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The most recent report of the Technical Advisory Committee on Credit Morbidity and Mortality Experience will be
available from Mr. Galloway for additional information.

Please call upon me if you need anything further in considering your response to this request.

LIFE INSURANCE (C3) SUBCOMMITTEE
Reference:
1978 Proc. Vol. I1 p. 379
1978 Proc. Vol. I p. 472

Hon. James W. Newman, Acting Chairman — Virginia

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 Replacement of Life Insurance Task Force.
4. Report of the Task Force on Federal Task Treatment of Investment Annuity Contracts,
3. Report of the Madel Group Life Insurance Law Task Force.
6. Any other matters bro:xght before the subcommittee,
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The Life Insurance (D3) Subcommittee met in the F-G Ballroom of the Las Vegas Hilton
Hotel in Las Vegas, Nevada at 10:45 a.m. A quorum was present and James W. Newman,

Acting Chairman, chaired the mecting. The following subcommittee members or their
representatives were present:

Sherman A. Bernard, Louisiana; Edward J. Birrane, Jr., Maryland; James L. Wadhams,
Nevada; Rolando Cruz, Puerto Rico; Millard Qakley, Tennessee; Durwood Manford, Texas;
James W. Newman, Acting Chairman, Virginia.
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1. Report of the Life Insurance Cost Disclosure Task Force

Erma Edwards of the Nevada Department, who is Chairman of the task force, described the
activities of the task force since the June 1978 NAIC meeting. The task force report is
attached. An advisory committee has been appointed to assist the task force in monitoring
the impact of the NAIC Model Life Insurance Solicitation Regulation. Another advisory
committee has been appointed to work with the task force on a study of the methods to
detect the manipulation of policy values and dividends to produce unrealistically attractive
cost indices.

The task force asked that a report of the Society of Actuaries Committee on Dividend
Philosophy be received by the (C3) Life Insurance Subcommittee as an exposure draft. The
report includes a discussion of (1) an opinion on actuarial principles and practices in
connection with dividend calculations and illustrations, and (2) an actuarial certification of
dividend calculations.

The task force also asked that a comprehensive report of the Policy Lapsation Advisory
Committee be received as an exposure draft. This report includes a proposed lapse rate
disclosure system. The task force’s report was received by the subcommittee (attached).

Commissioner Wilde of Wisconsin described his state’s life insurance solicitation regulation
that will become effective on January 1, 1979, and pointed out a number of differences
between the Wisconsin regulation and the NAIC model. Copies of the Wisconsin regulation
and other related information will be given to the members of the Life Insurance Cost
Disclosure Task Force. Commissioner Anderson of lowa spoke briefly and urged that all
states adopt the NAIC model Life Insurance Solicitation Regulation that have not done so.
Jack Blaine of the American Council of Life Insurance urged that the Life Insurance Cost
Disclosure Task Force not consider changing the NAIC model regulation until the study to
monitor the impact of the model is complete. :

2. Report of the Replacement of Life Insurance Task Force

The report of the Replacement of Life Insurance Task Force was made by Director Barry
Balka of Nebraska. The proposed Model Life Insurance Replacement Regulation was
presented to the members of the subcommittee with information that changes have been
made relating to the delivery of a Comparative Information Form to the insured/buyer as
discussed at the NAIC annual meeting in June 1978. The proposed regulation and the
advisory committee’s report are attached. Director Balka asked that the task force and the
advisory committee be discharged if the proposed model regulation is adopted.

Ronald J. Doane, Chairman of the Advisory Committee, asked that a minor change be made
in the Comparative Information Form concerning “borrowing on existing insurance” and
recommended adoption of the proposed regulation.

A number of those present including Robert ]. DeMichelis, American Council of Life
. Insurance; Carl T. Barnes, Kansas City Life; H. James Dowds, National Association of Life

.Underwriters; Robert L. Hill, Aetna Life and Casualty Company; Robert O. Fleckenstein,
Metropolitan Life Insurance Company; William F. Hannen, Prudential Insurance Company;
James McDonald, New England Life Insurance Company and William M. Simon, Jr., old
American Insurance Company recommended adoption of the model as presented.
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John Glover of the Travelers Insurance Company recommended that Section 7.C(5) of the
proposed Regulation and also Exhibit A be amended with regard to a *“20-day free look”
after issue and recommended a 14-day delay in issue coupled with a 10-day to 20-day free
look in those cases where one company is replacing the policy of another company. Mr.
Glovet’s position was supported by Walter G. Nelson of State Farm Life Insurance Company
and Paul Brown of the Bankers Life.

Michael S. Mullen of the Kansas Insurance Department urged the strictest enforcement of
whatever regulation is in effect with emphasis on the acts of agents.

A motion was made to adopt the report of the task force including the proposed regulation
and the motion passed.

.3. Report of the Task Force on Federal Tax Treatment of Investment Annuity Contracts

This task force did not make a report.

4. Report of the Model Group Life Insurance Law Task Force

The report of the Model Group Life Insurance Law Task Force was made by Thomas J.

Kelly, Jr. of the New York Insurance Department. The report requested an extension of
time for further development of the model law. Robert J. Finnegan of the Professional
Mas-Marketing Administrators (PIMA) expressed the interest of his association in the work
of the task force and his association’s willingness to serve on the advisory committee. The
task force’s report was received by the subcommittee.

5. Report of the Standard Nonforfeiture and Reserve Valuation Laws Task Force

John Montgomery of the California Department, who is the Vice Charrman of the task

force presented the task force s report @he—tas}eﬁe%e&adepﬁed—fe&r—(—%—&e&mﬂﬂ—@udehﬁes

3 inane i ' : : [Deleted by rbe parent (C) since it
duplzcated actzon taken in Wasbmgton D.C. See p. 3 73./ Actuarial guidelines regarding
Deposit Term Life Insurance and distinguishing annuities from life insurance are still under
development. The task force reported that the development of a new mortality table is not
yet complete, Mr. Montgomery also reported that the task force is considering a revision of
the Standard Nonforfeiture Law to eliminate the necessity of changes in the laws of each
state when economic and experience factors change. The task force’s report, which did not
contain any recommendations for action at this meeting, was received by the subcommittee
and is attached.

As there was no further business, the meeting adjourned at 12:30 p.m.

Hon. James W. Newman, Acting Chairman, Virginia; Hon. J. Richard Barnes, Colorado;
Hon. Manuel A. Chaco, Guam; Hon. Sherman A. Bernard, Louisiana; Hon. Edward J.
Birrane, Jr., Maryland; Hon. James L. Wadhams, Nevada; Hon. Rolando Cruz, Puerto Rico;
Hon. Thomas J. Caldarone, Jr., Rhode Island; Hon. Millard Oakley, Tennessee; Hon.
Durwood Manford, Texas.
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Life Insurance {C3} Cosé Disclosure Task Force

Las Vegas, Nevada
December 2, 1978

At the October meeting the task force heard reports from the advisory committees on policy lapsation and the Society of
Actuaries Committee on Dividend Philosophy. Pursuant to the recommendation of the Government Liaison (EXS5)
Subcommittee that a mechanism for monitoring the impact of the NAIC Model Life Insurance Solicitation Regulation be
developed, the task force appoinred an additional advisory committee to be chaired by Charles Greeley, Vice President and
Actuary, Metropolitan Life Insurance Company. Some studies have been begun on this subject and the results of these will
be made available to task force and advisory committee members in the near future.

Among the areas needing further study that were identified in the task force report adopted at the December 1975 meeting
was a study of methods to detect the manipulation of policy values and dividends which produces unrealistically attractive
cost indices. A new advisory committee appointed to work on this project wili be chaired by Julius Vogel, Vice President
and Chief Actuary of the Prudential Insurance Company. A list of members of both these advisory committees appears at
the end of this report.

At the December 1978 meeting, the task force received a report from the Society of Actuaries Committee oh Dividend
Philosophy (attached). The Society report includes an exposure draft of an Opinion on Actuarial Principles and Practices in
connection with dividend ecalculations and illuscrations. Also included in the report is an exposure draft of an actuarial
certification on dividend calculations which if adopted by the NAIC, would be included in the annual statement. The task
force requests comments from all interested persons.

The task force was informed that Mr. J. Edwin Matz will be succeeded by Mr. Edwin B. Lancaster, Chairman of the Society
Committee.

The task force received a comprehensive report from Helen Noniewicz, LIMRA, chairman of the Policy Lapsation Advisory
Committee (attached).

The report begins by addressing the questions posed by the task force at the organizational meeting of the advisory
committee and includes a proposed lapse rate disclosure system that can be incorporated into the annual statement. The
report is the most tharough study of the lapsation problem to be presented to the NAIC to date,

The task force concluded that the report should have at least a six month exposure period before it could be considered
for adoption. The task force would like to express its appreciation to the Lapsation Committee for the time and effort
they have spent in producing this excellent report.

Both reports are received and attached as exposure drafts and written comments are solicited from all interested persons.
The December 1978 meeting adjourned at 6:00 p.m.

Erma Edwards, Cheairman, Nevada; James Montgomery 111, District of Columbia; Bill Homan, Yowa; M. Berri Balka,
Nebraska; Frank Howatt, Oregon.
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Advisory Committee on monitoring the impact of the
NAIC Life Insurance Solicitation Model Regulation

Charles Greeley, Chairman, Metropolitan Life Insurance Company; . Edward Price, Prudential Life Insurance Company;
Richard Miller, Southwestern Life Insurance Company; Harold Ingraham, New England Mutual Life Insurance Co.; Seth

Macon, Jeffersoh Standard Life Insurance Co.; Robert Hill, Aetna Life Insurance Company.

Nonmember Staff to the Advisory Committee: William A. White and Matthew Greenwald of the ACLI.
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Advisory Committee on Cost Index Manipulation

Julius Vogel, Chairman, Prudential Life Insurance Company; Kenneth Clark, Lincoln Natioral Life Insurance Company;
Walter Miller, New York Life Insurance Company; Richard Murphy, Aetna Life Insurance Company; Paul Overberg,
Allstate Life Insurance Company; Norman Peacor, Massachusetts Mutual Life Insurance Company; Thomas Eason, Security
Mutual (Nebraska) Life Insurance Company.

Replacement: The NAIC Life Insurance Replacement Model Regulation

(As Adopted by the NAIC, December 6, 1978)

" Bection 1. Statutory Authority

This Regulation is promulgated by (title of supervisory authority) to implement Section
of the insuance laws:

Section 2. Purpose
The purpose of this Regulation is:

A, To regulate the activities of insurers and agents with respect to the replacement of existing life
insurance;

B. To protect the interests of life insurance policyowners by establishing minimumn standards of conduct
to be observed in the repiacement or proposed replacement of existing life insurance hy:

1. Assuring that the policyowner receives information with which a decision can be made in his or
her own best interest;

2. Reducing the opportunity for misrepresentation and incomplete disclosures; and

3. Establishing penalties for failure to comply with the requirements of this Regulation.
Section 3. Definition of Replacement
“Replacement’ means any transaction in which new life insurance is to be purchased, and it is known or
should be known to the proposing agent, or to the proposing insurer if there is no agent, that by reason of
such transaction, existing life insurance has heen or is to be:

A, Lapsed, forfeited, surrendered, or otherwise terminated;

B. Converted to reduced paid-up insurance, continued as extended term insurance, or otherwise reduced
in value by the use of nonforfeiture benefits or other policy vaiues; :

C. Amended so as to effect either a reduction in benefits or in the term for which coverage would
otherwise remain in force or for which benefits would be paid;

D. Reissued with any reduction in cash value; or

E. Pledged as collateral or subjected to borrowing, whether in a single loan or under a schedule of
borrowing over a period of time for amounts in the aggregate exceeding twenty-five percent (25%) of
the loan value set forth in the policy.

i
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Section 4. Other Definitions

A,

“(Cysh Dividend” means the current illustrated dividend which can be applied toward payment of the

gross premium.

“Conservation”” means any attempt by the existing insurer or its agént to continue existing life
insurance in force when the existing insurer has received a Comparative Information Form as required
by Section 7 C 4 of this Regulation from a replacing insurer. A conservation effort does not include
such routine administrative procedures like late payment reminders, late payment offers or
reinstatement offers.

“Direct-Response Sales’ means any sale of life insurance where the insurer does not utilize an agent
in the sale or delivery of the policy.

“Existing [nsurer’’ means the insurance company whose policy is or will be changed or terminated in
such a manner as described within the definition of “replacement.”

“Existing Life [nsurance’ means any life insurance in force including life insurance under a binding or
conditional receipt or a life insurance policy that is within an unconditional refund period, but

excluding life insurance obtained through the exercise of a dividend option.

 “Generic Name” means a short_title which is descriptive of the premium and benefit patterns of a

policy or a rider.

“Replacing Insurer’’ means the insurance company that issues a new policy which is a replacement of
existing life insurance.

““Sales Proposal” mesans individualized, written sales aids of all kinds, excluding Comparative
Information Forms and Policy Summaries, which are used by an insurer, agent or broker in
comparing existing life insurance to proposed life insurance in order to recommend the replacement
or conservation of existing life insurance. Sales aids of a generally descriptive nature, which are
maintained in the insurer’s advertising compliance file, shall not be considered a Sales Propesal within
the meaning of this definition.

Section 5. Exemptions

Unless otherwise specifically included, this Regulation shall not apply to:

A

B.

Annuities;
Individual credit life insurance;

Group life insurance, group eredit life insurance, and life insurance policies issued in connection with
a pension, profit-sharing or other benefit plan qualifying for tax deductibility of premiums, provided,
however, that as to any plan described in this subsection, full and complete disclosure of all material
faets shall be given to the administrator of any plan to be replaced;

Variable life insurance under which the death benefits and cash values vary in accordance with unit
values of investments held in a separate account;

An application to the existing insurer that issued the existing life insurance and.a contractual change

or conversion privilege is being exercised;

Fan



|
|
|
|

NAIC Proceedings — 1979 Vol. 1 559

Existing life insurance that is nonconvertible term life insurance policy which will expire in five years
or less and cannot be renewed; or

Proposed life insurance that is to replace life insurance under a binding or conditional receipt issued
by the same company.

Section 6. Duties of Agents

A,

B.

C.

Each agent shall submit to the replacing insurer with or as part of each application for life insurance:

1. A statement signed by the applicant as to whether or not such insurance will replace existing
life insurance; and

2. A signed statement as to whether or not the agent knows replacement is or may be involved in
the transaction.

Where a replacement is involved, the agent shall:

1. Present to the applicant, not later than at the time of taking the application, a ‘‘Notice
Regarding Replacement of Life Insurance” in the form as described in Exhibits A or B,
whichever is applicable, or other substantially similar form approved by the commissioner. The
notice must be signed by and left with the applicant.

2. Present to the applicant, not later than at the time of taking the application, a Comparative
Information Form as described in Exhibit D. (Substantially equivalent forms may be used with
the prior approval of the commissioner. } If more than one existing life insurance policy is to be
replaced, a separate Comparative Information Form is to be provided for each such policy or
separate information is fo be provided in the Comparative Information Form for each such
policy, and a summary of all the separate policy information to the extent possible must he
included. The agent must include in the Comparative Information Form all of the information
required to be in that Form, except that information concerning the existing life insurance
policy that cannot be obtained from that policy itself. The Comparative Information Form
must be signed by the agent and the applicant and a copy left with the applicant.

3. Leave with the applicant the original or a copy of all S8ales Proposals used for presentation to
the applicant.

4, Submit to the replacing insurer with the application, a copy of the “Notice Regarding
: Replacement of Life Insurance” signed by the applicant, a copy of the Comparative

Information Form signed by the agent and the applicant, and a copy of all Sales Proposals used
for presentation to the applicant.

Each agent who uses a Sales Proposal when conserving existing life insurance shall:

1. Leave with the applicant the original or a copy of all Sales Proposals used in the conservation
effort; and
2. Submit to the existing insurer a copy of all Sales Proposals used in the conservation effort.

Section 7. Duties of Replacing Insurers

Each replacing insurer shall:

A

Inform its field representatives of the requirements of this Regulation.




560

NAIC Proceedings -~ 1979 Vol. I

Require with or as part of each completed application for life insurance:

1.

A statement signed by the applicant as to whether or not such insurance will replace existing
life insurance; and '

A statement signed by the agent as to whether or not he or she knows replacement is or may be
involved in the transaction.

Where a replacement is involved:

1.

Require from the agent with the application for life insurance a copy of the *Notice Regarding
Replacement of Life Insurance’” signed by the applicant, a copy of the Comparative
Information Form signed by the agent and the applicant, and a copy of all Sales Proposals used
for presentation to the applicant.

Verify the substantial accuracy of information concerning the proposed policy furnished to the
applicant in the Comparative Information Form. If the information concerning that policy is
not substantially accurate, the replacing insurer must obtain a Comparative Information Form
signed by the agent and the applicant which includes substantially accurate information before
it can begin to process the application for the proposed policy. ’

Uniess otherwise modified by the provisions of Sections 7 C 5 or 6 of this Regulation, furnish
to the applicant a Poliey Summary in accordance with the provisions of the Life Insurance
Solicitation Regulation.

{Alternative Provision)

If the NAIC Model Life Insurance Solicitation Regulation has not been promulgated, then, for the
purpose of this Regulation, the following alternative to Section 7 C 3 should be used:

3

Unless otherwise modified by the provisions of Sections 7 C § or 6 of this Regulation, furnish
the applicant with a Policy Summary at or prior to the time of policy delivery. For the purpose
of this Regulation, o Policy Summary means a written statement describing the elements of the
policy, including, but not limited to:

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

b, The full name and Home Office or Administrative Office address of the company in
which the life insurance policy is to be or has been written.

c. The generic name of the basic policy and each rider.

d. The following amounts, where applicable, for the first five policy years, the tenth and
twentieth policy years, and at least one age from sixty through sixty-five or maturity,
whichever is earlier:

(1)  The annual premium for the basic policy.

(2) The ennual premium for each optionél rider,

(3} Guaranteed amount payeble 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 under the basic policy and each rider shown
separately. '

L

sy



|
!

NAIC Proceedings — 1979 Vol. 1 561

(4) ~ Total guaranteed cash surrender values at the end of the year with values shown
separately for the basic policy and each rider.

(5) Cash dividends payable to 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.)

(6) Guaranteed endowment amounts payable under the policy which are not included
under guaranteed cash surrender values above,

e A Policy Summary which includes dividends shall also include a statement that dividends
are based on the company’s current dividend scale and are not guaranteed.

il The effective policy loan ennual percentege interest rate, if the policy contains such a
loan provision, specifying whether this rate is applied in advance or in arrears. If the
poliey loan interest rate is varighle, the Policy Summary is to include the maximum
annual percentage rate.

E. The date on which the Policy Summary is prepared,

h. A statement to the effect that the presentation does not recognize that, because of
interest, a dollar in the future has less value than a dollor today, unless the Policy
Summary includes index figures which recognize the time value of money. If index
figures are included in the Policy Summaery, the applicant must receive written
notification at the time the Policy Summaery is delivered that such figures should only be
used for comparing the relative costs of similar policy.

The Policy Summary must consist of e separate document. All information required to be
diselosed must be set out in such @ manner as to not minimize or render any portion
thereof obscure. Any amounts which remain level for two or more Years of the policy
may be represented by a single number If it is clearly indicated what amounts are
applieable for each policy year. Amounts in item *d” in this section shall be listed in
total, not on a per thousand nor per unit basis. If more than one insured Is covered under
one policy or rider, guaranteed death benefits shall be displayed separately for each
insured or for each class of insureds if death benefits do not differ within the class. Zero
amounts shall be displayed as zero and shall not be displayed as a blank space,

Send to the existing insurer a Section 7 C 1 verified Comparative Information Form as required
by Sections 7 C 1 and 2 within three working days of the date the application and a
substantially accurate Comparative Information Form are received at its Home or Regional
Office, or the date its policy is issued, whichever is sooner.

Delay, if it is not also the existing insurer, the issue of its policy for fwenty days after it sends
the existing insurer a copy of the Policy Summary, unless it provides in its “Notice Regarding
Replacement of Life Insurance’ and in either its policy or in a separate written notice that is
delivered with the policy that the applicant has a right to an unconditional refund of all
premiums paid, which right may be exercised within a period of twenty days commencing from
the date of delivery of the policy, and it sends the Policy Summary required by this Section to
the existing insurer within three working days of the date its policy is issued, in which event the
replacing insurer may issue its policy immediately. )

Provide, if it is also the existing insurer, the policyowner a Policy Summary for the new policy
prepared in accordance with Section 7 C 3, prior to accepting the applicant’s initial premium or
premium deposit, unless the replacing insurer provides in its ‘‘Notice Regarding Replacement of
Life Insurance™ and in either its policy or in a separate written notice that is delivered with the
policy that the applicant has a right to an unconditional refund of all premiums paid, which
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right may be exercised within a period of twenty days commencing from the date of delivery of
the policy, in which event, the replacing insurer must furnish the Policy Summary at or prior to
delivery of the policy.

7. Maintain copies of the “Notice Regarding Replacement of Life Insurance,” the verified
Comparative Information Form, the Policy Summary, and all Sales Proposals used, and a
replacement register, cross indexed, by replacing agent and existing insurer to he replaced, for at
least three years or until the conclusion of the next succeeding regular examination by the
Insurance Department of its state or domicile, whichever is later.

Section 8. Duties of Insurers With Respect to Direct-Response Sales

Each insurer shall:

A

B.

Inform its responsible personnel of the requirements of this Regulation.

Require with or as part of each completed application for life insurance a statement signed by the
applicant as to whether or not such insurance will replace existing life insurance.

Where no replacement is proposed by an insurer in the solicitation of a direct-response sale and a
replacement is involved: ’

1. At the time the policy is mailed to the applicant, include a “Notice Regarding Replacement of
Life Insurance’ in a form substantially as deseribed in Exhibit C,

Where a replacement is proposed by an insurer in the Solicitation of a direct-response sale and a
replacement is involved:

1. Request from the applicént with or as part of the application a list of all existing life insurance
to be replaced. Such existing life insurance shall be identified by name of insurer.

2, If the applicant furnishes the names of the existing insurers, then the replacing direct-response
insurer shall mail the applicant a ‘““Notice Regarding Replacement of Life Insurance” in a form
substantially as described in Exhibit C within three working days after receipt of the
application and shall comply with all of the provisions of Sections 7 C 3, 5, 6, and 7, except
that it need not meet the requirements of this Regulation concerning Comparative Information
Forms and need not maintain a replacement register required by Section 7 C 7.

3. If the applicant does not furnish the names of the existing insurers, then the replacing
direct-response insurer shall at the time the policy is mailed to the applicant, include a “Notice
Regarding Replacement of Life Insurance” in a form substantially as described in Exhibit C.

Section 9. Duties of the Existing Insurer

Each existing insurer shall inform its responsible personnel of the requirements of this Regulation. Each
existing insurer, or such insurer’s agent, that undertakes a conservation effort shall:

A

Within twenty days from the date the Comparative Information Form required by Section 7 C 4 is
received, either furnish the policyowner with the Comparative Information Form received from the
replacing insurer and include in it all of the information concerning the existing life insurance that
was not completed and correct any information that was inaccurately completed by the replacing
agent, or furnish the policyowner with a Policy Summary for the existing life insurance. Such Policy
Summary shall be completed in accordance with the provisions of the Life Insurance Solicitation
Regulation, except that information relating to premiums, cash values, death benefits and dividends,
if any, shall be computed from the current policy year of the existing life insurance. The Policy
Surmnmary shall inelude the amouni of any ocutstanding policy indebtedness, the sum of any dividend

w5
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accumulations or additions, and may include any other information that is not in violation of any
regulation or statute. Life insurance cost index and equivalent level annual dividend figures need not
be included in the Policy Summary. If index figures are included in the Policy Summary, the
policyowner must receive written notification at the time the Policy Sumnmary is delivered that such
figures should only he used for comparing the relative costs of similar policies.

(ALTERNATIVE PROVISION)

If the NAIC Model Life Insurgnce Solicitation Regulgtion has not been promulgated, then, for the purposes
of this Regulation, the following alternative provision should be used for Section 9 A:

received, either furnish the policyowner with the Comparative Information Form received from the
replacing insurer and include in it all of the information concerning the existing life insurance that
was not completed and correct gny information thet was inaccurately completed by the replacing
agent, or furnish the policyowner with o Policy Summary for the existing life insurance. Such Policy
Summary shall include all of the information required in Section 7 C 3, except that information
relating to premiums, cash values, death benefits and dividends, if any, shall be computed from the
| current policy vear of the existing life insurance. The Policy Summary shdll include the amount of
] any outstanding policy indebtedness, the sum of any dividend accumulations or additions, and may
] include qny other information that is not In violation of any regulation or siatute.

|
i
}i A Within twenty days from the date the Comparative Information Form required by Section 7 C 4 is

B. Furnish the replacing insurer with a copy of the fully completed Comparative Information Form or
the Policy Summary for the existing life insurance within three working days of the date that the
fully completed Comparative Information Form or the Policy Summary is sent by the existing insurer

“ to either its agent or directly to the policyowner.

]

Maintain a file containing the following:

1. Comparative Information Forms required by Section 7 C 4 and Policy Summaries required by
Section 7 C 5 received from replacing insurers; and

2. Copies of fuily completed Comparative Information Forms or Policy Summaries prepared
1 pursuant to Section 9 A, and all Sales Proposals used to conserve the existing life insurance,

; This material shall be indexed by replacing insurer and held for three years or until the conclusion of
| the next regular examination conducted by the Insurance Department of its domicile, whichever is
later.

Section 10. Penalties

A. Any insurer, agent, representative, officer or employee of such insurer failing to comply with the
requirements of this Regulation shall be subject to such penalties as may he appropriate under the
. Insurance Laws of ( »

i B. This Regulation does not prohibit the use of additional material other than that which is required
i that is not in violation of this Regulation or any other ( ) Statute or Regulation.

C. Policyowners have the right to replace existing life insurance after indicating in or as part of the
applications for life insurance that such is not their intention; however, patterns of such action by
policyowners who purchase the replacing policies from the same agent shall be deemed prima facie
evidence of the agent’s knowledge that replacement was intended in connection with the sale of those
policies, and such patterns of action shall be deemed prima facie evidence of the agent’s intent to
violate this Regulation.

H
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Section 11. Separability

If any provision of this Regulation shall be held invalid, the remainder of the Regulation shall not be
affected thereby.

EXHIBIT A

(To be used where the existing and proposed policies
are written by different companies.)

(Name, address and telephone number of the insurance company}
Important Notice Regarding Replacement of Life Insurance

Our agent is recommending to you that you purchase a life insurance policy from us. In connection with
this purchase, you have indicated either as a result of his recommendation or at your own initiative, that
you may terminate or change your existing policy issued by another insurance company or that you may
obtain a loan from that company against your policy to pay premiums on the proposed policy. Any of
these actions is a replacement of life insurance. This notice musi be given to you, along with a form
including preliminary information comparing the proposed policy with your existing policy to be replaced.
Please read this notice and the Comparative Information Form carefully.

Whether it is to your advantage to replace your existing insurance coverage, only you can decide. It is in your
best interest, however, to have adequate information before a decision to replace your present coverage
becomes final so that you may .understand the essential features of the proposed policy and of your
existing insurance coverage.

To this end, we are required to give you a Poliey Summary including complete information on the proposed
policy no later than when that policy is delivered to you. In addition, we are required to notify the
insurance company that issued your existing policy. That company may then furnish you additional
information concerning your existing policy. You may want to contact that company or its agent for
further information and advice or discuss your purchase with other advisors. The information you receive
will be of value to you in reaching a final decision.

If either the proposed policy or the existing insurance you intend to replace is a participating policy, you
should be aware that dividends may materially reduce the cost of insurance and are an important factor to
consider. Dividends, however, are not guaranteed.

You should also recognize that a policy which has been in existence for a period of time may have certain
advantages to you over a new policy. If the policy coverages are basically similar, the premiums for a new
policy may be higher because rates increase as your age increases. Under your existing policy, the period of
time during which the issuing company could contest the policy because of a matérial misstatement or
omission on your application, or deny coverage for death caused by suicide, may have expired or may
expire earlier than it will under the proposed policy. Your existing policy may have options which are not
available under the policy being proposed to you or may not come into effect under the proposed policy
until a later time during your life. Also, your proposed policy’s cash values and dividends, if any, may grow
slower initially because the company will incur the cost of issuing your new policiy(()n the other hand, the
proposed policy may offer advantages which are more important to you.

If you are considering borrowing against your existing policy to pay the premiurns on the proposed poliey,
you should understand that in the eventi of your death, the amount of any unpaid loan, including unpaid
interest, will be deducted from the benefits of your existing policy thereby reducing your total insurance
coverage. .

After we have received your application and notified the other insurance company-you will have twenty
days from the date the proposed policy is delivered to you to eancel the policy issued on your application
and receive back all payments you made to us.

¥
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(ALTERNATE PARAGRAPH IF 20-DAY MONEY-BACK GUARANTEE IS NOT PROVIDED.)

We are required by state regulation to deloy the issuance of the policy for which you are making application

for twenty days from the date on which we send your existing insurer notification that their policy will be
replaced.

Caution

If, after studying the information made available to you, you decide to replace the existing life insurance
with our life insurance policy, you are urged not to take action to terminate or alter your existing life
insurance coverage until after you have been issued the new policy, examined it and have found it to he
acceptable to you. If you should terminate or otherwise materially alter your existing coverage and fail to
qualify for the life insurance for which you have applied, you may find yourself unable to purchase other
life insurance or abie to purchase it only at substantially higher rates.

I have received and read a copy of this Replacement Notice,

(Signed) Date

Applicant
ERE = T 23]
EXHIBIT B

(To be used where the existing and proposed policies
are written by the same company.)

(Name, address and telephone number
of the insurance company)

Important Notice Regarding Replacement of Life Insurance

Our agent is recommending that you purchase a life insurahce policy from us. In connection with this
purchase, you have indicated either as a result of his recommendation or at your own initiative, that you
may terminate or change your existing policy issued by our company or that you may obhtain a loan from
our company against your existing policy to pay premiums on the proposed policy. Any of these acfions is
a replacement of life insurance. This notice must be given to you, along with a Comparative Information
Form which includes preliminary information comparing the proposed policy with your existing poliey to
be replaced. Please read this notice and the Comparative Infermation Form carefully.

Whether it is to your advantage to replace your existing insurance coverage, only you can decide. It is in
your best interest, however, to have adequate information before a decision to replace your present
coverage hecomes final so that you may understand the essential features of the proposed policy and of
your existing insurance coverage. :

To this end, we are required to give you a Policy Summary including complete information on the proposed
policy no later than when the policy is delivered to you. In addition, we will, at your request, furnish you
additional information concerning your existing policy. You may want to discuss your purchase with other
advisors. The information you receive will be of value to you in reaching a final decision.

If either the proposed policy or the existing insurance you intend to replace is a participating policy you
should be aware that dividends may materially reduce the cost of insurance and are an important factor to
consider. Dividends, however, are not guaranteed.

You should also recognize that a policy which has been in existence for a period of time may have certain
advantages to you over a new policy. If the policy coverages are basically similar, the premiums for a new
policy may he higher because rates inérease as your age intreases, Under your existing policy, the period of
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time during which our company could contest the policy because of a material misstatement or omission on
your application, or deny coverage for death cansed by suicide, may have expired or may expire earlier than
it will under the proposed policy. Your existing policy may have options which are not available under the
policy being proposed to you or may hot come into effect under the proposed policy until a later time
during your life. Aiso, your proposed policy’s cash values and dividends, if any, may grow slower initially
because the company will incur the cost of issuing your new policy. On the other hand, the proposed policy
may offer advantages which are more important to you.

If you are considering borrowing against your existing policy to pay the premiums on the proposed policy,
you should understand that in the event of your death, the amount of any unpaid loan, including unpaid
intevest, will be deducted from the benefits of your existing policy thereby reducing your total insurance
coverage.

(ADDITIONAL PARAGRAPH IF TWENTY-DAY MONEY-BACK GUARANTEE IS PROVIDED.)

After we have Issued your policy, you will have twenty days from the date the new policy is delivered to
vou to cancel the policy issued on your application and receive back all payments you made to us.

Caution

If, after studying the information made available to you, you do decide to replace the existing life insurance
with our company with a new life insurance policy issued by our company, you are urged not to take
action to terminate or alter your existing life insurance coverage until after you have been issued the new
policy, examined it and have found it acceptable to you. If you should terminate or otherwise materially
alter your existing coverage and fail to qualify for the life insurance for which you have applied, you may
find yourself unable to purchase other life insurance or able ta purchase it only at substantially higher rates.

I have received and read a copy of this Replacement Notice.

{Signed) Date
Applicant

LR R R X ]

EXHIBIT C

{Name, address and telephone number
of the insurance company)

Important Notice Regarding Replacement of Life Insurance

You have indicated that you intend to replace an existing life insurance policy or policies in connection
with the purchase of our life insurance policy. As a result, we are required to send you this notice. Please
read it carefully.

Whether it is to your advantage to replace your existing insurance coverage, only you can decide. It is in
your besi interest, however, to have adequate information before a decision to replace your present
coverage becomes final so that you may understand the essential features of the proposed policy and your
existing insurance coverage.

You may want Lo contact your existing life insurance company or its agent for additional information and
advice or discuss your purchase with other advisors. The information yau receive should be of value to you
in reaching a final decision.

If either the proposed policy or the existing insurance you intend to replace is a participating policy, you
should be aware that dividends may materially reduce the cost of insurance and are an important factor to
consider. Dividends, however, are not guaranteed.

L
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You should recognize that a policy which has heen in existence for a period of time may have certain
advantages to you over a new policy. If the policy coverages are basically similar, the premiums for a new
policy may be higher hecause rates increase as your age increases. Under your existing policy, the period of
time during which the issuing company could {contest the policy because of a material misrepresentation or
omission concerning the medical information requested in your application, or]* deny coverage for death
caused by suicide, may have expired or may expire earlier than it will under the proposed policy. Your
existing policy may have options which are not-available under the policy heing proposed to you or may
not come into effect under the proposed policy until a later time during your life. Also, your proposed
policy’s cash values and dividends, if any, may grow slower initially because the company will incur the cost
of issuing your new policy. On the other hand, the proposed policy may offer advantages which are more
important to you.

If you are considering borrowing against your existing policy to pay the premiums on the proposed policy,
you should understand that in the event of your death, the amount of any unpaid loan, including unpaid
interest, will be deducted from the benefits of your existing policy thereby reducing your total insurance
coverage,

(ADDITIONAL PARAGRAPH IF DIRECT-RESPONSE INSURER'S SOLICITATION PROPOSED
REPLACEMENT, AND A TWENTY-DAY MONEY-BACK GUARANTEE IS PROVIDED BY THE
INSURER.) : .

After we have issued your policy, you will have twenty days from the date the new policy is received by
you to notify us you are cancelling the policy issued on your application end you will receive back all
payments you made fo us,

You are urged not to take action to terminate or alter your existing life insurance coverage until you have
been issued the new policy, examined it and have found it acceptable to you.

KRBk
EXHIBIT D

(Name, address and telephone number
of insurance company}

Comparative Information Form

Name of Proposed Insured __ Address - Date of Birth

GENERAL INFORMATION EXISTING LIFE INSURANCE PROPQSED LIFE INSURANCE

Name of Company

Policy Number

Basic Policy Generic Name
Name of Basic Policy
Rider 1; Generic Name
Rider 2; Generic Name
Rider 3; Generic Name
Issue Age

Date of Issue

Contestable Period Expires
Suicide Clause Expires

* Note: Use bracketed language only when the epplication asks health guestions.
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PREMIUM
DATA/DEATH

BENEFITS

Basic Policy
Rider 1
Rider 2
Rider 3

Accidental Death Benefit
Option to Purchase
Additional Insurance

PREMIUM

NAIC Proceedings -~ 1979 Vol. I

AGE

AGE PREMIUM AGE AGE

MODE:__ PAYABLE DEATH BENEFIT MODE:___ PAYABLE DEATH BENEFIT

Waiver of Premium Benefit $
Disability Income Benefir $

Total Current Premium

AMOLNT TO BENEFIT CEASES _AMOUNT _TO BENEFIT CEASES
$ $ $ %
$ 3 3 $
$ $ 5 $
E: 3 $ %
3 $ $ $
3 $ $ $
(Option Ages: ) {Option Ages: }
$xxx $ $xxx
Pxxx $ $xxx
(Monthly Income: (Monthly Income:

5

CASH VALUES/DIVIDENDS

Currently (last policy

anniversary)
1 year hence
5 years hence
10 years hénce
At Age 65

* Dividends are based on the current (19__) scale.

* Current Death Benefit of Div. Adds
* Current Cash Value of Div. Adds
* Current Accum, Div.

S ) s s )
*GUARANTEED *GUARANTEED
CASH VALUE *DIVIDENDS CASH VALUE *DIVIDENDS

$ $ $ $
$ $ $ $
$ $ $ $
$ $ $ $
$ $ S $

$

$

$

$

* Current Policy Loan
Maximum Policy Loan Interest Rate

%  Maximurn Policy Loan Interest Rate %

* Dividends are based on the current (19__ ) scale.

