiture values.

I am hopeful that the application of proper actuarial technigues to this specisl plan of insurance can be accomplished
within the framework of the law as it now exists and zs it is proposed to be amended ta cover the general case. It is of
course desirable that the relevant actuarial principles be recognized and observed, rather than to complicate the laws and
regulations. As I am sure we all recognize, the more complicated and specific the rules become, the more rigidity is intro-
duced into the system, and the easier it becomes to find new ways to avoid the intent of the rules, I therefore strongly
favor-the observance of sound actuarial principles, which I believe are called for under present statutes.

LA L AL LY L)

The Valuation of Policies Under the 1976 Amendments

The 1976 amendments to the Standard Valuation and Nonforfeiture Laws prescribe a maximum reserve interest rate of
4%% for annual premium life insurance and a maximum nonforfeiture value interest rate of 5%% for these paolicies.
Common nonforfeiture options include extended insurance and reduced paid-up insuranice. Under these options, the cash
value promised under the policy, after suitable adjustment for policy loans and dividend credits, is applied to purchase the
nonforfeiture death benefit in accordance with the mortality table znd interest rate specified for the purpose in the policy.

Instances have been observed where the reserve required for the nonforfeiture benefit under the minimum standards
exceeds the reserve carried on the policy in a premium payment status as of the time of conversion to the nonforfeiture
option, if that premium paying reserve is computed without reference to the existence of the nonforfeiture option. The
accompanying table illustrates the relevant figures for 2 policy issued to 2 man age 25 on 2 whole life plan. The fllustration
assumes conversion at the end of the 10th and the end of the 20th policy year, The caleulations ure made using the new
Table K which is now being considered for adoption and the new Richardson = cash value formula, slso being considered.

This illustration indicates that for extended insurance, as one would expect, in the absence of loan and dividend, the
required resexve for the nonforfeiture benefit does not exceed the premium paying resérve under the policy computed
without reference to any nonforfeiture benefits. This is true under the illustration even though the cash value is computed
without any nonforfeiture allowances at all and the term extension period is determined using the same mortality table a5
the premium paying reserve,

For reduced paid-up, the situztion is different. At the durations selected, in the absence of loans and dividends and in the
absence of a nonforfeiture allowance, the reduced paid-up reserve would be greater than the premium paying reserve
computed without reference to any nonforfeiture benefits. However, there is a net reserve released if the nonforfeiture
allowance according to the Richardson formula is used.

These two conditions represent in a sense the extremes that would be encountered over the entire range of a company’s
pottfolio. The illustration using the allowance represents the situation that would apply at most ages and durations under
coterminous life and endowment plans. The illustration without using any allowance represents the limiting case that might
occur on limited payment life and endowment plans, where termination occurs in the last premium paying year, or where
4 company provides surrender values thet are greater than the minimum according to the Standard Nonforfeiture Law by
means of grading the expense allowance down to zero before the end of the premium paying period-

When a company designs a scale of nonforfeiture values, it should take care to see that situations where the reserve on the
paid-up benefit exceeds the reserve on the premium paying policy computed without regard to nonforfeiture benefits are
accounted for properly. Hopefuily, such instences can be eliminated by an appropriate choice of actuarial assumptions. i
such instances cannot be eliminated, then it is necessary to consider the proper method for computing the reserves for
those polictes where these instances are observed, .

in determining the premium paying reserve required where the reserve on the available reduced paid-up benefic would
exceed the premium paying reserve computed withour reference to the availability of that benefit, the Commissioner and
the actuary should teke into account what the premivm paying reserve to be held on the policy represents. Let us suppose
that one such situation occurs in the 18th year on the 20 payment life policy. The 18th year reserve is computed on the
assumption that the insured has paid 18 annnal premiums but no more. At the next policy anniversary, there are three
possible results.. The first is that the insured pays snother annual premium. The second is that an extended insurance
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option becomes effective, and as noted before this will likely cause no problem. The third is that the reduced paid-up
option becomes effective, and the corresponding reserve is called for. In this particular instance, that reduced paid-up
reserve is more than the premium paying reserve computed without reference to this benefit, Therefore, under the
tradition of conservatism* which has long been applied in these matters, the statutory reserve required in this instance, and
in all other instances like it, is the reserve for the reduced paid-up benefit, valued using the 4%% net single premium. While
it is troublesome to have to identify these situations and substitute the correct reserves for those otherwise caleulated, the
check can be made fairly readily using modern computer equipment.

The suggestion has been made that the election of the nonforfeiture option should be regarded as equivalent to the issue of
a new single payment life insurance policy. In those states that adopted the 1976 model without the ACLI modification,
that would entitle the company to use 5%4% reserves and 6%% nonforfeiture values. There is a certain amount of merit in
regarding such a change in benefits s tantamount to a “new issue” of a policy. :

However, the exercise of a nonforfeiture option under a policy does not really result in any change in the terms of that
policy, so it is difficult to see how such a change could legally be regarded as the issue of a new policy. My company has
recently had extensive discussions with the New Jersey Insurance Department concerning the matter of what constitutes
the issue of a new contract, and I know that at least the New Jersey Department would have strong objections to such an
interpretation.

Even if the law permitted, there would still be the undesirable and inequitable conflict between the more liberal benefic
accorded to the policyholder taking the nonforfeiture reduced paid-up option and the treatment afforded to a policyholder
who completed all the premium payments called for under a limited paymenc life or endowment policy. It would be
discriminatory to treat the two classes differently; and the idea of using 5%% reserve rates at the end of a limited payment
life policy’s premium payment period, after having used 4%% reserves up until that point, seems equally preposterous.

The answer seems to be, therefore, to use the appropriate premium paying reserve increased, where necessary, to the level
called for by the available reduced paid-up nonforfeiture benefit at each policy duration where such increase is called for.

Examples of reserves released (set up) by discontinuance of premium payment for $1,000 Whole Life policy issued to a
male, age 25. Valued on the basis of Table K, age nearest birthday and curtate functions. Amounts in dollars and cents per
$1,000.

Lapse Occuring End of
Policy Year
t=10 t=20
1. Premium paying reserve computed without reference to
nonforfeiture benefits 75.19 181,92
2. Premium paying cash value {(assuming zero expense allowance)} (5'4%) 60.93 153.98
3. Extended term period 2388 yrs. 27.06 yrs.
4. Corresponding 4%:% Table K reserve 69.45 178.37
5. Net reserve released 5.74 3.55
6. Reduced paid-up amount 381.79 634.00
7. Cormresponding 4%% Table K reserve 81.04 192.22
8. Net reserve released —5.35 —1¢.30
9. Minimum premium paying cash value (with Richardson )
allowance) (5%%) 44.36 139.05

* This tradition is reflected in the long-standing NAIC Blank requirement to report as a liability any excess of surrender
value over the “‘reserve as legally computed”; this requircment can be reasonably considered applicable to the currently
discussed situation.
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10.  Corresponding reduced paid-up amount ) 277.96 572.33

i 1.  Corresponding 4%% Table K reserve 59.00 173.59

12, Net reserve released _ 16.19 8.33
sasxsans

(ATTACHMENT D-1)
Tos NAIC (C) Committee Technical Task Force to Review Valuation and Nonforfeiture Value Regulation

From:  Bradford 8. Gile, A.8.A., Life Actuary .
State of Wisconsin Dept. of Insurance

Re: Classification of a Policy Farm as a Deferred Annuity for Minimum Nonforfeiture Value Purposes

At the June meeting in Chicago, I was ﬁven the task of developing an exposure draft of guidelines which regulatory
authorities could use to determine which of the two nonforfeiture laws should apply to a given form regardless of the label

“artached to it by the insurer. The problem arises because (2) the two laws {(nor any others that 1 am aware of) do not

provide statutory definitions of the terms “life insurance” and “deferred annuities” and (b) the provisions of the two laws,
when applied to the same contract, produce vastly different minimum surrender values.

There are, of course, traditional products whose characteristics admit of immediate classification such as the traditional
¢ndowment policy having a level face amount with endowment benefit equal to the face amount at one pole (life
insutance) and the simple deferred annuity under which (1) portions of gross considerations accumulate with interestto e
specified amount, (2) cash surrender values are such accumulations at any intermediate point, and (3} death benefits are
the larger of cash value ot sum of considerations paid at the other pole (deferred annuity). There are also variations of
these products which are easily classified and present no problems, such as most retirement income contracts and
terminally loaded deferred annuities. There are, however, hybrid forms which are not so casy to classify.

One type of hybrid is handled by the two nonforfeiture laws. Subsection 11 of the model annuity law handles contracts
which specifically combine annuity benefits and life insurance benefits “by rider or supplemental contract provision” by
separating the life insurance and annuity benefits and treating the whole contract as a sum of twa separate life insurance
and annuity contracts for nonforfeiture value purposes. Some may be tempted to view this section as a solution to the
entire problem. If, however, both benefits and gross premiums or considerations are nat clearly set forth in the contract,
application of this subsection would be imnpossible without arbitrary separations which could lead to anomalous results. A
greater danger is that some might wish to make arbitrary separations of traditional life insurance products into “annouity™
and “pure lif¢ insurance” components.

Such separations would be neither wise nor intended by this subsection. Thus, guidelines are needed to handle other
contract types. I have constructed two sets of suggested guidelines. The first set is qualitative and sets down basic
characteristics of contracts which should really be consideted as “annuities” rather than “life insurance” because they are
designed primarily for the accumulation of funds and only “incidentally,” if at all, to provide protection against economic
loss due to untimely death,

The second set is 4 quantitative test for annual premium plans which defines “incidental” in the gbove context. This test,
like any other mathematical test, is susceptible to manipulation and should probably be used only as 2 supplement to the
qualitative criteria when such criteria do not by themselves clearly classify the form. The quentitative test also is not
applicable to limited payment or flexible premmm plans.

The quantitative test is very simple. Simplicity is a virtue whose practical value is difficult to overstate, but this was not my
overriding concern. I tried several approaches which might be considered more “actuarial” or aestheticaily pleasing, Such
approaches, however, suffer from complexity of zpplication and secem to be more susceptlbie to anomalous results (or
manipulation) than this simple test,

Conceptually, this quantitative test is easy to explain, Any contract which provides coverage for N years with specified
endowment at the end of N years can be described graphically in verms of death benefits per $1 endowment benefit over
the N year period. With the exception of plans having death benefits which decrease by policy duration, 2ll such graphs
fall between a theoretical pure endowment providing no death benefit prior to maturity and a traditional level death

‘
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benefit endowment policy. Half way between these two extremes is 2 contract whose death benefits increase lineally
to the endowment value. The graphic representation of death benefits and maturity value for an annuity will generally
fall below this line, and a contract having death benefits along the line differs only trivizlly from the treditional deferred
annuity. Thus, such a line represents a somewhat “natural” boundary between annuity and life insurance arrangernents.
Along this line, the ratio of (a) the sum of all death benefits over the N year period to (b) maturity value at the end of N
years is exactly one half X (N + 1). Contracts having death benefits which are consistently above this line have 2 higher
ratio and those consistently below the line have a lower ratio and may be considered as life insurance and annuity,
respectively., Some atrangements, of course, will have some death benefits above the line and some below; in this case,
the ratio would determine the appropriate classification.

It is my hope that this first attempt will be expanded upon by interested parties through eddition (or qualification,

perhaps) to the qualitative criteria and testing of the quantitative one. It would also be helpful if a quantitative vest could
be developed for limited payment (including single premium) 2nd flexible payment plans. I would be the first to admit that.
these guidelines are not perfect by any means. However, I do not think perfection is attainable due to the inherent
discontinuity between the two nonforfeiture laws. Serious consideration should be given by the task force to a -
restructuring of the Standard Nonforfeiture Law for Life Insurance in such z way thet the two laws will not. conflict
seriously in borderline situations. In fact, the best of all possible worlds would be to heve one standard valuation law and
one standard nonforfeiture law to deal with both life insurance and annuity contracts simultaneously.

[ Z 2 E1 3 %)

DRAFT GUIDELINES FOR FORM CLASSIFICATION FOR
APPLICATION OF THE NONFORFEITURE LAWS

A. Qualitative Test

If an annual premium form has all of the following chardcteristics, the quantitative test may be ignored and the form
classified as a deferred annuity. For forms other than annual premium, if the form has zll but one of the following
characteristics it should be classified as 2 deferred annuity. If the form has one or movre, but not all, of these characteristics,
the quantitative test should be zpplied for further guidance, If the form has none of these characteristics, it should not be
classified as a deferred annuity:

1. The primary purpose, indicated either in the form or related advertising thereof, of the form is to accumulate funds in
otder to provide one ot more payments in the future.

2. Cash surrender values or fund accumulations are defined as accumulations of portions of premiums or considerations
paid, for mast policy durations.

3. Death benefits are a function of cash values or fund accumulations.

4, Individuals of different ages may purchase identical benefits with identical premium ar consideration payments.

5. Benefits will not cormmence until at least one year from issue date.

B. Quantitative Test (Annual Premium Products)

For the purposes of this test, the following definitions apply. “Maturity” means the carlier of (a) the date at which benefic
guarantees cease ot {b) attainment of age 65 or policy year 10 if later. N is the number of years from issue date to
maturity. The "“Maturity Value” is the largest sum available (on a guaranteed basis) to the contractholder at maturity
cither in cash or applied to purchase other insurance or annuity benefits, “Death Benefits” are guaranteed benefits payable
on death.

1. Calculate the sum 5 of death benefits for year 1-N.

2. Determine the maturity value MV and calculzte the ratio of S to MV, denoted by R.

3. If R is less than or equal to % X (N + 1), the form should be classified as an annuity.

e EEED
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{ATTACHMENT D-2)
Tos (C) Committee Technical Task Force

From:  Ted Becker, Chairman
NAIC (C} Committee Technical Task Force to Review Valuation and Nonforfeiture Value Regulation

Re: Distinguishing Individual Single Premium Immediate Annaities from Other Individual Single Premium Annuities

An individual single premium immediate annuity can be distinguished from other types of individual single premium
annuities in that the individual single premium immediate annuity must possess all of the following characteristics:

First, the initial payment under the annuity must be due and payable on a specific date not more than one year after the
annuity is first contracred for.

Second, succeeding payments under the annuity after the initial premium must be due 2nd payable at regular intervals, so
that payments are made annvally or more frequently than annually.

Third, in the case of a fixed benefit 2nnuity, no payment under the annuity can be in a guaranteed amount larger than
twice the initial payment or any other payment which has previously become due and paysble. In the case of & varisble
annuity, the same’ characteristic would be required for the underlying pattern for the pgyments, before adjustments which
are made solely because of the performance of separate accounts associated with the annuity. (In the case of either a fixed
benefit annuity or a variable annuity, this characteristic is not intended to prevent or reduce any lawful nonguaranteed
payments under the annuity which are in the nature of dividends or excess interest credivs.)

NOTE: The word “individual” is used in contrast to the word “group,” and not in contrast to the word “joint.” This is
consistent with the wording of the Standard Valuation Law, as it relates to annuities. )

wEREID R R
(ATTACHMENT E-1)
To Members of the Society of Actuaries
From:  Yuan Chang, Vice President
Travelers Insurance Company
Date: October 19, 1979
Re: Proposed A “Dynamic” Valuation Interest Rate ‘

I am Yuan Chang. I am serving as Chairman of an ACLI (American Council of Life Insurance) subcommittee that has been
working on a proposal to modify the Standard Valuation Law. The proposed modifications involve a revolutionary change
in the approach to the prescription of the statutory maximum valuation interest rates.

A brief word on history. Since the inception of the Standard Valuation Law, specific interest rates have always been
prescribed on which minimum statutory reserves are based. In 1976, because of the persistent and significant rise in long
term interest rates, the ACLI, representing the industry, successfully persuaded NAIC to adopt a set of amendments raising
specific valuation interest rates. Most of the states have adopted these amendments. But these rates will revert back in 1986
if no new legislation is promulgated.

In the meantime, new product development in the pension field created certain unique problems. Large fund deposits with
interest guarantees at 8% (how sweet it was!) were being valued at 3%9%. The surplus drain threatened an early demise of

- these products. This problem was particularly acute in New York. An ad hoc group was formed to discuss this problem

with the New York Insurance Dept. and certain temporary solutions were adopted. As it stands, that temporary regulation
is still in effect.

- ezt
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There was 2 certain amount of urgency to do something about this chaotic state of affairs. The subcommittee came into
being at the end of 1977 for the purpose of formulating a proposal for NAIC adoption by the end of 1980.

In the very first f_t;.w meetings of the subcommittee, we quickly reached cerrain agreements:
1. In order to comply with the 1980 schedule, out proposal must be completed by mid year 1979, which we did.
2, To complete the substantive part of our work in a year and a half, we do not have the luxury to indulge in

theoretical pugsuits. This conclusion is also consistent with the fact that the Society had a committee looking into
the theoretical foundation for a much more sophisticated set of valuation procedures.

3. Our porposal must be practical, but at the same time not inconsistent with known theory.

4. We must keep changes ro a minimum while accomplishing the basic purpose.

Following these guidelines, we developed 2 single, but perhaps revolutionary, concepr — that of automating the future
prescription of statutory maximum valuation interest rates by making such rates 2 function of the trendsin the financial
market. The idea is to avoid having to go through the legislative processes in 50 different states every time a change is
warranted as interest rate trends develop in the marketplace.

To do this, we propose that the Moody's Average of Yields on Seasoned Aa Utility Bonds be adopted as our basic
reference. The reference interest rate is defined as the average of such monthly indices for a period ending on June 30 of
any year, The period is 12 months; but for certain product groups, such as ordinary life, 36 months if the resulting rate is
lower.

This reference interest rate is basicaily a conservative measure of the investment yield of what may be appropriately
invested for the particular product groups.

The wvaluation interest rate automatically prescribed is somewhere between this reference rate and what might be
considered a basic cost of capital under ideal economic conditions, which we assume to be 3%. The formula is simply the
weighted average of the two. For each product group, a different weight is applicable.

For example, a weight of .35 may be proposed for ordinary life insurance. Let’s say that the reference rate on June 30,
1979 was 9% (prabably not very far from the realistic number), then 35% of 9% plus 65% of 3% is 5.1%. Prescribed
rounding rules would take it to 5%. Were the proposal law, the maximum valuation interest rate for ordinaty life issued in
1980 would be 5%.

_Another way of looking at the .35 weight is that it really represents the degree of credibility placed on future inflationary

expectations. Assuming that the 8% of the 9% reference rate represents an inflation premium, then .35 of 6% plus the 3%
basic cost of czpital will get you back to the same 5.1%. Given a specific outlook on interest rates and a specific pattern of
expected cash flow for a particular product, we can detemmine the appropriate level of valuation interest rates.
Conservatism for valuation purposes can be introduced in the interest rate outlook or in any other assumptions. The
result is a credibility factor for the particular product group. You will hear more about the methodology of testing these
varicus weights a little Jater on. '

Now the product groups: Basically, we propose to divide the full spectrum of insurance and pension products into four
major categories: Life Insurance, Deferred Annuities, Immediate Annuities, and Guaranteed Interest Contracts — without
specific reference to the distinction between Group and Individual. For Life Insurance, special rules are necessary for
nonforfeiture interest rate, which will be discussed later. Deferred annuities are to be split into three or four age groups.
This is to recognize that different issue age groups may be predominant in different markets for which different contract
features are specifically designed, in addition to the recognition that the length of the contract terms has a definite impact
on future cash flows. Guaranteed Interest Contracts have even more subdivisions. First, distinction is made between
contracts promising book payouts and those promising market payouts. In zddition, the period of interest guarantees is of
course relevant. -
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That’s 2 very sketchy description of our propasal. The proposal is obviously more complicated than what some of you may
"like. Yet is is the considered opinion of many that equicy is still lacking, Realizing that there can be no perfect justice and
irceducible simplicity at the same time, we believe that we have artived at 2 good balance. Some think that company
earning rate would be a better starting point than a single reference index — others prefer the objectivity of the latter. Most
of you may not yet have seen the set of weights currently under consideration, Those who have, you guessed it, are divided
on what they think. Some think these weights are voo high, others think they are too low, But I think there are people who
think it’s just right; and 1 don’t mean just the members of the subcommittee,

We know we are not going to please everybody. But we do want you to reflect on the problems we have now and we do
want you to sgree with us that the dynamic interest rate concepe is worthwhile pursuing.

(A X AR 1]}
{ATTACHMENT E-2)
To: Members of the Society of Actuaries
From:  John O. Montgomery |
Date: Cctober 24, 1979
Re: Proposed — A “Dynamic” Valuation Interest Rate

The proposal for 2 “dynamic” valuation interest rate results from discussions by the NAIC (C) Technical Task Force to
Review Valuation and Nonforfeiture Value Regulation for Life and Heaith Insurance Companies. Frequent updating of the
interest standards in the model legislation presents a problem in asking the various state legislatures every two or three
years to revise such laws. Many of the legislatures are under pressure to reduce the volume of legislation whenever possible.

One solution proposed in the NAIC Task Force discussions was some form of “indexed” in. .est standards. The problems

associated with developing an “indexed” interest rate sre really the same as those associated with the selection of

appropriate interest rate assumptions in past revisions of the model legislation except that’an “indexed” interest rate

system intensifies such problems and adds another problem, that of defining the reference interest rate from whlch the
“indexed” interest rates for various insurance and annuity products are to be determined.

The proposal by the Ametican Council of Life Insurance task force appears to be examining with a fair degree of
credibility the relative interest rates. for various life insurance and arnuity produet minimum reserve and nonforfeiture
value assumptions just as they have in determining assumptions for past revisions of the model legislation. However there
are some considerations which need further study before formulas for interest assumptions indexed to some reference
system can be developed:

1. Should the expected life of the policy be considered assuming only ‘withdrawals on account of death or should
lapses and surrenders also be assumed? Use of mortality only would appear to be more conservative for valuation
purposes but might not be so for nonforfeiture values.

2. Should the nature of asset requirements for each particular product be considered separately for that product, or
should only the relation of the aggregute reserves for all products combined to the aggregate asset structure be
considered? Use of agpregate relationships could be mlsleadmg if 2 new and rapidly developing product needs an
asset structure to support its reserves and values which is radically different from the aggregate reserve/asset
relationship of the company when the product was first introduced.

3. Companies writing health insurance must consider the reserve/asset relationship of such products as well as those
companies writing life insurance and anouity products.

4. Because of the valuation of the reserve/surrender value/asset relationship amon the various insurance and annui
P g
pmducts it may oot be pOSSiblE to devise 2 smgle “reference” interest rate.
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5. How are those companies who are unable to earn the “indexed’ minimum reserve valuation interest rate to value
their policies? Are they to be denied the competitive advantage available under the higher interest rate assumprions?
What will this do for competition and in certain situations the availability of certain insurance and annuity
products? :

6. Should each company be required to set its own minimum reserve and nonforfeiture value assumptions based on its
own yield experience on new investments if it has a “sufficient” portfolio of investments to justify such treatment?
What is “sufficient”?

7.  To what extent should income tax consequences be considered?

Reference Interest Rates

In setting reference interest rates, the use of reference rates unrelated to the actual distribution of yields on new invest-
ments by insurance companies may result in the trend of the index going one way while the actual trend in new investment
experience of companies may point in another direction. Certainly before a particular method of determining reference
interest rates is adopted conclusive evidence must be furnished as to the appropriateness of such interest rates.

Conclusion
The work of the special task force of the American Council of Life Insurance is to be commended as a significant start in

the undertaking of a most difficult task. It appears that much more consideration needs to be given and that because of
time constraints on the presentation of model legislation concerning the new mortality table to the NAIC it may not be

. possible to include indexed valuation interest assumptions in such legislation at this time. However, the rapid changes in

mortality currently in progress will probably necessitate the construction of new tables again within the next five or ten
years. For this reason work should proceed as fast as possible for the drafting of new legislation with respect to some form
of indexing valuation and nonforfeiture value interest assumptions and which will completely overhaul the present
valuation and nonforfeiture value regulatory system to prepare it for the advent of the twenty-first century,

(ATTACHMENT F)
To: NAIC (C) Committee Technical Task Force
From: Bradford S. Gile, A.5.A., M.A.A A., Life and Health Actuary
~ State of Wisconsin Dept. of Insurance
Date: October 17, 1979
Re:  Nonforfeiture Values for Life Insurance Contracts Having Premiums which Vary by Policy Duration

At the June 1979 task force meeting, I was asked to prepare a report on this subject for our October meeting. This subject

is actually divided into 2 parts:
1. Guidelines under existing law, including but not limited to the Standard Nonforfeiture Law for Life Insurance.
2. Possible Amendation of the Standard Nonforfeiture Law as it currently exists.

The basic problem to be dealt with is that illogical results can arise from the uniform percentage of gross premium test in
the Standard Nonforfeiture Law. Historically, the minimum values were developed from asset shave tests on level premium
plans. A natural extension to nonlevel premium plans is the application of the uniform percentage of gross premium rule.
Under the assumption that profit is 2 uniform percentage of gross premiums, the resulting minimum values become akin to
asset shares without profit {*‘natural reserves”) which are the same whether calculuted prospectively or retrospectively.
This assumption is, in fact, critical to the rationzle employed by the Unruh Committee in its support of the continued use
of a prospective formula to determine minimum cash surender values.

-
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Critical to this approach is the zssumption that companies will price their product in 4 rational manner. Unfortunately, not
only is iliogical pricing an academic possibility, it has become reslity for some companies and products. An excellerit
example is a “Modified Premium Whole Life” type plan under which ultimate premiums purport to be “whole life"
premiums but which actually are set simply to be sufficiently high relative to premiums in prior years that minimum values
will be as low as desired and deferred as long as desired.

The Standard Nonforfeiture Law was never intended as 2 vehicle to regulate life insurance premiums, so that the mere
nenexistence of values in certain policy years would not in itself be of primary concern. What is of primary concern is that
equity among poticyholders in different policy durations be preserved. The current Standard Nonforfeiture Law deals with
this only by providing a set of minimum values and places no constraint upon the progression of actual values provided so
long as such values equal or exceed minima,

An inherent assumption made by regulators and companies who wish to (aad do) rely on the Standard Nonferfeiture Law
as the sole test of equity is that all cash value scales actually used by companies which meet or exceed minima will follow
an equitable pattern.

The term “'equity™ is not defined. Indeed, the Standard Nonforfeiture Law does not even mention this term. Howevet, the
Guertin Committee drew heavily on the asset share concept when it determined minimum values in the first Standard
Nonfotfeitute Law. Similarly, the actuarial literature on this subject (as it would apply to nonforfeiture values) relies
heavily on the concept of an asset share or a natural reserve. Indeed, the asset share concept has been and is {correctly, I
believe) used to discredit and replace the notion that surrender values should be linked to reserves. The Unruh Committee
also continued heavy use of the coneept.

Unfortunately, some cash value scales in actuzl use do not even remotely resemble any reasonable kind of asset share
pattern. Typical is the *Modified Premium Whole Life’ case for which minitmum values are zero for at least ten years but
actual values are zero for nine years and arbitrarily set equal to a desired value for year ten well in excess of the tenth year
premium. In such a case one must well question whether those who surrender in year nine (for whatever reason) are treated
fairly in relation to those whao surrender in year ten.

The Standard Nonforfeiture Lew, as it currently exists, does not address this problem. However, whether due to extreme
wisdom of its drafters or purc chance, the Standard Nonforfeiture Law sets forth g set of necessary but not sufficient
standards for a policy to be issued. Specifically, subsection 1 reads “No policy of life insurance, except as stated in
subsection (8), shall be issued or delivered in this state unless . . ."” It does not say “If a policy meets the following require-
ments, it may be issued or delivered in this state.” To fill the void between necessity and sufficiency, Wisconsin and many
(if not all} states have other statutes which set forth specific grounds for policy form disapproval. Among these grounds is
that the form “contains inequitable provisions.” Any provision which gives inequitable values must, it would scem, itself be
an inequitable provision,

Accordingly, as a test of inequity (as opposed to equity), states having such grounds for disapproval might make use of the
asset share concept under the presumption rhat 2 cash vaiue seale which produces an irrational pattern of values in relation
to expected policy cash flows is inequitable. This, of course, is quite general and vague in itself, and is capable of misuse,
I would, therefore, suggest translation of this general concept to a far more concrete and less restrictive criterion in the
following guideline:

A scale of cash values is inequitable if either (a) the cash value in any year t exceeds the accumulation of the
prior cash value plus the t'th year gross premium at 6%% interest and survivorship under the 1958 CSO
mortglity table or (b} the cash value in any year t is less than the accumuiation of the prior cash value at 6%%
and survivorship under the 1958 CSO mortality table less the cost of that years death benefit at 6%% interest
in 1958 CSO mortality table.

The above guideline is really a stop-gap measure, In the best of possible worlds, the Standard Nonforfeiture Law would
provide both necessary and sufficient conditions for equity in surrender values in ali cases. Because the world is not
petfect, such a goal is impossible. However, some artempt to improve on the existing world is cleatly desirable. The state of
Georgia has enacted 2 unique version of the Standard Nonforfeituse Law which provides at least an important first step in

- dealing with irregularities which arise from the uniform percentage gross premium rule, It is my understanding that the

American Council of Life Insurance hes studied and indicated support for this statute, Accordingly, I recommend that this
task force request the American Council of Life Insurance to provide this task force with the results of its study of the
Georgia statute and its recommendation as to the feasibility of the incorporation of the Georgia approach into a revised
model Standard Nonforfeiture Law for life insurance.

LR A 2l L L]

- iTEERL

G dEARL e e




]
|

H
1
|
|
i

576 - NAIC Proceedings ~ 1980 Vol. 1

(ATTACHMENT G-1}

To: The Members of the Society of Actuaries .

From:  Charles A. Ormsby, Senior Vice President
John Hancock Mutual Life Insurance Company
Boston, Massachusetts

Ret  Recommendation to the Board of Governors for a New Minimum Mortality Standard
for the Valuation of Standard Individual Ordinary Life Insurance

The artached Report by the Special Committee to Recommend New Morrality Tables for Valuation was sent to the Board
of Governors as our recommendation for Tables to replace the 1958 CSO Tables as a minimum mortality standard for new
issues. [The report, which will be published by the Society in the future, is not reprinted here.}

Several members of the committee appeared before the Board at its meeting on May 23 in Kansas City to present the’
highlights of the report and to participate in a discussion of its contents,

It is now felt that the report should be made available to the members of the Society so that it can be discussed at our
Annual Meeting in Bzl Harbour in October of this year. The committee will be pleased to receive written comments in
advance {to Le sent to the Chairman at John Hancock, Post Office Box 111, Boston, Ma. 02117).

In reading the enclased report, it should be kept in mind that no recommended minimum mottality standard for valuation
is intended to replace the judgment of the actuary responsible for the adequacy of reserves and overall financial soundness.

Ty
(ATTACHMENT G-2} -
To: Members of the Society of Actuaries
From: John O. Montgomery
Date: October 23, 1979 o
Re: New Valuation Mortality Tables for Individual Life Insurance

The NAIC {C) Technical Task Force on Valuation and Nonforfeiture Value Regulation for Life and Health Insurance
Companies complements the Special Committee of the Society of Actuaries to Recommend New Mortality Tables for
Valuation, on the splendid, professional and comparatively rapid manner in which mortality tables have been developed for
use in updating the standard valuation and nonforfeiture value laws. The NAIC Task Force has set a target date of June
1980 for the submission to the NAIC of propased amendments which will include the new mortality table and a revision of
the formula for computing nonforfeiture values. It is hoped that the NAIC will give its approval at the Decernber 1980
meeting of the NAIC so that most states can enact such legislation by 1983,

The NAIC Technical Task Force is currently considering revision of the formula in the Standard Nonforfeiture Law for the
caleulation of minimum cash sutrender values. Three formulas 1o date have been considered.

Method D — From Appendix D of the Report of the Society of Actuaries Special Committee on Nonforfeiture Values
where the adjusted premium to be used in the formula is derived from:

PUa = 1000A,z + SIP:S0] + SIPIOL:50] + 10

Method R — From C.F.B. Richardson, [Editors note — See Transactions of the Society of Actuaries, Volume XXIX, Page

22] where the adjusted premium to be used in the formula is derived from:

PRa = 10004, + 125[P} + 10
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Method A — Age Adjusted Method

Where the adjusted premium to be used in the formuls is derived from:

pagxm ~ 1000, + 1.2[P] +8 +.15X

Wheve: p? = adjusted premium per $1000 face amount

:{XEI is an annuity due of $1 per annum starting at age x and payable until the end of the premium paying
period.

is 2 $1 face amount m year endowment starting at age x (This could giso be an m year term insurance
) g y
plan or a whole life plan)

P = net level annnal premium for plan per $1000
OL = net level annual premium per $1000 face amount for an ordinery life plan issued at age x
X = age at issue

[P:50] symbolizes the lesser of either the net level annual premium per $1000 face amount for the plan
or $50.

[P:01.:50] symbolizes the lesser of either the net level annyal premium per $1000 face amount for the plan,

or the net level annual premium per $1000 face amount for an ordinary whole life plan issued at the
same age, or $50.