* Dividends, policy loan and certain guaranteed eash value information concerning your existing insurance may not be
known to our agent. Dividends are not guaranteed. However, they may materially reduce the cost of insurance and are an
important factor to consider, Thus, if dividends or other figures have been omitted from this Comparative Information
Form, you should not reach a final decision to replace your existing insurance until you have themn. ¥You may obtain the
omitted figures from the company that issued your existing policy. We will notify that company of your intent to
replace your existing policy,

Agent’s Statement

1. The primary reasons for my recommending the proposed replacement of existing life insurance by new life

insurance are: *

2. My recommendations as to the existing life insurance is that it be:

Other (Explain}

Borrowed Upon (Explain and state the amount to be borrowed)

Not Changed

Lapsed

Surrendered

Extended Term

Reduced Paid-Up

LS
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3. The existing life insurance does not meer the insured/buyer’s needs for insurance because: *

* Specific reasons must be given. For example, if you believe the existing life insurance cannot meet the
insured/buyer’s needs, you must specify why you think it does not.

Instructional Notes for Agent

1. Existing life insurance must be identified by name of insurer and the policy number. In the event that a policy
number has not been assigned by the existing insurer, alternative identification information such as an application or
receipt number must be shown.

2. If the premium for the basic policy or any rider or benefit changes, indicate the changes; attached schedule, if
necessary.
3. If the death benefit for the basic policy or any rider or benefit changes, indicate the changes; attach schedules, if
necessaty,
. 4. H the premium for benefits is not separable from the premium for the basic policy, insert “Included” in Basic Policy
j Premium.
5. If more than ane existing life insurance policy is to be replaced, a separate Comparative Information Form is to be

provided for each such policy, or separate information is to be provided in one Comparative Information Form for
each such policy, and a summary of all the separate policy information must also be included to the extent possible.

Agent’s Certification
I hereby certify that prior to taking an application for a policy, T have provided the applicant with the Notice Regarding

Replacement of Life Insurance and that the information in this comparaiive Information Form is true and correct to the
best of my knowledge and belief.

(Signature of Agent) {Date)

I have received and read a copy of this Comparative Information Form,

(Signature of Applicant) : (Date)

EEEE R A RS P R LRI LS RS L L X

Advisory Committee to the
Replacement Regulation (C3) Task Force

Las Vegas, Nevada
November 30, 1978

Second Report

The NAIC Replacement Regulation® Task Force and its Advisory Committee submitted & proposed Life Insurance
Replacement Model Regulation to the NAIC at its June 1978 annual meeting in Washington, D.C. That proposal was
accepted and adopted in principle. However, the NAIC instructed its task force and the advisory committee to consider
adding a requirement in the model whereby some form of disclosure would be made to the insured/buyer prior to or at the
time the application for the replacement policy is taken. ‘
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Such a requirement is included in the present proposed model replacement regulation now being submitted to the NAIC
for adopdon. It is identified as a “Comparative Information Fotm.” The proposed model also includes one other major
change from the June 1978 submission. 1t gives the existing insurer or its agent the option of using a fully-completed
Comparative Information Form or a Policy Summary for the existing policy if it chooses to make a conservation efforr.

Both changes deserve discussion; however, it appears advisable to do so along with all other major provisions in the
proposal to give a better understanding of what the total proposed reguiation will accomplish.

Operation of the Regulation

Perhaps the best way to begin is to describe the various agent and company functions that must take place in a replacement
sale. They are as follows:

Before an agent rakes an application for a policy that is to replace existing insurance, he or she must give the agplicant the
appropriate Notice Regarding Replacement (Exhibir A if another company’s policy is being replaced; or B if the replacing
company’s policy is being replaced} and a Comparative Informarion Form (Exhibic D). The apent is responsible for
including in the Comparative Information Form all of the information required concerning the proposed policy and only
that information concerning the existing policy which is available to the agent from the existing policy. Agents will not
insert dividend information on existing participating policies; nor cutstanding policy {oans, and in relatively few instances,
interpolated cash values for existing whole life policies.

If more than one policy is to be replaced, a separate Gomparative Information Formi is to be provided for each policy, or
separate information for each policy is to be provided in one Comparative Information Form. In addition, a summary of ail
the separate policy information must be furnished to the extent possible,

The Notice, Comparative Information Form, and any Sales Proposals Lsed must be submitied with the application te the
replacing insurer. (Copies of each are left with the applicant.}) The replacing insurér must then verify the substantial
accuracy of the information in the Comparative Information Form with respect to its policy and send 4 copy of the Form
to the existing insurer within three working days from the date it received the application, or on the day it issues the
proposed policy, whichever is sponer.

If the Cornparative Information Form is not substantially accurate, the replacing insurer must obtain another form from its
agent which is substantially accurate before it can begin to process the application for the proposed policy. (This form, like
the original, must be signed by the applicant.) The three working days or policy issue date (if sooner) notification
requirement, begins when the replacing insurer receives the substantially accurate Comparative Informadon Form.

If the replacing insurer provides a twenty-day money-back guarantee in its policy, it may issue the policy immediately
together with 2 Policy Summary. A copy of the Policy Summary must be sent to the existing insurer within three working
days from the date the policy is issued. {The Policy Summary consists of the same information and is in the same format as
is required by the Model Solicitgtion Regulation, but it does not require the inclusion of interest-adjusted figures.)

{f the replacing insurer does not provide a twenty-day money-back guarantee in ixs policy, it must delay issuing the policy
for twenty days from the time it sends the existing insurer a copy of the Policy Summary for its policy. After the delay
period is satisfied, the replacing insurer may issue the policy together with a Policy Summary to the insured/buyer,

Finally, the replacing insurer must record the replacement transaction in a replacement register, cross indexed by replacing
agent and existing insurer to be replaced. It must also retain copies of the Notice Regarding Replacement, the verified
Coruparative Information Form, the Policy Summary and all Sales Proposals used. This material and the data recorded in
the register must be kept for at least three years or until the conclusion of the next succeeding regular examination by the
insurance department of the replacing insurer's srate of domicile, whichever is sooner,

If the existing insurer pr its agent makes zn effort to conserve the existing policy, that insurer or its agent must either
complete the portion of the Comparative Information Form that was not compteted by the replacing agent {and correct
any crrors regarding the existing policy made by the replacing agent), or prepare a Policy Summary for the existing policy,
and send it 1o the insured/buyer. The fully-completed Form or Policy Summary must be sent to the insured/buyer within
fwenty days from the date the existing insurer receives the Form from the replacing insurer. However, the existing insurer
or its agent is not precluded from commencing its conservation effort prior to the time it sends the insuredrbuyer the
compleied Form or Pelicy Summary.
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The existing insurer must send a copy of either the fully-complered Form or the Policy Summary for the existing policy to
the replacing company within three working days from the date it sends whichever document it chooses to use in the
conservation effort to the insured/buyer. It must also maintain copies of the Comparative Information Forms and Policy
Summaries it receives from replacing insurers, as well as the fully-completed Forms or Policy Summaries it uses in its
conservation efforts.

The proposed Regulation includes separate requirements for direct-response sales that are more responsive to this form of
marketing.

If direct-response solicitation material does not encourage buyers to replace existing insurance, the insurer, when notified
that a replacemenr will occur, need only mail the applicant the appropriate “MNotice Regarding Replacement of Life
Insurance™ {(Exhibit C) whenr it sends the policy. This approach is warranted since there is no pressure being put on the
buyer to replace existing insurance, as might be the case when an agent is involved in the sale of a policy.

However, if the direct-response sales solicitation material illustrates the benefits of or encourages the reader to replace
existing insurance, the insurer will be required to follow all of the disclosure procedures {except those concerning
Comparative Information Forms) with which replacing insurers must comply. It was felt that this type of solicitation
material would produce substantial motivation to an insured/buyer to replace existing insurance so as to warrant its being
treated the same as where an agent encourages an insured/buyer to replace existing coverage.
(Note: If the applicant fails or refuses to identify the existing insured, the insurer need only mail the appropriate *'Notice
Regarding Replacement of Life Insurance’ to the insured at the time it sends the policy. This approach is sound since the
applicant is clearly making a voluntary decision not to provide the requested information.)

Significant Features of the Regulation
Having tracked the flow of agent and company functions and responsibilities in replacement sales under the proposed
model, it may now be of benefit to focus on its significant features and briefly explain the reasons for including them in
the proposal.
The following highlight the significant features of the proposed Regulation:

— Preliminary disclosure form presented to the insured/buyer at the time of sale — includes only information the
replacing agent knows is true and accurate, but still makes the replacing agent accountable for recommending
replacement,

—  The replacing and replaced company must furnish information for their own policies to the insured/buyer.

— The replacing company must present information concerning its policy in the same format as is required by the
Model Solicication Regulation — dovetails the two regulations, The existing company has the alternative of fully
completing the Comparadve Information Form or furnishing the information in the same format as is required by

the Model Solicitation Regulation.

— The replacing company must notify the existing company within three working days from the receipt of rhe
application.

—  The replacing company must provide a twenty-day money-back guarantee or delay issue for twenty days.

— Broadened definition as to what constitutes replacement.

—  The replacing and replaced companies must f':xchange disclosure docurnents each furnished the insured/buyer.
— Institutes clearer standards for agent compliance.

—  Establishes register to monitor re‘placement activity.

The above features and the main reasens they are included in the proposal are described in more detail below.

*:
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The replacing agent is required to put only that information he or she is absolutely sure of in the Comparative Information
Form. This preliminary disclosure is buttressed by the requirements that the companies will be obligated to provide the
insured/buyer with data concerning the replacing policy and the policy to be replaced. The replacing insurer must furnish
the buyer with information for its policy; and the existing insurey, if it makes an effort to conserve its policy, must provide
comparable information to its insured.

These two features will assure that only accurate information is given to the insured/buyer. They will not obstruct the
insured/buyer’s ability to get insurance protection, which is important since many replacement sales result in an increased
face amount of insurance being placed on the insured’s life. Also, these features should encourage agents to admit when
they are replacing and to comply with the requirements of the regulation.

The disclosure form which the replacing company must use is the Policy Summary disclosure document required under the
Model Solicitation Regulation. This requirement dovetails the two regulations. However, furnishing interest-adjusted index
figures is not required by the proposed Model Replacement Regulation. The interest-adjusted merthad or zny other cost
comparison method thus far developed should not.be used to compare dissimilar policies. Most replacement transactions
would involve the comparison of dissimilar policies. If such comparisons were made, they could mislead the insured/buyer.

The existing company is allowed the option to make a conservaiion effort with either a fully-completed Comparative
Information Form or a Policy Summary for the existing pelicy. If a Policy Summary is used, its contents and format must
be the same as is required under the Model Salicitation Regulation, absent the requirement that interest-adjusted index
figures be shown. ’

This feature of the proposed regulation includes the following principles:

—  There is enough data in the Comparative Information Form to assure that if the existing company or its agent uses it
to make a conservation effort that the insured/buyer will have sufficient information about both policies to make a

decision.

— Companies or agents that cannot afford to produce Policy Summaries have a means with which to make an effective
conservation effort at a reasonable cost. (If such a means were unavailable, they may not attempt to conserve —
which would deprive the insured/buyer from receiving more information about the replaced policy than the
replacing agent would otherwise provide.)

—~  Companies and agents that desire to be more aggressive and responsive to attempted replacements of their policies
will be able to use a more elaborate conservation document, i.e., the Policy Summary; and it too is subject to
regulatory standards.

The proposed regulation requires that the replacing company notify the replaced company of the replacement within three
working days from the time it receives the application from the replacing agent. The replacing company must also either
include z twenty-day money-back guarantee in its policy or delay the issue of the policy for twenty days.

These features will give the existing company znd its agent time to make an effective conservation effort. More
importantly, they assure the insured/buyer of having ample opportunity to receive complete and accurate information
from both companies and their agents before making a final decision whether to replace existing insurance.

The definition of what constitutes a replacement is significantly broadened under the proposed regulation, e.g., borrowing
twenty-five percent (25%) of an existing policy’s cash value to purchase new insurance constitutes a replacement.
Expanding the definition does not necessarily imply that replacements are inherently wrong. It simply recognizes the need
to require full disclosure whenever values in an existing policy are significantly affected by reason of the purchase of new
insurance.

Similarly, the definition of existing life insurance brings cases on which a conditional receipt has been issued and policies
that are still within 2 money-back guarantee period within the scope of the regulation. This provision has special
significance in states which have not promulgated the Model Solicitation Regulation since it will enable the buyer to get
pertinent information in comparable form from both companies when a competitive situation occurs.
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Each company is required to give the other a copy of the Policy Summary and/or the Comparative Information Form it or
its agent furnished to the insured/buyer. This allows all parties involved with the transaction to have the same knowledge
of the basic information disclosed. And it helps pave the way for industry to better self-regulate replacement sales — which
is the best form of reguiation of this activity.

New features were added vo improve the insurance department’s enforcement capabilities. The proposed regulation
includes a clearer standard for compelling agents to comply with its requirements or suffer severe penalty.

The existing replacement regulations typically state that the agent must know that a replacement transaction has or will
take place, It calls for a subjective test determined by what is on the mind of the agent at the time the transaction occurs.
The proposed regulation states that the agent know or should have known that replacement is involved. The “should-have-
known" test will enable regulators to apply an objective standard of practice that 2 licensed agent must follow.

Another significant regulatory tool is the requirement that replacing insurers must maintain a replacement register, cross
indexed by replacing agent and replaced insurer. The maintenance of this register will give companies and regulators the
means to review the activities of agents who replace a significant amount of business. Specifically, it should assist in
detecting and preventing “churning” of existing insurance by agents who change companies.

SR

Conclusion

At this point in time, there is no solid evidence as to the extent of replacement activity. The primitive data that we have,
plus our instincts, which are based on our companies’ experience, tell us that the volume is relatively significant; thatitis
increasing; that most replacement sales are not admitted to or disclosed by the replacing agent; and that the existing Model
Replacement Regulation and those patterned after it have failed to adequately protect the insurance-buying public.

Since most replacements involve one company replacing the insurance of another company, this fact has made the
replacement issue a highly emotional ane within the industry. The sentiment of the majority in the industry appears to be
to outlaw or severely restrict replacement activity.

However, replacement iransactions cannot be prohibited because of such legal principles as freedom of contract, and
should not be prohibited in any event since there are instances where it may benefit an insured to replace an existing policy
with a new one. Furthermore, an industry posture which attempts to make replacements a tigorous task by the imposition }
| of artificial barriers could be interpreted as self-protectionist. :

I Focus must, therefore, be placed on the development and implementation of acceptable regulatory standards to govern
replacement sales. These standards should include:

1. Assurance that the insured/buyer, who is giving up an investment in existing insurance, receives all relevant and
useful information about the existing and new policies before making 2 final decision. '

2. Means by which the replacing agent and replacing company can be held responsible and accountable for ¥
recommending a replacement sale.

3. Allowing the replaced agent and replaced company a reasonable opportunity to consetrve its business.

These standards are the cornerstone from which the advisory committee sought to resolve the problems it perceives are
associated with the replacement issue. And while no one company, or individual for that matter, may be totally satisfied
with the proposed regulation being submitted, we believe it is an affirmative and workable solution thar seeks to serve the
consumers’ interest first and deals reasonably with agents and all types of iisurers in terms of the requirements and . ;
responsibilities it imposes on them. As such, the advisory committee recommends that the proposal now being submitred
to the NAIC be adopted as the Model Replacement Regulation.

Carl T. Barnes, Policy Analyst, Kansas City Life Insurance Company; J. Stephen Beckman, President, United Investors Life
Insurance Company; Jack E. Bobo, Executive Vice President, National Association of Life Underwriters; Ronald ). Doane
(Chairman), Vice President, The Equitable Life Assurance Society of the United States; H. )Jamés Douds, General Counsel,
Nartional Association of Life Underwriters; Robert O. Fleckenstein, Assistant Vice President/Government & Industry
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Reiations, Metropolitan Life Insurance; H, Daniel Gardner, Assistant General Counsel, Northwestern Mutual Life Insurance
Company; John Glover, Second Vice President, The Travelers Insurance Company; William F. Hannan, Associate General
Counsel, The Prudential Insurance Company of America; Robert L. Hill, Counsel, Aetna Life & Casualty; Edwin F.
Jackson, Executive Vice President and General Counsel, American Republic Insurance Company; John J. Jaskot, Senior
Vice President, United Services Life Insurance Company; John M. Jex, Second Vice President/Governmental and
Legislative Affairs, New York Life Insurance Company; Robert LeBeau, Vice President, National Association Term Life
Underwriters; Don Leising, CLU, Security Mutual Life Insurance Co.; Frank McCormack, Senior Vice President, Fireman’s
Fund American Life Insurance Company; Michael D. Monette, Associate Corporate Counsel, Colonial Penn Life Insurance
Company; John P. States, Associate Counsel, State Farm Life Insurance Company; Frederick H. Stone, Senior Vice
President, General Counsel and Secrerary, The Franklin Life Insurance Company of America; William M. Symon, Jr.
(Secretary), Secretary and General Counsel, Old American Insurance Company; William R. Toler, Vice
President/Qperations, MFA Life Insurance Company.
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INTRODUCTION

Formation of the Industry Advisory Committee

The genesis of this committee and its report on lapsation may be
traced to October 2, 1973, when the National Association of Insur-
ance Commissioners (NAIC) Task Force on the Proposed In-depth Study
of the Life Insurance Industry isolated lapsation, its "causes,
effects and cures"(1) as one of four areas for immediate study by
the Life Insurance (C3) Subcommittee. A Policy Lapsation (C3) Task
Force was appointed early in 1974 but was discharged by year-end
1974, since its report "concluded that there is very little of a
definitive nature which the regulators can do that has a direct
impact on lapse control."(2)

On November 5, 1975, then-President of the NAIC William H. Huff III
(Iowa), in a speech to the industry, urged that lapse rates be
disclosed by companies in their annual statements. This, he pro-
posed, would be accomplished by the use of three separate formu-
las -- one for early duration policy lapses, one for longer dura-
tion policy lapses, and one for all lapses combined. A month later
Commissioner Huff was appointed chairman of a new Task Force on
Life Insurance Policy Lapsation. The Task Force was charged with
the responsibility of identifying lapse problems and seeking solu-
tions to these problems.

At the November 1977 meeting of the Life Insurance (C3) Cost Com-
parison Task Force,(3) to whom the study of lapsation had been
assigned, a member of the Life Insurance Marketing and Research
Association (LIMRA) was appointed to chair an Industry Advisory
Committee. That committee was to identify the lapse problems in
the industry and the solutions to these problems. The Task Force
recommended that in addition to developing a lapse rate disclosure
system, the Industry Advisory Committee should reply to the fol-
lowing global lapsation questions:

1 Is there a lapse problem?

2. How extensive is the lapse problem?

3. What are factors affecting persistency?

& What effect do lapses have on rates for all other

. insureds?
5. What is the extent of injury to consumers where a high
lapse rate exists?
6. What possible solutions may we find?

(1)
(2)
(3)

NAIC Proceedings, 1974 Volume I, page 441.

NAIC Proceedings, 1975 Volume I, page 697.

The chairmanship of the Life Insurance (C3) Cost Comparlson Task
Force was then and continues to be held by Ms. Erma Edwards, CLU,
FIMI, of the Nevada Insurance Division.
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Industry Advisory Committee

In selecting Industry Advisory Committee members, effort was made
to - have representation from several segments of the industry.
Members were selected for their expertise in the persistency area
and were drawn from within a particular geographical sphere in
consideration of the anticipated travel to committee meetings.

The organizational meeting of the Indﬁstry Advisory Committee was
held at LIMRA in Hartford on January 31, 1978. At this meeting,
the committee's charge was defined as follows:

1. The authorities want to be able to identify the companies
that have excessive cash value pilan lapse rates, so that
they may challenge those companies to either improve or
to explain why the level is justified. The committee's
task 1is to develop a disclosure system that will avoid
unfairness and misrepresentation of the data that the
authorities are seeking.

2. The committee is to develop a report on lapsation in
reply to the six global gquestions posed by the
regulators.

The following full day committee meetings were held during 1978:
1. January 31 -- LIMRA, Hartford, Connecticut
2. March 28 -- LIMRA, Hartford, Coanecticut
3. July 14 -- LIMRA, Hartford, Connecticut
4

September 29 -- New England Mutual Life Insurance
Company, Boston, Massachusetts
5. October 25-26 (1% days) -~ Prudential Insurance Company

of America, MidAmerica Home Office,
Chicago, Illinocis.

In addition to committee meetings, the committee was in constant
communication through correspondence, telephone and written reports
concerning its assignments.

Chairman Helen T. Noniewicz gave a progress report of the commit-
tee's activities at the May 1978 NAIC Life Insurance (C3) Cost
Comparison Task Force meeting in Biloxi, Mississippi. A second
report was given by committee member Bartley L. Munson in Octocber,
1978, at the Task Force meeting in Indianapolis, Indiana.

The Report on Lapsation i
This report on policy lapsation begins by addressing the questions

posed by the NAIC, followed by a proposed lapse rate disclosure’

system, and ends with a summary of the entire report.

L
k)
g
b
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The report is based on ordinary life insurance and, therefore,
excludes the following: group life, industrial life, credit life,
and all annuity and health insurance.

Lapse, unless otherwise qualified, is defined to represent business
voluntarily going off the books, with or without value, including
the application of reduced paid-up or extended term options.
Persistency is defined as the proportion of business remaining on
the books after lapse occurs.

It may be noted that this report om lapsation is initiated from the
viewpoint of the consumer. However, the committee tried to bear in
mind that the report should be developed and drafted for the
intended use of several audiences -- the consumers, the regulators,
and the insurance industry.

Recommendations

The committee recommends that its report on lapsation be released
for at least a six-month exposure period before the NAIC acts on
it, with the understanding that the Industry Advisory Committee
will remain as a committee until the NAIC takes the report under
consideration. If the NAIC believes the proposed disclosure system
might be appropriate, the committee recommends it be given thorough
testing by selected companies before it is adopted. A subcommittee
aof the Advisory Committee could be appointed to work on details and
direct this further evaluation.

Because of the extensive data processing procedures that must be
established in order to comply with the proposed disclosure system,
the committee recommends that a three-year implementation period be
given from the time that the disclosure system may be adopted to
its effective date.

Commentaries

The committee wishes to acknowledge that, in developing a lapse
rate disclosure system, it is responding to a request made by the
NAIC and not necessarily advocating such. A lapse rate disclosure
system may result in a company's improved efforts to better fit its
products to both the needs and means of the policyowners to whom it
sells. However, in other cases, a disclosure system may result in
lapse rate improvement because of a company's curtailment of mar-
keting in particular segments of the population that traditionally
experience high lapse <rates, as in "inner cities" or to
"blue-collar" markets and young adults. If a shift in markets
results in segments of the population having life insurance less
readily available, there may be social costs that will have to be
borne and undesirable side effects (e.g. pockets of uninsured
citizens might be fostered and a greater need for government plans
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may be generated). These would be unintended results and should be
guarded against.

The insurance industry's interest, involvement and activities in
the area of lapsation made possible the committee's prompt response
to the NAIC charge. It may be stated, however, that the report
voices the opinions of the committee members and not necessarily
the companies that they represent or the opinions of all conceiv~
able segments of the industry.

The committee wishes to note the special contribution of the fol-
lowing nonmembers who attended committee meetings and acted as
advisors to the group: Richard V. Minck, FSA, MAAA, Executive Vice
President, Government Relations Division, American Council of Life

Insurance; E. J. Moorhead, FSA, MAAA, Consultant to the NAIC; and
Elizabeth Tovian, Assistant Vice President -- Financial Research,
Life Insurance Marketing and Research Association.

Industry Advisory Committee to the NAIC On Policy Lapsation :

Helen T. Noniewicz =~ Chairman
Assistant Vice President --
Manpower and Market Research
Life Insurance Marketing and
Research Association

Howard D. Allen, FSA, MAAA
Senior Vice President --
Technical Services
(Alternate member:
Jan C. Brown, FSA, MAAA
Associate Actuary)
John Hancock Mutual Life
Insurance Company

Wilson L. Forker, CLU
Second Vice President -- Marketing
(Alternate member:
Thomas J. Young, FSA
Actuarial Vice President) _
Equitable Life Insurance Company
of Iowa

William M. Snell, FSA, MAAA

Associate Actuary

The Northwestern Mutual Life
Insurance Company

Roger Stroud, CLU
Director, Sales Development
IDS Life Insurance Company

Bert van Uitert, FIMI

Second Vice President -~
Research and Planning

New England Mutual Life
Insurance Company

Julius Vogel, CLU, FSA, MAAA
Senior Vice President and
Chief Actuary '
(Alternate member:
I. Edward Price, FSA, MAAA
Vice President and Associate
Actuary)
The Prudential Insurance
Company of America
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Bartley L. Munson, FSA, MAAA Frank Zaret, FSA, MAAA

Vice President and Actuary -- Actuary
Insurance Products Metropolitan Life Insurance
Aid Association for Lutherans Company

W. Keith Sloan, FCA, MAAA, FLMI

Assistant Actuary

TLumberman's Mutual Casualty
Insurance Company

CHAPTER I

IS THERE A LAPSE PROBLEM?

The charge to this committee understandably begins with the question:
"Is there a lapse problem?"

One can surmise that there must be, in the eyes of the NAIC Life Insur-
ance (C3) Cost Comparison Task Force, for they charged the committee
with five more questions, each flowing in sequence from an affirmative
answer to the immediately preceding one. Still, this is the initial
question to be answered.

Although this type of question is difficult to answer, categorically, it
is desirable to attempt an explicit response. The alternatives are
either a) to implicitly assume there is a problem, by plunging into our
analysis of causes and solutions, or b) to assume that there is no
problem, by blithely dismissing our charge. We must reject both of
those alternatives.

Let us at the outset state that, yes, as a committee we feel there is a
lapse problem, in the sense that: we wish fewer policies terminated in
; lapses; we recognize those harmed by lapsation include the buyer (lap-
‘ ser, persister), industry, agent, company and beneficiary; and we
1 believe improved persistency, to the advantage of all, can be achieved,
although not easily. This subject is very complex, sometimes yielding
to temptingly simplistic -- and dangerous -- answers and 'solutions".
This will be shown as this report progresses. But, yes, we believe
there is a "problem", in the wording of our charge, and this report is
intended as a helpful contribution to its sclution.

Let us, then, share our reasons for answering a "yes" to the first
¥ ¥ g .
question.
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It is instructive to observe: a) who seems to have shown an interest in
this subject; b) to what extent they seem to have shown concern or
believe there is a problem; c¢) what that problem is thought to be; and
d) what evidence is cited. These aspects are discussed for each of six
groups of interested persons, in no particular order but consisting of:

[N SN SN WL S B

Insurance Industry

National Association of Insurance Commissioners
U.8. Senate's Hart Hearings of 1973-4

Federal Trade Commission

Individual Critics

Tndividual Pelicyholders

1. Insurance Industry

The industry, and varicus related research bodies, have long had an
interest in the lapse subject. A few examples, from various guar-
ters, will illustrate.

a.

The ACLI (American Council of Life Insurance)

The ACLY and its predecessor organizations have long monitored
lapse rates and assisted companies in improving those rates.
Typical of its concern is this comment from the book of sta-
tistics -~ including lapse data -- published annunally by the
ACLI: (1)

"The life insurance business seeks to minimize the
lapsing of policies. For example, the training of
agents focuses on realistic idemtification of the
life insurance needs of clients and the careful
analysis of the use of family income for protection
purposes. Since there is a higher termination rate
of policies on which loans are outstanding, com-
panies urge that loans be used only in genuine
financial emergencies, and that they be promptly
repaid.

"Many companies offer policyholders time after
delivery of the policy in which to consider whether
to keep the policy. These companies will refund
the premium in full if the policyholder decides not
to keep the policy within the prescribed time."

Individual Companles
More will be said later about the efforts of individual
companies to improve persistency. Here suffice it to state

(1) Life Insurance Fact Book '77, page 53.
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those efforts are evidence of a sincere feeling that if it is
not a lapse "problem" then it at least is a situation worth
attempting to improve. Many company resources -- people and
dollars and programs and effort --are committed to lowering
lapse rates. Examples and some comments are shared later in
this report.

LIMRA (Life Insurance Marketing and Research Association)

Much of the data used in our report is from LIMRA studies and
analyses. Their interest in and concern about lapse rates has
long been recognized; their early identification by the NAIC
as an important resource is evidence of this.

Indicative of their concern and awareness of the situation is
this introduction to a recent report on the subject: (1)

"The termination of life insurance policies prior
to maturity or death of the insured, generally.
referred to as lapsation, is a topic of major
concern to several groups.

"The insurance industry is disturbed about the
effects of lapsation on cash flow and product cost.

"The consumerist movement is alarmed over the
potential financial Jlosses suffered by early
termination policyholders, and the added cost
lapsation causes on all life insurance premiums.

"Politicians have seized upon the lapsation issue.
Senate subcommittee hearings have been held, data
collected and analyzed, and members have issued
public statements emphasizing their concern over
the high incidence of early lapsation.”

0f their many research efforts, these are current studies
dealing directly with policy lapses:

- Long-Term Lapse Stidy

- Early Lapsation -- Does the Economy Play a Role?

- Indicators of Short-Term Lapsation -- A Comparative Study

- Early Lapsation =-- Do the Rates Differ by Company
Category '

(1} Short-Term Lapse Rates, A Comparative Study, LIMRA, August 1977,

page 1.
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- United States and Canadian 13-Month Ordinary Lapse Survey
i - United States and Canadian Persistency Studies
N - Predictive Study of Early (within 25 months) Lapsation
| - Study of Replacement Activity
B - Not-Taken Policies and the Free-Look Privilege

Clearly there exists an interest in what might be inferred to
be a "problem".

d. Society of Actuaries
Unlike studies of mortality, for example, studies of lapsation
have not been a formal part of the Society's ongoing research
efforts, largely because such organizations as LIMRA have done
the job. However, lapses are of great interest to actuaries,
and there have been occasional expressions of concern in the
literature.

A Perhaps Norman F. Buck, in the first sentence of his paper
3 "First Year Lapse and Default Rates" (1), said it best:
\

"Since lapse rates will probably always be with us,
it behooves us to try to minimize or postpone them
or adjust to them as best we can."

Undeniably, the NAIC has long held an interest in the subject. In
more recent history, the appointment of this Industry Advisory
Committee indirectly derives from an October 2, 1973 report and
traces through in this fashion.

|
|
k 2. National Association of Insurance Commissioners
\
|
|

a. The initial reference is this excerpt from the October 2, 1973
report of the Task Force on the Proposed In-Depth Study of the
Life Insurance Industry(2):

"Although the Task Force recognizes that many
problem areas could be identified which are not
currently under study by the NAIC and which could
probably be included in a list of suwbjects for
study, we have isolated four areas of concern which
i we believe should receive the immediate attention
| of the Life Imnsurance (C3) Subcommittee. The
studies which we propose are as follows:

|
k (1) Transactions of the Society of Actuaries, Volume XIT, page 258.
(2) NAIC Proceedings, 1974 Volume I, page 440.

S T £ S AN BT S S e 5
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"1. A study of causes, effects and cures for life
insurance policy lapses. Consideration should
be given to the role of (sic} the type of
policy, marketing system, agent's compen-
sation, amount of coverage, amount of premium
and veplacements play in high lapse rates.

1!2 "

This suggestion revealed an awareness of some of the factors
affecting lapsation. :

In a June 3, 1974 report of the Life Insurance (C3) Policy
Lapsation Task Force(l), it was stated that five questions
were appropriate areas for exploration. (These same five
questions are questions 2-6 in the actual charge this Industry
Advisory Committee received.) That report went on to recog-
nize the need for data, much of which already existed, and
cited some further factors to be recognized:

"The Task Force feels that initial steps should
include assembling from all trade associations,
insurance companies, and other sources any previous
studies and materials on the subject available. It
is hoped that these studies will not only include
studies on lapse in the early duration (two years
or less) but also in later durations (after two
vear). Likewise, there needs to be material avail-
able comparing lapses as related to active agents'
insureds versus 'orphaned' policyowners.

"It is felt that there is a great interrelationship
between the work of this Task Force and those
studying non-forfeiture values and agents' compen-
sation."

In a December 2, 1974 report{2), that same task force added
some further insights into what they felt was a lapse problem:

"Manual Cueto of the New York Department reminded
us of the fact that changing economic conditions,
over which insurance regulators and industry have
ne control, have a serious impact on later year
lapsation .

(1) NAIC Proceedings, 1974 Volume IT, page 520.
(2) NAIC Proceedings, 1975 Volume I, page 697.
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"In Executive Session it was concluded that there
is very little of a definitive nature which the
regulators can do that has a direct impact on lapse
control. However, there are many things which have
an indirect effect .

"The task force expressed concern that if companies
are offering specially designed policies for
specific markets, they may leave a gap which could
result in federal intervention to provide for the
needs of people who otherwise are not being sold
insurance. This gap would result from companies
eliminating policies with higher lapse potential
and thus removing certain products from the market.
These are usually policies bought by those indi-
viduals more prone to lapse."

d. The December 9, 1975 report of the Life Insurance (C3) Sub-
committee(1) reported:

"Commissioner Huff was appointed as Chairman of a
- new task force on life imsurance policy lapsation.
’ The task force was charged with the respomsibility
of identifying specific problems involved and
seeking solutions to the problem of life insurance
policy lapsation.”

e. On June 8, 1976, the Life Insurance Policy Lapsation (C3) Task
Force(2) reported:

". . . LIMRA has recently greatly expanded its
surveys of life insurance lapsation in an attempt
to identify characteristics of policyholders,
policies and sales techniques which result in:above
average lapse rates. The results of this initial
research stage, which involves identifying the
problems, will dictate the nature of the solutions
which we will propose.

"Although this task force will attempt to discharge
its responsgibilities in a timely {fashion, the
complex nature of the problem does not lend itself
to a hasty solution.”

(1) NAIC Proceedings, 1976 Volume I, page 521.
(2) NAIC Proceedings, 1976 Volume II, page 557.
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f. On November 9-10, 1977, the Life Insurance (C3) Cost Com-
parison Task Force met to discuss the responsibility to pursue
the policy lapse question it recently had been given. Its
report on December 7, 1977 to the Life Insurance (C3) Sub-
committee indicated: (1) '

"The original Task Force on Policy ILapsation was
given the charge to respond to five specific ques-
tions, as follows:

"1, What is the extent of the problem of lapsa-
tion?

"2. What is the source of lapsation?

"3. What is the effect of early lapsation on rates
charged with (sic) continuing insureds?

"4, What is the extent of financial loss to con-
sumers where high lapse rates exist?

"5, What feasible solutions can be found?

"The task force reviewed the questions and feels
they form a sound basis for a beginning study.
Additionally, it was suggested the first question
to be considered should be to identify whether or
not a lapse -problem exists. The suggestion was
accepted and the five (sic) (six) questions will be
the subject of the study. An industry advisory
committee, chaired by (a member of) the Life Insur-
ance Marketing (and) Research Association (LIMRA)
will be appointed to begin the study. The advisory
committee was requested to provide a progress
report to the task force for review prior to the
June 1978 meeting and to consider a possible final
report prior to December 1978."

Through this chain of reports, it's clear the NAIC perceived: a

problem exists;

the identification of the problem and its solu-

tions(s) are not easily achieved; and the solution(s) nonetheless
should be persistently pursued.

(1) NAIC Proceedings, 1978 Volume I, page 474.
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3. U.S. Senate's Hart Hearings of 1973-4
The hearings on the life insurance industry before the Subcommittee
on Antitrust and Monopoly of the Committee on the Judiciary of the
U.S. Senate =-- commonly called the Hart Committee, after the late
Senator Hart (D =~ Michigan) who chaired it -- focused on many
subjects related to the selling of life insurance and, particular-
ly, its cost and understandability to the buyer. Among these was
the subject of policy lapsation. It appeared in more than one
guestionnaire and in much of the correspondence and discussion
between the committee and the insurance industry.
Question 31 of that investigation's Life Insurance Questionnaire
No. 1 asked many insurers for the "first year lapse rate for 1972
based on the LIAMA formula".(l) And question 33 asked for proba-
bilities of "withdrawal" as well as death based on a male issue age
35. The questions and the results for the responding companies (57
for question 31, 63 for question 33) are attached as EXHIBIT 1 at
the end of this report.
Mr. Alfred G. Whitney, retained as Statistical Consultant to the
Hart Committee(2), indicated: "The spread in (first year LIMRA
lapse) rates reported was very great, ranging from 5 to 49 per-
cent." In his testimony, Mr. Whitney went on to state:
"In conclusion, I don’'t think it's necessary to belabor
the point that a high rate of early lapsation is a
serious problem and is undesirable, except in a few very
obvious cases. '
"A lapse in general represents a failure of a plan and a
high early lapse rate indicates a failure which is a
serious loss to everyone concerned .
"Appropriate sales should not lapse at the high rate
that we find in these data.™(3) '
Senator Hart expressed his concerns about high early lapse rates:
"2. Policyholders are wasting millions of dollars
yearly because they are terminating (or lapsing)
their cash value policies too early.
(1) which formula defines a lapsed policy as one that fails to pay
premiums for the first 13 months of the policy's life.
(2) and retired Director of Market Research and Statistical Surveys at
LIAMA (mow LIMRA). '
(3) Hart hearings, Part 4, July 16, 1974, page 2253 ff.
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"For example, policyholders who bought cash value
policies from four of the large New York companies
in 1971 lost nearly $25 million when they lapsed
those policies within 13 months after purchase.

"Hart said data supplied by the companies shows it
is relatively common for onme out of three policies
to lapse within 13 months -- whether the company is
large or small.

" 'This indicates that consumers may be buying what
they don't need or can't afford because they don't
understand,' Hart said."(1)

In the July 16, 1974 hearings, at which time much data were put
into the record, Senator Hart stated:

"Last year . . . we heard a great deal about the costs
to consumers from the rapid agent turnover in companies,
and from the high ratio of policies allowed to lapse in
the first several years after the purchase."(2)

In his presentation of the 'Consumer Insurance Information and
Fairness Act", which resulted from the hearings and collected data,
the Senator also stated, after quoting several high lapse rates:

"Dropping a policy in its infancy is expensive for
consumers . . . . One study showed that customers of 31
companies who bought cash value policies in 1971 but
dropped them within 13 months sacrificed about 8§55
million in premiums -- after discounting what they would
have paid for reasonable term insurance. And

lapses also are expensive for the company and the re-
maining policyholders.

"Why are there such high early lapse rates, and who and
what are to blame? '

"According to comstructive critics and students of this
industry, inappropriate sales and even 'deceptive sales
practices which are a national disgrace' are the leading
causes

(1) March 5, 1974 press release from Senate Antitrust -and Monopoly

Subcommittee.
(2) Hart hearings, Part 4, July 16, 1974, page 2217.
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"I am not alone in these observations. Responsible people
in the industry and State insurance departments share my
concern over high early lapse rates . . . ."(1)

Senator Hart then introduced bill §.2065 entitled the "Consumer
Insurance Information and Fairness Act." Relevant to our charge,
it is worth noting that it would require the company to disclose to
the buyer the LIMRA 13-month lapse rate on its total sales of the
most recent complete calendar year for which data are available.

It seems clear that the Hart Committee, its staff and advisors were
very interested in the lapse situation; they believed there was a
problem; the problem was thought to relate at least partially to
the manner and quality of the sales process; data from imsurance
companies showing widely disparate lapse rates ~- some very high --
were unrefuted, though admittedly in need of careful interpreta-
tion; and one solution was considered to be some type of lapse rate
disclosure.

Federal Trade Commission

The FTC initiated an investigation of the life insurance industry
in December of 1976, to determine "if adequate cost information was
being given to prospective life insurance purchasers." This inves-
tigation has broadened to look at several aspects of the marketing
of 1life insurance, utilizing some research projects and a lengthy
questionnaire sent to "about 100 life insurance companies selected
on the basis of size."(2)

The questionnaire contains a question intended to elicit lapse data
on a sampling of 100 policies for each of the several types of
policies commonly sold by the company. It also asks for essential-
ly the LIMRA 13-month lapse rate on 1976 sales of the same common
plans of insurance.

It is not yet exactly clear what the concern of the FTC is with
regard to lapses nor what they will do with the data. Their ques-
tionnaire is self-acknowledged as at least partially a follow-up to
the Hart investigation; from that we may gain some insight into the
future course of the FTC concern in this regard.

(1)
(2)

Congressional Record, Vol. 121, No. 106, July 8, 1975 page S11976.
Letter of FTC to Government Accounting Office, January, 1978.

B
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Individual Critics

Articles and books critical of the life insurance industry some-
times include complaints about policy lapse rates. This quote is
the type of comment sometimes read:

"It seems to me that (the above-described) record of

 terminations with its c¢lear reflection of dissatisfac-
tion on the part of policyowners is far more significant
than the glowing sales reports

"When §1 worth of old insurance is given up for every $2
worth of new insurance written, isn't something radical-
ly wrong somewhere?"(1)

Typically, such complaints are not well-defined and defensible.
The reader often has little or no feeling for the source of such
comments, let alone a basis for validating the data. When the
basis is defined, as in the cited instance, the conclusion or at
least the inference is not valid, even though the arithmetic may be
correct -- as it appears to be in the cited instance.

Authors and other critics at times may be pointing out valid evi-
dence of a lapse problem. But their sources, data and methodology
frequently 1leave something to be desired; other, more useful,
observations come from the other sources cited on this list.

Individual Policyholders

They very rarely, if ever, comment upon the matter of policy lapsa-
tion, at least from a collective view. They are in no position to
feel the impact of the collective effect of "high" or "low" rates
of lapsation. True, there is . an effect on the individual, whether
lapser or persister (as discussed later in this report), but it is
not discernible by the individual policvholder.

An individual policyholder can notice, obviously, the effect of his
or her own lapse. Such a policyholder may comment upon the rea-
son(s) for the lapse, though this is rarely volunteered. He or she
does somewhat more often note the amount paid, if anything, at the
time of lapse, though that too is very infrequently commented upon.

Individual policyholders are not a source of input regarding
whether there is felt to be a lapse problem. Nor should they be
expected to be. We are addressing with our charge the matter of
general levels of lapse rates, of patterns, of experience with
groups of policies and their attendant characteristics. While the

(1)

What's Wrong With Your Life Insurance, Norman F. Dacey, page 88.
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whole may be the sum of the parts, there is no reason to expect any
part to be able to describe or form an opinion about the whole.
And, indeed, parts provide little useful input to us as to whether
a problem exists.

In summary, there has been a long-time interest in the subject of policy
lapsation by many persons. Their interest has not always explicitly
labeled the situation a "problem", but concern about the causes and
effects of unnecessarily high lapse rates has been rather consistently
evident. The appointment by the NATIC of this Industry Advisory Commit-
tee thus seems an appropriate and timely opportunity for the industry to
express itself on the subject and assist the regulators to represent
responsibly the interest of the policyholders.

How does the committee itself answer the question other than with a
cautious '"yes, there is a lapse problem"? We are content to pursue
"facts for appearances and demonstrations for impressions" (1) if for no
other reason than several important groups seem to believe there is,
indeed, a problem. But we, too, believe there is reason for concern and
that something can be done to improve the situation.

The exposition of our beliefs as to the nature of the problem and its
solutions will be developed in the remainder of this report.

No less an observer than the late Senator Hart said that ". no
industry has greater statistics, unless it's baseball, than the insur-
ance industry."(2) |\Were we to gather all relevant data, without
attempting to produce any new, both the committee and the readers of
this report would be inundated. Throughout we've tried to glean only
the most important and to refer to sources for more detail, where it's
desired.

One general caution must be stated. ‘Let us continue to realize that
while we desire a reasonably low lapse rate, we must not delude our-
selves that the total lack of lapse is either possible or desirable. It
is neither. If each life insurance sale were perfectly fitted to the
needs of the insured, and if those needs never subsequently changed, and
if only death protection and no ancillary benefits for savings dollars
and their corollary benefits were available, and . . . well, then zero
lapses might be possible and desirable. Because those conditions are
not reality, let us heed Robert Browning:

(1} From "The work of science is to substitute facts for appearances
and demonstrations for impressions” by Ruskin, adopted as the motto
of the Society of Actuaries.

(2) Hart hearings, Part &4, July 16, 1974, page 2256.

L ¢
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"The common problem, yours, mine, everyone's,
Is -- not to fancy what were fair in life
Provided it could be, -- but, finding first
What may be, then find how to make it fair
Up to our means.' (1)}

CHAPTER 11
HOW EXTENSIVE IS THE LAPSE PROBLEM?

The preceding chapter traced the events that resulted in the committee's
cautious acknowledgement of a lapse problem. Germane to this acknowl-
edgement is the discussion of the extent of the lapse problem. This
will be done by studying industry trends of lapsation, recognizing the
differences among individual company lapse rates, and interpreting
individual company lapse rates.

A, Industry Trends of Lapsation

The industry-generated data which became central to the issue of
high rates of early lapsation during Senator Hart's hearings are
the less-than-two-year voluntary termination rates currently being
reported by the American Council of Life Insurance (ACLI) in their
annual publication, The Life Insurance Fact Book(2). The ACLI
series has been used by some to indicate that early lapse rates for
the industry have more than doubled in the past 25 years.

However, the LIMRA 13-Month Ordinary Lapse Survey has shown no such
long-term rising trend in early lapse rates. The LIMRA 13-month
lapse rate(3) series begins. in 1961, since previous LIMRA studies
were based on a first- and second-year rate. The 13-month lapse
rate has reflected a trend that is cyclical in nature, with the
1977 rate 4.3 percentage points lower than that in 1961 (14.7
percent versus 19.0 percent). The LIMRA series suggests that the
industry's rate of lapsation has been held at approximately the
same level over a 17-year period and that the rate may actually
have improved.

The two lapse rate series are shown in TABLE 1 and in GRAPH 1.

(1) Robert Browning's "Men and Women. Bishop Blougram's Apology".

(2) The series was introduced in the 1975 issue of that book.

{(3) The 13-month lapse rate is that percent of business which fails to
pay any premium in the second policy year.
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TABLE 1

Early Lapse Rates

I: Lapses Within

First Two

Years

1953
1954
1955
1956
1957

1958
1959
1960
1961
1962

1963
1964
1965
1966
1967

1968
1969
1970
1971
1872

1973
1974
1975
1976
1977

NA = Not Available

9

14.
13.
14.
15.
15.

15.
15.
15.
16.
16.

18.
18.
19.
19.
19.

18.
19.
20.
19.
19.

9%
11.
1I.
11.
13.
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LIMRA: Lapses Within
First 13 Months

NA
NA
NA
NA
NA

NA

NA

NA
19.0%
17.9

17.
16.
16.
16.
16.

o

17.
17.
18.
18.
17.

OO

16.
- 16.
16.
15.
14.
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Because of the divergent trends of the two series of early lapse
rates, LIMRA made a study(l) to define the causes of divergence.
The results of the study may be summarized as follows:

1. The ACLI lapse rate is a ratio of a)} first and second year

ordinary policies lapsed or surrendered during one calendar
: year to b) the mean number of first and second year policies
W in force during the year. In essence, this ratio may repre-
| . sent anywhere from 50 percent to 70 percent of a first and
‘ second year true probability lapse rate{2). The LIMRA lapse
rate, on the other hand, was shown to estimate the probability
of the face amount of insurance lapsing within its first 13
policy months. The dissimilarity of the two formulas should
produce different levels of lapse for any one year; however,
the trends of lapse rates should parallel each other over a
period of time.

2. The basis of measurement of each rate (number of policies in

| the ACLI rate, face amount in the LIMRA rate) was judged to
B have a relatively insignificant effect on the divergence of
! the trends over time.
|

3. A somewhat greater impact, but still relatively minor, was
attached to the difference in the exposure periods: LIMRA
measures 13-month lapsation; ACLI measures 24-month lapsation.

4. Although the study was unable to quantify the impact of data-
| related errors on the trend of the ACLI series, the assessment
; was that the estimates generated by the ACLI have introduced
some upward bias into the growth rate of the series.

5. Almost all of the responsibility for the divergent trends fell
upon the rapidly increasing number of smaller companies in-
cluded in the ACLI aggregate rates. In 1955, the ACLI sur-
veyed 152 out of 1,107 legal reserve life insurance companies
selling in the United States. In 1975, 522 companies were
incinded in the study, from 1,790 companies conducting busi-
ness within the United States. The 370 companies added to the
ACLI survey since 1955 are typically smaller companies than
the original 152 companies in the 1955 survey; and the persis-
tency of insurance issued by those smaller companies has been

(1) Short-Term Lapse Rates, A Comparative Study, August 1977, Economic
and Market Research Unit, LIMRA.

(2) A rate that reflects the probability that policies ‘issued within a
given time period will terminate prior to two full years of being
in force.

waH L
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shown to be inferior to that of the older, larger companies.
Most of these 370 companies added to the ACLI series during
the 1955-1975 years had been conducting business pricr to
1955. Had these companies been included in the survey from
1955 on, the study concludes that the ACLI results would
exhibit a trend similar in nature to LIMRA's 13-month lapse

Although the ACLI had not retained past data used in their
series, historical data on a constant group of 14 large com-
panies are available from 1955 through 1975. Thirteen of
‘these companies have been included in the LIMRA survey since
1961 and the 14th company entered the LIMRA survey in 1968.
TABLE 2 presents the ACLI and LIMRA lapse rates for the 13-
company group from 1961 through 1975, and for the l4-company
group from 1968 through 1975(2). 1In order to facilitate
recognition of the trends and to permit easy comparison be-
tween the ACLI and LIMRA results, indices have been included
in TABLE 2. As the table indicates, the constant group of
large companies has shown similar variatioms in both the ACLI
and LIMRA series -- i.e., results are fairly constant over a
period of years rather than the continually increasing rates

In summation, when lapse rates are studied for a constant group of
companies, we see that lapsation has not more than doubled in the
past 25 vyears, as some believe. Instead, the early lapse rates
have been fairly stable, with some cyclical wvariations; and the
industry currently is experiencing lower lapse rates for ordinary
business than have been experienced at times in recent decades.

We have heretofore spoken in terms of averages for aggregated
groups of companies. These averages provide a very useful measure
but do mask the extent of the differences in the individual company

As an example, GRAPH 2 shows a tabulation of the LIMRA 13-month
ordinary life lapse rates for 1977(3), covering 91 United States
ordinary(4) companies or ordinary departments of combination com-

The LIMRA survey has fluctuated between %2 and 93 companles since

Short-Term Lapse Rates, A Comparative Study, August 1977, Economic

United States and Canadlan 13-Month Ordinary Lapse Survey, Year

596
trends(1).
of the ACLI published series.
B. Individual Company Lapse Rates
lapse rates within the group.
(1)
the study started in 1961.
(2)
and Market Research Unit, LIMRA, page 33.
(3)
1977: I/R Code 63.70.
(4)

Companies or departments issuing only premium notice business.

LA
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TABLE 2

Comparative Lapse Rates -- LIMRA and ACLI
Constant Groups of Companies

. 13 Companies 14 Companijes
; ACLI LIMRA ACLI LIMRA
‘ Year Rate Index Rate Index  Rate Index* Rate  Index
1961  14.8%  100.0 19.9% 100.0 13.3%  89.9% NA NA
1962  14.0 94.6 18.7  94.0 13.0 87.8 NA NA
1963 13.6 91.9 18.5  93.0 13.0 87.8 NA NA
1964 12.5 84.5 17.1  85.9 12.6 85.1 NA NA
1965 12.5 84.5 17.1  85.9 12.5 84.5 NA NA
1966  13.0 87.8 17.6  88.4 13.1 88.5 NA NA
1967 13.7 92.6 17.7  88.9 13.6 91.9 NA - NA
| 1968  14.2 95.9 17.0  85.4 14.8 100.0 20.8 100.0
k 1969  15.2 102.7 18.1  91.0 15.1 102.0 21.9  105.3
‘ 1970  15.7  106.1 19.4  97.5 15.9  107.4 22.6 108.7
3 1971  14.8 100.0 18.9  95.0 15.1 102.0 22.1 106.3
| 1972 14.7 99.3 18.9 95.0 15.0 101.4 21.9  105.3
| 1973 14.0 94.6 18.3  92.0 14.3 96.6 21.9  105.3
| 1974 14.6 98.6 17.7  88.9 15.4 104.1 21.4° 102.9
! 1975  14.8 100.0 18.6° 93.5 15.2 102.7 20.8 100.0

#1968 has been set equal to 100.0 to allow comparability with the LIMRA
trend.

panies. The individual company lapse rates range from 6.2 percent
to 34.6 percent, with a weighted average rate of 14.7 percent.

A similar set of data for ten United State combination(l) companies
or departments showed individual company ordinary life 13-month
lapse rates ranging from 18.6 percent to 51.3 percent, with a
weighted average rate of 24.6 percent.

The ranges in both groups of companies most probably would be wider
if all companies in the industry were observed. :

A graphic comparison of how lapse rates are scattered, by company,
beyond the first year may be observed in GRAPHS 3 and 4. Data in

6))

Companies or departments issuing debit ordinary business and
premium notice business.
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GRAPH 2

LIMRA 13-Month Qrdinary Life Lapse Rates
Year 1977
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these graphs are derived from two sources: data from the Hart
Committee hearings(l) and data from the LIMRA long-term lapse
studies(2). The figures from the hearings are presented as verti-
cal bars for policy years 1, 2, 10 and 20 and are derived from the
"Summary of Analysis of Terminations by Lapsation Based on a Radix
of 100,000 Straight Life Insurance Policies to Males Age 35." The
x's on each bar represent the highest lapse rate, the lowest, and a
weighted average. The results of the 1974 LIMRA long-term lapse
study produce the year-by-year curve; lapse rates are based on
sales to adults in the 35-~39 age at issue classification(3). GRAPH
3 represents performance for individual policy yvears, while GRAPH 4
represents the cumulative lapse rates. These graphs indicate that
the highest lapse rate in the first policy year is almost double
the average rate for all companies combined and that this kind of
relationship holds for subsequent policy durations. It is this
wide wvariation among individuwal company lapse rates that is of
concern to all.

Interpretation of Individual Company Lapse Rates

At this point, the committee wishes to caution that while there may
be noticeable differences in lapse rates among companies, those
differences may or may not be significant, depending on the under-
lying situation prevailing in each company. The "underlying situa-
tion" may pertain to a company's markets of operation, to the
characteristics of the business it writes, and/or to the age of its
inforce business. The following two hypothetical examples serve to
explain the caution that must be applied in the interpretation of
individual company lapse rates.

Situation 1

A lapse rate for all durations combined is 6.6 percent for
company ABC while company XYZ's comparable rate is 14.7 per-
cent. On the surface, it may appear that company XYZ has a
lapse problem, at least relative to company ABC. However,
further study indicates that company ABC is an old, estab-
lished company while company XYZ has been in existence less
than two years. Comparing each company against industry norms
based on duration of business comparable to its own estab-
lishes the fact that each company has exactly average persis-
tency -- i.e., company ABC was not superior to company XYZ in
its persistency experience.

(1)
(2)
(3)

Hart hearings, Part 4, page 2887-2891, reproduced in EXHIBIT 1 of
this report.

Long-Term Lapse Study, A Financial Management Study, LIMRA, 1974,
Table B, Age at Issue 35-39, page 32 and Table 21, page 26.
Differences in the average rates result from different sets of
companies used and from a difference in the content of data from
each source. '
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GRAPH 3
Long-Term Lapse Rates (Issue Ages 35-39)
Ordinary Life
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GRAPH 4
Long-Term Lapse Rates (Issue Ages 35-39)
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Situation 2

Two large mutual companies reported very different results to
the Hart Committee. One showed only a 45 percent cumulative
lapse rate at the end of 30 years as compared to 58 percent
for the other company. Before passing judgment on the second
company, an analysis of each company's business is made. In
this case, it was found that the company with the lower lapse
record sells only premium notice business with a heavy empha-
sis on business insurance and estate planning (i.e., business
with inherently good lapse experience}. On the other hand,
the second company was found to be a combination company with
primarily debit operations (i.e., selling in markets with
inherently poor persistency experience). Thus, even though we
witness a difference in persistency between these two com-
panies, the difference is an expected one due to their
different markets of operation.

Chapter IITI (What Are Factors Affecting Persistency?) and Chapter
VIT (A Disclosure System)} provide further insight into the analysis
of lapse rates.

In summary, even though early lapse rates have been fairly stable over

the years, there is concern about the companies whose lapse rates are

significantly above the industry average. The committee cautions,

however, not to prejudge a company until some analysis is made con-
. cerning its markets of operation .and mix of business.

CHAPTER III
WHAT ARE FACTORS AFFECTING PERSISTENCY?

Introduction

The basic question of what is causing lapses, currently being asked
by the regulators, has been under study for many decades by the
ingurance industry. This chapter addresses the question in its
broadest sense -- i.e.., "what are factors affecting persistency?"

A literature search on persistency discloses the fact that an
exhaustive amount of research has been done over the years on the
factors affecting persistency. By the early 1930's LIMRA had
already identified a number of factors related to the prospect and
the sale as being predictive of persistency. In order to further
explore the interrelationships among the factors which might be
valid predictors of persistency, LIMRA's Buyer Studies (which
profile the characteristics of the buyers and the.products being
sold) were used as the base for subsequent persistency studies.

PR
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The first such persistency study was made with a five-year exposure
period for a group of policies issued in 1942(1). Subsequent
analyses have indicated that the relationships between wvarious
factors and persistency determined on a five-year basis and a
two-year basis are very similar (primarily because a large pro-
portion of the terminations occur in the first two years). Thus,
later studies were made mostly on a two-year basis. Such studies
have been made on policies issued in 1949(2), in 1960(3), and in
1966(4). A similar 25-month LIMRA persistency study of 1974 issues
is currently under way, with publication scheduled for early 1979.

LIMRA's studies of persistency beyond the early policy years began
with a nine-year follow-up study of 12,111 policies issued in May
1949 by 54 companies(5). This study added considerably to the
knowledge of factors affecting lapses occurring in a block of
business over a span of years. LIMRA's most recent investigations
into the nature of long-term persistency are based on the experi-
ence of a group of companies whose standard ordinary policies (new
business and inforce) are followed from one policy anniversary to
the next(6). Again, these long~term lapse studies have not only
reaffirmed what was gleaned from the early policy year studies but
also have added additional dimensions to our studies of factors
affecting persistency.

These LIMRA persistency studies, along with persistency studies
conducted by individual companies, were used as the basis for the
following commentaries. The major observation drawn from this
literature search is that the results are generally consistent over
the years -- particularly so far as relations between various
factors and persistency are concerned. It is this consistency of
the findings over the years that precludes persistency studies from
being conducted on a more frequent basis.

(1)
(2)
(3)

(4)

(5)
(6)

LIMRA, Persistency 1942-1947, A Quest for Predictive Factors,
Research Report 1949-1 (File 720).

LIMRA, Persistency 1949-1951, The Two-Year Persistency of Ordinary
Life Insurance, Research Report 1953-6 (File 720).

LIMRA, Per51stency 1960-1962, Sales by Ordinary Agents to Male
Adults, Research Report 1964-6 (file 720).

LIMRA, Persistency 1960-1962, Ordinary Sales by Combination Agents
to Male Adults, Research Report 1965-4 (File 720).

LIMRA, Persistency 1966-1968, Sales by Ordinary Agents to Male
Adults, Research Report 1972-5 (File 720) and LIMRA, Persistency
1866-1968, Sales by Combination Agents to Male Adults, Research
Report 1972-9 (File 720).

LIMRA, Persistency 1949-1958, Research Report 1960-3 (File 720).
LIMRA, Long-Term Lapse Study, 1972-1973 Experience, A Special
Research Report (File 720).

e



604

NAIC Proceedings — 1979 Vol, I

The preliminary results from LIMRA's persistency study currently
under way {a 25-month persistency follow-up of 1974 issues) are
used in some of the discussions that follow. These preliminary
results again show the same relationships as previous studies
between various factors and persistency. However, the levels of
persistency from the current study are lower and may be related to
the long economic recession of this two-year study period (1974-
1975) during which time unemployment reached peak levels.

LIMRA's two-year and IJlong-term persistency studies are quoted
generously throughout this chapter. In view of this, a generalized
definition of lapsation as used in each of these studies follows:

25-Month Persistency Data

Policies are defined as in force if 25 months' premium were paid,
including payment by loan or premium waiver. When term policies
are converted, there is no lapse and the inforce classification is
based on a continuation of the policies prior te conversion. A
similar method is employed for preliminary term policies; the
exposure period includes the preliminary term period. Renewable
term policies that do not renew are considered as lapsed. Those
policies classified as not in force include those lapsed without
value, those surrendered for value, those on extended term, and
those on reduced paid-up status.

Long-Term Lapse Study DaLa
The same lapse definitions {as stated above) apply, with the fol-
lowing additions:

(1) Expiries, maturities, or nonrenewal of renewable term
insurance (except for one-year renewable term) are not
defined as lapses.

(2) If possible, companies were requested not to consider as
a lapse the termination of term insurance due to conver-
sion to permanent insurance,

Overall Lapse Rate Interpretation

It is difficult to interpret and evaluvate an overall lapse rate
without additional information pertaining to the characteristics of
the marketplace of operation. This is a critical point to be kept
in mind whenever lapse/persistency rates are studied.

To illustrate this point, a comparison of the lapse rates for
ordinary agents and combination agents(l) is reviewed here.

(1

Combination agents are those agents who sell ordinary policies on
both the debit collection basis and the premium- notice basis.
Ordinary agents sell ordinary policies only on the premium notice
system.
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While it has long been recognized that on an overall basis the
persistency of policies sold by ordinary agents is higher than for
their combination colleagues, studies have consistently shown that
most of this difference disappears when recognition is given to
differences in mode of premium payment and income of insured. This
is shown in TABLE 3. '

i
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i
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TARLE 3
Policies Sold in 1974 to Male Adults by Full-Time Agents

Distribution of

25-Month Persistency Paid~for Policies
Ordinary Combination Ordinary Combination
Agents Agents Agents Agents
By Premium Mode

i Annual 81% 76% 22% 6%
Semiannual 73 75 8 2

\ Monthly bank plan 72 65 30 10
Salary savings 73 73 6 1

}\ Quarterly 62 71 . 12 7
Regular monthly 61 59 22 20

l Monthly debit ordinary NA 52 NA 52

i Weekly premium ordinary NA 57 NA 2

1 All premium modes 70 58 100 100

!} .

: By Income of Insured

i $25,000 and over 80% = ' 7% 1%
815,000 - 524,999 77 72% 17 7
$§10,000 - $14,999 70 63 36 24
$ 7,500 -~ § 9,999 63 55 17 22

. Under $7,500 60 44 12 31

o Unemployed, students,

; and retired people 74 77 11 15

} All income classes 70 58 100 100

*too few cases to analyze
NA = Not Applicable

| Most of the 12 percentage point average difference between the
ordinary and combination agents is generated by the difference in
the mix of business rather than by the quality of business sold by
each type of agent. For example, the distribution of paid-for
business (which serves as the production base on which the rates in
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TABLE 3 are based) indicates that 54 percent of the combination
agents' production is debit ordinary business, which has inherently
lower persistency rates. If this block of business is removed from
the combination agents' data, the average persistency of the re-
maining premium notice business becomes 65 percent -- a seven
percentage point difference from the initial overall rate of 58
percent. The comparison of premium notice persistency rates thus
becomes 70 percent for the ordinary agent and 65 percent for the
combination agent.

The next step in the comparison of these two rates is to make the
mix of business consistent regarding the proportion of business
sold under each mode of premium payment. To do this, let's assume
that the combination agents sell only premium notice business and
that the modal distribution of this business is identical to that
of the ordinary agents. With these assumptions, the overall pre-
mium notice persistency rate for the combination agents becomes 68
percent, which may then be compared to the 70 percent overall rate
for the ordinary agents.

A similar exercise may be applied to the "income of insured" cate-
gories in the bottom half of TABLE 3. There, for example, it can
be noted that 60 percent of the ordinary agents' sales are in the
$10,000 and over income categories as compared to only 32 percent
in these income categories for the combination agents' markets. By
noting, also, the more favorable persistency in higher "income of
insured" categories, one realizes the affect distribution of such
sales characteristics has on the overall persistency.

Factors Affecting Persistency

Persistency studies have consistently shown that dincome of the
insured and mode of premium payment are the major factors related
to persistency =-- i.e., as TABLE 3 illustrates, persistency im-
proves as income increases and improves with less frequent premium
payments. Higher income implies a greater ability to meet premium
payments and greater reserves to meet unexpected expenditures. It
also may reflect greater life insurance needs and more programming
and more complete services from the agent. Furthermore, interview
studies suggest that a financial variable or set of variables may
be implicated which are not being entirely accounted for by current
income. They suggest that among buyers with equal incomes, those
who will lapse are ones with weaker fimancial positions -- i.e.,
those less likely to have checking accounts, who have lesser
amounts of savings, who have more debt, etc. It is a wvariable that
might account for the choice of the more frequent modes of premium
payment and the vulnerability of policies to income reduction or
unanticipated expenditures.
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It becomes obvious from persistency studies that the principal
factors affecting persistency have interrelationships with one
another; and yet each is related to persistency independently of
the others. This independence and interdependence are particularly

- apparent in the factors of mode of premium payment and income of

insured.

TABLE 4 indicates the interdependence of mode and income -- e.g.,
the proportion of policies paid for on an annual basis increases as
income increases. Conversely, the proportion of policies paid on a
regular monthly basis increases as income decreases.

The persistency rates in TABLE 4 illustrate that mode and income
are, nevertheless, independently related to persistency -- i.e.,
differences in persistency rates according to mode may be found
within each income group.

Similar results are found for combination agents.

TABLE 4
Policies Sold in 1974 to Male Aduits by Full-Time Ordinary Agents

Income of Insured

Premium Under §7,500- §i0,000- $15,000- $25,000 All

Mode $7,500 $3,999 $14,999  $24.999 and over Policies

. Distribution of Policies” By Mode and Income

Annuat 13% 12% 18% 8% 1% 22%
Semiznnual 3 8 7 ] 7 8
Monthly bank

plan 25 32 35 30 24 30
Salary savings 9 3 3 3 3 8
Quarterly 14 11 12 1 11 12
Raguiar monthily 31 27 23 17 12 22

100% 00% 100% 100% 100% 100%
25-Month Persistency for Each Cell

Annual 7% 81% 3% 'Ef% 375 81%
Semiannual 85 T4 69 72 84 7
Monthiy bank

plan 64 65 T2 79 80 72
Salary savings Sl 65 7 87 * 3
Quarterly 58 55 62 68 61 62
Regular monthiy 35 3l 63 71 72 61
All premium modes 60 63 70 ™ a0 70

*tpo few cases to analyze

b
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Other factors which have some relationship to persistency, when
eorrected" for their relationship to premium mode and income of
the insured, can be categorized as follows:
1. buyer related factors,
2. product related factors,
3. agent related factors,
4. post-sale related factors, and
5. factors related to the outside environment.
Each of these five categories is analyzed in the following pages.
1. Buyer Related Factors
Age of Insured
Persistency studies reveal young adults, ages 20-29, to be
most likely to lapse. This age effect appears to be asso-
ciated both with age at issue and when the insured is passing
through the 20-29 attained ages. These higher lapse rates for
issue ages 20-29 may be observed in the following tabular
information developed from the intercompany data bases in
LIMRA's Long-Term Lapse Study.
TABLE 5
Long-Term Lapse Study
1975 - 1976 Experience
Policy Age at Issue
Years ¢-19 20-29 30-39 40-49 Over 49 All Ages
14.6% 18.6% 14.6% 11.4% 9.2% 15.2%
7.3 11.1 9.9 7.9 6.6 9.4
3 5 4.0 7.0 6.8 6.3 6.0 6.2
6 - 10 2.8 4.5 4.4 4.3 4.9 4.2
11 - 15 2.4 2.8 2.8 3.1 4.0 2.8

As the table indicates, the persistency of business improves
as the age of the buyer increases and as the young adult buyer
matures. Age may be a proxy for more basic factors, such as:
increased maturity or sophistication as a buyer; the presence
of an established agent-client relationship; perhaps more
clearly defined needs; more responsibility; etc. The high
lapsation occurring among the young adults may be the result
of initial or increased financial obligations often assumed at
these ages, accompanied by the lack of experience in financial
matters.
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Occupation of Insured

Persistency enjoys a higher mark with the professional and
executive group of policyowners. Likewise, students show
higher persistency, and this may result from the fact that
premiums are paid by someone other than the insured. On the
other hand, the better than average student lapse rate may be
the result of financed insurance, which may be subject to
higher lapsation in subsequent vyears.

TABLE 6

. 25-Month Persistency --
Policies Sold in 1974 to Male Adults by Full-Time Ordinary Agents

Occupation of Insured Percent in Force
] Professionals, executives 76Y%
| Salesmen _ 68
| : Craftsmen, foremen 67
| Clerical, sales workers . 67
| Operatives, service, labor 63
L Military personnel 67
1 Students, age 15 and over 74
\ ' All Occupations 70

Previous Ownership of Life Insurance

Policies sold to males who are already policyowners in the
same company are more persistent than those sold to other
males.

TABLE 7

25-Month Persistency --
Policies Sold in 1974 to Male Adults by Fuli-Time Ordinary Agents

Previous Ownership Percent in Force
Yes 80%
No 67
All Buyers 70

Purchase of an additional policy from the same company would
~appear to be a vote of confidence for the agent, the company,
and/or the service obtained after the first purchase.

Students and/or Juveniles
Juvenile policies (issue or attained ages of 14 or under) show
consistently higher than average persistency rates at each
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policy duration. LIMRA's persistency studies, however, do not
contain information on the premium payor; nor do the studies

‘have information pertaining to the interaction of mode of

premium payment on the overall persistency rates of juvenile
policies. Perhaps the persistency study currently under way
will elicit some insight into the better experience of juve-
nile policies.

As indicated in TABLE 6, the student population age 15 and
over has better than average persistency. The independence of
this factor in its effect on persistency cannot be studied
until information concerning the premium payor becomes avail-
able or until information concerning the financing of this
business is obtained and its long-term persistency studied.

Sex of Insured

The two-year persistency rate for policies sold to female
adults has traditionally been higher than the corresponding
rate for sales to male adults. For example, the two-year
persistency study based on 1966 ordinary sales indicates a
rate of 75 percent for female adults versus a rate of 72
percent for male adults. '

Previous two-year persistency studies indicated that if an
attempt is made to correct for the differences in income
between the gainfully employed females and gainfully employed
males, the difference in persistency rates becomes much more
significant.

LIMRA's long-term lapse studies also indicate that males have
a slightly higher lapse rate (by number of policies). These
studies indicate that the female superiority in persistency by
number is noticeable among all adult age groups and for all
policy durations.

Product Related Factors

Type of Policy

LIMRA's two-year and long-term persistency studies indicate
that permanent insurance enjoys superior persistency to that
of term insurance. See TABLE 8. The percentage difference in
persistency evidenced in the first policy year increases with
the duration of the business; i.e., the renewal lapse rates of
term business decline at a slower pace than permanent rates
after the first. year and eventually settle at about 80 percent
higher than the permanent rates.
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This superiority of permanent insurance policies doesn't hold
true for all kinds of term policies. LIMRA's two-year persis-
tency studies indicate that decreasing term policies, es-
pecially of the mortgage variety, exhibit better persistency
than that displayed by all policies, term and permanent,
combined.

TABLE 8

Long-Term Lapse Study
1875 - 1976 Experience

Lapse Rates By Number of Policies

Policy Year Permanent Term
1 ‘ 15.1% 16.2%

2 8.6 13.4

3- 5 5.8 9.6

6 - 10 4.0 6.3

11 - 15 2.7 5.2

16+ 2.6 4.7

Amount of Annual Premium
Persistency, in general, increases with the size of the annual
premium.

TARBLE 9
25-Month Persistency -- Policies Sold in 1974 to Male Adults

Percent in Force

' Ordinary Combination
Amount of Full-Time Full-Time
Annual Premium Agent Sales Agent Sales
§750 & Over 817 . '
$400 - §749 75 :}64A
§200 - $399 , 70 58
$199 & Under 68 58

All Policies 70 58

These relationships cannot be attributed to wvariation in
income and mode of premium payment. However, a considerable
portion of the trend by premium amount may be due to the
relationship with age. As previously stated, policies sold to
older males have higher persistency -- and these policies have
higher premium rates per §$1,000 of insurance and, hence,
higher amounts of annual premium.
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Type of Underwriting

In the early policy years, medically underwritten policies
have the best persistency, followed by paramedical and then
nonmedical. Reyond these early years, however, medical poli-
cies have only slightly lower lapse rates than nomnmedical
pelicies.

TABLE 10

Long-Term Lapse Study
1972 - 1973 Experience

Lapse Rates By Number of Policies

Policy Year Medical Paramedical Nommedical
1 12.6% 17.4% 21.6%
2 : 6.5 7.4 9.0
3 -5
6 - 10
11 - 15

N o

[Nl R e o]
11
1

[ R L =)

(TS0 S -]

Data limitations have not made it possible to study the effect
of income and mode of premium payment on the observed differ-
ences in experience in the early policy years. It is likely,
however, that such forces are at play since the average size
medically underwritten policy in the long-term lapse studies
was more than three times that of the average nonmedical
policy.

Preferred Risk and Minimum Amount

A small percent of policies sold by ordinary agents to male
adults in the 1960-1962 persistency study(l) was issued on a
preferred risk basis with high minimum amounts of insurance.
These preferred risk policies (with high minimum amounts) had
significantly better persistency than other policies (84
percent versus 77 percent).

Issued as Applied For
The 1949-1951 persistency study(2) of combination agent sales
to male adults found that in the middle and wupper income

(1)

(2)

LIMRA, Persistency 1960-1962, Sales by Ordinary Agents to Male
Adults, Research Report 1964-6 (File 720).

LIMRA, Persistency 1960-1962, Ordinary Sales by Combination Agents
to Male Adults, Research Report 1965-4 (File 720).

LIMRA, Persistency 1949-1951, The Two-Year Persistency of Ordinary
Life Insurance, Research Report 1953-6 (File 720).

R
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groups, persistency is considerably better for policies which
are issued as applied for than for those issued other than as
applied for. A comparable study of ordinary agent sales to
male adults found no such relationship.