The values by these three methods do not appear to differ significantly enough to justify using more than the simplest
method (the Richardson method). However, a limitation in initial expense vo be amortized, such as $50, may be needed,
and this is to be explored.

The new standard ordinary mortality tables will greatly facilitate the presentation of life insurance policies rore in line
with eurrent facts of life but still leaves some problem areas needing further attention. Here is a list of some of areas of
further activity apparent at this time:

i,

3.

Joint life tables

Hopefully tables of joint equal ages can be developed to apply either to the male or female tables or to some unisex
table in the case of Male/Female joint life contracts.

Renewsble Term Insurance
There may be differences in mortality significant enough for these plans to require separate valuation tables.
Industrial and Guaranteed Issue Insurance

These require construction of separate mortality tables. Whether or not industrial and guaranteed issue experience

can be combined for the purpose of preparing a mortality table must be studied before such tables can be
developed.

Substandard Insurance

Separate tables for substandard lives may be needed. The results of the study of the Society of Actuaries Special
Committee on Substandard Lives Mortality Tables should be reviewed to see if tables for substandard lives can be

. developed to accompany the tables for standzrd lives.

g et
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5. Group Life Insurance Mortality Tables

Obviousljr, with the great improvement in ordinary life insurance mortality, it seems that there should be a
corresponding improvement for lives insured under group insurance contracts.

6. Annuitant Mortzlity Experience

The rapid improvement in mortality currently experienced demands immediare attention to the development of
new mortality tables for both individual and group annuitants.

7. Frequency of Preparation of Mortality Tables

The rapidity with which mortality rates are changing at the present time may require new tables within the next five
or ten years. This will have ta be considered regardless of the expense of issuing new policy forms. If warning of this
potential problem is given far enough in advance, the life insurance industry and its regulators should have time to
study and implement ways of reducing such conversion costs rather than restricting the development of more
current mortality statistics as they become available.

sPREERESN

(ATTACHMENT G-3)

To: Mr. John O. Montgomery, F.S.A.
Chief Actuary and Deputy Insurance Commissioner
State of California Insurance Department

From:  Harold Leff, Assistant Actuary
Metropolitan Life Insurance Company
New York, New York

Datet July 10, 1979
Ret Joint Life Values Based on Proposed Valuation Tables for Ordinary Insurance

I have reviewed Wilbur Bolton’s May 24th letter to you on this subject, wherein he concludes that no significant investiga-
tion into Makehamizing the proposed sex-distinct mortality tables, to facilitate their use with joint life plans, would be
justified. His conclusion appears to stem from (a} the difficulty in getting a good *fic” based on his testing, 2nd (b} the lack
of problems in connection with directly calculating joint values for the non-Makehamized 1971 IAM Table. [ am still very
much concerned about the effect not providing for simplified caleulations would have on joint life insurance plans.

In my opinion, the problem is much more severe from the point of view of nonforfeiture value calculations than it is for
valuation resetves. While reserves can be calculated on a seriatim basis for joint life plens, such a requirements would
certainly be expensive and possibly burdensome as well, especially for smaller companies. With respect to nonforfeiture
values, the lack of an spproximation technique (such as 2 Table of Uniform Seniority} would greatly complicate individual
life insurance pricing, rate book presentation, the sales process, and compliance with disclosure regulations. For ¢xample,
the currently permitted approximation technique permits all needed joint life values (premiums, cash values and dividends)
to be displayed simply in a rate book to enable a sales representative to give adequate disclosure when discussing a joine life
plan with a prospect. “Seristim’ pricing, as implied;by Mr. Bolton’s suggested approach, would be much more
complicated, probably requiring an electronically produgded sales illustration, thereby requiring an additional visit from the
salesman. Such a complication would likely result in many salesmen tending to ignore Joint Life plans in their prospecting.
Since Metropolitan’s recent experience indicates that approximately 4-5% of our current issue (both policies and amount
of insurance) are joint life policies, and nearly 60% of these policies are permanent insurance, the pricing complications
that I envision could have e significant impact on our szles volume and ability to sell products which are appropriate for
particular policyholder needs. In addition to the joint policies we cutrently issue, there is considerable Field pressure to
develop additional jeint life plans — introduction of such policies would merely aggravate the situation further.




NAIC Proceedings — 1980 Vol. 1 579

Mr. Bolton points to the lack of problems in calculating joint values based on the 1971 TAM as justification for not making
accomodation for joint life plans. However, the {ack of approximation techniques for the 1971 1AM Table only required
resolution in connection with reserves, which difficulties are not insurmountable — i.e., joint life annuities are issued only
as immediate annuities as far as I am aware, and such annvities have no nonforfeiture values. Thus, the serivus concerns
1 have with respect to nonforfeicure values on joint life insurance would not have affected joint immediate annuities.

1 therefore request that some committee (for example, the Ormsby Committee or a specially appointed group) be
appointed to investigate the unique problems to be encountered on joint life insurance plans. I would, of course, be willing
to serve on any group investigating this problem. While 1 do not have any specific proposals to put forth ar this time, I
would like to stress that “perfect fit” should not necessarily be the dominant consideration. Rather, the concepts of overall
adequacy for reserves and broad equity for nonforfenture values would seem to be appropriate principles to follow.

I would be pleased to discuss this question further with you, Mr. Bolton or anyone else who is concerned about this
question. )

AkkESEERE

(ATTACHMENT G-4)

Tos Mr. John O, Montgomery, F.5.A.
Chief Actuary and Deputy Insurance Commissioner .
State of California Insurance Department

From:  Wilbur M. Bolton, Assocjate Actuary
Occidental Life Insurance Company of California
Los Angeles, California

Date: August 27, 1979
Res New Valuation Tables for Ordinary Insurance: the Joint Life problem

Since receiving Harold Leff’s letter of July 10, 1979, I have given some more thought to the matter of reserves and
nonforfejture values on Joint Life plans under the proposed valuation martality tables. As you may recall, the 1958 €50
table was not Makehamized; nevertheless, a rable of uniform seniority was developed by the Society’s General Committee
on Publication of Monetary Values. Attached is 2 copy of pages 1049-1059 and 1070 from the 1959 volume of TSA.

In sequence, it appears that the NAIC approved the 1958 CSO mortality table, with the three year age setback for females,
and left the development of an approach to solving the matter of reserves and cash values for joint life plans to a later
Society committee. Fram a logic standpoint, it makes sense to obtzin approval of the NAIC for the Single Life table before
proceeding on to joint lives. If the Technical Task Force on Valuation and Nonforfeiture Value Regulation, or the parent
NAIC (C) Committee, or the full NAIC should have disapproved the single life valustion table for any resson, then wotk
done towards determining or evaluzting joint life functions would have been wasted. Note that the Committee on
Monetary Tables apparently made exhaustive tests of different approximation approaches to the joint life values, treating
the single life 1958 CSO valuation table as a “given.”

The GCommittee on Monetary values. probably had informal discussions with the corresponding NAIC technical people
about both the uniform seniority matter and the fernale extension to 1958 €SO, which they also developed after NAIC
approval. It would make sense for an equivalent committee, when appointed on the currently propased tables, to include s
member of the NAIC Technical Task Force,

Here gre some ideas which may lead to an acceptable system of determining joint whole life net premiums, reserves and
cash values. This is not the “only approach™ of caurse, but it would seem to meet the need expressed in Mr. Leff's letter of
having 2 set of cash value tables, one table for each joint age, that the insurance agent cen use withour a great deal of
complexity in various situations in which a joint life plan seems best suited to insurance needs.
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This system assumes that “‘most’ joint life policies are on husband-wife combinations, with a relatively smaller number on
business partners, who may be of the same sex. I have no statistics supporting this assumption; perhaps others have data on
this.

| Here's my outline of steps on this work:

Adopt tentatively a joint life table based on one male and one female, equal gge. The ides is that this table would
subsequently be published, along with Net Single Premiums and Annuities, at commonly used interest rates (3%%,
4%, 4%, 5%, 5%%), and would become the *‘official” table, If the single life Tables K are acceptable to the NAIC,
the joint life death rate at any age would be the sum of the Tables K single life rates, less the product. Since the
single life rates are loaded rates, the joint life death rates have a double portion of loading in them; bur this is
traditional, and has been acceprable in the past. )

Calculate for a variety of two lives, both different sexes and same sex, for a matrix of different issue ages, the net
premiums, terminal reserves and joint life annuity values, on an “exact” basis, using the single life Table K values.
This will be similar to the pattern of ages and age differences shown in the various tables of the report attached, but
would require about 3 times as many combinations {(because of the lack of an “age setback feature™ in Tables K) as
were used in testing the 1958 CSO jeint life recommendation.

Determine a “best fit,” by means of comparing the exact values from step 2} above to corresponding values for che
joint life table at equal age from step 1), for a three column table of uniform seniority. As an almost-pure guess,
but based on comparisons only of joint death rates from the 30' to the 70%, the table of uniform seniority might
look something like:

Addition to Younger Age

Difference one male, two two
of

e one female males females

0.0 2.2 -2.3

.5 2.7 ~1.8
1.0 3.2 -1.3
1.6 3.8 0.7
2.2 4.4 -0.1
2.8 5.0 0.5
etC. etc. etc.’

This table of uniform seniority would correspond to the one on page 1051 of 1959 TSA, which was also published
in the Basic Values volumes at each interest rate for 1958 CSO.

Review the material covered to this point with appropriate members of the NAIC Technical Task Force. At this
point, if reserves developed by an approximation are too low, the Addition to Younger Age for that difference in
ages can be increased. Other adjustments could be considered at this point; all values are exact for an equal age male
and female; and a “best fit” does exist for the other combinations, with each of the three columns subject to
separate adjustment.

A life company in prattice determines which joint equal age to use for a specific policy from a simplified table
representing the table of uniform seniority. Under 1958 CSO, for example, it might look like:

Difference of Ages Deduct from Older Age
0 and 1 year 0 year
2 and 3 years 1 year
4 and 5 years 2 years
6 to 8 ycars 3 years
9 to 12 years, inclusive " 4 years

etc. €Te.
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Perhaps a company dealing with joint life plans would want to use three such tables, for each combination of joint
insureds. Another alternative would be narrative adjustments, i.e., publish just such a table as above, and include
footnotes: “The table without adjustment is used when the proposed joint insureds are one male and one female, If
the proposed joint insureds arc two males, edd four years to older age before entering the table. If the proposed
joint insureds are two females, subtrace five years from the younger age before enteting the table.”

1 am sure that better wording than above may be used to describe this scheme, and obviously ail numbers, constants I have
used are guesses. Actual values will vary. It does seem that some variation of the ideas outlined above should produce a
joint life mortality table (and associated uniform seniority constarts) consistent with Tables K, with minimized distortion
of joint life net premiums and reserves compared to an exact calculation.

Please let me know of any comments you or others may have on the feasibility of the approach outlined above.

LEL L E 2 1L ]

(ATTACHMENT G-5)

To: Mr. Harold Leff, Assistant Actuary : :
Metropolitan Life Insurance Company
New York, New York

From:  Paul E. Sarnoff, C.L.U, '
Vice President and Associate Actuary
The Prudential Insurance Company of America
Corporate Office
Newark, New Jersey

Date: August 20, 1979

Rer Minimum Cash Surrender Values

|
; Enclosed are two sets of tables prepared in response to your June 13 lerter, in which you request tables based on the
; modern CSO mortality to illustrate current and proposed minimum cash surrender values.

; The first set of tables is in the format of Appendices D and F from the Society of Actuaries report. These tzbles compare
the proposed minimum cash surcender values, using the Richardson Allowsance and the new mortality tables, with

. the current allowance provided by the faw, and using 1958 CSO.
b the Richard' Allowance, using 1958 CS0.

The female values under the 1958 CS0 table were computed using the 1958 CSO table for males, with ages reduced 6 .
years, No such adjustment was made under the proposed CSO table since that table is sex-distinet.

The handwritten tables show an update of Table IT of Ardian Gill’s October 4, 1976 tetter to John Montgomery.
After having examined the various comparisons shown by these tables, I concluded that they are shout in line with

expectations. The biggest surprise to me is the very powerful effect of the 5%% interest assumption in decreasing the size
of the actuarial functions used in these calculations.
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Male X Whole Life ]
Female O 20 Payment Life O
20 Year Endowment a
COMPARISON OF ADJUSTED PREMIUMS AND
MINIMUM CASH VALUES
(Basis: $1,000 — Age Nearest Birthday — Curtate Functions — 5% Per Cent)
Richardson Allowance [ Richardson Allowance
1938 €SO
Current Allowance il
1958 CSO Proposed CS50-
Issue Palicy Adjusted Minimum Adjusted Minimum

Age Year Premium Cash Value Premium Cash Value

20 1 6.95793 —20.36 ] 5.93634 -12.81

2 —16.00 —9.18

3 —=11.,42 —-5.33

4 6,61 =1.22

5 ~1.54 3.16

10 27.99 29.63

15 65.62 6390

20 112.44 106.23

@65 464.93 441.44

35 1 1290264 —18.89 11.28796 —13.84

2 —8.98 —4.94

3 1.34 4.31

4 1205 .1 3.21

5 23.15 23.86

10 84.40 78.94

15 155.30 143.51

20 234.76 217.92

@65 411,10 389,97

50 i 27.79031 -19.32 24 68305 —20.25

2 -17 —2.65

3 19.37 15.41

4 39.29 33.88

5 59.58 52.73

10 165.64 152.68

15 276.29 261.12

20 385.62 373.15

65 1 63.38280 —13.85 59.60507 —42.52

2 18.15 ~10.10

3 49.87 22.47

4 81.19 55.23

5 112,02 88.17

10 260.25 250.00

15 40093 395.60

20 521.40 525.76
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Male Whote Life
Female 3 20 Payment Life |

20 Year Epdoument._ ... Q.._

|
|

COMPARISON OF ADJUSTED PRIEZMTIUMS ALD
MINIMUM CASH VALUES

gl {Basis: $1,000--Agze Nearest Birthday--Curtate Functions—--5% Per Ceni)

' I
Richardsen Allowance Richardsen Allowance
1958 cs0 -
*Current Allowance
1958 €30 Proposad €S0
Issue | Policy Ad justed Hinimum Adjnsted Zinimwg ;
Age Year Premiun Cash Value Premium Cash Value |
1
20 1 6.51998 ~12.79 5.9343k ~12.81
2 -8.47 ~9.18
3 ~3.92 -5.32
I .85 T owl.22
5 5.88 3.16
10 35.20 o 29.63
15 JT2.5h 63.90
20 11g.02 106.23
865 h68. 90 kb1 bk
35 1 12.61791 ~1h.k3 11.28796 ~13.84
2 -4.57 -k.5k
3 5.71 h.31
' & 16.38 13.01
f 5 27.43 23.86
% 10 . 88.ko 78.9h
: 15 159.00 1k3.51
1 20 238,11 217.92
: @65 413,68 389,97
50 1 28.02212 -22.28 2h. 68305 ~20.25
2 ~3.08 -2.65 :
3 16.52 ) 15.01 L
b 36.50 33.38
5 56.85 52.73
10 163.22 152.68
15 27%.19 261.12
20 383. 84 373:15
65 1 67.45549 ~h9.60 59.60507 ~42.52
& ~16.47 -10.19
3 16.37 22,47
L L8.T9 . 55.23
5 80.71 88.17
10 23k.17 250.00
is : 37%.80 395.60
20 | Sok.s3 525.76

H
i
&
-
<
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Male

Female

&4
1
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Whole Life

20 PFayment Life

(.