Waiver of Premium

The 1949-1951 persistency study(l) also found that in the
combination agent male adult market, policies containing a
waiver of premium provision showed higher persistency in each
income group than those without such a provision. On the
other hand, this factor showed no relationship to persistency
among buyers from ordinary agents.

Pension Business

Long-term lapse studies have found that pension trust lapse
rates remain near the first-year level throughout the first
five years and then decline only gradually. Nonpension lapse
rates, on the other hand, drop sharply from the first year to
the second year and then assume a more gradual decline.

This pattern of lapsation for the individual pension trust
policies may be due to several reasons: unemployment rates in
the economy, job mobility, and the termination of a pension
plan which has a large number of policies in the plan. It is
said that, on the average, the employved person changes employ-
ment every five years, and such termination of employment will
often bring about the lapse or surrender of one or more pen-
sion trust policies.

High Early Cash Value Plans

Individual company and aggregated studies of long-term lapsa-
tion indicate that high early cash wvalue policy lapse rates
are only about half those of other policies in the first
policy year. However, in the third and subsequent policy
years, high early cash value lapse rates are considerably
higher than other policies, for it is in these years that the
cost of these "minimum deposit" policies begins to catch up
with the policyowner.

(1)

Ibid.

.,




614

NAIC Proccedings ~ 1979 Vol. I

TABLE 11

Long-Term Lapse Study
1972 - 1973 Experience

Lapse Rates By Number of Policies

High Early
Policy Year Cash Value Plans Other Plans
1 9.47 19.1%
2 6.6 8.5
3- 5 9.3 5.0
6 - 10 5.2 3.3
11 - 15 3.5 2.4

Agent Related Factors

Agent's Length of Service and Survival

Early lapse rates for policies sold by new ordinary agents who
are destined for early failure are significantly higher: than
those sold by new agents who will survive. Among survivors,
the ability to write persistent business grows as length of
service increases.

TABLE 12
25-Month Persistency --
Policies Sold in 1974 to Male Adults by Full-Time Ordinary Agents

Classification of Agent Percent in Force

Experienced Agents (more than 3 years) 7%

New Agents (3 years or less) 62 :
Agent survived exposure period 68%
Agent terminated in exposure period 50

All Agents 70

The studies show that some of the difference in these persis-
tency rates is due to the fact that experienced agents operate
in markets which possess better persistency than new agents
who survive the exposure period; and the new agent survivors
operate in better persistency markets than the new agent
terminators. (Markets which possess better persistency are
defined as markets with higher incomes, older applicants,
better occupations, larger premiums, etc.) However, this is

© FREE, L
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only part of the difference. Within each separate category of
market characteristics, the ‘policies sold by experienced
agents show better persistency than those by new agent sur-
vivors, who in turn show better persistency than new agent
terminators.

The difference in persistency of policies sold by new agent

survivors and new agent terminators is just as great for
combination agents as for ordinary agents.

TABLE 13

25~-Month Persistency --

Sold in 1974 to Male Adults by Full-Time Combination Agents
Classification of Agent . Percent in Force
Experienced Agents (more than 3 years) 65%
New Agents (3 Years or less) 50
Agent survived exposure period 59%
Agent terminated in exposure period 39
All Agents : 58

In contrast with sales made by the experienced ordinary
agents, deeper analysis showed there is no concentration of
sales made by experienced combination agents in those areas
associated with high persistency. Instead, the distribution
of policies shows that the market comncentration for all full-
time combination agents is among those paying on the monthly
mode, policies with lower premiums and buyers with lower
incomes, . at younger ages, etc. =-- none of which exhibit supe-
rior persistency. However, experienced agents generally show

"higher persistency than do new agents in each of the analyzed

market segments.

Insurance Knowledge

Persistency is positively related to the level of the agent's
product knowledge ~-- i.e., the better an agent's knowledge of
his product, the more likely it is that the agent will write
persistent business. LIMRA's 1957 study(l) indicated that the
results of the study were not due to other factors such as the
agent's age, formal education, or months of experience with
the company. :

| (1) LIMRA, Insurance Kowledge and Performance, Research Report 1957-4

(File 450).
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Education of Agent

An earlier persistency study done by one company in collabora-
tion with LIMRA found that among agents who survived the
exposure periods, formal education does not have any relation-
ship to the predicted persistency of business.

Orphan Policyowners

In a study(l) of the persistency of policies sold by termina-
ting agents, LIMRA found that the poor persistency of orphan
business is attributable to the fact that agents who leave the
business are poor quality agents and, therefore, sold poor
quality business. The data showed that improvement in persis-
tency is more likely to result from efforts to improve the
agency force and the conditions surrounding the sale than from
efforts to keep on the books poor quality business, poorly
sold.

4, Post-Sale Related Factors

Policy Loans

In the early fifties, one company invegstigated the effect of
policy loans on policy termination. Its data showed that
policies with loans have a consistently higher surrender rate
i than those not having loans. Yet, another company made a
policy loan study with a distinction between cash loans and
antomatic premium leans. Its report indicated that the number
of policies lapsing with automatic premium loans is three to
four times the number lapsing with cash loans.

Reasons for Policy Terminations

A significant proportion of lapsed or surrendered policies are
terminated because of surprise events that affect ability to
pay, reduce need, or introduce the replacement factor. The
following results of a company study conducted in the sixties
is consistent with the results of other lapsed policvowner
studies.

: Other individual company studies of lapsed and surrendered
A _ policies also indicated a striking 25 percent of terminating
‘ policyowners who replaced their policies with new life insur-
ance.

(1) LIMRA, Factors Affecting the Persistency of "Orphan Business", A
Study of the Five-Year Persistency of 4,061 Adult Policies Sold by
Ordinary Agents, Research Report 1948-6 (File 710).
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TABLE 14

Distribution of Reasons for Termination: 1960-1961

AIl Lapses
By Number By Amount 1st and 2nd Year
of Policies of Insurance Lapses {By Number)
A, "Client" Reasons
1. Family change altered
need 8.0% 6.9% 2.7%
2. DBusiness interest dropped
due to business change 4.0 9.0 7.2
3. Illness or other .
emergency expenses 3.5 2.5 3.6
4. Moved out of town 5.9 4.9 5.5
i 5. Change or loss of job 7.7 6.8 8.9
i 29.1% 30.1% 27.9%
B. "Solution" Reasons
: 6. Simply oversold 2.4% 2.8% 5.3%
i 7. 8ale incomplete -~ had
3 "option" to buy 0.8 1.3 2.1
i B. Not abie to budget for
- premiums 17.2 17.5 26.7
9. Did not understand policy 1.8 1.9 2.0
10. Wanted money for car, ete. 5.7 4.0 9.2
11. Technical change in policy
title 0.1 0.1 0.2
28.0% 27.6% 45.5%
: C. "Dissanisfaction" Reasons
/ 12." Dissatisfaction with agent
| or agency 0.9% 1.4% 0.9%
% 13. Dissatisfaction with company
handling or rating 2.2 3.4 3.3
14. Wife's opposition a factor 1.6 1.4 3.3
15. Personality problems 1.0 1.2 1.4
5.7% 7.4% 8.9%
D. "Replacement" Reasons
16. Relative or agent who left 2.4% 2.1% 4.6%
17. Policy replaced 17.0 L17.5 13.1
18. Money for mutual funds
or stocks 4.6 4.2 s
24.0% 23.8% 17.7%
E. "Other Surrender” Reasons
19. Money for business 5.5% 5.3%
20. Money for house, real
estate 3.7 3.3
21. Money for education 1.3 1.0
22. Money for retirement 2.7 1.5
13.2% 11.1%
150.0% 100.0% 100.0%
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5. Factors Related to the Outside Environment

The Economy

Much research yet needs to be done relating persistency to the
variations in the economic climate. Past studies have indica-
ted that persistency tends to be poorer during periods of
unemployment and high interest rates. On the other hand,
persistency tends to improve when personal savings and effec-
tive buying incomes are high.

Economic variations have greater influence on business older
than two years than on the new business. The hypothesis is
that the newer business has been purchased largely by those
who are not significantly affected by a prolonged recession.
Very few marginal purchasers can take on a policy in those
periods.

The Competition

Growing competition offered by competitive investment media
increases surrenders of policies. One company that studied
surrenders between March and July of 1967 fourd that 17 per-
cent of the lapsed policyowners dropped their policies because
of preference for other savings media. This figure would
undoubtedly be higher today in view of the high competitive
interest rates of today's economy.

Factors Not Affecting Persistency

Character of Agency

One study(1l) of persistency classified agencies according to urban/
rural characteristics of agency location. This study found a high
degree of relationship with persistency, ranging from 70 percent
for the purely rural regions to 80 percent for the largest metro-
politan districts. However, further study indicated that most of
this relationship was based on the correlation of income rather
than the urban/rural characteristics of the agencies.

Size of Policy

The belief existed that the larger the policy, the more likely it
was to persist. Yet, past research indicates there is no differ-
ence in the persistency by size of policies within income groups.
Naturally, there is a relationship between income and size of
policy; and, since policyowners with higher incomes tend to persist

(1)

LIMRA, Persistency 1949-1951, The Two-Year Persistency of Ordinary
Life Insurance, Research Report 1953-6 (File 720).




NAIC Proceedings - 1979 Vol. 1 619

better than those with lower incomes, a study which combines poli-
cies from all income levels shows a spurious relationship between
persistency and size of policy.

Other Variables

Other factors showing the same absence of intrinsic importance to

the persistency problem were found to be:

1. marital status of insured (with the exception that married men
are more persistent for the monthly modes);

2. type of agent -- full-time, part-time, broker; and

3 the settlement option or form in which proceeds were taken
when termination occurred.

Replacements and the Lapse Problem

This report would be incomplete without some reference to replace-
ments as a contributory cause of the lapsation problem. We will
attempt to put this segment of the problem in perspective but not
make recommendations, since there is a separate task force of the
Life Insurance (C3) Subcommittee charged with the responsibility of
coping with this specific situation(1).

Life policy replacements are becoming a major challenge for the
life insurance industry. There is evidence that replacing business
is in some cases an organized and deliberate sales strategy for
some companies, as well as some individual agencies and agents.
These operations are sophisticated in their methods and persuasive
in some of their arguments for replacement.

In the late sixties, the NAIC hegan work on the current replacement
regulation, which appeared in substantially final form in 1970(2).
As this regulation was adopted, most marketing officers seem to
have relied on it to:

1. provide a basis.for establishing "good" versus ”bad” replace-
ment,
2. frustrate organlzed replacement activity through the barrier
‘ of detailed disclosure and comparison documentation,
3. place the burden of proof of value on the replacing company,
. and
4. 1mpose a legal obllgatlon on the replacing agent to fairly

represent the merits of the replacement.

(1)

(@)

For a reasonably concise description of that task force's activi-
ties and a wide sampling of comments, please refer to the series
(New Policies for 01d) by Janis M. Pasculli, The National Under-
writer, Life and Health Edition, May 6, 1978 through May 20, 1978.
NAIC Proceedings, 1370 Volume I, pages 345 350.
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In recent years, three events have occurred that seriously under-

1. The relatively high rate of inflation in recent years has
caused some classically '"bad" replacements to become 'good”
replacements. The substance of some replacement sales presen-
tations shows what a "bad" buy some moderate vintage insurance
plans are for the continuing policyowner relative to some

2. Loss of consumer confidence in the long-term value of money
materially affects a policyowner's willingness to accept a
replacement argument. Permanent plans and deferred annuities,
often originally sold for their wvalues at retirement, are
especially susceptible to 'new mecney" and "invest the differ-
ence" replacements. This cuts at least two ways: the policy-
owner is indifferent toward the proof and merits of the. re-
placement, having noticed only some high interest rate; and
there is a loss of policyowner confidence im the original

3. Access to computer processing has significantly increased in
recent vears. The proliferation of commercial outfits offer-
ing computerized support services to agents and companies is
clear evidence of its impact in the insurance industry. A
natural "service" is providing policy:comparison and disclo-
sure documents. Some of these commercial outfits specifically
advertise a complete replacement document service. ~

Industry studies on the extent of replacement practices and their
impact on the lapse problem are wvirtually nonexistent, due to the

{a) not all states have adopted the replacement regulation
which would provide the basic data for such a study;

(b) there is no easy way to monitor whether intercompany
replacements are being reported as such in the states
which have adopted the replacement regulation; and

{(c) it is difficult to define a replacement, particularly if
the policy is lapsed or surrendered at a time other than
when the new policy is purchased.

An effort in capturing some information as to the extent of the
replacement problem was recently made at the University of
Wisconsin(l). The study, based on a limited number of policies,

620
mine the thrust of this regulation:
current buys in the market.
agent and company.
fact that:
(1)

Scheel and Van Derhei, variously published as "Replacement Sharks
in a Goldfish Bowl" Best's Review, Life and Health Edition, June
and July, 1977 and "Replacement of Life Insurance: Its Regulation
and Current Activity" Journal of Risk and Insurance, XXLV No. 2,
June, 1978, pages 189-216.
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‘ ‘ reported that approximately 3 percent of sgurrendered policies
j (policies with cash values) and 1 percent of lapsed policies (poli-
ciegs without cash values) involved replacement. Even though the
effect of replacement on lapsation may be relatively minor on an
"industry" scale, the impact for an individual company may be very
significant.

The same University of Wisconsin study reported that both the
replacement of other companies' policies and the loss of policies
to other companies via replacement are subject to wide variation.
One company was reported to generate as much as 42 percent of its
new business from replacements, while others were reported to have
attributed as much as 25 percent of their surrendered policies to :
replacement activities of other companies. In the survey under- :
lying this report, one smaller company reported that 73 percent of
its lapsed policies were replaced with policies of other companies.

| In April 1977, Nebraska Director of Insurance Balka, acting for the
| : NAIC, organized a task force of industry representatives to formu-
; late a new replacement regulation. We can only hope that the task

force charged with that responsibility is successful in coping with
\ this difficult issue. '

on the lapse problem, we hope that this report om lapsation will

' Even though we cannot currently measure the impact of replacements
\ contribute to a reduction in replacements, to the extent that it

promotes business which is more appropriately sold and promotes the
1 conservation of business after it is sold.
Persistency, as summarized in this chapter, depends on
- to whom the insurance is sold,
- what insurance is sold,
- who sells it, and
~ what happens after the sale.

CHAPTER IV

WHAT IS EFFECT ON COST OF INSURANCE?

A. The Question
One of the six "global" guestions specifically identified in our
committee's charge is:

"4. What effect do lapses have on rates for
all other insureds?"
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The word "rates" has been translated to mean "cost of insurance",
and by "other insureds" we assume is meant the body of persisters.
Thus, the question becomes:

"4. What effect do lapses have on the cost of
insurance for persisting policyowners?"

This chapter attempts to answer that question.

Some Preliminary Thoughts

In this chapter we focus on cost of insurance as determined by the
effect of lapses on the size of dividends generated on participa-
ting business. We also offer some remarks regarding how lapse
experience relates to the cost of insurance on nonparticipating
business through the determination of the premium. And the ques-
tion addressed here focuses on the persisters as opposed to those
who lapse.

The matter of cost to those who lapse is usually thought.<of in
terms of "what is the extent of injury to consumers when lapses
occur?" Indeed, that is addressed in Chapter V.

However, one should not be misdirected by the question we are
dealing with here in Chapter IV. It does focus omn persisters, but
not toc the total exclusion of lapsers. After all, a lapser is a
persister to the point of lapse. Thus, the total lapse experience
of an insurer will affect the dividends received and premiums paid
while one is a persister, however long that may be. Brief reflec-
tion makes this point obvious, but it is stated so the reader is
not misdirected, by the way the question is posed, to exclude
entirely those who lapse.

The effect of lapses on the cost of insurance can be traced through
several of the other factors which enter inte pricing, such as:

- expenses, where the provision for expense in a (typically)
level premium policy is less than the early policy years'
expenses. Those policies which lapse in an early policy year
thus depart when they are in a negative financial position.
This deficit position must be absorbed by those policies which
remain.

- interest, where there is an investment in a new policy, due to
the unlevel expense incidence cited above. This can be viewed
as an investment of the company's (i.e. stockholders' or other
policyholders') funds just as surely as would be an investment
in a bond or other more traditional medium. To the extent the
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policy lapses when the invested assets are negative, it wasn't
a very useful investment. And, indeed, a relatively high
interest earned by the company in early vears, coupled with
high early duration policy lapses, can have a deleterious
effect on policy costs. That represents a higher foregone
cost for having invested in the lapsed policy instead of some
other type of asset that would at least return the dollars
invested. And the foregone cost is a direct function of the
interest rate assumed to be earned on the alternate investment
media.

- mortality, where high lapse rates can reflect antiselection
against the company (i.e. stockholders or other policyhold-
ers). Poor mortality risks won't lapse; they perce1ve a need
to retain the coverage.

Less directly traceable to cost factors but real nonetheless, one
can relate the effect of good lapse experience to the company's
investment in its agency staff. Persisting business not only pays
commissions, and perhaps other compensation, to an agent; it also
provides a feeling of being part of a rewarding, positive endeavor.
That can contribute to the agent staying in the business, thereby
reducing training and other turnover costs and produC1ng higher
quality results for all persisters.

The Methodology

The purpose of this chapter is to answer the question more specif-
ically with numerical examples. To do this, certain calculations
are performed for participating business, using varying lapse
assumptions. These are calculations a company might use to deter-
mine annual dividends it could afford to pay to the insured.
Year-by~year dividends which result for each set of calculations
are the output. These are analyzed to determine the variation thus
caused in the cost of the imsurance.

(Note: While this paper ignores the technicalities of the
calculations, the reader may recognize that these dividend-
determining calculations technically are vreferred to as
"retrospective asset shares'. They show the accumulated asset
position of a particular policy according to-certain assump-
tions. These results represent all policies similarly
situated as to plan, issue age, sex, policy duration and
amount of imnsurance.)

To make the calculations manageable, they are performed for two
plans (Ordinary Life and Ten Year Term) and one issue age and
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sex (male age 30). The results are illustrative and thought to be
adequate to answer the basic question posed.

The plans were chosen with forethought and no particunlar bias. The
Ordinary Life plan is perhaps the most common "permanent" plan,
with premiums and death benefits level for life. It receives the
most frequent attention by nearly all parties who analyze life
insurance and particularly those who discuss lapse rates experi-
enced by the industry. At the same time, such discussion sometimes
seems to suggest that lapse rates on term plans are immaterial.
They aren't, as regards cost of insurance, as this research shows.
Thus the spectrum is more fully covered in a balanced fashion if
term is also considered. Ten Year Term, convertible but not renew-
able, with level premiums and level death benefits for the full ten
years, was the term plan chosen because of the relative ease in
defining assumptions and performing resulting calculations.

Three sets of lapse rates are assumed for each plan. The "low" set
of lapse rates are nonexistent; that is, there are no lapses. This
seemed an appropriate base line to which results can be compared,
given our basic question. The "medium" set are those from a pub-
lished LIMRA table based on their long-term lapse study experience.
The "high" set are double the "medium" set. Thus, symmetry between
the three sets is achieved, facilitating comparison of results.

It should be noted that, in reality, lapse experience that varies
as much as the three sets of assumptions used here would cause a
company to consider different price structures and/or surplus
objectives. A company might experience different expense patterns
and could afford different commission rates. What and how those
might change, or be changed, with widely differing lapse experience
is purely speculative. For purposes of this study it is both
necessary and sufficient to hold constant all factors except the
lapse rates.

For all three sets of calculations on the Ordinary Life plan, all
assumptions (other than lapses) remain fixed, as do surplus objec-
tives and methods of calculation. The same is true of the three
sets of Ten Year Term calculations. Thus, for either plan, any
variation in resulting annual dividends-- the output -- is due
solely to the change in lapses.

The Calculation Input and Assumptions

The price structure of the policies used in the calculations is
intended to be fairly representative of the marketplace. For
completeness, they are stated in EXHIBIT 2 at the end of this
report.
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Similarly, the assumed experience of the company is intended to be
realistic under today's conditions. For completeness, all but the
lapse rates are shown in EXHIBIT 3 at the end of this report.

It's important not to let one's attenticn be diverted to the de-
tails in either of these appended exhibits., While exhaustive
studies of market pricing structures and company experience assump-
tions were not conducted, the data used are not unreasonable.
Neither are they the point of this analysis. They are necessary
raw materials, no more and no less. They are included in the
report only for completeness and for the reader who might otherwise
feel compelled to ask for them.

Of more direct interest, and worth some specific attention, are the
specific lapse rates assumed. :

Lapses for the Ordinary Life plan are equal to the LIMRA 1971-72
Permanent Expected Lapse Rates, 15 year select and ultimate. These
"medium”™ rates are:

TABLE 15
LIMRA 1971~72 LIMRA 1971-72
Policy Permanent Policy Permanent
Year® Expected Lapse Year#® Expected Lapse

1 14.547, 21 1.59%
2 6.21 22 1.59

3 5.03 23 1.59

4 4.40 24 1.58

5 4.11 25 1.55

6 3.49 26 1.54

7 3.20 27 1.61

8 2.89 28 1.74

9 2.59 29 1.86
10 2.30 30 1.94
11 2.14 : 31 1.95
12 1.97 32 1.98
13 1.86 33 2.18
14 1.79 34 2.69
15 1.75 35 4.00
16 1.59 36 3.60
17 1.59 37 2.60
18 1.59 38 2.09
19 1.59 39 1.91
20 1.59 40 1.93

*The lapse rate in policy year x is the percent of policies that
paid the premium for policy year x but not for policy year x + 1.

AT
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For the Ten Year Term plan, we distinguish between two types of
voluntary terminations =-- those which are a lapse wherein all
coverage ceases, and those which result from a contractual con-
version to another type of plan. It is the former which are set at
0 percent, 100 percent and 200 percent of the expected lapses shown
below. Conversion rates are held fixed at the percentages shown in
EXHIBIT 3, on the assumption it's the termination resulting in
cessation of insurance protection that we are most concerned about.

TABLE 16
LIMRA 1971-72 ' LIMRA 1971-72

Policy Term Policy Term
Year® Expected Lapse Year* Expected Lapse

1 16.73% 6 5.90%

2 11.79 7 5.23

3 _ 8.62 8 4.57

4 ' 8.17 9 4.02

5 7.84 10 3.61

*

The lapse rate in policy year x is the percent of policies
that paid the premium for policy year x but not for policy
year x + 1.

As an interesting aside, one might ask what the implicatioms of
these lapse assumptions are as measured by the number of policies
remaining in force at the end of selected policy years. This is
displayed in EXHIBIT 4. Taken into account are the mortality and
lapse rates and, for Ten Year Term, the assumed contractual conver-
sion rate.

The Results

To measure the resulting dividends and thus cost of insurance, it
was felt appropriate to use the measures prescribed by the NAIC
Model Life Insurance Solicitation Regulation. These are:

Equivalent Level Annual Dividend = a level dividend assumed
pavable at the end of each year which,
when accumulated at interest, will equal
the actwal dividends accumulated at the
same rate of interest to the end of the
period.
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Net Payment Cost Index = the level annual premium, less the
Equivalent Level Annual Dividend.

Surrender Cost Index = the level annual premium, less the
Equivalent Tevel Annual Dividend, less a
level amount assumed payable at the begin-
ning of each year which, when accumulated
at interest, will eqgual the guaranteed

i : cash value (if any) at the end of the

g period.

The interest rate used in these index calculations is 5 percent, as
prescribed by the NAIC model regulation.

A fourth measure, to show the longer duration effect, is also
shown. This is the accumulated actual dividends to age 65 (Ordi-
nary Life) or for ten years (Ten Year Term). The accumulation is
made at 6 percent interest, a rate fairly typical of that actually
being used by companies for such purposes.

The resulting annual dividends produce these "cost of insurance"

measurements:
|
|
|
TABLE 17
(Per $1,000 of Insurance)
I Lapse Experience
| Measurement Low(=None) Medium High
! Qcdin gx Life
; *¥Equivalent Level Annual Dividend 10 Year § 2.88 § 2.5¢ § 2.01
20 Year 5.48 5.26 4.86
*Net Payment Cost Index 10 Year 15.72 16.06  16.59
20 Year 13.12 13.34 13.74 B
*Surrender Cost Index 10 Year 6.11 6.44 6.37
20 Year 4.68 4.90 5.30
Dividends Accumuiated at 6 percent to age 63 887.18 866.24  829.82
| Ten Year Term
; *Equivalent Level Annual Dividend 10 Year 1.83 1.44 .18
*Net Payment Cost [ndex 10 Year 3.77 4.16 5.42

*Surrender Cost Index 10 Year 3.77 4.16 5.42

Dividends Accumulated at
6 percent for 10 years 24.84 18.50 2.39

‘; *Based on 5 percent interest and calculated as in the NAIC Model Life Insurance
_ I Solicitation Regulation.

§
§e
[ 3
{




628

NAIC Proceedings ~ 1979 Vol. 1

(Note: The actual dividends are shown in EXHIBIT 5. On the
Ordinary Life plan, the dividends are set somewhat artificial-
ly during the first 15 years in order to achieve the same -
financial position for the company (persisters) at the end of
that time, regardless of lapse assumption. All initial defi-
cits are repaid by that duration. Thereafter, dividends are
paid annually as actually earned. For Ten Year Term, the plan
achieves parity at the end of the tenth year for all three
sets of lapse assumptions.)

Graphically, these annual dividends are depicted on the following
two pages.

Some Obsexvations and Analysis

1.

As expected, the higher the lapse rates the more costly the
insurance. This is shown on each of the measurements.

On all measurements, the difference in cost between the "medi-
um' and "high" sets is quite a bit greater than the difference
in cost between the "medium" and "low" sets. This is because
the compounding effect of something like a 29.08 percent first
year lapse rate on Ordinary Life ("high") is considerable when
compared with 14.54 percent {("medium") or none ("low").

The Equivalent Level Annual Dividend may be the '"purest"
capsule number to look at for our purposes here. It encom-
passes only our wvariable output, the actual annual dividends
produced. It levels them from the actual increasing scale (see
the graphs) into what would be an equivalent level amount.
payable at the beginning of each year, from the beginning of
the first policy vear through the 10 or 20 year period. The
leveling is done with the 5 percent interest assumption of the
NAIC model regulation.

(Note: this is not an equivalent scale from the perspec-
tive of our calculations which produce the actual divi-
dends, for therein more than interest at 5 percent is
considered.)

The change in the Equivalent Level Annual dividend is shown in
the two sections of TABLE 18, the first when introducing
lapses and the second when doubling them.
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TABLE 18

Equivalent Level Annual Dividend

Ordinary Life Ten Year Term
Qver First Over First Over Full

10 Years 20 Years 10 Years

No Lapses $2.88 55.48 $1.83

LIMRA 1971-72 Lapses 2.54 5.26 1.44
Difference .34 .22 © .39

Percent Decrease® -11.8% ~4.0% -21.3%

LIMRA 1971-72 Lapses 2.54 5.26 1.44

= Double LIMRA 1971-72 Lapses 2.01 4.86 .18
; Difference .53 .40 1.26

Percent Decrease® -20.9% 7.6% -87.5%

*It must be recognized that the percent reduction is partially a
function of the general 1level of dividend one starts with initially.

A Partial Analysis of Early Funds

A different perspective on the effect of lapses on the company
(persisters) can be gained by looking at the actwmal financial
position of the sample policies in the wvery earliest years, ac-
cording to our calculations.{l) How these funds (or "retrospective
asset shares') track illustrates some of what we attempted to
describe in Section B.

To simplify the analysis, we must define four '"funds", each repre-
sented by a column in the subsequent two tables.

1. Assets Before Dividends = Column 1 = total accumulated assets
for our sample policy assuming no dividends have been paid,
assuming expenses, benefits and other factors as defined in
EXHIBITS 2 and 3, and assuming appropriate charges for surplus
the company must retain.

(1)

We've assumed only annual premiums are paid, so we can look only at
yearly increments. During the first year particularly, lapses on a
modal premium basis -- say, in the extreme, after only one monthly
preminm has been paid -- would produce an even more negative finan-
cial situation for the company (persisters) than what we can depict
with our examples.
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2. Reserve = Column 2 = policy reserve on the defined basis, a
liability the company must hold.

3. Accumulated Dividends = Column 3 = accumulated value of the
dividends actually paid out, with the accumulation made with
the assumptions used in the accumulations made in Colummn 1.

(NOTE: the "retrospective asset share" is really the net
of columns 1 and 3.)

4. Accumulated Deficit or Surplus = Column 4 = Column 1 -
Column 2 - Column 3. This is the company's financial position
on this policy after determining the assets attributable to it
and deducting the liability held for it.

TABLE 19 shows these various funds for the Ordinary Life plam on

each of the three sets of lapse assumptions. TABLE 20 does the

same for the Ten Year Term.
TABLE 19
Ordinary Life

(1) (2) (3) (4)
End of Accumulated
Policy Assets Before Accumulated Deficit (=)
Year Dividends ~ Reserve - Dividends = or Surplus (+)

_ Low Lapse

1 § -6.70 5 .27 s 0 § -6.97

2 8.97 13.02 1.25 -5.30

3 25.40 26.11 2.83 -3.54

4 42.80 39.56 4.99 -1.75

5 61.16 53.35 7.93 - .12

6 80.42 67.47 11.84 1.11

7 100.83 §1.92 16.84 2.07

8 122.33 96.67 23.04 2.62

9 - 144 .85 111.70 30.53 2.62

10 168.54 127.040 39.36 2.18

(continued on next page)
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TABLE 19 (continued)

Ordinary Life

(2) (3)
Accumulated
~ Reserve - Dividends

Medium Lapse

5 27 $§ 0
13.02 .75
26.11 1.86
39.56 3.58
53.35 . 6.16
67.47 9.80
81.92 14.68
96.67 20.92
111.70 28.64
127.00 37.89

High Lapse

.27 0

13.02 .25
26.11 .81
39.56 1.91
53.35 3.80
67.47 6.68
81.92 10.77
96.67 16.26
111.70 23.32
127.00 32.G5

1l

633

(4)
Accumulated
Deficit (=)

or Surplus (+)

$§ -8.16
~6.80
-5.17
-3.36
-1.64

- .21
.98
1.74
1.94
1.68

~9.84
-9.16
-8.01
-6.48
-4.89

~3.34
-1.84
- .66
.02
.27
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TABLE 20

Ten Year Term

(1) ) (3) %)

! End of Accumulated
i Policy Assets Before Accumulated Deficit (=)
Year Dividends - Reserve - Dividends = or Surplus (t)

Low Lapse

1 $ -3.60 § .01 50 $ -3.61

2 - .55 .43 .50 -1.48

3 2.52 .81 1.55 .16

4 5.94 1.12 3.21 1.61

5 9.66 1.35 5.57 2.74

6 13.61 1.46 8.73 3.42

7 18.02 1.42 12.81 3.79

8 22.77 1.20 17.95 : 3.62

y 9 28.10 .74 25.00 2.36

10 35.14 0 35.22 - .08
Medium Lapse

1 -4 . 40 .01 0 ‘ -4.41

2 -2.37 : 43 .25 -3.05

3 .02 .81 1.00 S =1.79

4 2.95 1.12 2.34 - .51

5 6.43 1.35 4,42 .66

6 10.28 1.46 7.30 1.52

7 14.79 1.42 11.15 2.22

8 19.85 1.20 16.11 2.54

9 25.59 .74 23.07 1.78

10 33.23 0 33.36 - .13
High Lapse

1 -5.62 01 0 -5.63

2 -5.39 . .43 .10 -5.02

3 -4.74 .81 .28 -5.83

4 -3.83 1.12 .56 -5.51

5 -2.70 1.35 .97 -5.02

6 -1.22 1.46 1.51 -4.19

7 .68 1.42 2.20 - =2.94

8 2.81 1.20 3.07 ‘ -1.46

9 4.53 74 4.31 - .52

10 6.16 0 6.17 - .01

w
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Observe that the policy is in a deficit position in its early
years, regardless of lapse assumption. This is true for both
plans. The depth and length of this deficit position is dependent
on the lapse rates used, as expected. The higher the lapses the
worse the financial position.

What we were discussing in Section B can be illustrated by looking
at the Ordinary Life, "medium" lapse assumption set of figures.
These say that at the end of the first policy year, the company
(persisters) is holding a negative financial position (assets less
liabilities) of $8.16 per thousand of insurance still in force. If
one of the policies lapses at that point, the company (persisters)
must absorb that loss. (The company's book loss is that $8.16 per
thousand. The actual cash loss is equal to the assets less the
cash value paid; and since in our illustrated case cash wvalues
equal reserves, or liabilities, the actual cash loss is the same
$8.16 per thousand.) That affects the cost of the insurance to
those who remain. '

For balance, we should comment also upon the situation when the
assets exceed the liability (reserve) held by the company. Con-
sider the same Ordinary Life, "medium" lapse set but use the end of
the 10th policy year. There the excess of assets over liabilities
is §1.68 per thousand. That is the book gain for the company
(persisters) for each thousand of insurance that lapses at that
point. (It is also the actual cash gain since cash value paid is
made to equal the liability, or reserve, held.)

Does this mean lapses can be "profitable" to the company (persis-
ters)? Apparently, yes. When they occur in this situation there
is a gain or profit from lapses. The real test is whether the
assets belonging to the company are less than or greater than the
cash value to be paid out. If they are less than the cash value,
as they are in early policy years, there is a loss to the company
(persisters); this is true even when the cash value is zero so long
as the assets are then negative. If assets exceed the cash value,
there is a gain to the company (persisters). To the extent assets
equal the cash value there is no financial effect to the company
(persisters) from a lapse. '

While true, the preceding comments are admittedly somewhat over-

simplified. There is a negative effect on the company, looking

into the future, even when assets equal, or exceed, the cash value.
This comes from such factors as:

- A smaller number of units are available to bear fixed overhead
and administrative expenses. As policies lapse, there will be

H
i
i
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fewer to bear these expenses and the resulting expense per
policy would grow, clearly affecting the cost of insurance for
persisters in a negative fashion.

- A deterioration in agent earnings, morale and eventually
retention can occur as lapses rise. This would lead to in-
creased expenses and thus a worsening of insurance cost.

- Assets might have to be held in a more liquid form than they
would if there were no lapses, or at least if there was a
substantially lower lapse level. This can occur particularly

‘when investment returns on longer range investment commitments
are at relatively high rates. Liquid assets earn, typically,
a lower rate of return. Thus, the cost of insurance is in-
creased through a lower overall interest rate thalt can be
reflected in the pricing.

Each of these, and perhaps others such as those discussed in Sec-
tion B, have an indirect or secondary affect on cost of insurance
to the persisters. The total relationship of lapses to cost of
insurance 1s a complex one.

A Word about Nonmpar

With participating insurance, the impact of higher than assumed
lapse rates is borne by the persisting policyowners (through re-
duced dividends). Conversely, if lapses are less than assumed, the
persisting policyowners are rewarded with higher dividends and thus
lower costs.

In the case of nonparticipating insurance, the company absorbs any
differences plus or minus, in actual versus assumed lapse rates.
The present block of policyowers is insulated from the differences,
providing the company remains solvent.

However, variations in lapse rates can and do affect subsequent
generations of nonparticiapting policyholders. If the company
feels that the differences in lapse rates currently experienced
will continue, they might be reflected as an adjustment in the
premiums charged for new sales. Thus there is a translation of the
effect of lapses into the cost of the product, albeit for the
succeeding generation or block of buyers.

¥or all business, the lapse experience -- good or bad -- does reach
the insurance-buying public. ' In participating insurance, the
dividends adjust the cost to the policyowner. In nonparticipating
insurance, a shift in lapse rates may cause h1gher (or lower)
premiums for the new buyers.

41
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I. The Answer
The "effect . . . lapses have on the cost of insurance for persis-
ting policyowners' is measurable and is real,.

The above examples do indicate that lapses indeed affect the costs
for persisters (and lapsers while they're still with us). It is
improper to generalize numerically from these examples. But they
do illustrate the effect of lapses on cost of insurance,

CHAPTER V
WHAT IS EXTENT OF INJURY TO CONSUMERS?
The fifth question posed in the charge to the committee is:

"What is the extent of injury to consumers where a high lapse rate
exists?"

This chapter looks at this from each of several viewpoints.

One obvious and direct measure of the extent of the injury to the con-
sumer when a lapse occurs is the outlay by the policyowner that will not
be recovered. However, the system for the delivery of insurance to the
consumer involves several groups. Agents, the individual companies, the
industry as a whole and the regulatory agencies are all impacted by
lapses. The cost of lapsation incuwrred by each of these groups must
ultimately be borne by the consumer.

It is very easy to overlook the fact that a basic level of termination
does exist. It is related to fundamental changes in the policyowner's
economic and social status. It is the cost of lapsation above this
basic level that we seek to identify and reduce.

The extent of the injury to the consumer is very difficult to quantify.
To undertake a complete evaluation of the actual cost, if indeed it is
possible, would be very expensive and time consuming. We know that
lapses are costly and affect all parties involved in the business of
insurance; with that knowledge widely held and accepted by all, we
needn't attempt to quantify it too completely but rather address each of
the groups incurring '"costs" due to lapses.