20 Year Endowment

COMPARISON OF ADJUSTED PRZMIUMS AND

MINEMUM CASH VALUES

{Basis: $1,000--Aze Nearest Birthdav——Curtate Funetions—-5% Fer Céﬁt}‘

Richardson Allowance [+

Richardson Allowance

1958 ¢s0
Current Allowance [:]
1958 ¢SO0 Propocsed £3¢
Issue | Policy AdJusted Minimum Adjusted Hinimum
Age Yeur Premium Cash Value Premium Lash Velus
20 1 9.32606 -12.73 8.5638L -12.7Th
2 = -5.43 -6.32
3 2.25 b7
4 10,3k T.69
5 - 18.88 15.35
10 68.98 61.25
15 133.83 121.18
o0 216.95 157.60
865 527.9% 468,54
35 1 16. 64911 -1k, LT 15.1253% -13.86
E- -.33 -.91
3 1k LL 12.63
L 29.38 26.7T
5 bs5.99 b1.52
10 137.2k 1125.30
15 249.16 228.79
20 386.58 357.12
€45 527.9h Le8. 5k
50 1 32,5077 -22,32 29.26803 -£0.32
2 1.75 2.16
3 26.54 25.%0
I 52.06 19,39
5 78.15 Th.1k
10 222.01 210.62
15 3%0.42 373.45
20 _ 599.25 5Th. 37
65 1 69. 81765 ~Lg9.50 62.0883L -z, ks
a -13.78 ~7.33
3 21.61 28.19
Y 57.4¢9 64.18
5 92.54 105.69
10 272.81 288.21
15 h15.06 489,46
20 8L .01 778.74

i
i
i
1



NAIC Proceedings - 1980 Val. 1 585

Female

Hale {7l _ _ Vhole Life 1 I
D 20 Payment Life [:] I _
=2

20 Year Endowment

COMPARISON OF ADJUSTED PREMIUMS AND
MINTMUM CASH VALUES

(Basis: $1,000-—Age Nearest Birthday--Curtate Functions--5% Per Cent)

Rlchards;gsgﬂc_ggance D Bichardseon Allowance
Current Allowance m
1958 ¢S50 - ) Proposed €80
Issue | Policy Adjusted Minimum Adjusted tiaimen
kge Year Premium Cesi Value Premium Cash Value
20 1 31.16403 ~5,01 31.97297 ~16.10
2 i 25.81 14.87
3 S8.36 - hy.62
L 92.73 ' 82.26
5 129.05 118,51
10 3k3.81 336.34
15 626.482 622.70
20 maturad matured
865 - -
! 35 1 32. 60961 -6.39 33.05153 -16.41
‘: 2 25.09 15.3%
:‘ 3 58,24 43,78
i 4 93.11 83.97
: 5 129.81 121.00
: 10 3kk.bo 337.86 ;
‘ 15 62h.75 £21.51 :
20 matured mabured: :
865 - = :
50 1 40.10702 ~i1.h1 39.05918 -21..65
2 21.36 11.15 '
3 55.4% 45,37
4 90.96 B1.07
5 127.83 18.31
10 338.58 332.21
15 610,88 ' 610.23
-20 matured matured
65 1 66.98477 -9.93 6. 29L51 -h2.69 !
2 26.37 -5.20 :
3 62.84 32.91
Y 99.43 T1.74
| 5 136.17 131.37
|
10 328.92 32102
| 15 570.79 571,40
20 matured matured
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Male Whole Life

R

Female

-
20 Paymenh Lile i
vl

20 Yenr Endouwmant _

COMPARISON OF ADJUSTED PREMIUMS AND
MINT{UM CASH VALUES

(Basis: $1,000--Ace Wearest Birthday-—Curtate Funchions-—%% Per Cant} _

Richardson Allowance . E! Richardson Allowance
~ 1358 Cso
Current Allowance B N
1958 €S0 Propessd 0SO
Issue | Policy Adjusted | Minioum Adiusted tinimun
Age Year PremlIum Cash Value Premium Caesh Value
-
20 1 32.07h66 -15.99 31.97297 -15.10
2 15.16 14,87
3 18.¢06 462
N 82.81 82,26
5 119.53 118.91
10 326.6L 336.3L
15 622,53 i g22.70
20 natured ’ natured
€65 - _
35 1 33.h5258 -16.58 33.05153 -18.4h2
2 . k.ol 15.135
3 L§. kL 48.73
: 4 . 83.68 83.97
| ) : 120.75 121.00
0 [ 337.58 337.85
15 620.85 621,51
20 matured matured
g65 -- -
50 i k1.20708 -23.47 39.05918 -21.65
2 9.69 11.15
3 Ly 17 ' 45,37
L §0.06 81.97
5 117.43 118,31
10 . 330.65 332.21
15 &06. 2L 610.23
20 matured i matured
65 1 T1.67h65 -49.89 6h.20L51 -h2. 69
2 -11.96 -5.20
3 25.95 i 32.91
4 63.98 T1.7h
b 102.16 111.37 -
0w 302.50 321.h2
5 | 553.89 571.42
20 " mabured matured
f
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]
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Whole Life v
20 Payment Life I ]
20 Year Endowment ! .,._x} '

COMPARISON OF ADJUSTED PREMIUMS AlD

MINTMUM CASH VALUES

(Basis: 3$1,0C0--Age Nearest Birthday--Curtate Funetions—-~5% Par Cang)

Richardsonr Allowance [::] Richardson Allowance
1958 cso
Current Allowance
1958 €30 Fropaosed €S0
Issue | Policy Adjusted Minipam Mjusted Kinimm
Age Year Premium Cash Value Premium Cash Yalue

20 1 5.67625 -20.%2 k. 7282k -11.76
2 -17.04 -8.50

3 -13.55 -5.07

L -9.95 -1.48

5 -6.20 2.29

10 15.23 2k, 12

15 2. 72 51.59

20 77-81 85. 4

845 380.79 370.45

35 b 9.85030 -15.53 3.007068 -13.03
2 =12.k3 ~5.02

3 ~%.92 L.zt

4 2.96 8.82

5 11,22 16.62

10 53.42 59.55

15 11k.95 130.31

20 180.73 170.03

265 336.08 323.08

50 1 20. 22162 ~14.64 18. 69990 ~17.7h
2 -3.71 =33

3 11.66 9.52

L .27.4s5 23.77

5 43,65 38.45

10 130.27 119.70

15 22k.99 215.76

20 324,66 322.63

65 1 L5 52101 -19. k6 43.50200 -30.15
2 ' T.31 -2.05

3 3h.25 26.66

L 61.3h 56.13

5 88.52 86.41

10 223,26 24,99

15 : 348.96 400. 0k

20 . Wro.8s h3.7h

e
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Male - D thole Life
Female E 20 Poyment Life I:f

20 Year Endowaent [:

COMPARISON OF ADJUSTED PREMIUMS AND
MINIMUM CASH VALUES

(Basis: $1,000--Age Nearest Bi:-thda.y--(.‘urt-ate Functions——5% Per Cent)

Richardsigsgllgwance Richardson Allowance
¢SO ’
Current Allowance D
1958 €30 Provosed €SO
Jssna Policy Adjusted Minimum Adjusted Minimun
Aga Year Premium Cash Value Premium Cash Yalus
20 1 5.209k3 -12.18 k.7282L -11.76
2 -§.83 ° -8.50
3 -5.37 -5.07
b3 ~1.79 -1.48
S 1.92 2.29
10 23.18 2L.12
15 50.45 51.59
20 85.26 85.4%
aes 385.79 370.45
35 1 9. 48297 ~13.54 9.00706 -~13.03
2 -6.5L3 =5.02
3 1.0k 1.97
B 8.81 8.82
5 17.08 16.62
; 1o 64.00 59.55
| ‘ 15 120.19 110. 30
‘20 185.59 170.03
265 340,01 323.08
50 i 20.16730 ~17.89 18.69900 -17.7h
2 -2.96 -h.33
3 12,40 9.52
4 28.17 23.17
S Lh, 36 38.45
| 10 130.92 119.7¢
a 15 225.57 ‘ 215.76
o 20 325.17 322.63
&5 1 46, 97117 -3k.60 y3.hoa2nk- ~30.15 :
2 =T b -7.05 ‘
3 ' 19.91 26.66 B
b h.bL 56.13 &
5 Th.99 ; 86.h1 :
10 211.72 2hl, .99
15 340.31 HOo.Gh
20 453,02 sh3.7h
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Mzle 1 l Whole Life 3
Female ivf_[ 20 PaymeAl Life !v{
. 20 Year Endowment 1
k COMPARISON OF ADJUSTED PREMIUMS AMD
: MINTHUM CASH VALUES
f
! {Basis: $1,000--Age Wearest Birthday--Curtate Functions—-5% Per Ceni)
Richardson Allowance r_—__] Richardson Allowance
1958 csC
Current Allowance
1958 - Cs0 Proposed €S0 i
Issue | Policy Adjusted Minimum Adjusted Minimum !
Ag Year Premiuvm Cash Value _Premiuvm Cash Value i
- —— A i
1
20 1 8.15805 -18.85 6.92363 -11.65
2 -12.76 -5.06
3 ~6.40 -.18
3 -23 6.01
> 7.17 12.52
10 L7.57 50.5h
15 100.11 99.37
20 168.358 162.h9
265 - by, 59 422 B0
35 1 13.3210C -17.38 12.h3653 -13.03
! ‘ 2 -6.43 -2.39
! 3 5.09 8.173
! 4 17.22 20.33
i 5 23.97 32.h2
10 103.86 100.89
L ) 15 ; 196.19 185.91
: 20 310.93 292.130
aes Lb1,59 u22.80
50 1 24.58618 -15.87 23.2h 748 -17.81
2 3.87 B2
3 24,33 19.38
b k5.5 39.07
5 £7.50 ' 59.53
. 10 189.4c 175.86
¢ 15 335.01 321.18
; . 20 513.41 L 501.h6
65 1 48.66367 -16.08 LG, 4289k -30.13
2 14.33 .21
3 L45.22 33.42
b 76.60 66.65
5 108,47 100.99
10 275.24 286.46
15 h62.06 495,58

3
i
]
g 20 717.53 751.02
i
!
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e

Male ] Wnole Life |
Female EZ] 20 Payment Life E’J
20 Year Endowcent | 1
COMPARISON OF ADJUSTED PREMIUM
MINTSIR{ CASH VALUES
{Basis: $1,000-~Ace HNearest Birthdayj-l’:urtate Functions--5% Per Cant)
Richardson Allowance Richardson Allowance
. 1958 €30
Current Allowance
1958 CSO Proposed CSQ _
Issue Policy Ad justed HMiniwmum Adjusted Mininwa
Age Year Premium Lash Value Premium Cash Value
20 1 T.59834 ~12.08 " 6.02368 -11.55
2 -6.20 ~5.086
3 -.07 -.18
L 6.34 6.01
5 13.03 12.52
10 51.98 50.5k
15 102.62 95.37
20 168.36 161.4¢
@65 bhi. 59 ho2.30
35 1 13.00092 -13.5h 12.43653 -13.03
2 ~2.71 ~-2.39
3 8.69 B.72
L 20.68 20.33
5 -33.29 32.42
10 106.36 100,89
15 197.62 185.91
20 310.93 292,30
a65 hh1.59 h22.80
20 kl 2. 76823 -17.96 23.2h7h8 -17.81
2 1.85 A2
3 22,38 19.30
L 43.66 39.07
5 65.70 53.53
10 188.04 175.86
15 33h.22 321.13
20 513.41 501,56
65 1 50, 56902 -3k4.55 46 4289l -30.13
2 =3.51 1.2%
3 26.03 33.01
i 60.07 66.55
5 92,61 100.99
10 263.10 286.46
15 45k, 59 590.93
20 T17.53 T51.62
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' Male E:l Whele i.ife f __I
Female ] 20 Fayment Life [
20 Year Endowment ['_Z
COMPARISCN OF ADJUSTED PREMIUMS
MINIUM CASH VALUES
(Basis: _$1,000—Age Nearest Birthday--Curtale Functions—-S% Per Cent)
~ Richardson Allovance @ Richardson Allowance
3 . 1958 ¢so0
. Current Allowance
i ) 1958 ¢80 ) Prooosed 030
} Issue ! Policy Adjusted Mipinum Adjusted dinimum
Ape Year Fremiunm Cash Value Presiun Cash Valua
20 1 31.87564 ~15.57 31.5245L -15.19
2 15.77 16.18
3 L8.80 Lg_29
b 83.63 . . 8h.25
I 5 120.37 121.1k
0 337.32 338.79
15 623.05 . 624,37
| 20 patured matured
| 865 = -
i ‘
| 35 1 32.57373 -16.34 32.52927 -15.90
| 2 15.03 15.62
l . 3 48.1h Ly, 21
. L 83.09 8L.37
| 5 119.98 - 121.37
. 1c ' © o 337.43 338.25
\ 15 622.2b 622,41
|} 20 matured matured
| 265 - -
50 1 36.78960 -19.62 36.006308 -19.60
2 12.83 12.13
3 16,80 . ks ko
b 82.35 80.29
3 119.57 116.91
10 334,73 331.39
15 . 61k.52 614.L8
20 notured matirad
65 1 5k, 61716 -35.04 50.11212 Z30.59
2 .32 bL67
3 36.53 41.c8
L T3.65 78.85
5 1i1.72 118.10
1 10 319.78 335.97
i 15 581.21 $99.15
1 20 motured matured -
|

s e
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Male [:] ’ Whole Life [:I
Female ] ‘/[ EO—Paymerg bt Life E]
I 20 Year Endawment |_ 1
COMPARTSON OF ADJUSTED PRE{IVMS §
MINTMUM CASH VALUES
{Basis: $1,000--4ge Nearest Birthday--Curtate Functions--5% Per Cent)
Richardson Allowance || Richardson Allowance
1958 csc :
Current Allowance
1958 €S0 Pronosed CSO
Issue | Policy Adjusted Mininun Adjustea Hinimum
Age Year Premium Cash Value Prenium Cash Value
20 1 30.95185 =k, 4o 31.52h51 -15.19
2 26.59 16.18
3 59.26 Lg.29
i 93.70 8h.25
B 5 130.04 121.1k
B 10 34k.61 336.79
15 627.20 62h.37
20 matured matured
65 — -
35 1 31.68971 -5.73 32.52527 -15.90
2 25.31 15.82
3 53.07 k9. 21,
& 92.66 84.37
’ 129.17 123.37
| 10 34k .35 338.25
; 15 626.18 62z2.4
20 . matured matured
265 e _
50 1 35.83830 -8.71 36.06308 -19.6C
2 23.39 12,13
3 56.99 45,40
b 92.16 80.29
5 128.99 116.91
§ 10 341.85 331.39
; 15 618. 6k 61L.48
20 matured matured
65 1 52.26280 ~12.21 50.11212 -30.59
2 22.37 L.67
3 57.78 41.68
I gh.08 78.85
5 131.31 118.10
10 334.78 335.97
15 590.L5 559.15
20 matured matured




NAIC Proceedings — 1980 Vol. I 503

_LESES __OF EXPENSE  FORMULS

é‘ ' ,/.) ’n
‘ WAMIUNMG Ba5D o 1177 CS50 mz.g CORTITE Fow<Tiows

SRR AR R IR
L Pan ‘\JHOLE Licg
I S -
. BYERRAGE . Poucv (ouo.s) -
Do oF MEDICAL BY. No.. .
Un0: AND Tssuvg PEA Poure¥ i
“UND. AMo TSsuUE PSR M 11 )0
Excgss 157 venm Cost.To pRgpwm, | L1
AVERAGE . FREMIUN_,_- .
,,,,, I S A N
~-7 +..4 = ToTAL. cosT.
125 %, M:.T £ 30 il

_Pag - lire To £5.0.

i — 1] Exesss 17 vear Cost ‘ra pREMIOH
! e b AWERAGE PREMWAM . _ .
. Rloge x4t
. 13 13+ 4 ¥ 7ovAar cosT,

] 1357 NET * JiO0 ...

. .| B8 - Enoowment: AT A5 .
JLigt freeaace Size (Qoo's). |
.. e T OF MincatL 8y No.

v tvab. awn Issue Pza Powscey
18] iwo. Ay Tssué Per M

12! Excess 1% YeARR Cast b PREMIUM .
a03 ANERAGE PRémjum .
. N 9 ox 30, e e
3l * 18 % TorAL cosT .
3 @FHh e+ Jio . .

A
. -

; Pag - _fraM To0 65 .

3| fivenase Sizz (coo's) .
. 28] %o oF Memest By Mo, .

. s} Uno. nvo Issuve Psg Poucy

.31 UnD. AaNb Tssué PEA ML

e} £xcess 1% Yeaa Cosr T Pﬂsmun; L.

. 3 AVEARGE Pagmeum . __. . ;. i
11 28 % 29 oo

O o3[ 30 37 FToTAL qasT

; .. 33 138" HET .ho

Fomna b ey

T

B JUMLUY HF N

am—f




|
;
!
>
|
3
!
|
.
|
j
|

594 - NAIC Proceedings — 1980 Vol. !

TesTs of Eypryse  Fopmut A

s ‘!JI 75_

PREMUMS  BAKD on 1579 050 AMALE CURTATE Fliare Frows

L DRI A W I
PaR- Whote biFg -
LRVERAGE Poucy {ooos)
Ul oF MEpicAL. Y Ne. . __..
unD. asp Lssug Per Poucy :
Uno. AND Tssus PEr M
Exsess 17! Yean Cost % PASMWM
.AYERAGE Paémun PR
I O o=l
TEA 'rom.. costT | .
125 'L HET + Sao ot

i e o

Excess 1% Yemra Cost T PREMIOM
AVERRGE PREMIOM . . .._. .. ..
WK H . i
L1y .4 = TaraL casT
L asLNET ¢ §tg L —_—

Poa_- Enpnwmgst 8T LE

Averace Size (doo's) . ...
s 0F MEDILAL BY Na.
Unp. AnD Issve PER PouicY
Uno. Anb Issut PER M
Excgss 15 YERR CosT To PREAIUM
BVERAGE PREMIUM

[ T T S,

ar + 187 TOTAL ¢OST.. . ...

135% NET_ ¢ S0

as

T

4
o

T
-

1
.

1
T

it
Tt
| 11
ISR
EEARE N NN
: i IR
o U TriC
NN i |
i1 i
Ll i
]
-l—n--.- L-._- '-":‘
.!‘~-~J-~l——|[ r‘

1=

e e

A

i

i

e e e e

t
[

g



P P,

wy
-3
n . el H
_ By n__
=5 R
> el PO S
i %.w. SO
\ N
...... -
”. A
a_ A
ol
9 3%
am
u e
(.
g -
§
k. U
4y
— z
: E:
-
0 =
- 3 r-d
=1 g
&
2 4 9
i =
% 4 g
5 wf v
bt U
@
v U
1 =z ™
[=] o [
& < o
o~
C -
= i
= = _
Z M _ .
R 1
© o _
¢ o F
m. R -]
2 - )
e+ r ‘B
R .Mﬂ“ "“ Nﬂw N
& L ES
SW -
v e pE e
z i E ”_7.*
2 . HE
- e B
€ . E {
o 1A i :._
b2, = e =
o A e

v P’ e e




596 NAIC Proceedings — 1980 Vol. I

(ATTACHMENT G-6)
To: . Life Insurance {C3) Subcommittee
From: (C) Committee Technical Task Force on Valuation & Nonforfeiture Value Regulation
Dates December 1979
Ret Reserve and Cash Surrender Value Comparisons Using the New Mortality Tables
A special committee of the Society of Actuaries has constructed new mortality tables for use in the calculation of
minimum policy reserves, Details of the construction of the tables, designated at this time as the “K Tables” are 1o be
published soon by the Society of Actuaries. The tables are separate by sex removing the need to use age setbacks to the
male table to derive the female table. Table A shows the mortality rates for the K(m) and K(F) mortalicy tables.
Table 1 attached shows the minimum terminal reserves calculated by the Commissioners’ Reserve Valuation Method at
4.5% comparing reserves by sex and by 1958 CSO versus Table K. Thirty years of reserves are shown for Ordinary Life,
ages G, 20, 35, 50, 65 and by ages 20, 35 and 50 for the 20 pay Life, Life Paid Up at Age 65, Endowment at age 65 and
Term to Age 65 plans,
Table 2 attached shows the minimum cash surrender values calculated at 5.5%, for the same comparisons and plans as for
Table 1. The values by the 1958 CSQ Mortality Table are calculated by the nonforfeiture value formula according to the
present law (Method P in Table 2), The values by Table K are calculated by 2 formula suggested by C.F.B. Richardson in
his paper published by the Society of Actuaries (T.S.A. XXIX, pp 220-221) (Method R in Table 2}.
The cash surrender value is calculated as the excess of the present value of future guaranteed benefits over the present value
of future adjusted premiums using assumptions of interest and mortality only. The adjusted premium per $1000 of face
amount of insurance by Method P, the present method, is given for an m year endowment with premium payable for n
years by: '

P22, = 10004, 7 +20+.40[40:P4] +.25 [40:P4:P%]

The adjusted premium per $1000 face amount of insurance by Method R, the Richardson method is given by:

P2,z = 1000A, 7 +1.25[P] +10

Definitions applicable to these equations are:

p2 = The adjusted premium

P = The net level annual premium for the plan

P2 =The adjusted premium for 2n ordinary whole life insurance plan issued at the same age as the plan for
which values are to be calculated

gxﬂ = An annuity due payable until the end of the premium paying period-

Am—ﬁ-l = A single premium m year endowment

(40:P*] = The lesser of $40 or the adjusted premium

[40:P;E:P3] =The lesser of $40, the adjusted premium for an ordinary life plan issued at the same age, or the
adjusted premium for the plan for which values are to be determined.
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For ordinary whole life the ratios of values by Table K to values by the 1958 CSO Table are illustrated by:
For CRVM Terminal Reserves (4.5%)
Issue Renewal At End of Year
Age Premium 10 20 30
Male 20 910 901 916 923
35 801 914 928 951
50 890 942 976 1.001
Female 20 821 889 874 856
: 35 834 830 836 880
50 801 347 924 1.008
Ratio Femaleto Male 20 = - 902 986 954 923
35 925 909 501 923
50 900 899 946 1.007
For Minimum Cash Surrender Values {(5.5%)
Issue " Adjusted At End of Year
Age - Pyemium 10 20 30
Male 20 853 1.059 945 928
! '35 875 935 928 949
: 50 888 : 922 568 . 998
4
- Female 20 753 1.159 911 854
5 35 802 839 .821 .865
] 50 790 811 907 1.005
| Ratio Female to Male 20 882 1.094 964 921
‘, 35 916 897 .884 912
% 50 890 .880 ‘ 938 1.006

The use of the new mortality table will undoubtedly bring about a change in gross premiums with resulting change in
! interest adjusted net costs and yields on policy funds such as represented by yields calculated by the Linton Yield Method.
; * The relative effect of a reduction in premiums on such net costs and yields is being studied and at a [ster time it is hoped
that the results will be presented.

rrRnarne
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TABLE A
HEW MORTALITY TAELES
‘Mortality Rates per Thousand

! ACE TABLE K(M) TABLE X(F) AGE TABLE K(M) TABLE K(F)
1 o 4.18 2.89 50 6.71 4,96
1 1-07 u§7 51 7.30 5.31
2 °5% +81 52 7.96 5,70
3 .98 »79 83 8.71 6,15
4 .95 7 84 9.56 6.61
5 .90 .76 5 10.47 7.09
6 «86 #73 -56 11.46 7.57
7 +80 .72 57 12.48 8.03
8 .76 <70 58 13,59 8,47
-] 74 .69 59 14.77 8.94
10 <73 . .68 €0 16,08 5.47
11 77 63 61 17.54 10.13
12 «85 72 62 19.19 10,96
13 T .99 «75 63 21.06 12,02
14 1.15 «B80 64 23.14 13,25
15 1.33 «85 65 25.42 14,59
; 16 1.51 .90 66 27.85 16,00
17 1.67 .95 67 30.44 17.43
18 1.78 .98 68 33.19 18.84
19 1.86 1.02 69 36.17 . 20,36
20 1.90 1.05 70 39,51 22.11
i 21 1.91 L.o7 71 43.30 24.23
22 1.89 1.08 72 47,65 26.87
23 1.86 1.11 73 52,64 30.11
26 1.82 1.1 74 58.19 33.93
25 1,77 1.16 75 64.19 38,24
%6 1.73 1.19 76 70.53 42,97
.7 1.71 1.22 77 - T77.12 48,04
28 1.70 1.26 78 83.90 53,45
29 1.71 1.30 79 91.05 59.35
30 1.73 1.35 80 98.84 65.99
31 1.78 1.40 81 107.48 73.60
az 1.83 1.45 82 117.25 82,40
n 1.91. 1.50 83 128.26 §2.53
35 2.00 1.58 84 140.25 103.51
35 2.11 1.65 85 152.95 116.10
3% 2.24 1.76 86 166,09 129.29
37 2.40 1.89 87 179.55 143,32
33 2,58 2,04 es 193,27 158.18
39 2.79 2.22 89 207 .29 173.94
40 3.02 2.42 90 221.77 190,75
41 3,29 2,64 91" 236,98 208.87
42 3,56 2.87 92 253.45 228,81
43 3.87 3.09 93 272.11 251,51
g ) 4,19 3.32 94 295,90 279,31
i 45 4,55 .56 95 329.96 317.32
; 46 4,92 3.80 96 384,55 375.74
! &7 5.32 4,05 97 480,20 474,97
| 48 5.74 4.33 98 657.98 . 5585
: 49 6,21 4,63 99 1000.00 100000
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DATEL §17 1/79

BLE § COMPARISON OF CRYM RESERVES BY 8EX

PLAN ¢ TERM TO &5 INITIAL 40Es 35
— PEYMENTY 730 i VERH CR-E]
ERORANUAROEA RN E R AR A NNR L LI E TRl R AN A Il ] WAEAEEAARAdR RN R AR OAR R AR NN AAR RS L1511 (LTI TTI IR L]
FPOCICY 77 7S8°C80° 7 477788 €80T T AT KA YO e TR KT AVRATIOTe RN RAT I8 & RAaYIra @
o YEAR # AT 4,5 % & AV 4.5 % vwesnsaned AT 4,5 K % AT 4,5 X & AL L L R T T T e O T P ™
. ¢CRYM RESERVE&CHVM RESERVEs €2 ¢ C1  #CRVM RESERVESCRYM RESERVEW * C5 / C4 % G4 / €1 & (S 7 €2 & £6/C} &
T TETT UMALE T a FEMALE a7 T R MALE * FEMALE & 7T 7 T T R ST
+ ¢l " c2 » c3 » c4 » €5 s . C& €7 . [} s c9 *
N A AR A AR AN TR RACNA NN REIRTARAR AR RR AR AARAGRA R AP AR RN A AR R LRI RRLO ..nﬂuui;qu____
MCD PREM T.b2 5.98 U.7835 B.B24 0.732 0.089
= 1 0,00 0,00 0,000 0.000 0,000 0,000
= 2 5.34 3.94 0,738 0,811 0,716 0,882
. 3 19,77 7.99 bir42 0,808 0,701 ¥,875
% 4 lo,28 12.12 0.74% 0,606 0,698 0,866
& 5 21,78 16,52 0.749 LY 0,687 ¢,854
_ [ 21,29 20,57 0,754 21.91 15,92 0,635 0,803 0,677 0.842
mu 7 52,117 24.81 1.757 26.25 1b,52 0,629 0,801 0,666 0,811
s 8 38.20 29.02 0.760 10.54 "19.0% 0,623 0,799 0,656 0.820
b 9 45,58 33.16 0,764 34,74 21,44 LYY 0,798 0,647 0,811
g 10 48,80 31,21 0,762 _  BA.BA 23,04 0,618 0,795 0,638 0,402
b
A 11 53.90 41,14 0,763 42,79" 25,92 0,606 [N LT] 0,630 0,794
Q 12 58,890 44,92 0.764 46,58 27,497 0,600 0,752 0,623 0,185
o 13 83,45 48.51 0.765 " 50,19 249,88 0,595 [ PRLS 0,616 6,774
Z, 14 67,19 Si.47 0,765 53,57 1,51 0,590 6,790 4,609 0,774
15 Ti.76 54,95 0.768 LI Y 13,13 0.585 0.190 0,608 0,764 !
16 15.26 57,64 0.t6s 59,48 34,01 0,579 0,796 Q.591 0,156
17 78.2) 59,99 0767 b.97 35,41 0.572 0,791 0.590 0,746
18 80.54 &1.01°" p.761 " 63,767 77T 36,08 0,566 b.192 0,584 0,738
19 82,13 63,05 0,768 65,08 36,37 0.559 0,792 0.577 0.728
20 B2, 48 63,61 0,761 5,60 Y6,21 0,552 0,792 0.569 0,720
21 82,65 63,39 0,767 65,33 35,58 0,545 0,7%0 0.561 0,711
22 Bl.28 a2,29 b.786 b, L kLY 6,537 L 0,789 6,553 0,701
23 78,58 60,14 0706 T T 61,83 ' 34,08 B 1 TEE 2 1 } | 0,545 0,843
24 74,34 S6.84 A,765. 58,37 30,65 0,525 0.785 4,539 0,686
25 68,33 52,20 0.764 53,58 21.92 _oobusat . o.re4 0,535 v.682
2% bU,26 45,97 0.763 4,23 24,52 0,519 Q0,784 0.533 0.680
27 49,80 37,94 0-%632 39,06 20,27 0,519 0,704 6,534 0,681
[ "ap " 36.S% 21.82 7, 0.Ted 24,74 14,97 0,521 0.785 4,538 0,686
29 20,31 15,30 0.75¢% . 15,87 8,30 0.523 0,707 6,542 0,689
30000 0,00 0,000 0,00 6,00 0,000 0,000 0,000 0,000
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(ATTACHMENT G-7)
To: (C) Committee Technical Task Force on Valuation and Nonforfeiture Value Regulation
From:  Daniel F. Case, Associate Actuary

American Counsel of Life Insurance
Washington, D.C. 20006

Date: » November 21, 1979
: Re: Proposed Amendments to Standard Valuation and Nonforfeiture Laws

Your chaitman, Ted Becker, has given us permission 1o send the enclosed memorandum divectly to you, in order that you
may receive it a2 few days in advance of your December ! meeting.

The memorzndum sets forth éroposals which the Council’s Actuarial Committee has asked us to present to you a5 an
exposure draft. We hope that you will be able to discuss these proposals-at your upcoming meeting and thus begin 2
process by which the NAIC may adopt some much-needed changes to the Standard Laws.

'
|
H

As the memorandum indicates, the proposed amendments would: (1) establish a system for automatically updating the
statutory valuation and nonforfeiture interest rates; (2} adopt a new mortality table for Ordinary life insurance; (3) change
the excess initial expense allewance in the Standard Nonforfeiture Law for Life Insurance; and (4) make other changes
in the Standard Nonforfeiture Law for Life Insurance.

DESCRIPTION OF DYNAMIC INTEREST RATE BASIS
b CONTAINED IN PROPOSED AMENDMENTS TO
THE STANDARD VALUATION LAW AND
THE STANDARD NONFORFEITURE LAW FOR LIFE INSURANCE

The dynamic interest rate proposal involves statutory interest rates determined as weighted averages of a basic rate of 3%
and a reference interest rate representative of current new money interest rates. The valuation interest rates may be
expressed as:

‘? I=.03 +W(R ~.03), and

the nonforfeiture interest rate for life insurance may be expressed as:
I=.04+W(R—.03)
where | represents the statutory interest rate, W represents the weighting factor and R represents the reference interest '

rate. The additional 1% in the expression for the life insurance nonforfeiture rate reflects the differential between valuation
and nonforfeiture interest rates present in the current model laws.

Except as noted below, the rate I applies at all durations of a palicy or contract issued in a given year.
Reference Interest Rate

The reference interest rate is based on the Average of Yields on Seasoned Aa Public Utﬂity Bonds, as published by Moody's
Investors Service, Inc. : :

For life insurance and for deferred annuities issued at ages less than 55, the reference interest rate is equal to the lesser of
the 12-month average and the 36-month average, ending on June 30, of Moody's Average of Yields on Seasoned Aa Public
Utility Bonds. For other products — deferred annuities issued at ages 55 and over, immediate annuities, and guaranteed
interest contracts — where financial results are more directly related to yields on current investments, the reference rate
that is proposed is simply the 12-month average of the same Moody’s index. (For details concerning the effective date of
changes in the valuation and nonforfeiture interest rates see the section of this memorandum headed Timing of Interest
Rate Changes.)
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Moody’s Aversge of Yields on Sessoned Aa Public Urility Bonds was chosen as the basis for determination of the reference
interest rate because of the high cormelation and the level of margins between those yields and gross yields on new invest-
ments of life insurance companies, A study of the historical gross yields on new investments of 55 life insurance companies
supports this conclusion. Appendix I contains a discussion of (i) the choice of the reference rate periods, (i) the
correlation studies, and (jii) the margins in the reference rate indexes.

Weighting Factors

The proposed weighting factors were determined after extensive analyses of cash flow patterns for the different product
groups. Consideration was given to the need to invest and reinvest funds, and a variety of future investment scenarios were
assumed. The research also took account of expenses and Federal income tax characteristics of each of the product groups.
Appendix II describes the methodology and assumptions that were used and the resuits of the analyses. Following is a
summary description,

The analyses of cash flow patterns took into account both increasing and decreasing assumptions as to future interest rates.
In a decreasing-interestrate environment future premiums and considerations, interest on invested assets and roli-over of
those assets are essumned to be invested at rates lower than the initial investments. This is partially offset by capital gains
which emerge when the net cash flow becomes negative, In an increasing-interest-rare environment subsequent investments
after the first are made at highet rates, but eventual negative cash flows lead to capital losses. The weighting factor
recommended for each product graup or subdivision thereof is based on the lower of the factors which would result from
either the incressing or decreasing assumption as to future interest rates. This introduces an additional measure of
conservatism in an agpregate portfolio composed of various types of products, since some products will benefit from a
scenario that hurts others.