A. Consumers
One criterion that has been used to measure the loss resulting from
lapses has been based upon hindsight. If the policyowner (consum=
er) had taken out the insurance with the lowest initial price,
irrespective of the type of need, temporary or permanent, he would
have had a smaller loss wvpon termination. This is invariably true,
at least in the early years of a policy.
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In TABLE 21 we have shown the accumulated cost of a typical nonpar-
ticipating Annual Renewable Term policy at the end of the first and
second years, and at the end of each fifth year. This is repre-
sentative of the lowest cost that the policyowner could have
incurred if he terminates early. We have contrasted the term
result with results for a nonparticipating' Ordinary Life policy.

The term insurance does provide a lower cost for early terminations
(but might yield higher costs at longer duratioms). While this
type of comparison is based upon hindsight and ignores the reason
for purchasing insurance, it does indicate that there is a signifi-
cant cost to the policyowner with an early termination. Had he or
she known the insurance was going to be in force only a short time,
the type of insurance purchased probably would have been the lowest
premium plan available. Of course, that is indeed hindsight. (One
even could push the point and say that now that the insured lived
and didn't die in those, say, few years, he or she may know that no
life insurance should have been purchased of any kind.)

This type of simple comparison is incomplete in that it compares
unlikes. For example, the permanent policy will provide benefits
related to the cash values that are not available in the term
policy. Reduced paid-up or extended term insurance may be pur-
chased with the cash values if the policyholder is forced to
terminate premiums (for economic or other reasons), thus enabling
the continuation of some amount of insurance protection. The cash
values may also be used to provide retirement or other income if
the policyholder’'s needs change.

TABLE 21

NOTE: The table accumulates at 5 percent interest the annual premiums
for two $50,000 policies. The premiums for the Annual Renewable Term
policy are typical of the rates currently available in the marketplace,
usually only for policies with a high minimum size. The premiums and
cash values for the Ordinary Life are for a nonparticipating policy and
are also normally available only for higher minimum amounts.

Nonparticipating Nonparticipating Ordinary Lifs Policy
End of Annual Renewable Term Accumulated Premiums Less
Year Accumulated Premiums Premijums - Cash Values = Cash Values
Issue Age 25
1 3 127 $ 526 g 0 $ 526
2 259 1,077 0 1,077
3 699 2,904 1,524 1,380
10 1,801 6,681C 4,652 o 1,958
15 2,855 11,340 8,367 . 2,873
20

4,776 17,277 12,685 3,712
: {continued on neXx: page)
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TABLE 21 (continued)

Nonparticipating Nonparticipating Ordinary Life Policy
End of Annua! Renewable Term Accumulated Premiums Less
Year Accumulated Premiums Premjums - Cash Values = Cash Values
Issue Age 50
1 $ 390 ¥ 1,554 3 73 $ 1,181
2 834 3,188 1,222 1,964
5 2,554 8,387 4,764 3,823
10 7,198 19,546 10,519 8,627
15 15,319 33,533 17,268 18,265
20 29,2353 51,384 23,694 27,690

In addition to the difference in cash ocutlay, measured with hind-
sight, the loss of life insurance benefits that otherwise might
have been paid in the future is another type of injury to the
consumer. The hardship suffered by the family when the breadwinner
dies without adequate insurance is obvious and has been the subject
of several studies. The portion of this loss that is due to the
lapsing of a life insurance policy, while the need still exists,
has not been studied; but it may be the most significant loss
suffered by the consumer.

Agents

An agent who sells a life insurance policy is entitled to compensa-
tion for the service thus rendered to the policyholder and the
company. The agent's compensation is primarily in the form of
commissions, which are expressed as a percentage of the premium.
When the policy lapses, the agent normally will suffer a reduction
in income.

The pressure on agents' incomes created by high lapse rates is a
factor contrbuting to agent terminations, particularly irn the early
years of an agent's intended career. The agent will rarely be able
to survive if lapses are very high. When an agent terminates,
additional lapses usually will be incurred on the business that
agent wrote, and this further increases the cost associated with
lapses.

Not only must an agent forego the commission that would have been
received but, more importantly, the agent has lost a client, his or
her most valuable asset.

Most companies have production clubs and recognitions which take
persistency of business into consideration. An agent’'s disqualfi-
cation from such recognitions or from additional compensation based
on a high persistency rate is a serious matter.




640

NAIC Proceedings - 1979 Vol. I

ComEanz

The business of life insurance depends upon the sale of new poli-
cies, the retention of old policies, and the continucus flow of
first year and renewal premiums on those policies. This string of
premium payments, together with dinvestment income, provides the
funds that enable companies to pay claims and expenses. A policy
which lapses early fails to pay its full share of acquisition and
other expenses, and the balance must be borne by other policy-
owners. (See the numerical presentation and discussion of this in
Chapter IV.) The company will prefer to keep the policy in force.

As discussed in Chapter IV, a company's lapse rate can have a
significant effect on the competitive position of its products. In
the case of participating insurance, it may influence both premiums
and dividends. For nonparticipating insurance, lapses weigh heavi-
ly in the determination of the profitability of business and in the
premium levels that must be set on subsequent blocks of business.

A policy which ultimately lapses subjects the company to additional
direct expenses. Notices of impending lapse, late payment offers,
reminders of reinstatement privileges, and the extra work involved
in reinstatements, to name some related activities, all increase
the operating costs.

To the extent that lapses contribute to agents' turnover, addition-
al sums must be spent to recruit and train new agents in order to
maintain an adequate sales staff. These outlays adversely affect
the expense picture of a company and its competitive position.

Industry
There is no question but that a lapsed policy reflects adversely on

the industry. Lapses give rise to unfavorable publicity and to
accusations such as those from the investigations of Senator Hart's
Committee (see Chapter I). Such adverse publicity makes for public
wariness of life insurance. .

A genuine concern with lapsation has existed for a long time, and
this has motivated the industry to devote time and resources to the
study of lapsation. These studies have been very helpful in aiding

companies to identify and correct lapsation problems and should .

ultimately reduce the cost of lapsation.

Regulation

The impact of lapses carries over into the regulation of the in-
surance industry. The current concern and effort by the govern-
ment, at the state and federal levels, is an example of indirect
expenses incurred because of lapsation. The regulatory bodies are
supported, either directly or indirectly, by premium taxes and,
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theortetically, the tax rates are higher due to the impact of
lapses.

Seldom will a policyowner who lapses assume the blame for the lapse and
any losses connected therewith. He or she is much more likely to blame
the agent for "high pressure selling,”" the company for "taking my
money,"” the life insurance industry for selling something that wasn't
needed or wanted, and the regulatory agencies for permitting this to
happen. All groups are bound together with a genuine interest in reduc-

‘ing lapses to the lowest possible reasonable level, thereby reducing the

injury to the consumer. The consumer bears the costs of lapses and,
ultimately, the costs of efforts to minimize them.

CHAPTER VI

WHAT POSSIBLE SOLUTIONS MAY WE FIND?

The persistency of business is the concern of both the insurance
industry and the regulators. The individual insurance companies and the
insurance industry should, for their part, consider the suggestions for
attacking persistency problems that will be given in this chapter. The
regulators may want to consider the monitoring of lapse rates by the
method presented in this report. As they work selectively with those
companies which exhibit poor persistency, especially those in which such
a showing is chronic, their work may involve suggestions given in this
chapter.

A, Individual Company Approach

Before a company can remedy its persistency problem, it must first
realize that it has such a problem, assess the extent and severity
of the problem and then commit itself fully to its solution. It
shonld continually momitor its own persistency rates and compare
its rates with industry norms. Even if the overall persistency
rate is acceptable, the company may wish to monitor individual
agencies for persistency problems. In this case, individual agency
persistency rates would be compared with company averages.

Companies with persistency problems at either the company level or
the individual agency level have effectively attacked them in the
following ways:

1.  Compensation of field personnel
The fact that commissions are paid only as leng as premiums
are paid provides a strong incentive for the agent to keep a
policy in force. This does not, however, prevent the agent

B LRy Tl
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from writing a piece of husiness that he suspects may lapse
after a short period of time. Companies have resorted to a
wide variety of both positive and negative compensation ele-
ments in order to prevent the writing of lapse-prone business
and to keep in force business already written.

Aside from the company's commission structure, the most common
positive compensation element for agents is the persistency
bonus. Companies having such an item of compensation wvary
widely in their methods of calculation. They may use early or
long-term measures of persistency to determine the bonus
percentage. The bonus percentage is applied to first year or
renewal commissions, depending on company objectives or statu-
tory considerations.

Companies paying noncommission compensation to agents, such as
salaries in lieu of all or part of the commissions, often use
the agent's persistency as an important criterion.

As a rather drastic example of a negative compensation ele-
ment, some companies cancel and recover substantial portions
of first year commissions already paid on policies that lapse
before a certain period.

Such compensation elements may also be used for first line
supervisors, agency managers, general agents, and even for
personnel with responsibility for supervising agencies.
Managerial overrides are often graded by persistency rate. In
at least one company there is a persistency element in the
compensation of field vice presidents.

Security benefits

At least one company which ordinarily provides noncontributory
group life and health insurance for its full time agents
requires a contribution from agents whose first year persis-
tency falls below a certain level. (ERISA does not permit
such a practice for pension benefits.)

Agents' honor clubs or conventions
There is, again, a variety of possible actions:

(a) Outstanding persistency can be converted to extra formula
credit to assist agents with good persistency in qualify-
ing. :

(b} Agents below a certain first year per31stency level can
be barred from attending.

%
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(¢} Agents with outstanding persistency can receive special
awards. These awards can be either on a par with awards
for the top-producing agents or they can be less impres-
sive than those awards.

(d) As with compensation, special recognition of persistency
can and probably should take place at all levels of the
field forces -- agent, first-line supervisor, agency

. manager, and superintendent of agencies.

Agent selection, training and supervision

Many companies give great emphasis in all their programs of
recruiting, training and supervising agents to all aspects
relating to good persistency. Such companies encourage their
agents to sell gquality business, to sell new business in such
an effective fashion that it stays sold, and to take all
necessary steps to conserve business when problems arise. The
company's philosophy of quality business is obvious in selec-
tion interviews and permeates the entire organization in all
other activities.

Termination of agents

Some companies actually go so far as to terminate agents whose
persistency is unsatisfactory. For example, one company's
agent training allowance plan automatically fails an agent who
cannot maintain a 75 percent first year persistency rate.
Just as most companies have a production requirement that the
agent must meet to maintain his contract, it is certainly
appropriate to consider a persistency requirement as a regular
contract provision.

Use of persistency raters

A persistency rater is a device that predicts the likelihood
of early lapse of a policy. The typical factors used in
making this prediction include mode of premium payment, age
and income of the insured and the insured's previous ownership
of life insurance. One such rater commonly used in the indus-
try assigns scores ranging from 4 and under for a policy with
a very high probability of early lapse up to 9 for a policy
with a very low probability of early lapse. These raters have
been developed by individual companies and by the industry
based on studies correlating the characteristics of business
issued with actual persistency. (See Chapter III for a dis-
cussion of the relationship of such characteristics to persis~
tency.)

Such a rater may be used to obtain a quantitive measure of the
quality of business of an agent or a group of agents. It

g
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provides a basis for special supervision of such agents, as is
noted in the next section. A company may also apply a rater
to all its issued business to provide a quantitative measure
to be used for persistency studies.

Special supervision

Some companies have lists of agents with poor persistency and
carefully monitor their new business applications. The moni-
toring may be done by the use of a persistency rater.

Other companies apply closer monitoring of the persistency of
new agents. The critical period of the agent's career can be
considered to be something like the first 90 days, and such
companies may use early warning systems to detect patterns of
probable persistency problems with these new agents. Again, a
persistency rater would be useful in such an effort.

The practice of at least one large company in the underwriting
area should be mentioned here. Certain agents who exhibit
good field underwriting capabilities, as evidenced by an
appreciable and appropriate volume of production and. good
persistency, are allowed higher limits on their nonmedical
business. '

Reduced emphasis of modes of business with poor persistency
Regular monthly mode of premium payment has less favorable
per51stency than the other premium notice modes. Most compa-
nies experience better persistency with the bank check plans
and salary savings plans, but this is not necessarily the case
for all companies.

There is a wide range of action that a company may take in
this area:

{(a) A company may refuse Lo write or may limit the
amount of monthly mode for all or part of its agency
force. For instance, it may allow only agents past
the training period to write unrestricted amounts of
monthly business.

(b) A company which annualizes first year commissions

for its bank check plan may discontinue this prac-

~ tice for agents or groups of agents with poor per-

sistency. For example, one company does mnot

annualize bank check plan business for its agents
under training allowance plans.

(c) Other companies charge back all or most of the
commission in the event of a first year lapse.

*
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(d) Finally, if contracts are sold on the monthly mode,
it is possible to withhold commissions until the
policyowner has made two or three premium payments.

9. Home office systems

The home office systems should be geared to respond to delayed
premium payments, cash surrender requests and lapses. Most
companies automatically inform the agent or agency of a
request for cash surrender values; when the policy actually
lapses they send out lapse notices together with letters
seeking reinstatement. Such action on the part of the home
office and the agent would avoid almost 2all unintentional
lapses.

An effective device that makes the agent aware of the direct
impact of lapses on his compensation is to list on his com-
mission statement what his earnings would have been had none
of his policies lapsed in a given period. '

10. Education of new and existing policyowners
The policy should always be delivered by the agent, who should
" review the reasons for purchase with his or her client. The
methods of doing this should be an integral part of the train-
ing program.

Existing policyowners could be kept aware of the importance of
keeping their policies in force by means of "stuffers" in
their premium notices.

11. Efforts in the home office
Companies often make a study or a survey of their lapsed
business in an effort to determine the reasons for lapsation.
A different approach would be to perform a buyer study to
identify the characteristics of persistent business.

Companies often designate a home office persistency officer
and/or form a persistency committee, either to maintain good
persistency or to study persistency problems and their solu-
tions. Such a person or committee must stay in tune with
i industry treands and be up-to-date with industry practices in
i the area of persistency improvement. A wealth of information
for guidance in this area is contained in LIMRA's Quality
Business Officer.

12. "Jawboning"

| There are several possible activities under this general
| heading:

L4
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(a) Speeches and continued emphasis from key company
people on the importance of reducing lapse rates are
procedures used by many companies.

(b) Companies may also establish goals for persistency
improvement along with their goals for sales in-
creases for the next calendar year.

(¢) Any publications for field personnel may also in-
clude a continual flow of articles on persistency
improvement as well as the financial rewards for
good persistency.

The preceding ideas are some that may be implemented by a company
embarked on a persistency improvement program. It is hoped that
these ideas will generate others.

Readers who are interested in a more comprehensive volume of per-
sistency improvement measures currently undertaken by companies in
the industry are directed to the LIMRA library as a source and to
the ideas already generated by - LIMRA's Quality Business Committee.

Industry Approach
The industry as a whole has already taken steps to recognize and
encourage the writing of persistent business.

1. Twoe industry organizations, the National Association of Life
Underwriters and LIMRA, are sponsors of the National Quality
Award. This annual award, initiated in 1944, is designed to
bring attention and honor to those life and health field
underwriters who have excelled in their profession by selling
quality business as reflected by a high persistency stan-
dard -- i.e. a minimum of 90 percent first year persistency.

2. The Chartered Life Underwriter (CLU) association, a profession-
al organization of life insurance agents, requires high stan-
dards for membership and encourages the writing of quality
business. High persistency is a characteristic of business
produced by CLU's; each year a very high percentage of CLU's
earn the National Quality Award.

3. Quality Business Seminars -- that is, seminars, workshops and
general sessions dealing with the persistency of business and
the causes and effects of good and poor persistency -- are
normally a part of the programs of LIMRA, LIMRA's Quality
Business Committee, the Society of Actuaries, American Council
of Life Insurance, National Association of Life Underwriters,
Million Dollar Round Table and other industry organizations.
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4. The industry, through its trade associations (LIMRA and the
American Council of Life Insurance), supports the collection
and analysis of lapse rates in the aggregate, by company,
geographical area, buyer and policy characteristics. It
supports a wide variety of research activities into the nature
of both short- and long-term lapsation.

The industry, through its various organizations, does undertake
various programs of persistency improvement that would aid indi-
vidual companies having persistency problems.

CHAPTER VII

A DISCLOSURE SYSTEM

A procedure is being sought by the NAIC whereby companies with unusual
persistency patterns readily may be identified through data to be pub-
lished in their annual statement. Of particular interest are those
companies which exhibit substantially poorer than normal persistency
experience. '

It is recognized that variations in persistency will occur because of
different markets companies serve or as a consequence of the mix of
business (issue age, policy duration, etc.) currently on a company's
books. Any disclosvre formula should, on the one hand, properly weigh
factors to provide a reasonable answer as to the true level of a com-
pany's persistency and, on the other hand, not require excessively
difficult calculations or recordkeeping procedures. A balance between
the two is needed.

Consideration was given initially to developing a disclosure formula
using data currently published in the annuwal statement. However, it
readily became apparent that annual statement data are not in a form,
nor do they include information, that permits proper evaluation of lapse
rates:

1, The statement is published before final determination can be
made of all lapses chargeable to the year covered.

2. . There are a number of definitional differences bhetween what is
included in the annual statement and what should be considered
as a lapse; e.g., in the annual statement, a policy which goes
on extended term insurance is not considered a lapse until the
term expires. This differs from traditional 1lapse rate
philosophy. '

o
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3. Most importantly, without any breakdown of the inforce, it is
impossible -to examine the impact of policy duration on lapse.
This is an important factor affecting company persistency
which will be discussed more in this chapter.

Under the proposed disclosure formula described below, more data collec-
tion may be required of some companies than they are now doing. The
amount of recordkeeping that is needed to support the suggested formula
is, in our estimation, the minimum in which a company should be engaged.
Any company with a serious persistency problem should perform even
deeper analyses, and details more extensive than our proposal hence will
. be necessary. Hopefully, the system will encourage going beyond mere
disclosure and will aid companies in improving overall persistency.

A,

Reasons for the Choice of Formula

Chapter III lists a number of specific factors affecting persis-
tency. Some relate to policyholder characteristics; others are
within the control of a company. And from experience we do know
that there tend to be variations in persistency in accordance with
the markets in which companies operate. While it is possible for a
company to refuse to sell policies in those markets where persis-
tency tends to be low (e.g., to young adults or those with lower
income), it is not our purpose to suggest through a disclosure
system that the availability of insurance to any class of applicant
be limited. Neither do we feel that a disclosure formula, as
constructed, should contain ratiomale as to why a company's level
of persistency is what it is. Rather, the main purpose of a dis-
closure procedure should be to supply basic, factual information
which, when interpreted properly, will offer a broad perspective on
a company's persistency.

In our view, differences in markets served or mixes of business in
force should be recognized in the formula only in the broadest
terms. The position can be taken at the outset that wvarious fac-
tors, such as age at issue or mode of premium payment, inherently
affect persistency levels; and, accordingly, we could adjust the
disclosure formula so as to "wash out" these effects. What do we
mean by "wash out"? A hypothetical example here may be helpful in
illustrating the point.

Suppose Company A has 1000 policies in force and lapses 65 in one
year; its lapse rate would be 6.5 percent (65 + 1000). Suppose
further that Company B has 500 policies in force and lapses 52; its
lapse rate would be 10.4 percent (52 + 500). 1In this highly sim-
plified example, a direct comparison of actual lapse rates can be
made between the two companies to arrive at a coénclusion as to
their relative levels of persistency. However, in more formal
fashion, the comparison may be made to industry norms as shown in
TABLE 22 on the next page.
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In this table, we have assumed an aggregate industry standard lapse
rate of 5 percent for all business combined. We have multiplied
this rate by the inforces of each company to derive "expected"
numbers of lapses for each. An actual to expected ratio is then
determined for each company. Their ratios then can be compared.

TABLE 22
(1) - (2) (3) (4) (5)
Industry Actnal to
Standard Expected Expected
Lapse Actual Lapses Lapse Ratio
Rates In Force Lapses = (1) x (2) = (3) = (&)
Company A
.05 1,000 65 50 1.30
Company B
.05 500 52 25 2.08

Company A could say, "We have a better lapse picture than Company
B." The data shown in TABLE 22 might suggest that. However,
Company B, knowing something about their mix of business, might
say, '"No, if our different mixes of business by duration are
properly recognized, you'll find we are doing a better quality
job." The fact is, the TABLE 22 calculations treat the entire
business of each company as a totality and do not adequately
reflect durational variations. Company B in its view of the situa-
tion is suggestng a "washing out" (normalization) of the effect of
duration, as shown in TABLE 23. '

The industry standard lapse rates as well as the inforces and
lapses for each company in TABLE 23 are separated into first year
and renewal components. When expected lapses are determined sepa-
rately for each durational category, it can be seen that the total
expected lapses for each company differ markedly from that in TABLE
22. The actual to expected lapse ratios tell a different story in
TABLE 23 from the one in TABLE 22, and the conclusions to be drawn
are more valid. The actual to expected ratio for Company A 1is
worse than it was in TABLE 22; the ratio for Company B is better;
and, in fact, the conclusion is that Company B now looks better
than Company A.

R
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TABLE 23
(1) (2) (3) (4) (5)

Industry Actual to

Standard Expected Expected
Policy Lapse Actual Lapses Lapse Ratio
Years  Rates Inforce Lapses = (1) x (2) = (3) =+ (&)

Company A
1st vear .17 100 20 17 1.18
Renewal = .03 900 45 27 1.67
Total 1,000 65 44 1.48
Company B

lst Year .17 200 28 34 .82
Renewal .03 300 24 9 2.67
Total 500 32 43 1.21

An analysis of the TABLE 23 results would indicate Company A is a
mature company because of its high proportion of renewal inforce tao
total inforce. Company B is probably a newer company inasmuch as
its renewal inforce is a relatively low proportion of its total
inforce. It is this mix of business phenomenon that can cause
substantial differences in actual to expected lapse ratios, depen-
ding on how the components making up the totality are treated.

Besides duration, other factors which affect persistency could
similarly be recognized and washed out as normal market or mix of
business wvariations. These might include mode of premium payment,
issue age, sex, occupation, income of insured, underwriting classi-
fication, agents’ length of service, etc. However, to do so would
be to prejudge what may or may not be walid reasons for unusual
levels of persistency. In our view, it would be both impractical
and improper to wash out the impact on company lapse rates of the
vast majority of such factors by their recognition in the struc-
tured disclosure formula. We leave any explanation of unusual
persistency experience that may be triggered by a simple, straight-
forward disclosure approach for later and deeper analyses of cir-
cumstances. An example of such additional amalysis is contained in
EXHIBIT 6 at the end of this report.

We suggest only a minimum number of distinctions be made in the
structured disclosure formula:
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Because there is special regulatory concern with lapse
rates of cash value versus term insurance, we suggest a
subdivision between these products.

Within cash value insurance, we believe the system should
isolate debit ordinary, regular ordinary and individual
pension trust business as representing major market
divisions of disparate nature requiring separate treat-
ment(1).

We know persistency is affected appreciably by the period
of time business has been in force. Thus, to reflect
equitably durational inforce differences that can exist
among companies (e.g., newer companies as opposed to
established ones or companies with volatile issue pat-
terns), several policy duration groupings are also
suggested.

In all, there would be 24 categories for which data wonld be
reported, as shown in TABLE 24 below.

Policy
Years

TABLE 24
All Term
Cash Value Insurance Insurance
Regular Debit Pension
Ordinary Ordinary Trust

(1) 1If the amount of pension business sold by a company is 5 percent or
less of its total, the company would have the option of combining
pension with regular ordinary business.

B
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Disclosure Formula

Our proposed formula would be applied separately to each of the
four major blocks of business in TABLE 24. Actual to expected
lapse ratios are the only data that would be shown in such a table.
These ratios would be determined individually for each of the five
durational groupings (1, 2, 3-5, 6-10, and 11 and over). The
durational groupings would then be combined by a "normalization"
procedure into an all-duration actual to expected lapse ratio.

To obtain the actuwal to expected ratios:

1. Industry standard lapse rates would be obtained for each of
the 20 categories in TABLE 24, excluding the all-durations
line of the table.

2. The company's inforce for each of the 24 categories would be
determined.
(Note: The inforce for the all-durations line of the
table is not needed but can be obtained easily and shown
for informational purposes.)

3. Actual company lapses would be determined for each of the 20
categories, excluding the all-durations line of the table.
These would be summed to produce the actual lapses for the
all-duration categories.

(Note: the exposure period would be either a calendar
year or would follow policies from anniversaries in one
year to anniversaries in the next year, at the option of
the company.)

4. The industry standard lapse rate for each of the 20 categories
would be applied to the company's inforce for that category.
This produces expected lapses for each category. They would
be summed to produce the expected lapses for the all-duration
categories.

5. The ratio of actual lapses to expected lapses would be deter-
mined for each of the 24 categories. This would be done by
taking the ratio of actual lapses to expected lapses, calcula-
ted in 3 and 4 above, for each category.

An example of how the formula works follows in TABLE 25. The
example uses a single type of product (i.e. column out of TABLE
24); the method is equally applicable to any of the four types.
Column numbers relate directly to the numerical steps outlined
above.
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TABLE 25
Type of Product .
(1) (2) (3) (4) (5)
Industry Actual to
Standard Expected Expected
Policy Lapse Actual Lapses Lapse Ratio
Years Rates Inforce Lapses = (1) x (2) = (3) + (4)
1 17 100 20 17 1.18 i
2 .09 80 9 7 1.29
3-5 .06 200 14 12 1.17
6-10 .04 200 10 8 1.25
; 11+ .02 420 13 8 1.63
*.
! All XXXW 1,000 66 52 1.27 (= a
normalized
ratio)

#Don't obtain or use, for such an overall rate for all durations is
meaningless at best and misleading at worse.

The actual to expected lapse ratios in column (5) would be entered
into the appropriate column of TABLE 24.

Industry standard lapse rates to be used would be established by an
independent organization, such as LIMRA. They would be made avail-
able to companies, either directly, after NAIC sanction, or through
the NAIC central office.

While it would be possible to continuwe this procedure so as to
further normalize and combine the four major product lines into a
single index, we suggest this not be done. To do so would mask the
results of four disparate blocks of business.

c. Definitions of Data
The following are recommended definitions of the data to be inclu-
ded in the determination of lapses and exposures. The list is not
intended to be exhaustive but to cover major questions likely to be
asked. It is recognized that companies handle data in a variety of
ways and, therefore, some leeway on data content may be needed.
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Any variations from prescribed procedures should be such as to
produce only negligible differences in the overall results. From
year to year, the methods and procedures used by a given company to
obtain data and calculate actual to expected lapse ratios should be
congistent, changing only for good and sufficient reason.

1.

10.

Lapsation is to mean termination by lapse, surrender or appli-
cation of reduced paid-up or extended term options. Non-
renewal of renewable term insurance is also considered a
lapse. The lapsation of a term policy due to conversion to
permanent insurance should not be considered a lapse, nor
should death, maturity or expiry at the end of the term
coverage.

Lapses are assigned to the last policy year for which any part
of the premium is paid.

Policy year lapses and related inforces are to be determined
by face amount for designated durations by an accepted method,
of which there are several.

Exposures would be for either a particular 12 month period or
between policy anniversaries in one 12 month period and policy
anniversaries in the next 12 month period. Thus, the exposure
period covered for annual statement year z (to be submitted
early in calendar year z+1) would be either calendar year z-1
or policy amnniversaries in calendar year z-2 traced to policy
anniversaries in calendar year z-1.

Group conversions should be excluded from the calculations.

Partial surrenders should be included as lapses for the amount
of insurance reduced. Policy plan changes should be consid-
ered as lapses only to the extent that the amount of insurance
decreases.

Scheduled changes in Vcoverage may be leveled by using an
average amount.

Lapse data is to apply te premium paying policies only.

Term riders attached to permanent plans are to be treated as
term insurance.

Policies with preliminary term coverage for less than one year
should not be included in the calculations during the prelim-
inary term period. : ' ‘



NAIC Proceedings — 1979 Vol. I 655

11. Revivals should be handled by each company in a manner consis-
tent with how it determines its lapses.

D. Reporting Form

The entire TABLE 24 would be included in the annual statement on
something like page 17 or 17A, the general interrogatories. Each
company should have on file sufficiently detailed back-up data to
support the ratios displayed in TABLE 24 and be prepared to submit
them to the commissioners of insurance on request. Companies may
wish to prepare more extensive subdivisions of their business
either to explain deviations from the norm or to study areas
needing further attention. The material presented in Chapter III
should prove helpful in selecting factors for study.

E. Industry Aggregates
Concurrent with the establishment of this reporting system, com-
panies may be asked to submit the raw data that supports their
TABLE 24 displays to a central source (perhaps LIMRA or the NAIC
central office). This organization would aggregate the information
to assist in developing industry standards as well as other statis-
tical information.

SUMMARY

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

There are several purposes of the report: to provide background infor-
mation regarding lapses (Chapters I and II); to indicate factors related
to lapse (Chapter III); and to illustrate the effect of lapse on costs
and benefits (Chapters IV and V). In addition, the report suggests some
ways to improve lapse rates (Chapter VI) and offers a disclosure system
for inclusion in the apnual statement which will provide greater aware-
ness of company persistency and which may supply impetus for companies
to act more positively in this area (Chapter VII).

Chapter I: IS THERE A LAPSE PROBLEM?

The committee's charge began quite reasonably with the above question.
The committee feels that "there is a lapse problem, in the sense that:
we wish fewer policies terminated in lapses; we recognize those harmed
by lapsation include the buyer, lapser, persister, industry, agent,
company and beneficiary; and we belive improved persistency, to the
advantage of all, can be achieved, although not easily."
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In answering this question with a "yes", the committee considered the
perspective and/or statements of six groups of interested persons:

1. Insurance Industry. The industry has for many vears monitored
lapse rates and made efforts to improve persistency, indicating
that it feels the situation is worth improving.

2. National Association of Insurance Commissioners. They have for
many years expressed interest in and concern about policy lapsa-
tiomn.

3. U.S. Senate's Hart Committee Hearings of 1973-4. Concern, particu-
larly about high early lapse rates, was expressed many times.

4. Federal Trade Commission. Their 1978 questionnaire, sent to about
100 life insurance companies, has some questions about lapse rates.

5. Individual Critics. Many have criticized the industry about lapse
rates, although frequently in an ill-defined way.

6. Individual Policyholders. This group, although significantly
affected by lapses, has not spoken on this issue.

The committee believes that, since several groups feel there is a prob-
lem, there is reason for concern and that something can be done to
improve the situation. However, all concerned realize that, while
reasonably low lapse rates are desirable, the total lack of lapse is
neither possible nor necessarily desirable.

CHAPTER 11: HOW EXTENSIVE IS THE LAPSE PROBLEM?

The chapter first attempts to correct the general impression held by
some, that early lapse rates have doubled over the last 25 vyears.
Actually the trend has been fairly stable with some cyclical variations,
and there are indications lapse rates are currently at a low point.

Concern about lapses centers around the substantial variation in lapse
rates among companies. However, great care must be taken in inter-
preting lapse rates because companies may operate in different markets
and write business with different characteristics. Further, the extent
of these differences may vary from year to year.

This chapter as well as Chapter III (What Are Factors Affecting Persis-
tency?) and Chapter VIT (A Disclosure System) provide some insight into
the analysis of lapse rates.

CHAPTER III1: - WHAT ARE FACTORS AFFECTING PERSISTENCY?

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

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

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

C. Agent Related Factors - agent's length of service at the time of
sale, ultimate survival in the business and insurance knowledge.

D. Post-Sale Related Factors - changes in the insured's financial
condition, in the insured's perception of his financial priorities
and in the economy .- also the effects of policy loans and replace-
ments. '

CHAPTER IV: WHAT IS EFFECT ON COST OF INSURANCE? :

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

Mathematical models for a participating Ordinary Life policy and a
participating Ten Year Term policy issued to a male age 30 ,are devel-
oped. The results indicate that higher lapse rates produce higher
costs. Representative results are shown below:

TABLE 26

Lapse Experience
Low{=None) Medium High

Ordinary Life

Equivalent Level Annual

Dividend 10 Year $ 2.88 $ 2.54 $2.01
20 Year 5.48 5.26 4.86
Surrender Cost Index 10 Year 6.11 6.44 6.97
20 Year 4.68 4,90 5.30
Ten Year Term
Equivalent Level Annual ; ‘
Dividend "10 Year 5 1.83 $ 1.44 5 .18

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

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

CHAPTER V: WHAT IS EXTENT OF INJURY TO CONSUMERS?

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

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

. CHAPTER VI: WHAT POSSIBLE SOLUTIONS MAY WE FIND?

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

Compensation of field personnel

Security benefits

Agents' honor clubs or conventions

Agent selection, training and supervisiecn

Termination of agents

Use of persistency raters

Special supervision

Reduced emphasis on modes of business with poor persistency
Home office systems

14. Education of new and existing policyowners

1t. Efforts in the home office

12.  "Jawboning"

OO~ VU BN D

Several industry-wide, coordinated efforts are also cited.

While many of the approaches described in this chapter may help to
improve persistency, a company must first recognize that a problem
exists, then assess the extent and severity of it and, finally, then
commit itself fully to its solution. Companies should regularly moniter
their own lapse rates.
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CHAPTER VII: A DISCLOSURE SYSTEM

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

Variations in persistency can occur because of different markets which
companies serve or as a consequence of the mix of business (age, dura-
tion, etc.) currently on a company's books. The committee realizes that
variations in lapse experience are influenced by a number of factors not
recognized in the suggested disclosure system, an important one being
mode of premium payment. However, the disclosure system suggested
attempts to avoid undue complexity and reflects differences in markets
served only in broad terms. ‘

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

TABLE 27

Ratios of Actual Lapses to Industry Standard lLapses

All Tern
Cash Value Insurance Insurance
Policy Regular Debit Pension
Years Ordinary Ordinary Ordinary
1
2
3-5
6-10
11+

All

'
H
.
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Lapse and exposure determination would be based on any of a number of
acceptable methods. In general these methods would cover lapses and
exposures for either during a particular 12 month period or between
policy anniversaries in one 12 month peried and policy anniversaries in
the next 12 month period. This would require reporting so that, for
example, the 1979 annual statement data (published early in 1980) would
be based on lapses occurring during periods which might include 1977 or
1978. Further, in order for companies to have adequate time to gear up
for this disclosure system, such disclosure probably should not begin
until at least three years after the system is adopted.