Weighting Factors for Life Insurance

The weighting factors for life insurance contained in the proposed amendments are .35 for valuation and .40 for
nonforfeiture purposes. A .40 figure would be supportable for both valuation and nonferfeiture purposes, but the .35
figure is recommended to provide an added measure of conservatism. As noted above, these weighting factors are applied
to the lower of the 12-month and 36-month averages of the Moody's index. This too provides a measure of conservatism.
In periods of increasing interest rates the resulting statutory rates are based on the lower 36-menth figure. In periods of
declining interest rates, however, the lower and more current 12-month figure is used.

Weighting Factors for Deferred Annuities

The products which fall into this group vary Wwidely in their cash flow characteristics. Contraers issued at younger ages
exhibit characteristics similar to life insurance, while those issued at higher ages have more in common with immediate
annuities and guaranteed interest contracts. The proposed weighting factors vary by issue age in recognition of this. They
are 40 for issue ages under 45, .60 for issue ages 45 through 54, and .80 for issue ages 55 or over. Consideration was given
to a subdivision based on the length of the deferral period or the number of years to maturity. While this approach was felt
to have some merit, it would involve difficulties in defining the maturity date 2nd could feave raom for pessible abuse,

Weighting Factor for Single Premium Immediate Annuities

A weighting factor of .85 is proposed for single premium immediate annuities,

Weighting Factors for Guaranteed Interest Contracts

The weighting factors for guaranteed interest contracts apply to all active life funds held under group annuity or individual
annuity contracts, or similar funding agreements, with interest rate guarantees but without permanent annuity purchase
rate guarantees. For such funds with permanent annuity purchase rate guarentees, the deferred annuity weights apply. The
weighting factors proposed are as follows: 1

For contracts with guarantee periods of 10 years or Iess, 90% for contracts which provide for payment of full
book value in a single sum or in periodic payments over a period of less than 5 years and 100% for other
contiacts;

For contracts with guarantee periods of more than 10 but less then or equal to 20 years, 95%; and

For contracts with guarantee periods of more than 20 years, 90%.

N

e
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For the purposes of determining the appropriste weighting factor, the duration of the guarantee period, referred to sbove,
is the length of time for which interest guarantees of any kind apply, except that for contracts which provide for payment
of full book value in 2 single sum or in periodic payments over a period of less than five years, the duration of the
guarantee period is the number of years until the eatliest date at which full return of book value is available,

It is proposed that the weighting factors and the resulting valuation interest rates be applied to guaranteed interest
contracts on a yeat-of-receipt basis. That is, the net increase over the prior year in the fund associated with these contracts,
whether such increase is caused by new deposits or by interest credited, should be valued as a separate lability at the
valuztion interest rate determined for the year of the increase. At renewal of an interest guarantee, the weighting factor
is determined as if the principal is paid out and returned as a consideration under new guarantees.

The stipulation that valuetion is to be on a year-of-receipt basis and the absence of permanent annuity purchase rates
account for the fact that the weighting factors proposed for guaranteed interest contracts exceed those for immediate
annuities and deferred znnuities. In a declining-interest-rate scenarip, for example, the valuation interest rates for years
after the first year of a guaranteed interest contract will decline.

Timing of Interest Rate Changes

For products other than life insurance the statutory valuation interest rates resulting from the reference interest rate
determined as of June 30 of a particular calendar year would apply o new business of that calendar year. Specifically, the
interest rates in the minimum standard for the valuation of individual annuities issued in a particular calendar year,
annuities purchased under group annuity contracts in that calendar year and the net increase during that calendar yearin
funds held under guaranteed interest contracts would be based on the reference interest rate determined as of June 30 of
that year,

For life insurance additional time is needed for administrative reasons between the date on which & required change in the
interest rates becomes known and the date on which the change must be implemented. The proposed amendments provide
that the statutory valuation and nonforfeiture interest rates for life insurance policies issued in 2 particular calendar year be
determined on the basis of the reference interest rate determined ss of June 30 of the immediately preceding calendar year,
but in the case of the nonfarfeiture interest rates companies are given additional time — up to one year — to implement 3
change, This proposal is consistent with the long-standing practice of permitting companies a discretionary period of time
in which to comply with changes in the nonforfeiture law.

Additional Recommendations

(1) To recognize the possible need for future changes in the mortality table or the reference interest rate index, it is
recommended that the state insurance commissioners be authorized to adopt an alternative table or index if approved by
the NAIC for this purpose,

{2) To facilitate the administration of the dynamic interest concepr, it is recommended that eny refiling of nonforfeiture
values or their methods of computation for any previously approved policy form which involves only 2 change in the
interest rate used to compute nonforfeiture values shall not require refiling of any provision of that policy form.

Summary

A summary in tabular form of the proposed basis for determination and application of the dynamic valuation and
nonforfeiture interest rates is presented below. The table shows the interést rates that would result from the proposed
formula based on an assumed reference interest rate of 9%. The illustration is based on a 9% reference interest rate because
it reflects the approximate level of the reference rate that the proposal would produce for life insurance for 1979. (For
other produects, except for deferred annuities issued at ages under 55, the reference rate for 1979 would be 9.60%.)

The interest rates have been rounded to the neaver %%, and it is proposed that the interest rates contained in the minimum
vatuation and nonforfeiture standards be rounded in this fashion in order to avoid insignificant changes in the standards
from one year to the next. In addition, it is recommended that for life insurance there be no change in the interest rates

contained in the minimum valuation and nonforfeiture standards unless the change from the previous year is %% or more.

Tables A, B and C illustrate the valuation rates and the nonforfeiture interest rate for life insurance which would have
applied if the proposed amendments had been in effect for the years 1960-1979. Table D shows the interest rates that

result from the proposed formula for various weighting factors and for a range of reference interest rates from 3.00% to
12.00%.

om g
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TABLE A

. ITLLUSTRATION OF
VALUATION AND NONFORFEITURE- INTEREST RATES
FOR LIFE TINSURANCE
CORRESPONDING TQ ACTUAL HISTORIC REFERENCE RATES
IN EACH OF THE ¥EARS 1960-1872

Reference *Valuation Nonforfeiture
Interest Interest Interest
Year: Rate Rate Rate
1960 4.30% 3.50% 4.50%
1961 4.4]1 3.50. 4.50
1962 4.50 3.50 4.50
1963 . 4.32 3.50 4.50
1564 C 4,39 3.50 4.50
1965 4,39 3.50 4.50
1966 4.55 3.50 4.50
1967 4.88 3.75* 4.,75*
1968 5.46 3.75% 5.00
1965 6.09 4.00 5.25%
197¢ 6.97 4.50 5.50
1971 7.68 4,75% 5.75%
1572 7.85 . 4,75% 6.00
21973 7.49 4.50 5.75%
1974 7.85 4_7715% 6.00
1975 8.39 5.00 6.25%
1976 9.00 5.0¢ 6.50
1977 g.58 5.00 6.25%
1978 - 8.66 5.00- 6.25%
1979 8.94 5.00 6.50

*The reference interest ratc shown above is the lesser of the
12-month and 36-month averages of the Moocdy's index ending on
June 30 of the year indicated. B8ee the section of this memo-
randum headed Timing of Interest Rate Changes. The interest
rates marked with an asterisk (*) would not be effective because
of the proposed rule that requires a change of at least 1/2% for
a change to be effective.
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TABLE B

ILLUSTRATION OF
VALUATION INTEREST RATES FOR ANNUITIES
CORRESPONDING TO ACTUAL HISTORIC REFERENCE RATES
IN EACH OF THE YEAKRS 1960-1979

Single

Reference Rate Deferred Annuities Premium

12-MO. 36-MO. ISSUE AGES Imnediate

Year AVG. AVG. 0-44 45-54 55+Up Annuities

1960 4.65% . 4.30% 3.50% 3.75% 4.25% 4.50%
1961 4.41 4,45 ~3.50 3.75 4,25 4.25
1962 4.50 4.52 3.50 . 4.00 4,25 4,25
1963 4.32 4.41 3,50 3.75 4.00 4.00
1964 4.39 4.40 3.50 3.75 4.00 4.25
1965 4,45 4,39 3.50 3.75 4,25 4.25
1966 4.81 4.55 3.50 4.00 4.50 4.50
1867 5.39 4.88 3.75 4,25 5.00 5.00
1968 6.13 5.46 4.00 4.50 5.50 5.75
i 1969 5.69 6.09 4,25 4.75 6,00 6.25

1 .

1970 8.03 6.97 4,50 5.50 7.00 7.25
1971 8.33 : 7.68 4.75 5.75 7.25 7.50
1972 7.85 8.07 5.00 6.00 7.00 7.00
: 1973 ¥.49 7.8%9 4.75 5.75 6.50 6.75
: 1974 8.21 7.85 5.00 6.00 7.25 7.50
: 1975 2.48 8.39 5.25 6.25 8.25 8.5G
! 1976 9.32 9.00 5.50 6.50 .00 g.25
i 1977 8.58 9.13 5.25 6,25 7.5Q 7.75%
i 1978 B.66 8.85 5.25 6.50 7.50 7.75

1979 9.60 8.94 5.50 6.50 8.25 B. 50

The reference interest. rate applicable to deferred annuities
issued below age 55 is the lower of the two averages shown. The
12-month average applies to immediate annuities and deferred
annuities issued at age 35 and over.
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TABLE C

ILLUSTRATION OF
VALUATION INTEREST RATES
FOR GUARANTEED INTEREST.CQﬂTRACTS

Reference Duration of Guarantee Period (In Years)
Interest 0 - 10 -

Year Rate . Book Market 10+ - 20 Over 20

1%60 4.65% 4.50% 4.75% 4.50% 4.50%
1961 4.41 4.25 4.50 4.25 4.25
1962 4.50 4,25 4.50 4.50 4.25
| 1963 4.32 4,25 4,25 4.25 £.25
§ 1964 4.3% 4,25 4,50 4.25 8,25

\

| L1865 4,45 4.25 4.50 4,50 .25
| 1966 4.81 4.75 4.75 4.75 4.75
k 1967 5.39 5.25 5.50 5.25 . 5.25
i 1968 ‘ 6.19 5.75 6.25 6.00 5.75%
! 1969 6.69 6.25 6.75 6.50 6.25
| 1870 8.03 7.50 8.00 7.75 7.50
! 1571 8.33 7.75 8.25 .00 7.75
: 1972 7.85 7.25 7.75 7.50 7.25
1973 7.49 7.00 7.50 7.25 7.60
1674 8.21 7.75 B8.25 8,00 7.75
1875 9.4§ 8,75 9.50 9.25 8.75
: 1976 9.32 . 8.75 9.25 9,00 3.75
| 1977 8.58 8.00 8.50 8.25 2.00
o 1978 8.66 8. 00 8.75 8.50 8.00

1979 9.60 9.00 9.50 9.25 2.090

The reference interest rate shown is the 12-month average
of the Moody's index ending June 30 of the year indicated.

}
]
i
|

|
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TABLE D

ILLUSTRATION OF
VAEUATION INTEREST RATES
CORRESPORDING FO REFLERENCE. RATES
OVER THE INTERVAL 3% to 12%

i
|
o
|

Reference Valuation Interest Rates for Weighting Factors .
Rate 35 40 .60 .80 .85 .90 .95 1.00
3.00 3.00 3.00 3,08 2.00 3.00 3.00 3.00 3.00
3.50 3.25 3.25 3.25 3.50 3.50 3.50 3,50 3.50
4,00 3.25 .50 3.50 3.75 3.75 4£.00 4.00 4.00
4.50 3.50 3.50 4.00 4,25 4,25 4,25 4,50 4.50
5,00 3.75 3.75 4.25 &, 50 4.75 4.75 5.00 5.00
5.50 £.00 .00 4,50 5.00 5.25 5.25 5.50 5.50
€.00 4.00 4.25 4,75 5.50 5.50 5.75 5,75 6.00
6.50 4.25 4.50 5.00 5.75 6.00 6.25 6.25 6.50
7.00 4.50 4,50 5.50 6.25 6.50 6.50 6.75 7.00
7.50 4,50 4.75 5.75 6.50 6.73 7.00 7.25 7.50
8.00 4,75 5.00 6.00 7.00 7.25 7.50 7.75 8.00
8.50 5.00 .25 6.25 7.50 7.75 8,00 8.25 8.50
! 9,00 5.00 5.50 6.50 7.75 8.00 8.50 8.75 9.00
; 9,50 5.25 5.50 7.00 8.25 8.50 .75 9.25 9.50
§ 10.00 5.50 5.75 7.25 8.50 4.00 9.25 9,75 10.00
| 10, 50 5.75 6.00 7.50 9.00 9.50 9.75 10,28 10.50
11,00 5,75 6.25 7.75 9.50 9.75 10.25 10.50 11.00
11.50 6.00 6.50 8.00 9,75 10.25 10.75 31,00 11.50
12.00 6.25 6.50 8.50 10.25 10.75 11.00 11..50 12.00

CEEEAT i s
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Column 1
Column 2

Column 3

Column 4
LColumn 5

Column 6

Column 7

Columd 9

Column 8
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FPCOTNOTES TO TABLLE D

Shows illustrated reference rates.
Applies to valuation of life insurance.

Applies to valuation of deferred annuities issued
below age 45. The interest rate in column three
plus 1% is the recommended nonforfeiture interest
rate for life insurance.

Applies to valuation of deferred annuities issued
at ages 45 to 54.

Applies to valuation of deferred annuities issued
at ages 55 and over.

Applies to single premium déferred annuities.

applies to guaranteed interest contracts with
gquarantee periods over 20 years and to book-value-
guaranteed interest contracts with guaranteed
perjods of 10 years or less.

Applies to guaranteed interest contracts with
guarantee periods of more than 10 but less than
or equal to 20 years.

Applies to guaranteed interest contracts {other
than book-value contracts) with guarantee periods
of 10 years or less.
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PROPOSED AMENDMENTS TO NAIC
STANDARD VALUATION AND NONFORFEITURE LAWS

Attached to this memorandum are proposed amendments to the NAIC Standard Valuation end Nonforfeiture Laws.

The Amendments would (1) introduce for the first time a dynamic system for automatic updating of the statutory interest
rates used in determining minimum reserves and minimum nonforfeiture values; (2) replace the 1958 CS0 Table with a
modern life insurance mortality table with sex-distinct mortality rates rather than an age setback for females; (3) change
the excess initial expense allowances in the Standard Nonforfeiture Law for Life Insurance; and {(4) revise the Standard
Nonforfeiture Law for Life Insurance to incorporate most of the recommendations resulting from a study of this law by
special committee of the Society of Actuaries.

These proposals are briefly described below. We believe their adoption would significantly improve the regulatory
framework for the conduct of business of life insurance in the United States. We urge that the NAIC give the proposals
thorough and immediate attention.

1. Dynamic System for Automatic Updating of the Statutory Valuation and Nonforfeiture Interest Rates

Because of rising investment yields, it was found necessary in 1972 and, again, in 1976 to amend the Standard Valuation
and Nonforfeiture Laws to increase the statutory interest rates used in determining minimum resetve and nonforfeiture
value standards, Each such change takes a great deal of time and effort to obtain enactment in all states of the NAIC-
endorsed amendments.

In order to reduce the expense, the delay, and the risk of nonuniformity involved in frequently updacing the laws, we
believe that a mechanism for automatic adjustment of the statutory interest rates is needed. The attached proposal would
create such a mechanism with respect to the Standard Valuation Law and the Standard Nonforfeiture Law for Life
Insurance. :

Under the attached proposal all types of life insurance, annuities, and deposit fund contracts, both individual and group,
would be included within a single framework of dynamic minimum valuation standards that would be incorporated in the
mode] law. Similar automatic adjustments of statutory interest rates would also be built into the minimum nonforfeiture
standards for life insurance. The statutory interest rates used in these standards would be tied by formula to the average of
yields on sessoned Aa Public Utility Bonds as published by Moody's Investors Service, Inc. A reference interest rate
determined from specified averages of those yields ending on June 30-of each year would be used to determine statutory
interest rates which would apply at all policy durations to policies and contracts issued in a specified calendar year (or to
the net increase in funds in a specified calendar year in the case of certain contracts}). Some examples of the statutory
interest rates that would be applicable for various products assuming certain reference interest rates are as follows:

STATUTORY INTEREST RATES FOR:

. Guaranteed
Reference Life Life Deferred Immediate Interest
Interest Insurance Insurance Annuities (1} Annuities Contracts (2)
Rate {(Valuation) {(Nonforfeiture) (Valuation) (Valuation) {Valuation)
6% 4.00% 5.25% 4.25 to 5.50% 5.50% 5.75 to 6.00%
2% 5.00 } 6.50 5.50t0 7.75 8.00 8.50 to 9.00
12% 6.25 7.50 6.50 to 10.25 10.75 11.00 to 12.00 .