T s -
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EXHIBIT 1

QUESTIONNAIRE NO. 1, QUESTION 31 OF FEBRUARY 8, 1973
Question 31.—''First yesr lapae rate for 1972 based on rhe LIAMA formula’” (which is based on volums or face

amount), as reported to tae Senate Antitrust and Monopoly Subcommittes by tha compamee

uﬁqw‘e h#u‘.g!‘!' lﬂ#’l‘;‘:ﬂ
{pervent) Company (percent} Jompany
19.3 bi L:Ieand. Accidenct, 14L 8 New England Mutual /.., " 139
27.5 418, 7 Norchwestern Mutual. .. __..
120 1138 Northweatern Natjonal. 13
330 1231 Oecidental {Californin} 0183
17. 6 *i9. 7 Pacific Muruai 21. 7
17.8 23.3 Penn Musuai.,... &4
1189 23.0 oeniz Mu 13 4
218 2.0 Provident Life and Accident. 1.6
348 i7. 1 Provident Muogual .. . ... 13. 8
1L2 10. B denti 7. 3
14 0 \lempo t.a.n-_....-.--_-_ W25, 0 28 3
131 Monumeneal ¥______. 238 20,2
_______ 361 15 0
20. 7 357 20. 7
228 Benefit 13. 06 142
138 Mutual Life of New York._ . 1813 230
128 National Life. . _.aa ... 11,38 L0
2L0 Nazional Life and Accid 39.5 2.0
181 Natioawide. - 30.7
1134 New York Lif 18. 7 7.2
i 14.9 peresn, ag reported by LIAMA. 1 Manehly debit ordinary businegs aaly.
» uom.h.lt dabit ordinary bumu. 4 Total ordloary
m”mm (gryd.lmry lnd daket DuKnELL). :Ién;bmn:n.:n';mr (gr,dmnry aodl dubit busiaess).
e e b7 B by LS
7 14.3 pureent, ag toportat by LIAMA "lz.'rmunwbym
;;ﬁmznm%l:uz\. n{;&ér::mﬁbym
ot 5.3 percens, A reportad LAMA,
B P i Wit eI W o b ia ragoriad by LIAMA.
LIFE INSURANCE QUESTTONNAIRE RO, 1, QUESTION 33
33. Submit an analysis of terminations based on a r=dix of 100,000 straight
life insurance policies igsued to males age 35. Pleage use the follow-
ing cclumn headings in the analysis, and carry the analysis to age 100.
(1) (2) (3} (&) (5) (6) (n
Number of Rumber of
Policies Policiez  Number of
Mupber of © Proba- Terminat- Tarminat- Policles
Attained Policies Proba- bili;zf ing by ing by in Force
Age in Foree bility Death in w*thd:awal at Fod
Policy Begliming Begimmirg of With- Year in Year of Year

Year _of Year of Year Desth drawal {1)x(2) Ll-(h) (x5} (5)-(6)

(continued on next page)
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EXHIBIT 1 (econtinued)

SUMMARY OF ANALYSIS OF TERMINATIONS 8Y LAPSATION BASED ON A RAOIX OF 00,000 STRAIGHT LIFE INSURANCE POLICIES TD MALES AGE 31

01 Initial 100,900 nolicies, curmsistive 0f Initiad 100,000 paiictes, cumelative
parepet) [apsad at and of yesr— patcawt L lagsed at end of year=—
Compamy 1 2 a n Campany 1 2 ] n 0
Fr. . T — 1 a 2 E: § 2 Mutuad Socett (Mt deeassceereezanann ! 1 43 Ed &
ARTIEIN GO e issvuesnsvunnes 19 17 b [H n LA S— 18 u “ ] o
A Heritaga. a ] o n L] 0 30 6 75 E< ]
T T TR — 273 g- ‘5; g g ﬁ ﬁ ?i g a
BADASE (1OWE) . s easssenasas
Fyed 13 17 n 4L a7 ] 2t 4 L] a4
19 k- | 3 ] b ] L] n 52 ]
H 19 L] n -] 1] 15 0 5 8
il 18 ] 52 & 19 a 45 E &
16 a n ] [ ] § 1 2 34 ]
9 4 E 45 o 0 s a7 8 -]
19 -] A7 L] ) 13 ] k| i3 s
29 3 53 pi) 78 -] i & 5 <]
E) 5 5 i) HA 2 L] it 52 8l
7 ) i ] ] zZ i 9 % 8
20 3 ] b1 1S 15 2 45 ] 7
13 b 81 s 34 15 I a2 Ed &4
22 krd & 16 4 ) 7 u 53 14
19 15 7 9 E | 1 17 v ] 2}
0 47 8 bed n 1] 18 “ il o]
15 a 4 53 & 15 u 53 3 a
| kL] 2 3 83 ] A [ €1 7
o] &8 a5 [ 5 10 i5 -] 2 x|
n u E ] 8 5L 18 b 4a £1 L]
o b1 94 ] H ] a E] 3 i3
a k] ] 0 n 3 15 £l L] [x]
14 U 48 5 n § u 3 [ ]
§ 9 L ] u 35 13 5 I ] n
)+ B i1 E ] ] 5 n ] 52 b
12 i ] [ bid a » F] [ b
p-] 35 19 1] 7 17 a 5z 6l st
i a1 & ) %
*Ourived fram company ressarees (o lile insurancs questicnnaire Ho, | (Fed, 4, 1971) 4 lmlar JtrHEAL life Duninexd,
muuﬁnmzi.‘:l mlh Mmﬂﬂ;&w werd indiuded in questiza ey Nave H mndwmm ;nr straight life poliey.
o) in s U na
' Rounted, N noi availabie.

oriferred’” axioded,
TASULATIOR OF RESPONSES TO LIFE INSURANCE QUESTIONNAIRE NO. 1, QUESTION 32
AN AKALYSIS OF TERMINATIONS BY LAPSATION BASED ON A RADIX OF 103,000 STRAIGHT UFE INSURANCE POLICIES 1SSUSD TQ MALES AGE 35

1 Grdinary pusinwst oy " etacrtive

Comuiztive Cumlative
rumbar 3f tumber af -
Numberof  Protes paticien Humdet ot Protas iy
Atdined  uliciet ia  hility of Numt-' Numier of LT Alttinad  policies in mun ot Mumber  Numaer of iloted 3t
bepirag  hegamng  drw © pand nem 305 bacmg epaans  ceetl ey Cowesr DL
nmin 1psi L2, 10,20, ng cear 1,210,
Poticy year u‘yng of year ) {apea)  inyeer wndaf your and 30 folicy yowr  of s of yatt (lm-) mynr ¢ of year and 30
AETHA GANKERS LIFE {IQWA)Y
bi} .00 Q.15 15, 000 95.000 185, ] 104600 o.20 W, o . 000 20,000
E:] 3%, 000 an §, 545 8 455 2, 4% 5 000 .1 700 T2 308 2.200
“ 58, 434 1,47 57,597 22,003 u LT RN | ] 32935 47,085
54 47. 362 [~ 952 46, 505 53,058 1k 0248 03 1207 8,037 0, $43
&4 B, (] m EE ] 51591 13 8677 .13 20 3 737 5,23

AMERICAN GENERAL GENTRAL UFE INSURANCE

3 Weo wlg 10, 200 90, (o0 10, 0oy 5 100000 Q.13 1. 000 7. 0o 13,000
b 30.000 078 &, 750 &, 250 16, 750 6 81,008 .45 435 82,5650 11.350
“ 36. 008 i) 130 $4, 048 15,354 a4 €9, 007 L0 pFE] 67, 334 32, 156
it 19,220 035 Lz 32,247 8415 54 £, L4 .03 637 9. 087 40, 943
54 U, 465 035 EH 28, 304 13,493 L] 5,868 . 0L ke 53,329 44,671

AMERICAN HERtTAGE LLFE OF FLORIDA

kL 100, 000 0.!?! 7.5 L. 500 7,200 15 1gn.000 223 23,00 1. 9en 23,000
x| 12,50 8,00 §1, 300 34,200 5 il .08 2.680 35, 320 34, 680
i 3.2 .050 L 255 3. 427 53, 200 “ 18,574 ) 1,98 4. 631 31,289
3 .03 g6l 2,057 78,433 F 32284 .4 1.292 i, 002 il 3
L] 18,874 ,M §% 15,333 24,685 54 4420 A 54 2,61 9,38
AMERICAN HATIONAL CONFEDERATION LIFE
E> ] 100,000 .zt 50 8. 4 23, 506 | S— 35 100.030  2.0% 3.00 95, 5000
i 100 088 § 545 48, § 0, 1465 M E] 95,000 15 14,250 2. 750 14,2150
“ 828 4R L7% 15, 452 £3.548 - I, 4 47 04 a8 1% 45, 3 3481
b 5793 028 1 342 84 141 - U, 5 iL 56 a 1,36l 0,253 59.745
B E R < 358 21, 8 72,51 - a4 9853 o4 438 0, 115 1,388

{continued on next page)
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EXHIBIT 1 (continued)

TARULATION OF RESPOREES TU UFE IMSURANCE QUESTIONNAIRE NQ. |, QUESTION 13Casnrwed . H
AN AMALYSIS DF TERMINATIONS 8Y LAPIATION BASED Ok A RAMNX OF 10000 STRAIGHT LIFE INSURANGE POLICIES ISSUED TO MALES ACE 15~Consanet v

Cusirtive Camptative
Ao of - Tt ot
of ool Numour of Dolitomk
Atthmedt  Doiciesin by o!  Nemewr  Numberof Lremeo sc Aftmined  policims it Dbility of  Numver Mushher of Hipss o0
um:z“ . m: m * apng fores : l‘.‘i’l’uﬁ b-m !uln-:ll d;-um. “ Moy 'MH: L'.'r'."x'n.'?n'
ticyyewr | oives oiyem  (aoes} Inyes eeawiyest g Policyyeer  GiyeMt  Ofyesr  (lapes)  Dyetr w0 0f ymr Wi
CONNECTICUT GEMERML UFE TEORGLA INTERNATIONAL
oot oS L M 10, 300 ¥ o0 4 M L we
§ E:m %ms px -3 81, 618 11,382 2 .80 .1 1287 . 3,47
“ M @ L fLsn b 4 oy oh 760 x L
o dgnE W@ LBl 4ms 218 [TRR 51 S 1 L X 32
TR @ LUl wes B, s W om &, 47 [ .
CONMECTICUT SUTDAL HANILTON NATIONAL
S o nise Mo M 8. o0 lesramema- % oeme oz @ T2, 000 z.om
jromee I L@ "a th AX N | S 1 o .4 CATI N 10
1 S— @ o@as e Les  &oes 533 [ 4 e s L % g
' : Mg § W lme 7 Lou 6 | I s W™ 0 "2 2 8 1
; - g 4 Qi a= = 37 L Mg 7O T 1 1] &g Wiz
i
'. CrOWS UFE HOME UFE
R Va0 0.09 .00 stom 9.000 3 100008 GID 000 %000 10,000
oo F oam "B im 1 12919 ¥ mom .06 540 . 500 ]
F1/ D “ 0.8 @ L5 55 431 33562 - €5, 631 025 L. 625 &3, 648 i 5!
Wil R BT Lok sham &3 [ m L 45 Ly o
‘l - " M E%  qe S sl s 145 “ &y n [ Ll 5088
l FQUITABLE LIFE ASSURANCE SOCIETY © INTERSTATE LIFE & ACCIDENT
F
I ln0%  glE  1LMM  aL 1 30 5000 4z AN
! T s .07 4112 i [ ¥ MM IS s g
| u $4 485 .0 LESL 52,351 &7, 149 [ 7. 026 9nt. 35 413 6. 58
3 M W5¥ .o Lo Xt w g “  mm e & A il
i M s E m na [T < TN i a1 nmsl
1
I
1 FAEMERS NEW WORLD JEFFERSON STANDARD
% o 4 ‘W % o o W Ao %000
i ¥ oo % 3% M 268 M o dE O BER 2m
4 gl am L uwe 9,194 4 BLise .0 Lig 5. 54 Y]
1) 30, 960 030 2% 30.03' g.!i! 3 4 458 N Lok &7, 460 %2, 550
i M 2 .03 5 2.5 Weirasomm &4 kL 3] 0 L k%1 k] 45 42
“ FIDEUTY unioN JOHN HANGECH
: Yemammenn ¥ 00000 L3Y L0 A g 0 | leeee—e 3 o0 oI mE0 TR o6
.. % mam .2 5917 S0 43612 | 2.0 3 Lo .os TeM e84 I, 176
[ " YR . | T a0 sl | I8l u &5 g 37 AL onk 4,002
N vamnse L] 19,813 .id8 Sib 24, 967 78,033 TR 3 7.3 Nl 0 3T, 153 52 M7
et rn 5 [ NA NA HA ET I S [T LT e b L 5L %6l
GENERAL AMEMCAN LIFE CAFAYETTE
¥ UpSer Al 203 syom 7. 000 7 e oz 20F oW
¥ Oms B S0 TRk K ¥ wmom o 5, 300 73,560 z?‘!&?
M 57,874 .03 L 58, 344 . 058 I 57,08 3 L ;g 55, 324 o, 54
W IS0 0% 7w 55 &8 T ST S 35, 0% g
: “  ES 0 TR %7 [P RN T B W Wik [T
; GENERAL YNITID LABAR
| .
1 N T
s ¥ 0000 620 o .00 o0 | lecscessn I orlmoe  Gns 2L L 500 '
1 15 wees L 4 &00 . &0 0. 500 f A——— » 4. 500 .35 75 S, 2g &g
| u e o Io4  dgas? 5,4 T “  Bn 5 LoM 252 T
‘ $ T Ly mss Tay oIl FTOR 4 ST L raiE] 573
B B M ™ e wa | IO [2ON T TTRRY - L T 4 71 )
Son fotdrsvine ot eerd of E3ade, 5. SR91
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EXHIBIT 1 (continued)

i TABULATION OF RESPONSES TO LIFE INSURANCE QUESTIONWAIRE HC. [, QUESTION %aCantowed
AN ANALYSIS OF TERMINATIORS BY LAPSATION BASED On A RADIX OF 100,000 STRAMGHT LIFE INSUMANCE POLICIES 1SSUED TO MALER AGE 33==Cominusd

3 Cumgtative
N numbsr of BUMDNT 07
; Number of Probs. policies 3 Humperof  Prabs- palitres
‘. Attumed  policies i Dilityal  Mumber  Nomoer of laoaed 3t Ataited  golicied iz ity of  Numser  Numiber er tapsed ot
bemnt  ovpnang gl e mmx Lo 03, LR il el S B A
¢ v L s L] Ch 3t X1
Policy yaar  of yeur ofyeur  {lagse}  ® oy endof yar apd 30 Poirey yasr 3l year ol yeur  Japsa) uyﬂ"r d o yen nd X
! LIGERTY LIFE MUTUAL BENERT GF NEW JERSEY
: 4 Mo Lp  @m  Tem Bom I 000 Lo gam '
% 008 0% 7,821 8,377 3,623 % o0, 398 ﬁ'g 12.232
I 0.8 .on L X5t 45,574 54, 426 “ [T TR % £2, 1 4265
54 M. 934 .22 978 33,9% 56, DAL S4 43,631 .0 07 2.2 &5 176
(5 I T ) - A58 M43 W W51 .03 L3R e H 56,693
LIBERTY NATIONAL MUTUAL LIFE DF NEW YORK
35 00N oZs o s 2.5m 3% 100.000 0.1 12,00 22,000 0
» L5k U@ 1o, 375 6L 628 3§, 378 3% 2,000 .01 (¥ 75604 é"}.' 1%
o 248 .0 L il 58, 791 I 53.560 .03 L7357 5}, ¢ 44,705
54 I .0 a4y 0,38 85. 611 54 e84 Loy 39.575 60, 324
) aim .0 [} F ] 7,590 " niw ™ 0, a2 [At]
LINCOLN MATTOMAL NATIONAL INVESTORS
® 10000 012 12,800 12,000 18,000 I 100000 0N . 00 000 20. 000
n [T N, 5180 75,850 24,150 % an, Bt 9,600 70, 400 o]
% 5. 519 e 2,651 54,428 45,577 o 41150 1p5D 2,057 3.0 5,507
5 L7688 gge Ll 4, 558 55 862 5 &5 . 1,060 25,452 74848
o Lz m () . 220 86, 730 5 1627 040 8 1692 an
MABSACHUSETTS MuTUAL NATIDNAL LIFE § AGCIDENT
- ¥ 10L,000  0.0% 5600 Saa00 - %00 3 Mmool A 5,300
2 34, . 330 9). 896 & 934 % 30 1Y 560 Y]
“ TLEAL 02 161 , 93 , 007 o [0 TR ' 1537 aiin 58 E2E
1 72 R i.2E0 55,933 a3 967 54 [T 31, 36 83, EM
& S X 0z 3,009 “, 8l 5, 139 64 FORY I 6| s %, i
METROPOLITAN HATIONAL LIFE OF VERMONT
15 00000  c.lEs 18800 3200 13. 200 % o0 ol 10.900 90, 000 19, 009
3 81,200 Qi a2 4,357 %143 % 90.000 .08 4,050 5. §50 14050
o FERT I 1, 465 53,502 @ u [ERT R I 173 7. 705 2,285
54 .07 £5) 41, 838 S8, 35§ 54 53,909 2 LM S2 561 a4
o [ LT i 3H.au £, 82 M 4.fs0 .02 LU o4 53,156
MINNESOTA MUTUAL MATIONAL OLD LINE
I’ [N a8, 500 1L, £00 ¥ koo &30 20, 6on 0. po¢ 23 000
i BEE0 06 5.310 E3.190 15,810 3 3 .10 8,000 72000 8. 100
: M §7.484 [0S 2074 54,510 45,380 I 5543 .A28 1,383 53, 560 45,040
54 XTI ] (1] 3,41 81,369 54 Wi m 881 43, B 35, 354
& 1% .03l 9 28,282 N7 [ B.387 .02 B4 84,341
MONUMENTAL ’ NATIONWIDE L
I’ 1000 2 B0 n.m n ¥ LN 0 25000 75000 25.000 R
H LA 1T 7,518 63,582 3. 41 35 75000 L 105 .87 &7, 125 32,878
u ALSIS g 1.6 40, 909 £5, 081 W 45,367 3 Lt 47, 185 Frant] L
54 3L | 3 L 126 58474 3 ;e 025 33 FrAtH] 62, 828 L
it 25,080 .c2l 22 24,53 75,437 B N ) &2 .42 9,578 .
MONUMENTAL NEW ENGLAND MUTAL !
3 100,000 L34 SLaM ). 60 1,400 3 le.000  0.0%2 2800 40.200 800
E [ 63 ILm 57,419 a2, 582 E 280 .08 6134 Fry 1€, 954
o PN T 11 1 ] 82, 345 §7.45 M 6l ap 167 50, 425 .57
B W7 .0l i 3,224 61,756 54 .21 1,008 43,271 0,726
“ el o ™ 10 7,800 o FR T 1,220 k) 5

Sea 100tROTeS 3t end of table, b SNNL,
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EXHIBIT 1 (continued)

TABULATION OF RESPONSES TO LIFE INSURANCE QUESTICNNALRE NO, 1, QUESTION 33—Coatinged
AN ANALYSIS OF TERMINATIONS BY LAPSATION BASED ON A RADIX OF 100,000 STRAIGHT LIFE INSURANCE POLICIES ISSUED TO MALES AGE 35=Cantinusd

Cumulntive
: rumber of number of
B H Number ol Probas= Kumbar of pelicinn . Nemborof  Prode Nmmol policien
| Attained  pollcie in bty of Number  peliciet in lapand 2t Ataired  poficise in ity of Number policiss in tapayd at
| il o g G by P il vy onn e wd TRE
g ing I *n , N inai [ ), 20,
Policy yaxt  of yar ofyesd  {lapss)  invear end of yeur and 30 Poliey yawr  of yaur ofn'a.t' (lepsa} lny-"r' ond of year 'z'mzo
NEW YORK LIFE PILOT LIFE
kL] log.000 G119 14, 000 41,000 19, 000 35 o000 018 15, 400 008 15.000
E'] g‘x"noo .05 4,030 18,950 23,050 ko 85,000 .08% %525 B’W& zg, Ezs N
4 55,982 .o 1,937 55, 045 44, 955 4 9,876 .0 1,552 54,219 4, 581
4. 43, 784 019 432 42,952 97, 48 L s 4 %6 15,43 33, .‘.g
B 3,84 -0l [2E] 31,253 68, 747 & #.2n ol 1,411 33,861 66,1 B
NORTHWESTERN MUTUAL PROVIDENT LiFE & ACCIDENT ’
k-] 100.000  0.082 §,200 43, 800 8.200 k-] 100.000  0.082 4,200 &m 9,200
38 53, 800 018 1,782 92,018 7,482 B 0,400 .08 7,900 300 17, 100
“ .a18 1,45 79.491 20.509 9 58,170 .03 2,084 56,076 43,924
H §7, 302 018 1,215 66, 287 3713 ;: 42,23 026 1,048 41, 13 38,
. B4 56,283 Nt 013 55,278 725 e 0z 692 33,087 66, 91
“. NORTHWESTERM NATIONAL PROVIDENT MUTUAL LIFE OF PHILADELFHIA
5 0090 4 0. 000 &, 0% 20, (00 35 10,00 0125 12.500 87, 400 12,560
38 20,00 . 8, 400 13,600 26,400 F 87,400 .53 4,537 2, 768 1722
i 53,893 025 Lu7 52,548 47,454 H a2 .01 14§ sal:su EERY
£ 43,356 . 42 458 57, 502 54 21 .1 1,029 5L, 378 48, EZf
64 35, .02 % 34,724 85, 278 3 AL &6 .02 357 41,913 58, 02
~ OCCIDENTAL (CALIFORNIAY PRUDENTIAL
' 35 . g0 613 18000 82,00 18, i. -] xg: 000 0102 10, 200 0,100 10, 289
E ] a2, %00 07 b 78, 260 243,740 2. k] - 3, 200 &Eg 20,910 19,090
# 54,59 .2 1.297 53, 562 38, 10. ed 57,686 038 1,35 - I £, 689
54 52,996 -02 1. 060 51,93 48, D54 1 54 49,573 (0B 396 177 30.823
4 8,20 -0 56 42,435 57,55 0. o #4317 .ol 493 &, 814 55,136
ONHIO STATE LIFE REPUBLIC NATIONAL
35 100.000 286 28,600 71,400 28,600 k] 0008 015 15,000 35,400 15, 000
- n, 100 -1ie 4,497 %] 7, 081 k3 35, 000 .18 B, 500 75,500 23,500
} L 39203 N 1,568 31638 63, 355 “ £ 10§ 054 Lin 40,780 59,220
-1 ) 28, 054 04 1,042 25,022 7,979 %: %255 <030 (] 21,417 725
L] 11330 - 93 16, 637 83,363 o7 Nt a3l . M6 78,254
i PACIFIC MUTUAL SOUTHLAND
i
' 35 100,000 0.217 1, 709 78,300 21,700 35 w00, 000  Q.2042 20, 9, 580 420
38 8,300 -8 4 598 73,802 26, 358 FL) 19, 580 . loas 8,31 H. 264 28, 726
u 60,06 .02 1,201 58,858 41,145 a shEM  0z23  L7s 52,910 47,090
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54 46, 074 .n sl N7 60,723 3,218 ] 8% .42 7,5
PENN MUTUAL SCUTHWESTERN LIFE
38 06,000 0217 1, 100 1,200 21,70 k] 190,000 A.10 10, 009 o4, 002 10, 000
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4 62,193 ] L, 368 60, 127 19,673 u 7L.5m9 02 1, 440 70.529 28, 481
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64 420 N 108 2,005 §7,19% 8 4,05 .» W 47,083 52, %07
PHOENIX MurpAL STATE FARM
i 100,000 0147 14. 700 £5, 300 14, 700 B 100,00 Q.13 13100 a1, %0 13,100
38 95,300 .08 5,824 78, 478 1, 524 i 8.%0 U8 9,500 721,m 27, 60
44 58, 470 . 033 54, 437 45, 583 4 56, 412 62 1. 168 57,244 a2, 158
H AL 58 -02% L4 4, 536 54, 44 o 49,453 .05 7 43,717 51.283
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Sen loctaotes at sod of 1abie, p. 2831,
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EXHIBIT 1 (continued)

TABULATION OF AESPONSES TO LIFE INSURANCE QUESTIONNAIRE NO. 1, QUESTION 33-—Caatinued
AN ANALYSIS OF TERMINATIONS BY LAPSATION SASED ON A RADIX OF 100,000 STRAIGHT LIFE INSURANCE POLICIES 1SSUED TQ MALES AGE 35~Contnusd

! Cumuletive ' Cumuistive
| e af numbar of
' Numberof  Probas Humber of policies . Kumbaz of  Probs- Numbuer af Dolitind
| Attsined  policieain  bilvaf Number  polficies in lapasd at Altzired  policies in  bility of  Number  solicies in Iapsed at
ageat tovee at wilh-  paliciel force at  end of year aguat forca at wath= icies at  end of yoar
saginning  beginmng  drawsl  lapsing wdof 1,2, 10,20, . beginning  beginning  drawal nsIng ondof 1, 2,10,20,
Policy year  of year atyesr  (3pse) A year endof year ard 33 Policy yeur  of yeat ofyer  {lapm) inysar andof yasr and
STATE UFE : UNICN GENTRAL
5 00000 N3 20,30 9,7 20,200 3 100,000  Q.250 25, g00 75, 000 25,000
i 79, 700 .02 7.2 72,358 .692 % 75,000 .03 5,250 68,750 33: 50
o 41, 940 03 1,358 30,182 49,618 9 53. 787 .03 L6t 82,173 47,927
34 304 N 1143 37,155 52, 345 54 3,653 .03 1,170 38,493 al, 507
& 8,245 .3 W 2,398 72,581 o 9,262 L3 78 8,30 71,514
STATE MUTUAL LIFE ASSURANCE (REGULAR STRAIGHT LIFE 2USIHESS) ’ UNJTED SEREAT
35 (00.008 0,09 4,600 H, 0 3.500 kL] 100, 000 6,205 21,500 73, 500 21,500
- % 91, 108 074 5,754 84,53 15, 264 % 7,500 J3 1o sy 67.510 32,490
i ogg & Moam am £ gk m R gk am
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Issue Age
Sex

Annual per §$1,000
premium

Annual policy fee

Reserve basis

Cash values
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EXHIBIT 2

‘Ordinary Life

{Level death benefits
and premiums payable
to age 100)

30

Male

$18.00

$15.00

1958 CSO age last
birthday

3%

continuous functions

Commissioners Reserve
Valuation Method

Reserve rounded to
nearest dollar

667

Ten Year Term
(Convertible,
nonrenewable,level
death benefits and
premiums for 10 years)
30

Male

$ 5.00

$15.00

1958 €SO age last
birthday

3%

continuous functions

Commissioners Reserve
Valuation Method

None
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Interest rate

Mortality

Average size

Commissgions and
related agency
compensation (as
% of premium):

Policy Year 1
Policy Year 2-10
Thereafter

Expenses
Policy Year 1

Thereafter
(per year)

Cost of
processing
death claim

Cost of
processing
lapse

Conversion rate = 9
of policies entering
year X which don't
enter year x + 1
because they change
to a new plan, and
cost of conversion
= cost per $1,000
converted

NAIC Proceedings - 1979 Vol. I

EXHIBIT 3

Ordinary Life

6%

1965-70 Basic Life
Tables

Age last birthday

Select and ultimate

$25,000

[FR RN ]
Qo

20% of premium
$30.00/policy
$ 2.00/51,000

2.5% of premium
5 5.00/policy

§45

$12

Ten Year Term
6%

1965-70 Basic Life
Tables

Age last birthday

Select and ultimate

$25,000

20% of premium
$30.00/policy
$ 2.00/51,000

2.5% of premium
$ 5.00/policy

$45

§12

(continued on next page)
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EXHIBIT 3 (continued)

: Ordinary Life Ten Year Term
Conversion Cost of
Policy Year Rate Conversion

1 None 2% § .10

2 None [ .40

3 None 7 .50

4 None 7 .35

5 None 7 .60

6 None 7 .65

7 None 7 .70

8 None 7 .75

9 None 10 1.20

10 None 14 1.50

f‘_

|
|
|
%
|
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EXHIBIT 4
Of 1,000 Policies Issued, the Number in Effect at the End
0f each Policy Year, Based on Stated Mortality, Lapse and,
Tn the Case of Ten Year Term, Conversion Rates

Lapse Experience

Policy Year Low(=None) Medium High
Ordinary Life
1 999 854 708
2 998 800 620
3 997 759 557
4 996 725 507
5 995 694 465
6 994 669 432
7 992 646 403
8 990 627 379
g 988 609 359
10 986 - 594 342
11 983 579 326
12 980 566 312
13 977 554 300
14 974 542 288
15 970 530 277
16 966 520 267
17 962 509 257
18 957 | 499 248
19 952 488 239
20 947 478 230
25 910 424 188
30 851 363 147
35 766 286 101
40 648 213 . 66
Ten Year Term
1 279 812 645
2 9z0 667 453
3 854 562 343
4 794 476 263
5 737 405 203
6 684 352 164
7 635 308 135
8 590 272 113
9 530 233 93
10 454 192 13
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EXHIBIT 5
Annual Dividends

Lapse Experience
Policy Year Low(=None) Medium High

QOrdinary Life

1 § -- $ -- § --
2 1.25 .75 .25
3 1.50 1.00 .50
A 1.98 1.50 .95
5 2.63 2.18 1.56
6 3.41 3.00 2.30
7 4.26 3.90 3.14
8 5.15 4.84 4.06
9 6.05 5.78 5.03
10 6.92 6.70 6.01
11 7.74 7.57 6.98
12 8.50 8.38 7.91
13 9.19 9.10 8.79
14 9.80 9.74 9.58
15 10.32 10.30 10.25
16 10.78 10.79 10.80
, 17 11.17 11.21 . 11.19
| 18 11.77 11.76 11.80
| 19 12.31 12.33 12.32
20 12.81 12.79 12.82
25 15.92 15.94 15.96
30 18.89 18.92 18.97
35 22.30 22.37 22.48

Ten Year Term

1 5 -- 5 -- 5 -
2 .50 .25 .10
3 .96 .65 .13
4 1.42 1.05. .16
5 1.88 1.45 .19
6 2.34 1.85 .22
7 2.80 2.25 .25
_ 8 3.26 2.65 _ .28
| 9 3.72 3.05 . .31
1 10 4.18 3.45 .34
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EXHIBIT 6

Of practical necessity, the disclosure formula must be simple, giving a
broad overview of persistency. However, this simplicity can also mask
underlying reasons for variations in lapse rates. If a company wants to
examine in greater depth specific factors affecting its persistency, the
disclosure method can be expanded to take account of these items appro-
priately. In essence, selected characteristics would be isolated and
subjected to a normalization procedure (i.e., by using consistent in-
forces) to see if the company's persistency, absent unwanted influences,
falls within acceptable ranges. This would be the "washing out" proce-
dure referred to in the chapter.

An example of how this can be accomplished is shown on the next page.

- Mode of premium payment will be the variant under deeper review, but the
method is equally applicable to other characteristics, individually or
in combination. It should be clearly understood that the more factors
simultaneously taken into account, the more complex will be the calcula-
tion. Also, industry standard lapse rates would have to be available
for items under review.

Suppose a company's actual to expected lapse ratio, per the disclosure
formela, is 1.20 for policy year 1, an amount that the company may
consider to be on the high side. The company issues only four premium
modes, namely, annual, semiannual, quarterly and monthly. The company
feels that its modal distribution is different from the industry's,
causing its higher than normal actual to expected ratio. The company
plans to study the modal effects on first year lapse rates and sets up a
table as follows:

TABRLE 28
Type of Product, Duration 1
(1) (2) (3) (4) (3)
Industry Actual to
Standard Expected Expected
Lapse Actual Lapses Lapse Ratio
Mode Rates Inforce Lapses = (1) x (2) = (3) + (&)

Basic Disclosure Formula

All
Combined .17 1,000 204 170 1.20 (=a
non-normalized
ratioc as to
- premium mode)
(continued on next page)
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TABLE 28 (continued)

Basic Disclesure Formula Expanded
to Reflect Modal Variations

Annual .12 300 30 36 .83
Semianmual .16 100 14 16 .88
Quarterly .22 200 40 44 .91
Monthly .26 400 120 104 1.15
All
Combined  xxx 1,000 204 200 1.02 (=a
normalized

ratio as to
premium mode)

(Note: Inforce distributions shown above are on an absolute basis.
For convenience of calculation, either a percentage or an absolute
amount can, in fact, be used.)

Normalization by mode is completed by applying the industry standard
lapse rates to the company's inforces by mode to determine expected
lapses for each mode. The figures in the example indicate that for the
1 annual, semiannual and quarterly modes, the company's actual lapses are
; better than expected, but not so for monthly. The figures by mode in
columns (3) and (4) are summed to obtain the aggregate expected lapses
normalized for mode. The normalized actual to expected lapse ratio then
becomes 1.02 (204 + 200), suggesting that the company's first year lapse
rate is quite normal. The reason for the actual to expected ratio of
1.20 on the non-normalized basis is the disparity in distribution of
inforce by mode between the company and the industry, and this is not
recognized in the simplified disclosure calculation.

e —————

Actually, the components of the calculation show that the company is not
"quite normal.'" Its poorer than average experience on monthly business
is balanced by superior performance on the other modes. The place to
start to improve persistency in duration 1 is with the monthly mode.

This example illustrates that the disclosure formula reflects industry
composite distributions of business in force in arriving at standard
lapse rates. Companies with proportions of business in force markedly
different from the industry composite can produce actual lapses which
vary from the norm -- often quite justifiably -- as a result of their
particular mix of business,
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December 1978 Report

This report concerns only the proceedings of the NAIC Technical Task Force to Review Valuation and Nonforfeiture
Value Regulation since the June 1978 meeting. There are no recommendations with this report.

A. Proceedings of the NAIC Technical Task Force

Attached to this report are draft copies of the minutes for the meetings for June 10-11, 1978 (Attachment A), and
October 25-26, 1978 (Attachment B). The attachments to the minutes for the June 10-11, 1978 meeting include only the
attachments identified therein as A-1 through A-4. The attachmenis identified as A-5 through A-10 have been deleted as
they do not pertain to life insurance. '

Also attached are a revised table of mortality rates forming a part of Actuarial Guideline C previously recommended by the
NAIC Technical Task Force entitled “Actuarial Interpretation Regarding Minimum Reserves for Certain Forms of Term
Life Insurance™ (Attachment C, appears in 1978 Proc, V. 11 pp. 416-418); a letter from John Montgomery of the Technical
Task Force dated October 18, 1978 (Attachment D, not reproduced here); a letter from John Booth dated November 8,
1978, pertaining o guidelines for deposit-term-type products and to the minutes of the December 4, 1977 meeting of the
NAIC Technical Task Force (Attachment E); Alfred N. Guertin’s recent paper entitled ‘“Forms of Policies Providing for 2
Supplementary First Year Premium Not Dependent on Age (Attachment F-1); letters from Burnett A. Halstead and George
W. Harding relating to deposit term insurance (Attichments F-2 and F-3 respectively); a letter from E. James Morton dated
October 13, 1978, concerning a proposed change in the Standard Nonforfeiture Law (Attachment F-4). Other attachments
are 2 memorandum from John Montgomery dated September 15, 1978, relating to interpretations by the California
Department (Attachment G); a paper from the Variable Products Technical Advisary Committee dated October 25, 1978
(Attachment H); and a letter from James R. Carlisle of the Alabama Department dated August 21, 1978, relating to
insurance companies which are earning interest at a lower rate than the rate assumed in their reserves (Attachment I).

Items 1 through 7 below relate to topics which have been listed on the agenda of the NAIC Technical Task Force.

1. Actuarial Guidelines

1, Four Previous Guidelines The Special Report of the NAIC Technical Task Force dated May 8, 1978, recommended
four guidelines to the (C3) Life Insurance Subcommittee. As requested in the Special Report, these four guidelines were
adopted with a recornmendation to the (A5} Financial Condition Examination Subcommittee that such guidelines be
included in the Financial Condition Examiners Handbook. The (AS) Financial Condition Examination Subcommittee has
been notified, and that subcommittee expects to consider the inclusion of the guidelines in the Handbook at its December
1978 meeting. '

One of the four guidelines, Guideline A, ‘“Reserve Requirements with Respect to Interest Rates Guarantees on Active Life
Funds Held Relative to Group Annuities,”” requires that the NAIC Technical Task Force supply the NAIC Central Office
with a valuation interest assumption tg be applied in the valuation of group annuity contributions received in the most
recent calendar year. This interest assumption is identified as “ip " in the text of the g:uide]ine, which appears in
Attachment A of the Special Report of May 8, 1978, The NAIC Technical Task Force has determined that .081 is the
value of “imy” for contributions received in 1978.
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James L. Sweeney of Munich American Reassurance Company has pointed out a relatively minor error in the table which
forms part of another of these guidelines, Guideline C, “‘Actuarial Interpretation Regarding Minimum Reserves for Certain
Forms of Term Life Insurance.” The correction applies 10 Attachment C of the Special Report of May 8, 1978. The
correct mortality rate for males, age 85, on the age last birthday basis is 0.1664679 rather than 0.1665769. This was a
typographical error, affecting only ome figure in these tables. Attachment C is a complete table of mortality rates, which
includes this one necessary revision (the revision appears in the version published in 1978 Proc. V. 11 pp. 416-418).

A question has arisen with respect to the minutes of the NAIC Technical Task Force meeting of December 4, 1977, as they
relate to this same guideline. At least one early discussion draft for this guideline contained a five year grade-in period,
during which insurance companies which had not previously been setting up the reserves required by its terms could build
up to the full level of these reserves. This grade-in provision was deleted from the guideline in the final version approved by
the NAIC Technical Task Force at its meeting of April 6-7, 1978, The question is whether the minutes of the December 4,
1977, meeting intended to refer to a draft version of this guideline with or without the grade-in provision, when they
stated that the grade-in provision should be left unchanged. Further information on this subject is included in Attachment
E. The NAIC Technical Task Force plans to discuss this subject further at its December 1978 meeting, and it will consider
amending the minutes for its December 4, 1977 meeting,

b. Deposit Term Life Insurance The NAIC Technical Task Force has continued to work on this guideline, and some
progress seems to have been made in the area of disclosure requirements. The question of whether or not the guideline
should define a special higher scale of minimum nonforfeiture values at each policy year for deposit term type policies has
not been resolved by the NAIC Technical Task Force, Even if such a special scale of minimum values were determined to
be desirable, there is some concern that it could not be implemented under the present wording of the Standard
Nonforfeiture Law, .

Arttachment ¥ contains a revised draft proposal which separates the subjects of disclosure and minimum nonforfeiture
values into two distinct guidelines. The proposed disclosure guidelines in Attachment E now incorporate 2 number of
changes suggesied by members of the NAIC Technical Task Force at its previous meetings, The proposed minimum
nonforfeiture guidelines in Attachment E do define a special higher scale of minimum nonforfeiture values zt each policy
year, as described above. The titled to both proposed guidelines inn Attachment E now refer to *‘partial-endowment-type”
policies rather than "'deposit-term-type” policies.

- This topic has attracted a great deal of interest, and the NAIC Technical Task Force has been supplied with reference
materials for its consideration, Some of these are included as Attachments F-1, F-2 and F-3,
Fae
The NAIC Technical Task Force will consider this topic further at its December 1978 meeting. Two related topics will also
be considered, a proposed amendment to the Standard Nonforfeiture Law which would apply to life insurance policies with
premiums that decrease during the first ten years (Attachment F-4) and the relationship of successive cash values in life
insurance policies.

c. Other Guidelines The NAIC Technical Task Force is also reviewing a collection of interpretations which the Californiz
Department has made in applying the California Insurance Code (Attachment G) to determine if some or all of them are
suitable for guidelines. This is a second draft, and some revisions have been made so that these interprerations will better
conform with other actions taken by the NAIC Technical Task Force.

The NAIC Technical Task Force also needs to develop a guideline to assist state insurance departments in distinguishing
annuities from life insurance contracts. This is especially important for those states which have passed the new NAIC
Model Standard Nonforfeiture Law for Individual Deferred Annuities, since the same contract will typically require higher
minimum nonforfeiture values if it is considered an annuity rather than a life insurance policy.

Both of these subjects are on the agenda farthe December 1978 meeting of the NAIC Technical Task Force,

2, Construction of 2 New Mortality Table

The NAIC Technical Task Force has postponed action on this topic, since the Society of Actuzries has a Special
Committee to Recommend New Mortality Tables for Valuation which is developing new tables. Gary See, a member of this
Special Committee, reported orally to the NAIC Technical Task Force at its meeting of October 25-26, 1978. It appears
that the Special Committee has now reached agreement on the basic mortality rates, and also on the margins which it

e
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considers proper for the loaded table. However, no written report was available at thar time; and the final report of the
Special Committee to the Society of Actuaries is not expected until after the December 1978 meeting of the NAIC
Technical Task Force. This final report of the Special Commirttee is expected in January or February 1979; but it should
be noted that this report will need to be reviewed and acted upon by the Board of Governors of the Society of Actuaries
after they receive it.

The NAIC Technical Task Force can only make limited progress on this topic at its December 1978 meeting. It expects to
discuss the manner in which the new tables can be tested when the mortality rates are available.

3. Revision of Standard Nonforfeiture Law

This topic is very closely related to the topic described above, “Construction of a New Mortality Table.” It is necessary to
know the level of mortality rates, before the appropriate expense allowances used in determining minimum nonforfeiture
values can be defined. Also the new tables are intended for the calculation of reserves, and some modification may be
needed before they are suitable for determining minimum nonforfeiture values,

Therefore the NAIC Technical Task Force cannot undertake a recommendation for comprehensive revision of the Standard
Nonforfeiture Law at this time. At its December 1978 meeting, the NAIC Technical Task Force does expect to discuss the
form of expense allowance to be used in testing the new mortality tables now being developed by the Soctety of Actuaries
Special Comimittee.

Attachment F-4 represents a suggestion which the NAIC Technical Task Force has received for modification of one portion
of the Standard Nonforfeiture Law, This modification would affect only those life insurance policies written undex a plan
where the gross premium decreases during the first ten years, and typically it would require higher minimum cash values in
most policy years than those which are now required under the Standard Nonforfeiture Law, It should be noted that this
modification would apply to most deposit-term-type products, as described in item ib above, but it would not be limited
to such plans. The NAIC Technical Task Force expects to discuss this proposal at its December 1978 meeting.

4. Relationship of Successive Cash Values in Life Insurance Policies

Certain life insurance policies which are now being sold have been criticized because of the relationship between successive
cash surrender values. That is, in at least one case, the increase in the cash value at the end of a palicy year over the cash
value at the end of the previous policy year does not appear to bear any reasonable relation to the gross premium due from
the policyholder and the benefits provided by the insurance company during that policy year.

The question has been raised whether or not such policies should be disapproved as unfair or inequitable, even if each cash
surrender value examined individually is equal to or greater than the minimum cash surrender value defined by the
Standard Nonforfeiture Law. It should be noted that some of the policies which have been criticized are deposit-term-type
products as described in item 1b above. However, this criticism can certainly not be applied to all deposit-term-type
products which are currently being sold, and the same criricism can apply to life insurance policies written on other plans.

The NAIC Technical Task Force expects to discuss this topic at its December 1978 meeting. The topic has not previously
appeared in the NAIC Technical Task Force agenda, and there has been only very limited discussion and consideration of

the subject.

5. Variable Annuity Nonforfeiture Regulation

The NAIC Technical Task Force had previously received a report from the Variable Products Technical Advisory
Committee which contained suggested changes in the NAIC Model Variable Annuity Regulation relating to minimum
nonforfeiture values. (Please see Attachment H of the June 1978 Repore of the NAIC Technical Task Force to the (C3)
Life Insurance Subcommittee.} However, the NAIC Technical Task Force asked that the Variable Products Technical
Advisory Committee give further consideration to cerrain questions raised by Harold Leff of Metropolitan Life Insurance
Company, such as whether the proposed schedule of minimurn nenforfeiture values made adequate provision for future
inflation in the expense allowance.
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Attachment H is a paper prepared by the Variable Products Technical Advisory Committee on October 25, 1978, after
meeting with Mr. Leff and reviewing these questions, The NAIC Technical Task Force received this paper at its October
25-26, 1978 meeting; but it decided not to take any immediate action. The NAIC Technical Task Force has asked the
Variable Products Technical Committee to supply certain additional information relating to the questions raised by Mr.
Leff, This information is described in detail in Attachment B, in the section near the end entitled “Variable Annuity
Nonforfeiture Regulation.”

Jerome S. Golden, Chairman of the Variable Products Technical Committee, has advised that it has been impossible to hold
a meeting of his committee before the NAIC Technical Task Force meets in December 1978, Thus, the Technical Task
Force does not expect to make any further progress on this topic at its December 1978 meeting.

6. Problem Plans

No such plans have been submitted to the NAIC Technical Task Force during the period covered by this report.

7. Companies Earning Lower Interest Rates Than the Rate Assumed in Their Reserves
This is a joint topic which involves credit insurance and accident and health insurance in addition to life insurance.

The NAIC Technical Task Force began work on this topic in response to a letter from James R. Carlisle of the Alabama
Department dated August 21, 1978 (Attachment I). The letter suggests that such insurance companies be required to set
up a special additional reserve, and includes a formula which might be used for that purpose, Attachment D includes John
Montgomery’s comments on this topic, and on the formula which was presented. The NAIC Technical Task Force
discussed this topic at its October 25-26, 1978 meeting, but did not reach any conclusions. This topic will be considered
further at the December 1978 meeting.

Attachment D points out that this topic is interrelated to some extent with the work of the (A3) Subcommittee Task
Force on Life and Health Insurance Early Warning System Tests. Also the solution to the underlying problem may involve
revision of Page 6, “Analysis of Increase in Reserves during the Year” and possible revision of other parts of the annual
statement blank.

B. Recommendations
There are no recommendations attached to this report.
Ted Becker, Chairman, Texas; John 0. Montgomery, California; Thomas J. Kelly, New York; Larry Gorski, Illinois; Erma

Edwards, Nevada; Bradford S. Gile, Wisconsin; Thomas A. Bickerstaff, Pennsylvania; James Montgomery 111, District of
Columbiz. i

ATTACHMENT A

(C) Commiittee Technical Task Force To
Review Valuation and Nonforfeiture Value Regulation

Life Insurance

Washington, D.C.
June 10 and 11, 1978

The NAIC (C) Committee Technical Task Force To Review Valuation and Nonforfeiture Value Regulation met from 9:30
aum. until 1:00 p.m, on June 10, 1978 in the Military Room of the Washington Hilton Hotel, Washington, D.C. to consider
matiers pertaining to the (C3) Life Insurance Subcommittee. The task force met again from ¢ a.m. to 6 p.m. on June 11,
1978, in the Lincoln West Room at the same hotel to consider matters pertaining to the (C1) Accident and Health
Insurance Subcommittee, and to the (C2) Credit Insruance Subcommittee. The following task force members were present:

H
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John O. Montgomery, Chairman, California; Ted Becker, Texas; Robert J. Dolan, Pennsylvania; Erma Edwards, Nevada;
Latry Groski, Illinois (June 11 only); Thomas J. Kelly, New York; James R. Montgomery, Iil, District of Columbia {June
10 only); Marvin Van Cleave, Wisconsin (June 11 only, representing Bradford S. Gile).

The foliowing persons were present for the June 10, 1978, meeting: J. Stephen Beckman, United Investors Life; John K.
Booth, American Council of Life Insurance; Doug Broome, South Carolina Insurance Department; Greg Carney, Anchor
National Life; Grace V. Dillingham, American Council of Life Insurance; Ann Enarson, Kemper Life Companies; Charles
Greeley, Metropolitan Life; George Harding, University Life; David Holland, Munich American Reassurance; H. C. Jaros,
United Investors Life; Howard Kayton, Security First Group; Harold Leff, Metropolitan Life; Richard V. Minck, American
Council of Life Insurance; John J. Nietmann, Jr., American Council of Life Insurance; William A. White.

The following persons were present for part or all of the June 11, 1978 meeting: Jim Be'rens, Centurion Life Insurance
Company; James F. Blazek, Alexander Hamilton Life and Maryland Life; Doug Broome, South Carolina Insurance
Department; Rod Bucher, Old Republic Life; Vincent W. Donnelly, American Council of Life Insurance; Harvey Galloway,
Jr., Nationwide Corporation; James H. Hunt, Massachusetts Insurance Department; Ken Jones, Cuna Murtual Insurance
Group; Michael Kazakoff, Mutual of Omaha; Spencer Koppel, Combined Insurance Companies; Michael F. Medland, Cuna
Mutual Insurance Group; Norris Robinson, Merit Life Insurance Company; Robert Sable, National Consumer Law Center;
James Stump, American Council of Life Insurance; Peter Thexton, Health Insurance Association of America; Brooks G.
Trueblook, Credit Life Insurance Company; Bob Tyler, Old Republic Life; Charles M. Underwood, 11, Alexznder Hamilton
Life; Ronald M. Wolf, Tillinghast, Nelson and Warren, Inc.

Minutes of the Task Force

Chairman Montgomery announced that because of the pressure of work in his own State of California, he would have to
give up the chairmanship of the task force for at least six months. He would be able to continue as a member of the task
force and as Vice Chairman. Ted Becker of Texas would be Chairman,

Minutes of the December 4, 1977 and April 6-7, 1978, meetings of the task force were approved, after correction of
typographical errars.

Consumer Representation

There were no representatives present from the consumer groups which had asked for a discussion on consumer
representation. Consideration of this question was therefore postponed.

Special Report to the (C3) Life Insurance Subcommittee

The task force reviewed the May 8, 1978, Special Report to the (C3) Life Insurance Subcommittee, Mr. Booth presented 2
substitute page 6 of Attachment C, *‘Actuarial Interpretation Regarding Minimum Reserves for Certain Forms of Termn Life
Insurance,” correcting the mortality rates for females under age 20 to conform to those adopted by the NAIC in December
1977. (The fernale juvenile extension in the draft report had been computed by a different method from that eventually
adopted.) The task force voted to accept the substitute,

Mr. Kelly suggested that the summary of the “Interpretation of Minimum Cash Surrender Benefit Under the Standard
Nonforfeiture Law for Individual Deferred Annuities” refer to “individual deferred annuities with 2 surrender charge at
matuity” rather than 'no surrender charge until maruriry.” The task force voted to accept this change.

A number of typagraphical errors were pointed out and correcred.

The task force then voted to adopt the Special Report, as revised, recommending that the (C3) Life Insurance
Subcommittee adopt the four actuarial guidelines proposed in the report and that the (C3) Committee recommend to the
{A5) Financial Condition Examination Committee that the guidelines be included in the Financial Condition Examiners
Handbook. It was noted that publication of the guidelines in the Handbook was not necessary to adoption of the
guideliens, but would make them more accessible to state examiners.
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Deposit Term Ingurance

Mr. Booth distributed a substitute for part of the American Council’s proposal with respect to deposit term insurance (item
le of Attachment C of the reguiar report of the (C3) Subcomrmittee). The substitute revised and expanded the fourth of
the proposed minimum disclosure requirements,

Mr. James Montgomery said that the substitute was an improvement but did not go far enough. He said that any attempt
to relate the first' premium to the endowment at the end of the term was misleading and should be prohibited. He
recommended that the additional first-year premium not be shown separately, as proposed by the Council, but that the
total premium for the basic policy be shown for each year.

Mr. Becker suggested that reference to applicable life insurance, annuity, or deposit fund disclosure requirements be added
to the requirement for disclosing the amount of premium for each optional rider.

Mr. Minck suggested that relating the first-year premium to the endowment could be prohibited as part of the second
disclosure requirement. After further discussion, the task force agreed on substitute language, suggested by Mr. Kelly and
Mr. Jjohn Montgomery, for the second requirement, prohibiting any comparison between the endowment value of any
specific cash value and the excess of the first-year’s premium over the renewal premium.

Mr. Becker reported that the Texas Board of Insurance had withdrawn its ruling requiring minimum nonforfeiture values
similar to those proposed, rather than go to court. He thought that other states might find that they lacked statutory
authority for imposing the nonforfeiture value requirements. The task force reached no conclusion on keeping or deleting
the proposed minimum nonforfeiture value requirements.

A copy of the propased “Guidelines for Approval of Deposit-Term-Type Insurance,” as revised is attached to these minutes.
(Attachment A-1).

Other Guidelines for Life Insurance and Annuities

There was a lengthy discussion of the draft “Interpretation of the California Code — Actuarial Procedures,” Attachment D
of the regular report to the (C3} Life Insurance Subcommittee. Letters from John Booth (May 24, 1978) and Raymond
Bierschbach (June 1, 1978) were distributed {Attachments A-2 and A-3 of these minutes).

It was suggested that item 3 be expanded to include the words “based on the assumptions at the initialization of the
supplementary contract.” There was no resolution of the question of interest guarantees in excess of the valuation interest
rare,

It was noted that the task force had approved, at its April 6-7 meeting, a proposed revision to the Standard Nonforfeiture
Law which would specifically permit the use of continupus functions in calculating minimum nonforfeiture values,
prohibited by item 6 of the California draft.

It was recognized that the development of sex-distinct mortality tables would complicate the calculation of joint live
reserves and cash values, itern 7. The problem has not yet been addressed by the Society of Actuaries Special Committee to
Recommend New Mortality Tables for Vaiuation.

Chairman Montgomery said that item 8 relating to reserves for convertibility and renewability waould be redrafted, and
there was no further discussion of the item.

It was suggested that items 9, 10, and 11 be combined to indicate more clearly that reserves are needed for each benefit
whether there is 2 separate premium or not, and that riders must be valued separately. Mr. Montgomery agreed to do this.
He remarked that each policy must have an adequate reserve; the aggregate reserve concept could lead to solvency
problems if the mix of business changed.

It was noted that Item 13 was in conflict with the “Actuarial Interpretation Regarding Minimum Reserves for Certain
Forms of Term Life Insurance,”” approved at this meeting.

It was suggested that Item 14 be expanded to read “reserve sufficiencies may not be offset against prior deficiencies.”
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The remaining items were not discussed in detail.

Construction of a New Mortality Table

Mr. Booth relayed a report from William X, Nicol {American National Insurance Company) an the progress of the Margins
Subcommittee of the Society of Actuaries Special Committee To Recommend New Mortality Tables for Valuation. The
subcommittee is experimenting with margins of the type used in the 1941 CSO Table {5 percent of the reciprocal of the
expectation of life), the 1958 CSO Table ((0.75 + .01x) deaths per thousand at ages 0 to 32, .15q, at ages 62 + over, and
margins graded by a cubic equation for ages 32-62), and 2 new variation which would produce margins of roughly 3
percent of the reciprocal of the expectation of life at the younget ages grading into 6 percent of the reciprocal of the
expectation: of life at the older ages.

They are trying several variations of each formula and comparing the [oaded tables with company experience. They hope
for a total reserve closely approximating that which would arise on a select and ultimare basis.

So far only the subcommittee has considered these margins. There will be a2 meeting of the full committee in July, and they
hope for an initial exposure of the tables to the membership at the Society meeting in the fall.

Chsairman Montgomery distributed a memorandum 2nd table (Atrtachment A-4) showing the age setback, at quinquennial
ages, of male values to obtain female values for various sex-distinct mortality tables, The setbacks required for mortality
rates varied widely; those for complete life expectancies were more stable. He expects to compute the sethacks required for

annuities and life insurance reserves, at various interest rates, at a later date.

John Montgomery, Chairman, California; Ted Becker, Texas; James Montgomery, III, District of Columbia; Larry Gorski,
Illinois; Irma Edwards, Nevada; Thomas Kelly, New York; Bob Dolan, Pennsylvania; Bradford 8. Gile, Wisconsin.
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ATTACHMENT A-1

Proposed Guidelines for Approval of
Deposit-Term-Type Insurance

(Daft 2, as amended June 10, 1978)

[Editor's Note: The first draft appeared in the 1978 Proceedmgs V. Il pp. 449-451, Only those sections which were
changed appear bere. ]

Minimum Disclosure Requirements for Deposit-Term-Type Products

1.

2. 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 valug
arises solely from such excess constitutes a_misrepresentation as to_material facts. [In addition, in every case, full
information relative to the initial deposit shall be given in writing to the applicant or prospective insured, which
shall adequately disclose its amount, forfeiture details. guaranteed values and ultimate disposition under each future
option required to be disclosed in 1.]

3.

4, It is recommended that an “explanation’ sheet be given to every applicant or prospective insured with pertinent

figures inserted for the specific case showing [the amount of premium required for a particular mode of payment,
the amount the premiuwm becomes at the end of the deposit term; the amount of the initial built-in deposit, how and
when it may be forfeited, its gua'ranteed nonforfeiture values, and its ultimate disposition:] the following amounts
for each of the first twenty policy years and representative policy years thereafter sufficient to clearly illustrate the
premiumn and benefit patterns.

R
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From:

Date:

Re:
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a. The amount of the premium payable for the year for the basic policy.

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

c. 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.

d. Total guaranteed cash surrender values at the end of the year with values shown separately for the basic
policy and each rider.

e, Cash dividends payable at_the end of the year with values shown separately for the basic policy and each
rider. {Dividends need not be displaved beyond the twentieth policy vear.)

f. Guaranteed endowment amount payable under the policy which are not included under guaranieed cash
surrender values above,

Various options should be explained, with premium rates shown. The explanation sheet should set forth a
reasonably complete picture of the plan. It would be advisable to have the applicant acknowledge receipt of the
explanation sheet on a copy which would be kept by the insurer or its agent.

ok 3 i ke ok ke ok ok

ATTACHMENT A-2

Mr, John O. Montgomery
Chief Actuary
California Insurance Department

John K. Booth

Associate Actuary

American Council of Life Insurance
Washington, D.C.

May 24, 1978

Interpretation of the California Code — Actuarial Procedures

We understand that you are secking comments on the draft “Interpretation of the California Code — Actuarial
Procedures,” dated January 6, 1978 (see 1978 Proc, V. II p. 452). Therefore, we would like to make the following
observations:

We have several concerns over the wording of interpretation no. 3 which would require supplementary contracts
both with and without life contingencies ro be governed by annuity reserve requirements. We regard supplementary
contracts, particularly those written today where it is necessary to offer an attractive return in order for a company
to obtain supplementary contract funds, as new contracts which should be subject to current reserve standards. For
supplementary contracts which have high short-term interest guarantees and do not involve life contingencies, we
believe liabilities should be based on valuation interest assumptions similar to those used in valuing interest
guarantees under group annuity contracts. For those which involve life contingencies, we would suggest that reserves
be based an the same standards that are applicable to currently issued individual single premium immediate annuity
contracts,

e gmuheigae. -
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Another concern we have with interpretation no. 3 is that it implies that liabilities for supplementary contracts not
involving life contingencies are annuity reserves. This treatment would be contrary to the Federal Income Tax
treatment of such contracts where they are considered as funds owed and insurers receive a deduction for interest
paid on these funds.

b. We are not sure we understand the meaning ot purpose of interpretation no. 6 in the light of the proposed revisions
to the NAIC Standard Nonforfeiture Law. At the last meeting of the NAIC Technical Task Force, it was agreed that
under the new NAIC Standard Nonforfeiture Law either curtate or continuous functions could be used in
determining minimum nonforfeiture values. We assume that a company would not be prohibited from using
continuous functions in determining its nonforfeiture values if such values exceeded minimum statutory
requirements based on curtate functions, Furthermore, we believe that the intent of the Nonforfeiture Law is not to
bar a company from using continuous functions to calculate minimum nonforfeiture values where these differ from
those computed on curtate functions by only trivial amounts, Enclosed is a background memorandum by Harold
Leff which was prepared in connection with earlier discussions of this subject.

c. It is difficult to understand interpretation no. 8 which ties the question of reserves for renewability or convertibility
of a plan to rates published in the .insurer’s ratebook. While rates are one facet of renewal or conversion, the
potential for antiselection, and the effect on that potential of the provisions and options under both the old and
new plans are factors which must also be considered in establishing an appropriate reserve. Therefore, there may be
considerably more actuarial judgment required in establishing proper reserves for conversions or renewals than in
determining basic policy reserves.

d. Interpretation no. 13 appears to be contrary to the Actuarial Interpretation on term insurance reserves included in
the Special Report of the NAIC Technical Task Force, We would hope that this language will eventually be
supplanted by the “Actuarial Interpretation’ which is included in the Special Report of the NAIC Task Force.

» *
To: Mr. Charles Greeley, Actuary

From: Harold Leff, Actuarial Associate

Date: June 14, 1976

Re: Appropriate Basis for Minimum Nonforfeiture Values

One of my assignments, stemming form the May 6th meeting of the Committee on Nonforfeiture Laws, was to examine

the possible bases for calculation of nonforfeiture values to determine if one basig consistently produced the lowest value,
These bases were age nearest birthday and age last birthday, and curtate and continuous functions, thus giving us four bases
for nonforfeiture values,

Our study considered three plans (Ordinary Life, 20-Pay Life, and 20-Year Endowment) and three issue ages (20, 35, 50).
Using the 1958 CSO and 3%% interest, we compared the cash values, duration-by-duration, for the four bases described
above. While curtate/age nearest generally produced the lowest values for Life plans, curtate/age last generally produced
about the lowest values for the Endowment. The results are explained in detail below.

Life Plans

The only instances where curtate/age nearest did not praduce the smallest value on a Life plan occurred either where the
value was actually negative, or at attained age 99. The first of these exceptions is obviously not significant, and the second
appears reasonable in view of the following:

On an age last birthday, for attained age 99, the insured is age 994, on the average; he is age 99, on the average, for an age
nearest case. The present value of future benefits ai attained age 99 is independent of the 2ge basis, nemely -1 _or'v.

Hawever, the adjusted premium is lower on an age nearest basxs Since the nonforfeiture value at age 99 is present-:}alue of
future benefirs less present value of future premiums, or v — p » the curtate/age last basis produces a lower value due to
the higher value of p on an age last basis. The difference between the two bases was only $.09, and this exception can,

thus, probably also be ignored.
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Endowment Plans

A generalization, comparable to that made for Life plans, cannot be made as easily for the 20-Year Endowment, as is
evident from the following table:

Basis Which Produces the Lowest Nonforfeiture Values
for a 20-Year Endowment Palicy (1958 C50 - 3%%)

Duration 20 35 50 . 65
1 cont./last Always Negative Values
2 cont./last cont./last curtate/last curtate/near
3 cont,/last cont./near curtate/last curtate/near
4 cont./last curtate/last curtate/last curtate/last .
5-15 cont./last curtate/last curtate/last curtate/last
16-19 curtate/last curtate/last curtate/last curtate/last
20 Always $1,000.00

We also analyzed the Endowment plan using the 1958 CSO at 4%% to see what effect a higher interest rate would have,
and the results were essentially similar to that presented in the table above. No analysis was made using the Modern CSO
table, since that table was anly available on an age nearest basis,

Some generalizations which can be made regarding the 20YE are that (1) the curtate/last basis either produces the lowest
value, or else it produces a value no more than $.39 above the lowest value; (2) curtate/nearest (the “best” basis for Life
plans) produces values which are either lowest, or within $3.00 of the lowest.

LA EE LR LT ]

ATTACHMENT A-3

To: Mr. John O. Montgomery
Chief Actuary
California Insurance Department

From: Raymond A. Bierschbach
Executive Vice President
QOccidental Life Ins. Co.

Box 2101 Terminal Annex
Los Angeles, California 90051

Date:  June 1, 1978

It is 2 shame that we didn’t have more time to discuss the proposed “‘Interpretation of the California Code — Actuarial
Procedures” (see last Proceedings, p. 452} at the recent meeting of the Actuarial Club of the Pacific States. Hopefully more
time can be given to this subject at the September meeting, If you have been able to distribute the proposed guidelines by
that time, we'll be in a better position to have a meaningful discussion. In the meantime, I'll send along some of my own
comments.

As you know, interpretations No. 2 and.3 were applied to us when you were doing the audit of our 1976 reserves with the
result that we did some reserve strengthening as of year-end 1977. Bob McCarty wrote a memo to file during the audit
discussing the matter covered in interpretation No. 2. I'm enclosing a copy of Bob’s memo.

Interpretation No. 8 is not clear to me. The first several times [ read it I interpreted “such new policy” to be the term
policy for which convertibility and renewability reserves may or may not be required. That interpretarion results in
confusion because I cannot see why the need for a reserve would depend on whether or not a policy is a regular rate book
plan. A company could avoid a reserve merely by putting 2 policy in the ratebook.
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Maybe, then, “such new policy” refers to the permanent policy issued as the result of a'conversion. Are you then talking
only of post conversion reserves? Also, isn't the need for 2 conversion reserve at least as much a function of the conditions
of the term policy giving rise to the conversion as it is of the permanent policy that results? Also, under this interpretation,
what would be “such new policy” when we’re talking about renewability? And, finally, are you planning to set the
required level of reserves using the guideline route? John, this is a pretty significant point and I feel more discussion, or at
least clarification, of the intent of the guideline is needed.

Regarding interpretation No. 9, is it to apply only to such additional benefits as accident indemnity and waiver of
premium? Companies have developed a2 wide variety of options that are built into policies without a separately identifiable
premium charge and if all of these options are to be included within this guideline there could be a real honest difference

of opinion as to the need for reserves,

Interpretation No. 10 is somewhat similar to No. 9. Perhaps some flexibility could be built into the guideline by adding
some words such as *‘or the actuary must demonstrate that reserves are not needed.”

As we discussed in Rancho Bernarde, the wording of interpretation No. 13 is in disagreement with the wording of the
NAIC Technical Task Force, Perhaps you plan to revise interpretation No. 13 before implementing these guidelines.

John, thank you for soliciting industry reaction on these guidelines. Possibly others will want to give you the input you
desire after they have had 2 chance to review them. ’

FERKEREE
ATTACHMENT A-4

To: NAIC Technical Task Foree To Review Valuation
& Nonforfeiture Value Regulation

From: John Montgomery, Actuary
California Insurance Department

Date:  June 8, 1978
Re: Age Setback for Female Values

The attached table shows the age setback of male values to obtain female values for various sex distinct morrality tables.
The ages are for every five years from male age 15 ro 105.

Two sets of values were compared, one based on mortality rates and the other based on complete life expectancies. The
latter showed more stability with increase in age,

The sets of tables used were:

1. The 1969-71 United States White male and female tables based on the 1970 U.S. census data.

2. Four sets of tables based on the experience of annuirants:

{a) A — 1949 with no projection for improvement in mortality
(b} A — 1949 with a projection for 30 years assuming an improvement in annuitant mortality
(c) 1971 Individual Annuitants

(d) 1971 Group Annuitants

3. Three sets of tables based on insured lives mortality, 2il of which were graduared basic unloaded mortality tables of

the type that might be used as a basis for developing gross premiums for life insurance benefits.
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{a) 1965-70 Ultimate Basic Table,

(b}  1970-75 Experience with experience in the first five policy years eliminated and with the male table having
no hump in mortality at the late teens and early twenties,

{c)  The same as (b) but with a hump in male mortality during the late teens and carly twenties.

The 1970-75 Experience Table are those distributed to members of the Society of Actuaries Special Committee to
Recommend New Mortality Tables for Valuation, March 31, 1978.

AGE SETBACK OF MALE VALUES TO OBTAIN FEMALE VALUES
FOR VARIOUS SELECTED MORTALITY TABLES

Annuitant Mortality Insured Life Mortality
A-1949 . A-1949 1965-70 1970-75 Basic
Male 1969-71 Not 30-year 1971 1971 Ultimate  Without with
Age U.S. (White) Projected  Projection  Individual Group Basic Male Dip Male Dip

PART A MORTALITY RATES

15 2.56 N/A N/A N/A N/A 2.67 6.50 5.00

20 6.64 N/A N/A N/A N/A 5.53 6.33 8.00

25 11.48 13.10 13.00 N/A N/A 10.93 9.67 12.55

30 15.85 7.89 7.89 12.14 i2.14 15,07 11.33 16.69

35 19.44 6.10 6.09 . 8.97 8.97 18.21 11.25 20.29

40 6.91 5.38 5.38 7.65 7.65 3.23 2.77 2.71

45 6.07 5.04 5.04 7.00 7.00 3.80 2.88 2.88

50 6.71 6.20 6.20 7.42 7.42 4,68 3.94 3.94

55 7.61 7.92 7.92 7.92 9.16 5.98 4.43 4.43

60 8.53 8.70 8.64 7.73 9.65 6.57 6.41 6.41

65 9.22 8.06 7.48 8.77 8.61 7.98 6.49 6.49

70 8.70 6.20 5.44 8.05 7.60 7.81 6.83 6.83

i 75 7.09 4,77 4.15 5.42 6.02 5.29 5.61 5.61
g 80 5.18 3.68 3.20 3.54 4.83 4,24 4,88 4.88
: 85 3.78 2.76 2,42 1,90 4,78 3.58 3,19 3.19
N 90 3.07 1.94 1.75 92 4.08 3.41 2.28 2.28
95 2.29 1.17 1.17 2.51 1.77 2.03 .34 .34

100 3.03 44 .44 5.12 -.08 2.48 N/A N/A

105 4.25 -.29 -.29 6.50 -.63 112 N/A N/A

PART B COMPLETE LIFE EXPECTANCY

15 7.44 5.43 4.61 5.28 6.58 5.77 4.96 5.25
20 7.49 5.37 4.57 5.22 6.52 5.81 4.96 5.22
25 7.41 5.33 4.54 -5.17 6.47 5.73 4.93 5.05
30 7.10 5.30 4.51 5.13 6.44 5.57 4.88 4.87
35 688 . 5.29 449 . 509 6.41 5.48 4.82 4.80
| 40 6.83 5.28 4.48 5.05 6.39 5.47 4.80 4.80
E 45 6.85 5.28 4.47 5.01 6.37 5.53 4.87 4.87
.5 50 6.88 5.27 443 4.93 6.36 560 . 4.95 4.95
i 55 6.86 5.12 4.27 4.73 6.24 564  5.00 5.00
60 6.72 4.76 3.95 442 5.97 5.55 4.98 4.98
| 65 6.31 4.25 3.55 4.03 5.63 5.31 4.77 4.77
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Annuitant Mortality Insured Life Mortality
A-1949 A-1949 1965-70 1970-75 Basic
Male 1969-71 Not 30-year - 1971 1971 Ultimate  Without With
Age U.S. (White)  Projected  Projection  Individual Group Basic Male Dip Male Dip

PART B COMPLETE LIFE EXPECTANCY Cont,

70 5.61 3.72 3.15 3.44 5.21 4,73 4.45 4.45
75 4,65 3.19 2.74 2.77 4.72 4.01 3.86 3.86
80 3.84 2.65 232 2.12 4.25 3.65 3.17 3.17
85 3.05 2.10 . 1.88 161 3.83 3.21 2,22 2.22
9SG 2.69 1.52 1.44 1.95 2.62 2.79 1.12 1.12
25 2.52 92 92 3.68 .85 2,14 .11 a1
100 3.12 .29 .29 5.65 -39 2,05 N/A N/A
105 1.71 -.33 -.33 6.40 -.57 .28 N/A N/A
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ATTACHMENTE

(C) Committee Technical Task Force To
Review Valuation and Nonforfeiture Value Regulation

Life Insurance

Chicago, Illinois
October 25 and 26, 1978

The NAIC (C) Committee Technical Task Force to Review Valuation and Nonforfeiture Value Regulation met from 2:10
p.m, until 7:00 p.n, on October 25, 1978 in the Legislative Hearing Room in the State of Illinois Building, Chicagn,
Illinois, to consider matters pertaining to the (C2) Credit Insurance Subcommittee and to ‘the (C1) Accident and Health
Insurance Subcommittee. The task force met again from 8:30 a.m. to 2:00 p.m. on QOctober 26, 1978, in the same place, to
continue consideration of matters pertaining to the (C1) Subcommittee and to consider matters pertaining to the (C3) Life
Insurance Subcommittee. ’

The following task force members were present: Ted Becker, Chairman, Texas; Erma Edwards, Nevada; Larry Gorski,
Illinois; Thomas J. Kelly, New York; James R. Montgomery, 111, District of Columbia.

Another State Insurance Department répresentative was present: Doug Broome, Scuth Carolina.

The following persans were present for the Life Insurance (C3) meeting: James F. Allen; John K. Booth; Greg Carney,
Anchor National Life; Grace V. Dillingham; Ann B. Enarson, Kemper; Jerome Golden, Equitable Life Assurance Society;
Burnett Halstead, Kemper; George Harding, University. Life; David Holland, Munich American Reassurance; Howard
Kayton, Security First Group; Spencer Koppel; Harold Leff, Metropolitan Life; B. Pike, Dept, of Insurance, State of
Illinois; Gary See, Washington National; Eugene Strum, TIAA.

The chairman announced that Bob Dolan was leaving the Pennsylvania Insurance Department and would be replaced on
the task force by Thomas Bickerstaff of Pennsylvania,

Guideline on Deposit Term Insurance

Mr, Harding said that the Standard Nonforfeitute Law applied to deposit term policies until the law is changed. He urged
the task force to delete the nonforfeiture portion of the guidelines, and asserted that there is no authority to change
nonforfeiture requirements for deposit term insurance by regulation and that the present law is adequate. He also

e
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expressed concern over the disclosure portion of the guidelines, saying he could support disclosure if it were not too
onerous, but felt that year by year disclosure for 20 years should be required for deposit term and modified life policies
only if required for all policies. He noted that for deposit term it would be of no particular value for many of the 20 years.

Mr, Carney referred to 2 paper, previously distributed to the task force, in which Mr. Alfred Guertin, who had been largely
responsible for the development and adoption of the original Standard Nonforfeiture Law, said that deposit term insurance
does not violzte the spirit and intent of that law.,

Mr. Booth reported that the Harding and Guertin papers had been discussed by the Actuarial Committee of the American
Council of Life Insurance. The Actuarial Committee had made a number of changes in its recommendations. With respect
to disclosure, it had agreed to use the phrase “partial endowment” rather than “deposit.” This and other changes, all
affecting language more than substance, were now being considered by the Council’s Legislative Committee. With respect
to nonforfeiture requirements, the Council’s policy was in a state of flux. Its original recommendation grew out of the
proposed new nonforfeiture law. It would have adopted, through the guidelines, the proposed method of calculating the
expense allowance. The Actuarial Committee had reaffirmed its support of the proposed nonforfeiture requirements but,
recognizing there might be questions as to the authority for adopting them through guidelines, now recommended only
nonopposition to that portion of the guidelines. It also recommended that nonforfeiture requirernents along the lines of
those contained in the guidelines be incorporated in the 1976 amendments to the Standard Nonforfeiture Law in those
states where they were still to be enacted. All of these recommendations were now being considered by the Legisiative
Committee and a more positive statement of Council policy would be made in Decemnber.

It was agreed that Mr. Booth would circulate the Council’s new recommendations following the meeting of the Council's
Legislative Committee, There would be one version with, and one without, nonforfeiture requxrements The task foree
deferred acrion until December.

Mortality Tables

Mr. See, 2 member of the Society of Actuaries Special Committee to Recommend New Mortality Tables for Valuation,
reported that the Commitiee had completed both basic and loaded tables, The mergins were based on large company
experience and Monte Carlo simulations of small company experience in various reinsurance situazions. The final report of
the Committee was being prepared and would probably be distributed in late December or January.

Other Guidelines for Life Insurance and Annuities

There was discussion on the question of defining an annuity contract so as to distinguish it from a life insurance policy and
determine unambiguously which nonforfeiture law to apply. However, this question was not resolved.

Revision of Standard Nonforfeiture Law

A letter from Mr. E. James Morton of John Hancock, transmitting a proposed new method for computing nonforfeiture
values, was distributed, Since the task force had had no time to study the proposal, it was received for later consideration.

Variable Life Insurance and Annuity Plans

Mr, Golden submitted a report from the Variable Products Technical Advisory Committee. It contained proposais for
variable annuities to make provision for expense charges on account of contractholder initiated transfers between the
general and separate accounts and to give the company the right 1o cancel inactive contracts if the total of contributions
made less partial withdrawals is less than $2,000. The Advisory Committee had been unable to reach a final decision on a
question of providing for inflation in the per contract or per transaction charges, After a brief discussion, the task force
decided to consider the maztter in Executive Session.

Other Matters

There were no “problem plans’ 1o be considered,
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Mr. Kelly had reported that an interest factor (i,,) of .081, based on earnings data reported to the New York Insurance
Department, should be used in determining 1978 reserve requirements for interest rate guarantees on group annhuity active
life funds where there were no guarantees in excess of 6 percent on future contributions to be received more than one year
after the valuation data. (Where there were such guarantees, the factor should be .076.) The task force agreed that the
chairman should inform the (A5) Subcommittee of the adoption of this factor so that it could be included in the
Examiners’ Handbook.