(1}  The rates for deferred annuities vary by issue age.

(2}  The rates for guaranteed interest contracts vary depending upon the nature and duration of the guarentee under the
contract.
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Under the proposed amendments state insurance commissioners would be authorized to adopt changes in the method of
determining the reference interest rate if the NAIC determined that it was no longer feasible or appropriate to use the
Moody’s index and recommended an alternative method for determining the reference interest rate. A complete
description of the proposed dynamic interest rate basis and a draft of changes in the Standard Valuetion Law required to
implement the proposal are attached to this memorandum. '

2, New Ordinary Mortality Tables

Since the Commissioners 1958 Standard Ordinary Mortality Table (1958 CSO) was adopted, there has been a dramatic
reduction in mortality rates among standard Ordinary insured lives. As a result, changes in the theoretically appropriate
amounts of minimum reserve and nonforfeiture value are indicated, The Society of Actuaries’ Special Committee to
Recommend New Mortality Tables has concluded that it is time to replace the 1958 CSO Table in the laws, and it has
prepared 2 new table (Table K) for the purposz. The Society Committee’s “Report on New Mortality Tzbles for Valuation
of Individual Ordinary Insurance,” which had been sent to the Society's Board of Governors, was included as an expasure
draft attached to the fune 1979 report of the NAIC Technical Task Force to Review Valuation and Nonforfeiture Value
Regulation. The new table was discussed at the annuzl meeting of the Society of Actuaries in October 1979. We
recommend that 2 new table similer or identical to Table K be adopted by the NAIC and that state insurance
commissionets be authorized to pemmit the use of further updates in mortality tables in the future if they are
recommended by the NAIC,

3. Change in Excess Inijtial Expense Allowance in Standard Nonforfeiture Law for Life Insurance

The proposed amendments would change the excess initial expense allowance in the formula in the Standard Nonforfeiture
Law for Life Insurance to reduce the minimum nonforfeiture values for most permanent policies. For level-premium whole
life insurance the formula for computing the excess initial expense allowance would be changed from 63% of premium plus’
$20 per $1000 of insurance to 125% of premium plus $10 per $1000 of insurance.

For non-level-premium poljcies, an additional change contained in the proposal would make the initial expense allowance
much less dependent on the size of the first-year premium than it otherwise would be, thereby increasing the minimum
nonforfeiture values for high first-year-premium policies. More details and the rationale for the new formuia may be found
in the paper, “Expense Formulas for Minimum Nonforfeiture Values,” by C.F.B. Richardson, in the Transactions of the
Society of Actugries, Vol. XX1X, 1977, p. 209, '

4. Other Changes in Standard Monforfeiture Law for Life Insurance

The proposal would also make a number of detail changes in the Standard Nonforfeiture Law for Life Insurance designed
to simplify compliance with the law in various circumstances. A previous draft of these proposed changes dated Qctober 6,
1977 has been exposed to the NAIC Technical Task Force to Review Valuation and Nonforfeiture Value Regulation.
Differences between the current proposal and tht draft are noted in a footnote in the Summary of Recommended Changes
in the Standard Nonforfeiture Law for Life Insurance in the attached memorandum. Additional background on the
proposal may be found in the “Report on Actuarial Principles and Practical Problems with Regard to Nonforfeiture
Requirements” in the Transactions of the Society of Actuaries, Vol. XXVII, 1975, p, 549, )

. SUMMARY OF
RECOMMENDED CHANGES IN STANDARD NONFORFEITURE
LAW FOR LIFE INSURANCE

Section of Law Which
Must Be Changed To
Recommendation* Reason Effect Recommendation®
1. Retain adjusted premiurn method, It has worked reasonably well. No change needed.
2. Base adjusted premium on expense To remove circulatity and complexity  Section 5-5
allowances related to nonforfeiture from formula, especially in the case

net premium. of non-level premium policies.

RE
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Recommendation

3. Decrease the per $1000 component
and increase the percent of premium
component of the excess initial
expense allowance.

4. Effect of inflation on excess initial
expense allowance does not appear
substantial.

5. Base equivalent level amounts on the
first 10 years under the policy.

6. Base excess initial expense allowances
on levelized net premiums rather
than first year adjusted premium,

7. Remove per policy costs from pross
premiums in determining nonforf-
feiture value net premiums.

8.  Base excess initial expense allowance
on the automatic track for multi-
track policies. Allow for additional
initial expense allowance on increase
in premium at point of increase.

9. Base excess initial expense allowance
for life-cycle and open policies on
similar approach to that used for
multi-track policies wich additional
allowances on increases.

Do not use retrospective accumula-
tion of gross premiums. Give broad
regulatory freedom to approve
completely “open” and undefined
policies.

10.  Establish a procedure to facilitate
approval of and to promote
flexibility of product designs which
are not contemplated by the current
Standard Nonforfeiture Law.
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Reason

To reflect changes in relative expense
levels. .

Average size policy is increasing.

Initial per $1000 underwriting
expenses are most [ogically related
to amounts of insurance in the early
years. This formula is less susceptible
to manipulation.

To produce identical excess initial
expense allowances for policies with
identical benefits and identical
premium paying periods.

To avoid requiring slighcly different
nonforfeiture values for each size
policy where premiums are not level
by duration,

It would be unfair to force all
companies into lowest possible
expense posture to control a limited
number of abuses.

At time of premium increase there
are additional sales and underwriting
expenses, '

See 8 above.

Avoids rate regulation and incon-
sistencies with adjusted premium
approach, There is need to allow
freedom for experimentation with
new products.

To permit the development of new
product designs which might be
beneficial to the public and would
otherwise be inhibited by a nonfor-
feiture law which is designed to fit
more traditional products.

Section of Lew Which
Must Be Changed To
Effect Recommendation

Section 5-¢

No change needed (other than as
in Recommendation 3).

Section 5-¢

Section 5-¢

Section 5-¢

Section 5-¢

Section 5-¢

Section 6

Section 6




11.

12.

i3.

14,

15.

16.

17.

18.

" 19,

Recommendation

Provide for automatic adjustment
of statutory nonforfeiture interest
rates on g hasis similar to chat
proposed for statutory valuation
interest rates,

New martality table is recommended.

Mortality table should include
margins.

A six-year age sethack would
reasonably approximate separate
tables for maies and females for
determining whole life cash values,
but sepatate male and female
mortality rates should be developed
as part of the new statutory
mortality basis.

Permit other zlternatives in derer-
mining nonforfeiture values on
substandard policies.

Policies that never give tise to
nonforfeiture values in excess of
214% of the death benefit at any
duration should be exempted.

Extend term insurance exemption
from nonforfeiture values to term
of 20 years or less expiring before

age 71.

Term riders should be treated as
separate policies under a severability
principle.

Freat renewable and convertible
term policies as a series of short-
term policies for nonforfeiture
purposes. Decide this on nature
of the coverage.
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Reason

To avoid having to seek legislation
in 3ll jurisidctions each time a
change in the interest rate is needed.

Life insurance mortality has improved

significantly fromn the experience
underlying the 1958 C50 Mortality
Table,

Tendency toward lower premium
forms may produce higher mortality
in the future; individual company
business varies from the average of
the study; margins are needed to
provide expenses on paid-up
insurance benefits.

Ta more accurately reflect the
difference between male and female
mortality in nonforfeiture caicula-
tions.

There is need ta permit other
innovative treatment of substandard
risks (e.g., graded death benefits).

It is unwieldy and uneconomical
to provide trivial nonforfeiture
values,

Reduces nonforfeiture value incon-
sistencies between exempt term
plans and longer duration term plans.

The present law impedes utilization
of supplemental term riders because
it unnecessarily complicates nonfor-
feiture value calculation.

Not to take this view is contrary to
nature of the coverage and requires
cash values on term insurance,

Section of Law Which

Must Be Changed To
Effect Recommendation

Section 5-¢

Section 5-¢

No change needed.

Section §-¢

Section 5-¢

Section 8

Section 8

Section 3

No change needed.

645
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Recommendation

20,  Treat deposit of deposit term and
deposit whole life as an integral
part of the plan and not as a pure
term insuranee plan,

21, Use a single interest rate for
statutory minimum cash values.

22.° Guaranteed paid-up options should
be those purchased by cash value
on any interest rate at least as high
as that specified in the contract
for cash values.

23. The cash value mortality table
should be used for determining
guaranteed paid-up values, except
that extended term should employ
higher morcalicy.

24.  Specific expense loadings in paid-up
option guarantees are not recom-
mended.

25.  Substitute purchase bases granting
larger than guaranteed amounts
should be permitted for nonfor-
feiture insurance options and paid-
up dividend additions.

26. Complete exposition of nonfor-
feiture values in a policy table
should not be required for multi-
track or “open” plans.

27.  Single premium life minimum cash
values should be based on the same
interest rate as is used for annual
premium palicies.

28. Deferred annuities should be subject

to minimum cash value requitements *

based on 2n accumulation of
premiums after exclusion.
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Reason

To ensure that nonforfeiture values
equitably reflect the value of the
deposit.

To eliminate linkage with the
valuztion and policy cash value
interest rates.

To maintain parity between paid-up
options before and after lapse but
permit companies to offer more
liberal paid-up options.

Extended term mortality is poorer
than paid-up monrtality.

Since expense allowances for options
which may come into effect many
yezrs in the future are imprecise, it
is more practical to allow for paid-
expenses through mortality and
interest margins.

To allow companies to offer more
tiberal nonparticipating nonfor-
feiture insurance options and paid-
up dividend additions than those
guaranteed in the policy.

To aveid showing tables of values
which will quickly become obsolete
and meaningless to the pelicyholder.

Over the long term, there is little
justification for establishing a
different statutory nonforfeiture
interest rate for single premium life
insurance. Using the same rate as
for annual premium life would

still enable companies to offera
viable product.

Nonforfeiture values are appropriate
during deferred, period and the
accumulation method is betcer
understood by the public.

Section of Law Which
Must Be Changed To
Effect Recommendation

Sections 5-¢ and Section 8

Section 5-c¢ and Section 6 of the
Standard Valuation Law.

Section 5-¢

Section 5-¢

No change needed.

Section 2(2) and Section 5-¢

Section 2(e)

Section 5-¢

No change needed, since the
Standard Nonforfeiture Law for
Individual Deferred Annuities
adopted by the NAIC in 1976
implements this recommendation.

R
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Section of Law Which
Must Be Changed To

Recommendation Reason Effect Recommendation
29.  Nonforfeiture values should not be Except for return of premium No change needed.

required in accident and health
insurance with the possible
exception of return of premium
contracts.

policies, health insurznce is like
term life insurance in that it
generally would produce only trivial
nonforfeiture values,

30.  Technical matters needing further To clarify and simplify calculation Section 3, Section 5-¢ and
consideration are refund of unearned  of minimum nonforfeiture values. Section 7
premiums at death, fractional modes, )
age neavest and last birthday bases,
family policies, uniform seniotrity
rute and removal of requirement for
complex or confusing policy provi-
sions relating to cash values.

31.  Permit the Commissioner to adopt To avoid the need for periodic Section 5-c
new mortality tables, under certain legislavion to keep the mortality
conditions. tables up to date.

32.  Permit the Commissioner to change,  To ensble 2 prompt substitution for Section 5-c
under certain conditions, the method  the method contained in the law if
of determining the ‘‘reference that method becomes inappropriate.
interest rate” which triggers aute-
matic changes in the nonforfeiture
interest rate standard.

33.  Permit insurers to change nonfor- To avoid unnecessary administrative  Section 5-¢

feiture values without resubmitting
the entire policy form for approval.

expense and delay which might arise '

due to frequent changes in the non-
forfeiture interest rate standard.

APPENDIX 1

REFERENCE INTEREST RATE INDEX

The reference interest rate index that is proposed for a calendar year y is1 for products where financial results are more
directly related to yields on current investments, the 12-month average, ending on June 30 of that year, of Moody’s
Average of Yields on Seasoned Aa Public Utility Bonds; for other products, the lesser of the above-described 12-month
average and a similar 36-month average ending on the same date,

Reference Rate Period. For products where financial results are mare directly related to yields on current investments the

recent period is the more appropriate, but for annual premium business a longer and more stable platform is desirable for
basing a projection of futute interest 1ates. By using the lower of 2 36-month and 2 12-month running average, a two-way
conservatism is introduced. If the 12-month average is higher, use of the 36-month average avoids the prospect of a shart-
term “‘spike™ in interest rates that fall soon afterwards; if the 12-month average is lower, using it protects against the
possibility that the latest development portends a continuing lower level.

June was chosen as the end point of the moving averages in order to provide the best overall fit between 12-month moving
averages of Moody’s Aa yields and calendar-year gross yiclds on new investments for large life insurance companies, Such a
lag would be expected because of the forward commitment of funds for direct placements and commetcial mortgages.

Correlation Studies. Two studies were made of the correlation between the gross yields on new investments of life
insurance companies and the Moody’s Average of Yields on Seasoned Aa Pubfic Utllity Bonds.
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The first involved nine large companies, and the results are summarized in Table I-A. As indicated, the period covered by
the study ranged from 10 to 27 years, varying by compaay. The average gross yield Y on new investments for these
companies was 0.895X + 1.307%, where X is the average for the calendar vear of the Moody's Average (see columns (2}
and (3) of Table I-A), and the average correlation {R2) between X and Y was 95 percent (see column (4)).

The second study covered an expanded list of 55 companies — 14 companies with new investments in 1977 of $500
million or more {large companies, 23 companies with new investments of $100 to $500 million (intermediate companies),
and 18 companies with new investments of less than $100 million (small companies). The results of this study are
summarized in Table I-B. In this study, the gross yields on new investments were correlated with the 12-month average,
ending in June of the Moody’s Average. For the 55 companies, the average correlation weighted by amount invested was
97 percent, and the average unweighted correlation was 85 percent (see column (3)). For the large and intermediate
companies, the correlations were over 90 percent. The coefficients of the least-squares regression lines relating the new
investment yields and the Moody’s Average are shown in columns (1) and (2) of Table 1B, :

Margins in Refcrence Interest Rate Index. An analysis also was made of the margins for the years 1974-77 of (i) the gross
yields on new investments of the 55 companies included in the correlation study over (ii) the reference interest rates. The
results are shown in Tables I-C and I-D,

For the reference interest rate determined as the lower of the 12-month and 36-month averages of Moody's Awverage
(Table I-C), the aversge margins for the 55 companies ranged from 0.45 percent (1977, unweighted basis) to 1.50 percent
(1978, weighted basis). The number of companies earning less than the reference rate was 0 in 1974, one in 1975, 10 in
1976, and four in 1977.

For the reference interest rate determined as simply the 12-month average of Moody's Average (Table D), the average
margins for the 55 companies ranged from 0.21 percent (1976, unweighted basis) to 0.89 percent (1974, unweighted
basis), The number of companies earning less than the reference rate was 0 in 1974, 10 in 1975, 21 in 1976, and 4 in 1977,

iy
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‘1 DEVELOPMENT AND TESTING OF
! WEIGHTING FACTORS

: Contents

A.  METHODOLOGY

Introduction

Determination of Interest Available and Interest Required
Interpretive Statistics

Model Operations

T S

B. PRODUCT ASSUMPTIONS

1. Life Insurance

2. Deferred Annuities ;
3.  Single Premium Immediate Annuities : ' ’
4. Guaranteed Interest Contracts :

C. INVESTMENT ASSUMPTIONS

1. Trend of Reference Rate

r 2. Adjustments to Reference Rate
3. Repayment of Invested Assets
D, TEST RESULTS AND RECOMMENDED WEIGHTING FACTORS ,
| 1. Life Insurance
Il 2. Deferred Annuities
: 3. Single Premium Immediate Annuities

4, Guaranteed Interest Contracts

E. SENSITIVITY TESTS
A, METHODOLOGY
1. Introduction
The valuation interest rates produced according to a proposed set of weighting factors can be tested for adequacy and

for consistency. Due to the subjective nature of future interest rate assumprions, relative consistency among a set of
valuation interest rates for various products is perhaps easier to demonstrate than the abselute adequacy of the rates.

The basic method used to test the valuation interest rates produced zecording to a proposed set of weighting factors
is not a test of reserve adequacy as such, since that would depend on many factors other than interest rates. Rather, our
tests focus on the interest assumption alone by making a comparison of {A) with (B), as follows:

(A)  Projected interest available on reserve assets (according to specified mvestment assumptions apphed to projected
. cash flows generated under specified product assumptions).

{B) Projected interest required on reserve liabilities (at the valuation interest vate; or rates, being tested).

Relative to a given set of investment assumptions and product assumptions, a valuation interest rate can be judged
“adequate” if (A) exceeds (B). A set of valuation interest rates for different product types can be judged “consistent’ if
the relationship of (A) to (B) is similar for the different product types.
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The comparison of (A) with (B) can be made over various projection periods.

2. Determination of Interest Available and Interest Required

The detailed methodology underlying the test consists of a year-by-year projection of interest available on reserve assets
and interest required on reserve liabilities. These projections are based on product assumptions (which vary from product
type to product type) and investment assumptions (common to all product types).

Product assumptions, in general, specify (at annual intervals, for simplicity}s

{1}  projected benefit payments,

{2)  projected net valuation premium receipts,

(3)  projected administrative expenses and FIT expenses (but only to the extent that gross investment income, rather
than gross premium, is assumed to be the source of cash to pay these expenses on a current basis),

{4)  assumhed valuation interest rates, and
{5) projected valuation reserve liabilities.
Investment assumptions specify (at annual intervals):
(1)  projected reference rates,
{2)  eadjustments to conveit the reference rates to annual effective rates esrned,
(3)  projected credit risk losses (actually, the assumed level cost thereof), and
(4)  projected investment expenses,
In addition, the investment assumptions specify a besic investment survival schedule which projects, at annual intervals
measured from the time an investment is made, the proportion of the original principal still outstanding on an investment
(and still carning the original yield rate secured at the time the investment was made). They zlso specify an unscheduled
prepayment (or refunding) survival table which projects, depending on how far yield rates have declined since the time
an investment was made, what proportion of the principal surviving according to the basic schedule will have also survived
the risk of unscheduled prepayment. A prepayment penalty is assumed to be paid by the borrower at the time he makes an
unscheduled prepayment.
A year-by-year projection of interest available on reserve assets and interest required on reserve liabilities is developed on
the basis of these assumptions. For each point in time in the projection period, investable funds (i.e., net cash available in
the resetve asset account to make new investments) are developed, equal to:
net valuation premiums received,

plus rollover of reserve assets,

plus interest available on reserve assets,

minus benefit payments made,

minus profits (i.e., the surplus account is assumed to absorb profits and subsidize losses on a cash basis).

Net valuation premiums received come from the product assumptions.

Rollover of reserve assets is developed by comparing the distribution of reserve assets by time of investment for successive
points in time.
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For a given point in time, the distribution of reserve assets by time of investment is developed by applying the basic
investment survival schedule and the unscheduled prepayment survival table (both from the investment assumptions) to the
investable funds developed at all previous points in time gnd by assuming current investment of current investable funds.

Interest-available on rescrve assets at each point in time is developed by applying the net yield rates secured at the time
investments were made to the distribution of reserve assets by time of investment, and then deducting administrative
expenses and FIT expenses (to the extent that gross investment income, rather than gross premiums, is assumed to be the
source of cash to pay these expenses on a current basis).

The net yield rate secured at the time an investment was made is equal vo:
The reference rate at fhe time the investment was made,
plus the adjustment to convert to annual effective rate earned,
minus the credit risk cost,
minus the investment expense

(All from the investment assumptions).

Administrative expenses and FIT expenses come from the product assumptions.

Benefit payments come from the product assumptions,

Profits are the balancing item to bring reserve assets equal to reserve lisbilities at each point in time.

The investable funds developed through the caleulation just described are assumed to purchase new investments in the
reserve asset account and the process can continue, it is possible for the investable funds to be negative at some points in
time. The implicit assumption is 2 diversion of cash flow ateributable to other policies. The resulting “negative interest”
terms in subsequent interest available calculations are logically consistent with this interpretation, since the “‘other

policies™ mvolved must be assumed to require the yicld rates available at the time the cash flow was diverted {(because,
among other reasons, they are being valued by dynamic standards!) )

Interest required on reserve labilities at each point in time is developed by applying the assumed valuation interest rate to
the reserve liabilities (both of which come from the product assumptions).

3, Interpretive Statistics

Based on a set of assumptions, the foregoing calculation establishes:

{A) projected interest available on reserve assets on 2 year-by-year basis, and

(B) projected interest required on reserve liabilities on a year-by-year basis. v

The very concept of a level valuation rate higher than the ultimate rate to which interest rates may fall involves a
recognition that, on a year-by-year basis, reserve interest requirements may sometimes have to be funded from sources
other than just current investment income on reserve assets. Granted this point, which seems unavoidable if level valuation
rates dynamic by year-of-issue are to be maintained, the crucial question is how to assure that any insufficiency in current

interest available on reserve assets will not become unreasonable in relation to the “other sources” to fund reserve interest
requirements.

In practice, there could be many “other sources™ to fund any current interest deficiencies. From a theoretical point of
view, however, it seems logical to require at 2 minimum that funding for current interest deficiencies be conceived of as
coming serictly from excess interest earned in prior years and withheld in surplus, Then, at 2 minimum, we can argue that

the total contribution made over time by interest on reserve assets is commensurate with the total demand made over
time by the resetve interest requirements.
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For this reason, we decided to summarize the results of our tests by computing and comparing:

(A)  interest available on reserve asscts on average over time, and

(B) interest required on reserve liabilities on average over time,

Thus, we did not test the overall adequacy of resetves, as such, but only the adequacy of the reserve interest rate
assumption considered alone. Qur test resules (ynlike the results of an asset share test) were completely insulated from any
source of gain and loss other than discrepancies between interest available and interest required on the reserves and our test
results (unlike the results of an asset share test) did not include any interest earnings on emerging surplus assets,

Technically, we summarized our test results by comparing (A) and (B) in terms of four statisties:
(1)  average annual excess interest rate over the projection period,

(2)  worse average annual excess interest rate ovet the projection period,

(3)  average annual interest deficiency over the projection period, and

{4)  worst average annual interest deficiency over the projection period.

Definitions
‘ Let R, = dollar amount of projected reserve at time t.
A, = dollar amount of projected interest available at time t.
B, = dollar amount of projected interest required at time t,
a, = Rti = rate of projected interest available at time t, R ; # 0.
-1
By
by = Rt— = rate of projected interest required at time ¢, R,_; #0.
—1
| P = length of projection period.
Then n
| Z (A — By
: AAEIR, = 'f_:;.__..,__ = average annual excess interest rate for each n.
‘ %Ry
T=1

IfR,_j#0fort=l,....n

then n
E (A~ B Req
AAEIR, = =L
LRy
=1

so0 AAEIR, is 2 weighted average of annual excess interest rates,

If Ry..; = O for some t’s in the range 1, ., ., n, then AAEIR,, is the proper generalization of the weighted average concept.

il
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Statistic (1), the average znnual excess interest rate over the projection period, is defined to be AAEIR . The weighting
factors that we recommend are based on requiring this statistic to be zevo in a highly pessimistic interest rate scenario.

Statistic (2), the worst average annual excess interest rate over the projection period, is defined to be the smallest of
AARIRy, AAEIRy, . . ., AAEIR,.

These two statistics alone give no information about the further question of whether the current interest deficiencies that
develop in the later years of our projections are reasonable in relation to the presumed source to fund them, the prior yesrs
excess interest withheld in surplus. Certainly, the surplus associared in practice with 2 given block of business does not
represent in any simple way an aceumulation of all profits (from interest or any other source) generated by that block of
business. More likely, the surplus associated with a given block of business is managed in practice so as to bear something
like a constant ratio to the reserves on that bleck of business, independently of its profit experience. Early on this is
accomplisired by relying on retained profits from other blocks of buisness; later on by disbursing excess profits as dividends
to policyholders and/or shareholders and by devoting part of any retained profits to support surplus requirements on new
or unprofitable blocks of buisness.

In short, it is far from clear what a reasonable assumption might be about the fate of the excess interest earned in the early
years of our projections, whether it would in fact be withheld in surplus (perhaps accumalated at interest) or whether it
would be *‘spent” to other purposes before the current interest insufficiencies develop later on in the projections.
Therefore, we made no assumption in this regard.

The purpase of the two additional statistics, the “average annual interest deficiency” statistics, is to at least measure the
extent to which interest available may be insufficient to cover interest required over some part of the projection period,
independently of whether it's sufficient over the project period taken as a whole. They do this essentially by excluding
accumulated positive results from the calculation of the averages. Their definitions are as follows:
Let AD; = accumulated difference at time t
t

- L (Ag —Bp), (AD, =0}

R=1
For a given n, let m be such that AD_ is the largest of AD,, ADy, ..., AD.
LetNtth‘ortsl,Z,....m.

L:tNt=(At—uBt) fort=m+l, m+2, ..., n.

Then n
% Nt
AAID, = =t . the average annual interest deficiency for each n.
n
Z Rp_y
=1

IR, _q#0fore=1,..,n,

then

n
L (a—b Ry g
AAID, = 1:=m+1.11
IRy ' ’
t=1

50 AAID,, is a weighted average comparable to AAEIR,, with zeroes placed in the average for 5=1,2,...,m.

Statistic (3), the average annual interest deficiency over projection period, is defined to be AAIDP.
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Statistic (4), the worst average annual interest deficiency over the projection period, is defined to be the smallest of
AAID), AAID,, ..., AAID,,,

The point of these rather elaborate definitions is that statistics designed to measure the extent to which the current interest
available may be insufficient to cover current interest required ought to have three characterlstlcs: )

(1)  They ought to reflect the extent as well as the depth of any insufficiencies. A long period of successive bad years
should weigh more heavily than a single bad year. Thus, AAID (as just defined) sums the insufficiencies aver any
string of bad years.

(2)  They ought to reflect the relative importance of the insufficiency wichin the whole pattern of reserve development.
An x% insufficiency at 2 time when reserves have shrunk to immaterial levels should not weigh as heavily as an x%
insufficiency at a time when reserves are at 2 maximum. Thus, AAID relates the insufficiencies to an average reserve
exposure rather than to the reserves exposed in the years of insufficiency alone.

(3)  They ought to permit valid comparisons from product type to product type. Thus, AAID is consistently expressed
for all product types as a proportion of the total reserves exposed during the whole period since inception of the
contract. ) :

4. Model Operation

A computer model was built to implement the methodology described here. Based on an assumed projection period,
investment assumptions, and product assumptions (including an assumed valuation interest rate), the model performs the
year-by-yesr calculations to determine interest available and interest required and then summarizes the year-by-year results
in terms of the four aggregate statistics just defined.

The model has the capacity to vary the assumed valuation interest rate until it achieves a specified target value for any one
of the four aggregate statistics. Typically, for a given set of assumptions (including a very pessimistic interest rate
assumption), we target the model to produce a value of zero for Statistic (1), the average annual excess interest rate over
the project period. The model gives back the valuation interest rate which must be assumed in arder to produce that target
value (i.e., which makes average interest available in the pessimistic scenario equal average interest required by the
valuation rate). The valuation rate thus produced can be translated into a weighting factor.

B. PRODUCT ASSUMFTIONS

1. Life Insurance

For annual and single premium life insurance —
— Issue age: 35;
— Mortality: Table K, Male;

— Persistency, annual premiuvm: 75% of LIMRA 1971-72 Expected Lapse Rates, Table 3, durations 1 thru 10,
1.75% lapse rates, durations 11 and over; single premium: 1.75% lapse rates, all durations;

— Federal income Tax: Menge Formula applied to net level premium reserves; i.c., phase I tax is charged against
investment income;

— Administrative expense: none for annual premium, 10 hasis points for single premium;
~— Net premiums and reserves: Commissioners Reserve Valuation Method.

2. Deferred Annuities
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(a) Individual Deferred Annuities
For annual and single premium deferved annuities —
— Issue agess 30, 45, 50, 55, and 60, maturing at age 62;

— Mortality: 1971 JAM Table, Male;

— Persistency: annueal premium deferred annuities, same as for annual premiom life, above; single premium deferred
annuities: 2% lapse rate, all durations; '

— Federal Income Tax: nonqualified, same as life insurance; qualified, 15 basis points is charged sgainst investment
income;

-+ Administrative expense: 25 basis points;
— Serrlement basis: Cash value at maturity; no death benefits;

— Net premiums and reserves: First year premium equals 80% of renewal premiums. {For single premium, not
applicable.) '

(b}  Group Deferred Annuities
For single premium deferred annuities —
— Issue agest same as Individual;
— Mortality: 1971 GAM Table, Male;
— Persistency: not applicable; no cash value during deferral period;

— Federal Income Tax: qualified only, 15 basis points is charged against investment incorne;

— Administrative expense: 25 basis points;
— Settlement basis: Life income only; no death benefits;

— Net premiums and reserves: Single premium et tested valuation interest rate and mortality basis,

3. Singie Premium Immediate Anauities

(a) Individual Single Premium Immediate Annuities
— Issue age: 62;
— Morralityt 1971 IAM Table, Male;
— Persistency: not applicable;
ff’ — Federal Income Tax: same as Deferred Annuities, above;
— Administrative expense: 25 basis points;
— Net premiums and reserves: Single premium at tested valuation interest rate and mortality basis.
(b)  Group Single Premium Immediate Annuities

Same as for Group Deferred Annuities
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4, Guaranteed Interest Contracts

— Single deposit with guaranteed interest accumulating to maturity;
— Lump sum payable at maturity; both market value and book value payments were tested;
— Maturity: all durations from 1 to 25 were tested;

— Federal Income Tax: Phase I tax based on “interest ﬁaid" treatment for guaranteed interest amounts is charged
against investment income; '

— Net premiums and reserves: on a “‘year-of-receipt” basis, each annual increment to the guaranteed fund is valued
as the price of a bond whose coupon is the guaranteed rate and which is priced to yield to maturity the
valuation interest rate applicable to that increment,

- Interest required: includes each year an additional amount sufficient to pay x% of the surplus strain incurred on
that year’s increment to the guaranteed fund, where x is equal to 100 times the ratio of the initial deposit to
the sum of the initial deposit and all annual fund increments (this is to assure that the valuation rate on the
otiginal deposit makes provision for a reasonable portion of the surplus strain that will be incurred on
subsequent fund increments if reference rates decline over time).

INVESTMENT ASSUMPTIONS

1. Trend of Reference Rate

Both decreasing and increasing trends were tested.

(a)
{b)

Decreasing: 9% initially declining %% per year to 4% in the 21st and subsequent years,
Increasing: 9% initially increasing 4% per year to 14% in the 21st and subsequent years.

2, Adjustments to Reference Rate

Adjustments to convert reference rate to annual effective rate earned:

(a)

)
(c)

(d)

(a)

First year's invesunents onlys +45% to reflect average margin between company investments and Moody’s AA '
utilities; for conservacism, this margin is eliminated for all investments made after the first year. The effect is to
relate short term products more closely 1o current yields while introducing a layer of conservatism for longer term
products.

Nominal to effective yield: +.2% (assumes nominal rate is based on semi-annual coupons)

Investment expenses: —.2%

Credit risk: —.1% (to provide for default on interest and/or principal)

3. Repayment of Invested Assets

Normal industry experience far scheduled repayment of investments:
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‘ Percent of
Original Investment Repayment as g
Remaining at Percent of Original
Year Beginning of Vear ' Investment
1 100.0% 2.0%
2 98.0 ' 25
3 95.5 3.0
4 92.5 3.5
5 820 ' 4.0
6 ' 85.0 5.0
7 80.0 6.0
8 74.0 7.0
9 67.0 7.0
10 60.0 7.0
11 53,0 6.5 :
12 46.5 6.0 : i
13 40.5 5.5
14 ' 35.0 ‘ 5.0
15 300 4.5
16 ‘ 25.5 4.0
17 215 3.5
18 18.0 3.5
19 145 3.0
20 i1.5 : 2.5
21 9.0 2.0
22 7.0 ' 2.0
23 - X 2.0
24 ’ 3.0 15
25 . 1.5 : 15
26 0.0 -

A {b)  Unscheduled prepayment of invested assets:

Decline in Prepayment
Reference Rate Survival Percentage
S50% 100%

1.00 ) 25
1.50 - : 85
2,00 70
2,50 50
3.00 15
3.50 5
4.00 0

{¢)  Prepayment penalty: One semi-annual coupon {assumed to be taken into investment income at time prepayment
occurs) .
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E. SENSITIVITY TESTS

The foregoing results were tested for sensitivity to changes in the assumptions, These tests included changes in the
mortality, persistency and issue age assumptions for the various product groups. The investment assumptions were also
tested for sensitivity, Changes tested included various alternate trends in the reference interest rate and introduction of
unscheduled prepayment of principal. The target statistics were also tested for sensitivity. As a result of this testing, it was
concluded that changes in the implied weighting factors resulting from these sensitivity tests were not significantly large
enough to warrant changes in the recommended weighting factors or introduction of additional variables.
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