Mr. Gorski pointed out an ambiguity in the minutes of the December 4, 1977 meeting. According to these minutes:
“...the Texas Directive [regarding the Valuation of Renewable Term Plans] applies to existing contracts whereas the
ACLI version provides for a grading procedure for existing contracts. The ACLI five-year grading provision was discussed,
however, it was determined that it should be left unchanged.” On the other hand, a letter from John Booth, dated March
13, 1978, also included in the June 1978 Report of the Task Force, indicates that the five-year grading was deleted in
October 1977, At jts April 1978 meeting in Tampa, the task force proceeded on the assumption that the five-year grading
provision had already been stricken out, and the guideline was ultimately approved without the grading provision. Mr.
Booth said he believed there had been a vote, prior to the December meeting, to remove the grading provision, so that
“unchanged’ was correct. Mr. Booth and Ms. Dillingham were asked to research the matter.

Executive Session
The task force met in executive session from 8:3¢ a.m. to 9:40 a.m. on October 26 to discuss the Houghton-Wolf 1977
Medical Expense Tables and again from 2:00 p.m. to 3:00 p.m. on October 26 to discuss the report of the Variable

Products Technical Advisory Committee.

Variable Annuity Nonforfeiture Regulation

The task force received Mr. Jerome Golden’s Qctober 25, 1978 paper containing two specific recommendations and four
points for consideration related to provision for inflation in per contract or per transaction changes. The task force decided
not to take any action at this time on the two recommendations. It agreed to request from Mr. Golden’s Committee an
analysis of the effects of inflation on expenses (including pertinent historical data) and the offsetting effect of asset charges
being applied to increasing asset values. The rask force also agreed to ask that the comimittee research the legal status of
varying the expense charges by duration, It recommended that the commirtee consider the question of a specific charge for
transfers between fixed and variable accounts from the standpoint of equity between the classes of contracr holders who
do and do not exercise their right to transfer.

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

The task force had been requested by the Alsbama Insurance Department to consider the definition of an appropriate
additional reserve to be required of companies which are unable to earn interest at the rates assumed in the reserves
presently being set up in the company’s annual statement. Mr. Thomas K. Pennington, Senior Vice President and Actuary
of Protective Life Insurance Company, had submitted a proposed method for determining the need for such reserves and
computing the reserves.
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To: Mr. Ted Becker
Staff Actuary
Texas State Board of Insurance

From: John K. Booth
Vice President and Chief Actuary
American Council of Life Insurance
1850 K Street, N.w.
Washington, D.C. 20006

Date: November 8, 1978
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Re: (1} Council’'s Deposit Term Guidelines.
(2) Five-year Grade-in of Additional Reserves for Certain Term Insurance.

Enclosed are two exhibits which contain the disclosure and minimum nonforfeiture guidelines for partial-endowment-type
{““deposit-term-type’’} insurance. These are shown in comparison form to indicate the changes which were made at the
October 26, 1978 meeting of the Council’s Legislative Committee from the guidelines we submitted to the NAIC Technical
Task Force in April 1978. [Editor’s note: reprinted bere in clean text form. ]

The Legislative Committee reaffirned our support for the disclosure guidelines as modified, and adopted a
recommendation of the Council Actuarial Committee that Council policy be changed from active support of the minimum
nonforfeiture guidelines to one of nonopposition to such guidelines. The Legislative Committee also approved the
Actuarial Committee’s recommendation that the Council supporrt legislation sponsored or initiated by others to require
minimum nonforfeiture benefits for partial-endowment-type (‘deposit-term-type”) insurance along the lines of the
Council’s proposed guidelines as part of the package of 1976 amendments to the Standard Valuation and Nonforfeiture
laws, provided such legislation would not appear to jeopardize passage of these amendments,

With respect to the question raised as to the action taken by theé NAIC task force on the five-year grade-in provision in the
Actuarial Interpretation Regarding Minimum Reserves for Certain Forms of Term Life Insurance, my notes from the
October 22-23, 1977 meeting of the task force indicate that the task force agreed vo strike the five-year grade-in provision
from the Council’s proposal. However, the NAIC proceedings shows that no such action was recorded in the final minutes,
At the December 4, 1977 meeting of the task force, the minutes indicate that the five-year grade-in provision was left
unchanged. (See the last paragraph on p. 443 of the 1978 Proceedings V. II.) The wording is unclear as to whether the
five-year grade-in of the original Council proposal was to be left unchanged or whether the deletion of the five-year
grade-in from the proposal was to be left unchanged. As further background, the copies of an attachment to the agenda for
the December 1977 meeting of the task force shows a question mark opposite the five-year grade-in provision of the
Council’s proposal. This may indicate some doubt as to whether or not this provision was to have been included in the final
actuarial interpretation.

In summary, it appears that the written record of the NAIC task force’s action on the five-year grade-in provision is
somewhat vague, but in presenting a revised proposal to the task force in April 1978, we relied upon our unofficial notes
that the task force had agreed to strike the five-year grade-in provision at its October 1977 meeting and therefore we
omitted this provision. '

ACLI Draft Proposed Disclosure Guidelines
for Approval of Partial-Endowment-Type Insurance

October 2, 1978

Scope

These guidelines 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 premiums in the renewal contract years. The excess of the first year
premium over the renewal year premiums is sometimes described as a “deposit.” “Depaosit 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.

Description of Partial-Endowment-Type Products

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

“Modified premium whole life” is similar at the outset, except that there is an “‘autematic 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.
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After the conversion, if the maturity value of the ‘“precursory contract” is not payable atr 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
value. Some converted policies provide nonforfeiture values which progress so that the maturity value gradually disappears
aver the life of the whole life policy. Modified premium whole life policies generally offer the policyholder the option to
“roll over” the matunity value and start a new modified premium whole life policy instead of continuing on 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 medified 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 misunderstanding unless such
products are carefully sold and fully explained. For this reason, these guideiines set forth minimum disclosure requirements

for partial-end owment-type products.

Minimum Disclosure Requirements for Partial-Endowment-Type Products

1. 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 furure premium changes, benefits and related options
cofistitute a misrepresentation as to material facts,

2, The use of any statement or illustration in any advertisement, sales material, or sales presentation which rmakes
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 constitures a misrepresentation of

material facts,

3. 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.

4. 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.

5. 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 ‘‘additional first year premium.”

6. It is recommended 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 and
representative policy years thereafter sufficient ro clearly illustrate the premium and benefit patterns:

a. The amount of the premium payable for the year for the basic pelicy.

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

[ Guaranteed amount payable upon death, at the beginning of the policy year regardless of the cause of death

other than suicide, or ather 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.

d. Toral guaranteed cash surrender values at the end of the year with values shown separately for the basic
policy and each rider.

e. 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.)

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

.
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Various options should be expleined, with premium rates shown. The explanation sheet should set forth a
reasonably complete picture of the plan. It would be advisable to have the applicant acknowiedge receipt of the
explanation sheet on & copy which would be kept by the insurer or its agent,

7. 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.

8. It is the responsibility of the insurance company to see that the public is given 2 true and complete disclosure of
partial-endowment-type plans in clezr and unambiguous terms. Each company should examine its own particular
products to determine how it can most effectively meet its responsibility.

ACLI Draft Proposed Minimum Nonforfeiture Guideline
Requirements for Approval of Partial-Endowment-Type Products

October 2, 1978

The intent of the Standard Nonfarfeiture Law is to prevent unjustified forfeitures by terminating policyholders of their
equities in their policies. The law fixes a minimum floor for nenforfeiture values on the basis of a rough approximation of
their equity in the contract which was defined as follows by the NAIC Committee To Study Nonforfeiture Benefits and
Related Matters:

Nonforfeiture benefits may be said to be equitsble when they are established at such a level that the
withdrawing policyholder will receive a benefit, be it cash or some form of continuing paid-up insurance,
which will be as nearly as possible equivalent to his contribution to the funds of the company less the cost of
the protection which he received and less the cost of introducing and maintaining him as 2 policyholder and
which will not exceed the largest amount which can be paid to him without impairing the equities of the
remaining policyholders of the company. {Reports and Statements an Nonforfeiture Benefits end Related
Matrers, Actuarial Society of America and American Institute of Actuaries, 1942, p. 58.)

The intent of the law, as stated above, is thar the excess initial expense allowance used to define minimum nonforfeiture
values for partial endowment insurance shall not be based upon the *“additional first year premium,” since an increase in
the first-year premium does not, in itself, increase the cost of protection or the cost of introducing or maintaining the
insured as a policyholder. Therefore, nonforfeiture values under partial endowment policies shall be at least as great as
those caleulared by applying the Standard Nonforfeiture Law to the policy but substituting a net level annual premium in
place of the adjusted premium for the first policy year in the determination of the excess initial expense allowance. Such a
net level annual premium shall be equal to the present value, at the date of issue of the policy, of the sum of the
guaranteed term insurance benefits provided for by the policy up te the end of the term period plus the endowment
benefit provided for by the policy at the end of the term period divided by the present value, at the date of issue of the
policy, of an annuity of one per annum payable on the date of issue of the policy and on each anniversary of the policy on
which a premium falls due up to the end of the term period.

In the case of modified premium life insurance which is esseniially term insurance followed by permanent, minimum
nonforfeiture value requirements shall be determined by applying the Standard Nonforfeiture Law separately to the term
coverage period and the whole life coverage period, irrespective of any language in the policy which states that the
conversion to whole life coverage is automaric or that the coverage period is continuous, If an endowment is not paid out
in cash to the policyholder upon conversion to whole life insurance, minimum nonforfeiture values for the whole life
insurance policy shall not be less than those computed under the Standard Nonforfeiture Law for the whole life insurance
coverage plus the amount of the endowment benefit at the time of conversion accumulated at a rate of interest specified in
the policy for accumulating that benefit.

in the case of partial-endowment-type products which differ from those described above, the procedures for determining
minimum nonforfeiture requirements under this guideline shall be appropriately modified to perserve the intent of the
Srandard Nonforfeiture Law.
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In no event shall the calculation procedures set forth in these guidelines be construed as permitting any nonforfeiture value
lower than thase which would otherwise be required in the absence of these guidelines.

Examples of minimum nonforfeiture values required by this guideline follow.
Examples of Minimum Nonforfeiture Values Required Under the
Guidefines for Approval of Partial-Endowment-Type Praducts

Partial Endowment 8 Year Renewable and Convertible Term

1958 CSO - 4% Curtate

Issue Age 35
Case I Case II Case 111
Term Insurance Benefit: $1,015.00 $1,030.00 $1,100.00
[Pure] Endowment at End of Term: 15.00 30.00 100.00
Annua! Level Gross Premium: . 4.49 4.56 4.87
‘*Additional First Year Premium” [{Deposit)] : 7.50 15.00 50.00
Net Level Annual Premium: 4.63 6.22 13.61
First Adjusted Premium: 17.20 28.43 - 82.05
Renewal Adjusted Premium: 6.44 6.63 7.28

Minimum Nonforfeiture Values

Duration
0 -23.32 -24.68 -30.83
1 -8.93 1.32 50.63
2 -5.28 5.57 57.48
3 -1.64 9.83 64.45
4 1.94 14,06 71.50
5 5.43 18.23 78.61
6 8.79 22.29 85.75
7 11.99 26.23 92.88
8 15.00 _ 30.00 100.00
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ATTACHMENT F-1

Forms of Policies Providing for a Supplementary
First Year Premium Not Dependent on Age

by
Alfred N. Guertin

Princeron, New Jersey
August 23, 1978

v
The development by a number of companies of policies containing provision for an addirional first year premium and
providing a fixed payment at the end of & fixed term period coupled with term policy or life insurance policy has provided
a substantiai amount of discussion in company, agency and supervisory circles. The purpose of this memorandum is to
examine the product, its compliance with statutory standards as to reserves and cash values, any inequities from the
standpoint of the policyholder and some attention to marketing methods that may have resuited in criticism.

There are several forms of policies in the general plans considered here. They can be grouped into two categories.
Variarions in the forms will not invalidate the principles developed.
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The first plan considered is the so-called “deposit term.” This is a policy providing a level death benefit for a specified
number of years equal to a basic amount increased by a supplementary death benefit equal to a maturity value which isa
small percentage of the basic amount. There is then 2 level premium following a higher first year premium. The more
common forms are as follows:

Term of * Basic Additional Maturity Death
Policy Amount Premium Amount Benefit
10 years $1,00Q $10.00 $20.00 $1,020.00
15 years 1,000 . 10.00 30.00 1,030.00
20 years ' 1,000 10.00 50.00 1,050.00

The second plan considered is a policy for the whole of life with at least three levels of premiums. It is similar to the first
plan during the first two periods but, instead of the maturity amount being available as an endowment, an amount
corresponding to a maturity value appears as an initial cash value of a continuing whole life policy at the beginning of the
11th year, Such cash-value permits reduction of the premium thereafter below that which would otherwise be applicable at
the then attained age. After the 10th year, the amount of insurance is the basic amount, the supplementary insurance
having terminated. After the 20th year, the cash values are higher than a similar policy purchased at that date. Of course,
such a policy could be written with modified periods of other than 10 years. Reserves with reference to the 10 year type
hereafter made would apply equally to other yeariy types.

Deposit Term Policies

These forms are examined because there is eriticism that (1) early cash values do not reflect the “‘deposit” (2} the policies
are erroneously represented as involving a “side fund” which acecumulates at a high rate of interest (3) such
misrepresentations are used to effect “twisting” of existing life insurance and (4) such twisting is encouraged by the
payment of excessive first year commissions on such policies. Each of these points will be discussed separately.

Generally, such contracts contain cash values that are caleulated according to the requirements of the Standard
Nonforfeiture Law, The formule is identical with that used for all policies of insrance. The “deposit” js not “lost” to the
policyholder any more than the pelicyholder who lapses a 20 payment life policy at the end of the first year loses more
than the policyholder who lapses a whole life policy, The loss of the “deposit™ is no more of an imposition on the
policyholder than the loss of the excess of 2 20 payment life premium over a whole life premium is to the holder of the 20
payment life policy.

Such forms of policies are discussed with reference to the present requirements as te reserves, cash values and statutory
limitations applicable thereto. Some of these discussions will involve the background of such statutory limitations.

A question arises. It is prompted by allegatians as to representations made by companies and agents. “Would it be possible
to devise a policy where the ‘deposit® could be accumulated at interesi?” The answer is “Yes, but it would be impractical.”
In fact, a2 company could devise a rider, attached to a 20 year term policy which would require a sirple deposit of $10.00
to accumulate to $50.00 at the end of 10 years. The death benefit would be the basic amount plus the accumulated
amount at the date of death, The interest rate would be 8.379%. Such a plan would be impractical even if the company
was willing to guarantee the 8.379% rate as indicated hereafter.

It should be observed that the foregoing contemplaces that the contract may be looked upon as consisting of two different
benefits (1} the “‘deposit” accumulation fund and (2) a term policy. Thus one part of the contract is an “investrnent
contract™ and the other part is a term policy.

The statutes would appear to resirict the rate for calculating the reserve on such an accumulation to 4%4% (4% in some
states). At issue, the required reserve at 4%% on the investment portion would be $20.23, an amount to be set up asa
Jiability on receipt of the $10.00 “deposit.” It is maintained in some quarters, that such a fund should carry a cash value
“appropriate™ to the amount of the “deposit.’” If the cash value were taken to be the discounted maturity valuc and were
to be calculated at, say, 8.628%, the cash values would grade from $2.55 at issue to $50.00 at maturity. Presumably, this
might be “appropriate.”’ However, it should be noted that cash value would need to be defined as the discounted maturity
value at 8.628%, Further, the reserve would still need to be calculated at 4%4% as shown above.




e,

NAIC Proceedings -- 1979 Vol. I 695

A legal question could be raised, Life insurance companies are generally authorized and restricted to the issue of contracts
involving life contingencies. This is usually interpreted as meaning the assumption of the risk of death in the case of
insurance policies or of the risk ‘of survival in the case of annuities. Neither of these risks is involved in the *“‘depaosit”
portion of the policy as described above.

It should be observed that it is not unusual, particularly in pension cases, for provision to be made for the accumulation of

"side funds.” This is usually done by amendment to the basic policy. Contributions to such “side funds” usually become
premiums under the policy and the accumulation of such funds provides additional annuity at the pension date. Thus, it
will be seen that the risk of survival is involved in the case of a “side fund” both from the standpoint of the guarantee of an
annuity rate far into the future and of the survival rate thereafter. Hence, a “side fund” does involve life contingencies. A
“deposit’ as herein deseribed does not.

It is understood that a number of states have taken the position that, while “side funds” which involve life contingencies
are within the underwriting powers of life insurance companies, the issue of a savings contract, as such, is outside the
corporate powers of a life insurance company. “Investment Contracts” involving interest alone form a regular part of the
life insurance business in Great Britain, but this is not so in most states. The applicable state law is the criterion in this
respect.

It is thus seen that it is impractical to separate the policy into two parts €0 that an accumulative deposit of the type
described can accrue to the policyholder. The benefit would not be “self-supporting.” Hence, support must be looked for
in the other part of the contract. Such support is found in an increase in the premium for the term insurance over and
above the premium which would be charged for the term insurance alone. When this is done, the “deposit™ concepr is lost.
It can no longer be said that the $10.00 deposit accumulates to $50.00 at the end of 20 years. Neither can it be said that
the $10.00 deposit accumulates at z rate of interest of over 8%%.

Term Policy With Supplementary Paid Up Endowment

There is another way that the policy could be construed. It could be regarded as a term policy with a supplementary paid
up endowment. With such an interpretation, the use of the expressions ‘‘deposit term,” “deposit,” “accumuilation™ and
other expressions associated with an accumulative fund becomes invalid. The definition indicated would not be an
inaccurate description of the policy if the single premium endowment were self-supporting and the term insurance portion
carried a regular term premium. However, this qualification does not exist in the policies under examination,

The above definition contemplates a contract divided into two separate parts, each of which is complete in itself. However,
the paid up endowment part is not self-supporting as will be shown below. Assume that a separate valuation of the single
premium endowment is made. The net single premium or initial reserves for the endowment benefits are as shown below,
Calculations are on the basis of the 1958 CSO table with 3%% interest. The relationship developed would be the same,
except for differences quantitatively, if other or higher interest rates were used.

Age At 10 Year 15 Year 20 Year

Issue Contract Contract Contract
25 14.23 17.63 25.60
40 14,27 18.27 26.32
55 14.57 19.29 29.30

It is thus seen that the company becomes required to set up a reserve initially in amounts considerably in excess of the
$10.00 premium received therefore. The initial values shown above grade into the maturity value. The Standard
Nonforfeiture Law sets up a maximum rate of interest for caleulating nonforfeiture benefits. If that rate were 314%, cash
values for the supplementary benefit would also be equal to the reserve amounts described above. Obviously, this would
create an impossible situation for the company concerned.

Issue of such a policy becomes practical only if the renewal premium contains a factor to support the endowment. In that

. case, the two parts of the contract become inseparable. It becomes a single contract which cannot be properly called a term

policy with a supplementary paid up endowment benefit. It must be called by an appropriately descriptive name.
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Partial Endowment With Additional First Year Premium

The combination contract here considered is not a term policy, at all. It is a partial endowment. The policy is one with a
high first year premium and a maturity value of less than the death benefit. It can be written for any combination of excess
of first year over subsequent premiums. The supplementary death benefit and maturity amount may be any amount less
than the amount of basic term insurance. The situation of 2 20 year policy, where there is an excess of first year premiums
over subsequent premiums is $10,00 and the maturity &mount is $50.00, is merely a special case of a more general form in
which relations are different in quantitative amounts only. As a matter of fact, a partial endowment is a sort of a reflection
of a retirement income policy. In one case, the maturity value will exceed the face amount. In the other case, the face
amount exceeds the maturity value. Theoretically, both could be written with a first premium in excess of renewal
premiums.

There is no problem involved here as to compliance with state law. This is a contract, all parts of which involve life
contingencies, It is treated for the calculation of reserves and cash values as a unit just like any other policy. In‘fact, the
Standard Nonforfeiture and Valuation Laws, generally effective in 1948, definitely recognized the issue of contracts with
irregular premiums and specific provisions were inserted in those statutes to deal with them. The provision that adjusted
premiums must bear & constant ratio to gross premiums accomplishes this.

In the case of this form, there is only one reserve. The net premium covers both the death benefit and the endowment
benefit and bears a fixed proportion to the yearly gross premiums under the policy. The Standard Valuation Law is applied
directly and the required reserve emerges as a result of direct calculation. The approach is completely consistent with the
Standard Valuation Law which requires valuation of a contract as a whole and does not regard a reserve as made up of
the sums of the reserves of the constituent parts of a policy as meeting minimum standards unless that total is in excess of
the minimum calculated as specified,

For this contract, there is a unique teserve and unique cash value for whatever actuarial basis selected. At age 40, according
to the 1958 CSO table and 3'%% interest, the basic gross premium is taken to be $13.23, Accordingly, the renewal premium
bears a ratio to the total first year premium of .5695. The minimum cash values and reserves are given below:

Policy Reserves Value
1 13 -18
2 19 -11
3 25 - 4
4 30 3
S 36 9
6 41 16
7 46 22
8 51 28
2 55 34

10 59 40
11 63 44
i2 65 49
13 67 52
14 69 55
15 69 - 57
16 68 57
17 66 58
18 : 62 56
19 57 53
20 50 50

Certain points may be developed. The differences between the reserves and cash values correspond to what may be
regarded as a “‘surrender charge.” It is a matter of reasonable expense levels as to whether thegse are excessive or inadequate.
However, they are consistent with minimum values required for other types of policies. Companies issuing such contracts
generally maintain that the values they allow, which are at least as [arge as values calculated as indicated above, are fully
supported by asset share calculations reflective of appropriate experience factors. The values so supported are usually
consistent with the pattern above illustrated. ’
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A further observation should be made. Since this is not a level term policy meeting the time termination specified in the
statutes, originally 15 years and terminating before age 66, the forfeiture implicitly allowed in level premium short term
policies is not available to the company. As & result of this, the pactern of the cash value is changed so that cash values
actually exceed the maturity value at some durations. In the example shown, this situation occurs from the 13th to the
20th years with 2 maximum in the 17th year. In other words, certain values not available to the holder of a term policy are
salvaged to the holder of a policy such as this.

To illustrate the fact that the policy is merely a special form of a partial endowment, the following figures will show how
the cash values range under different combinations of additional first year premiums and maturity values. To facilitate the
calculations, ratios of renewal gross premiums to first year gross premiums not being available, ratios of representative
levels were used a2nd are shown below:

1 ] 1 v v

Basic amount 1,000. 1,000. 1,000, 1,000. 1,000.
Addn’t end’t amount 50. 100. 750. 100. 10.
Additional first prem. 10. 10 io. 235. 15.
Ratio ren's to first prem. © L5695 6061 8142 . 3831 .3433
Cash values end 1 year ¢ Qo 0 0 0
2 years 0 0 13 0 0

3 years 0 0 47 6 0

4 years 3 9 83 15 0

5 years 9 ig 119 24 5

6 years 16 26 156 32 10

7 years 22 35 194 41 15

10 years 40 60 311 64 26

13 years 52 .81 435 84 33

16 years 58 96 565 98 31

20 years 50 100 750 100 10

The pattern above illustrates that all elements of a policy enter into the calculation of cash values. To single out any
specific element with respect to any particular policy form for special treatment is to introduce discriminatory elements as
to the various forms. This principle is fundamental to the maintenance of equity as between the various forms of policies.
If the basic formula is defective, then it must be defective over all and it should be examined with respect to all forms of
contracts z2nd not with respect to particular policy forms only. Certainly, adjustment should be made on the basis of
mathematical equivalence and not on the basis of individual notions as to what levels cash values should occupy.

Requirements of the Standard Nonforfeiture Law

A review of the considerations that were raken into account by the Committee to Study Nonforfeiture Benefits and
Related Matters of the NAIC is pertinent to the problem with which this memorandum is concerned. These considerations
apply now as much as they did at the time. The evils sought to be cured then did not reappear after enacunent of the
Standard Nonforfeiture and Valuation Laws.

During and prior to the period of the deliberations of that committee, the then current use of the combination of the
llinois Standard valuation and the statement required to be contained in preliminary term policies to the effect that *“The
first year's insurance under this policy is term insurance purchased by the whole or a part of the premium for the first
policy year’” was carefully considered by the committee. Where there was a level gross premium, the additional margins for
additional first year expenses contained in such policies were regarded as reasonable for policy reserve purposes by the
committee. -

However, over the years, there were developed a number of methods of constructing policies so that the first year margin

.could be amplified without increase in the required nonforfeiture benefits. Among the methods, the most well known were

the following, all valued on a preliminary term basis.
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1, A whole life policy with a high first year premium.

2. A coupon whole life with 20 coupons paid for but 19 coupons accumulated to the 20th year.

3. A policy with high premiums for. 20 years with a series of 19 pure endowments ending with this 20th year.
4. Any combination of the above, sometimes with a limited period return premium death Eeneﬁt.

It will be seen that in the case of the first form mentioned, the margins for first year expenses was increased over normal
by the excess of the first year gross premium over the renewal gross premium. In the case of the second and third forms,
the first year expense was either increased by the amount of a coupon or the cost of one year’s pure endowment. The
fourth category showed much ingenuity in the development of forms designed to produce excessively high expense
margins. If net level reserves were maintained on such policies, they were often calculated as if the premiums were level.
Thus, there were svailable additional margins created by the use of complicated benefit structures and irregular premiums.

It was for reasons concerned with these problems that led to the creation of the formula used in the Standard
Nonforfeiture Law and the Commissioners Reserve Valuation Method. In both of these, the net premium in the case of
minimum reserve valuation, and the adjusted premium, in the case of the calculation of minimum nonforfeiture benefits,
must bear constant percentage relationships to the gross premiums. The effect of this is to require that the total premium
in every year must be reflected in the calculation of reserves and minimum nonforfeiture benefits.

The Hooker Committee, an NAIC committee, applied this requirement to **special policies™ exactly as written. Its report,
dated December 10 to 15, 1950, reaffirms the application of this concept.

“Deposit”’ Life Policies

These forms, whole life with preliminary term and modified whole life, both with a “deposit”premium and a fixed cash
value at the end of the preliminary term or medification period are policies of a somewhat different sort. But, they present
exactly the same problems as the “Deposit” term pelicies.

Often these will take the form of a policy of a high first year premium, a low premium for five or ten years and higher
premium beginning in the tenth year. There may even be a change in the premium in a later year period. Policies with
varying amounts and variable premiums were definitely recognized in the Standard Nonforfeiture Laws and the formula for
cash values specifies a unique value for any variations up or down in premiums or benefits through the requirement that

adjusted premiums be proportional to gross premiums and that an “equivalent level amount” be used in the process of

calculating such adjusted premiums,

Evidence of forfeiture of any benefit, if the statutory formula is correctly applied, beyond the limits specified in the
stziute will not appear. The fact that cash values may not appear for 2 long period of years, 10 years in some cases, is not
material. Even if there were no “deposit’” and all the premiums for the first ten years were increased accordingly, there
might well be no cash values during such period in spite of the increased gross premiums if the policy were constructed so
as to defer the impact of high premiums for a period chosen to bring this about. Such choice would merely make higher
values available at [ater durations.

As in the case of 2 10 year “‘Deposit Life,” there is no natural relationship between the supplementary first year premium
and the tenth year cash value, The former and the latter may be set at any levels desired, within reason. This may result in
cash values of rimute amounts which would increase and decrease during the preliminary period but build up to the tenth
year cash value.

These policies do not fall into the conventional pattern of level premiums with which the public is generally familiar. They
are complicated and difficult for the public to understand. However, they can fit particular circumstances if properly
explained. There is nothing objectionable to the policy itself, However, it is probably susceptible to the same
misrepresentations as the “Depasit Term” and may be treated in the same way.

It is seen that some of these policies provide that the cash value at the end of the 10th year v‘éill be double the additional
first year’s gross premium. This provides an opportunity to represent that such additional premium is accumulated at more
than 7%, even though no cash value is available during the intervening years. This representation should not be permitted.
A policy thus designed is sufficiently sound to stand on its merits and not'on mistepresentation.

E, .
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A typical policy will provide for 2 “deposit” of $10.00, a death benefit for ten years of $1,010 and $1,000 thereafter for
life. It will have provision for a cash value of $20.00 at the end of the tenth year which may be taken in cash or the policy
automatically continued at a somewhat reduced premiumn compared to the standard attained age rate and with increased
cash values.

For purposes of illustration, such a policy at age 40, without the $20.00 cash value, and with the same gross prerniums was
used. The first year gross premium used was $16.61 followed by nine renewal premiums of $6.61 and subsequent renewals
of $33.25. It developed that the first positive minimum cash value appeared at duration eleven and stood at $4.13. The
minimum cash value at the end of the tenth year was $-18.70. '

If there were no special guaranteed cash value at the end of the tenth year, the minimum cash values would be such as are
indicated in the following table. . ’

Policy Cash Policy Cash Policy Cash
Year Value Year Value Year Value
1 $-19.61 6 $-14.35 11 5 413
2 -17.93 7 -14.51 12 27.21
3 -16.52 8 . -15.23 : 13 50.49
4 -15.43 9 -16.59 15 97.59.
5 -14.69 1o -18.67 20 217.20

It is obvious that an accumulation of adjusted premiums of the above amounts will not support a cash value of $20.00 at
the end of the tenth year,

If a cash value is to be built up in the tenth year, it becomes necessary to modify the formula in a way that will recognize
the existence of such a viaue as a “benefit under the contract.’” Doing so, in effect, distorts the “adjusted premium”
calculation to the extent that the adjusted premiums become $22.99 in the first year followed by nine renewals of $9.11
and $28.26 thereafter.

On the basis of the calculations made, the cash values during the first ten years, according to such arrangements are shown
in the following table.

Policy Cash Policy Cash Policy Cash

Year Value Year Value Year Value
i $-16.32 6 $ 6.83 i1 § 4194
2 -11.17 7 10.68 12 64.15
3 - 6.37 8 14.14 15 131.85
4 - 1.75 9 17.16 20 246.92
5 2.67 10

20.00 30 468.95
This clearly shows that minimum cash values will be built up in several of the years prior to the tenth.

The fact that adjusted premiums exceed the gross premiums immediately raises a question as to the levels of net premiums.
On the same assumptions, the first year net premium is $14.12 and the subsequent nine years have net premiums of $5.62.
The net premium after the tenth year is the same as the adjusted premium for that period. The tzble below shows the
TEServes.

Policy Cash Policy Cash Policy Cash
Year Reserve Year Reserve Year Reserve
1 $11.09 6 $20.22 i $ 41.94
2 13.47 7 20.98 12 ) 64.15
3 15.61 8 21.24 15 131.85
4 17.47 9 20.92 20 246,92
5 19.03 10 20.00 30 468.95

AT
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The effect of the treatment shown above is to regard the contract as a partial endowment for ten years followed by whele
life insurance at a rate below the attained age rate otherwise adopted and with cash values exceeding those otherwise
available on a policy issued at the then attained age,

The pattern of partial endowments above shown illustrates the relationships between the varicus functions and the effect
of the application of the Standard Nonforfeiture Law to all policies irrespective of quantitative size of benefits or of the
relative sizes of the various premiums. To single out any one of the family of palicies for favorable treatment is illogical
and diseriminatory and can only favor persons acquiring such policies against holders of other policies.

Marketing Problems

Review of literature dealing with this problem appears to focus on the contract itself as well as to methods of marketing
used at the company and agency levels alike, State insurance departments, apparently, are interested in what appears to be
an inequity, that is, 2 single first year charge appears not to be reflected in early cash values. Others, as well as such
departments, appear to be interested in marketing and distribution problems.

This study focuses prineipally on the form of the contract itself, It is shown that the policy itself contains no element of
excessive charges against the premium not recognized in the statutes. In fact, the policy is self-supporting in exactly the
same way as other policies and values thereunder are determined in exactly the same way.

Criticisms are made to the effect that there are no cash values in the early years. But this is not a rarity, Some types of five
year initial term permanent plan policies will have no nonforfeiture values during the five year period. A modified life
policy where the premium during the modification period is quite low is likely not to have nonforfeiture benefits during
such period, Like the policies under consideration, all premiums on such policies are tzken into account, as of their

respective dates of payment, in the calculation of nonforfeiture benefits.

It is not lack of conformity with statutes that is at the root of the eriticisms, it appears to lie in an expectation that these
policies are “special” in the sense that they are better or cheaper than other policies with which the public is familiar. They
are not “better” as some literature and representations would seem to indicate, nor are they worse as some regulatory
officials maintain. A 20 year endowment is not a proper substitute for a life policy for some policyholders and a life policy
is not a proper substitute for a 20 year endowment policy for other policyholders. These policies are policies of insurance
which may meet particular needs or particular problems. As such they should not be barred.

If any criticisms are valid, they must fall in the area of the use made of the policy. This policy does not provide 2 maturity
value at a discount. The maturity value is paid for by (1) a supplementary premium in the first year and (2) a charge
included in the basic premiums in every year of the policy. If a company should use regular term rates during the renewal
years, it would be logical to inquire as to the possibility of discrimination against the holders of other term policies.

The policy is a legitimate product as issued by companies which market it as a single contract without misrepresentation. It
should be sold as a particalar arrangement of benefits to achieve particular goals. Tn this way, abuses which there have
alleged to take place, may be avoided. Companies should approach this by meticulous care in connection with its
promotional material, instructions to agents and the specific wording used in the policy itself.

Summary

1, “Deposit Term” policies as currently issued do not provide for a “Deposit,” an “accumulation at interest,” a “fund”
or 2 benefit independent of the basic coverage under the policy.

2. “‘Deposit Life” policies, as currently issued, do not include such elements either.
3. “Deposit Term” policies as currently issued are in fact partial endowments with high first year premiums. “Deposit
P Y P g ¥y P P

Life” policies are merely variations of preliminary term policies or maodified life policies with a high first year
premium.
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Maturity values, or initial values at the end of a term of years marked by a large increase in premium, are not
accurnulations of the “additional premium” in the first year at a rate of interest inconsistent with the rates assumed
in calculating other benefits in the policy or the benefits in other policies.

There is probably little doubt thar replacement of life and other policies by “deposit term” and “deposit life”
policies could be reduced, and possibly eliminated, if the foregoing expressions and representations were unavailable
for promotional purposes.

There is no forfeiture at any duration of the policy of any amounts in excess of that contemplated when the
Standard Nonforfeiture Law was enacted. There is no evidence that the margins for inftial expenses are excessive as
compared to other policies.

Such policies containing cash values calcualted in accordance with the requirernents of the Standard Nonforfeiture
Law cannot be regarded as “‘unfairly discriminatory.”

Adjustments to a basic formula, designed to fit 2 particular policy, by changing parameters or measures otherwise
applicable to all policies has the inevitable result of encouraging the development of new contracts generally similar
to but evasive of the special requirements.

Recommendations

EENTS LI

The use of references to “‘Deposit,” ‘“Accumulation,” *‘interest at x%’ and all sirmnilar terms associated with fund
accurnulations and investment contracts should be banned as 1o use in policies, advertising and sales presentations in
the case of any policy forms where zll elements involve life contingencies. Such policies include so-called “Deposit
Term" and “Deposit Life” policies.

That the insured under such policies is entitled to a cash value in excess of that produced by the formula applicable
to all other policies is a mistaken notion and should not be made a basis for “corrective action.”

A representation that an insured’s premium payments, or any portion thereof, earn a higher return than under other
forms of policies is 2 misrepresentation and should be prohibited. ‘

Companies should carefully screen all promotional literature in the light of the actusl form and structure of the
policy. This would mean climination of all references to “deposit,” “accumulation” and “‘interest” as applied to the
additional first year premium and maturity value. Further, no illustrations should show growth of a presumed
|lqud.)l

The criterion as to whether misrepresentation exists is to compare what can be said about & $1,000 policy with a
$50 maturity value and a similar $1,000 policy with a $500 maturity value. If the same promotion with the
corresponding numbers changed could not be used for both policies, close examination is probably in order,

The situation does not appear to warrant (1) a legislative approach (2) disapproval of policies that meet current legal
requirements or (3) regulatory measures which would curtail the legal standards applicable to all policies.

No. objection is seen to (1) regulations designed to promote the proper drafting of policy forms (2) close supervision
over advertising and promotional materials associated therewith or (3) the issue of regulations that would limit
practices that are found to be not in conformity with generally accepted marketing practices.

EREEE KA
ATTACHMENT F-2

Mr. Ted Becker
Chairman, NAIC Technical Task Force
Texas Insurance Department
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From: Burnet Halstead, Actuary
Kemper Life Insurance Companies
Long Grove, Illinois

Date: November 14, 1978
Re: Deposit Term

At the last meeting of the NAIC Technical Task Force the ACLI indicated they had changed their position regarding
proposed nonforfeiture regulations from “one of active support to one of nonopposition.” They also indicated that their
legislative committee was reviewing the matter and they would be in a position to present their recommendations at your
December meeting.

We have now received a draft dated October 2, entitled “Minimum Nonforfeiture Guideline Requirements for Approval of
Partial-Endowment Type Products.” It is the ACLI’s intent to seek legislation now, in lieu of a regulation, to require
essentially the same values they have proposed in the past. Apparently, they intend to present this at your December
meeting,

We are convinced that the ACLI position {and the Unruh Committee position) represent solely the positions of large
“establishment-type companies” who have a competitive problem. It doesn’t represent a position that is in the interest of
companies selling deposit term and more importantly, in our opinion, is not in the public’s interest, These statements are
made after observing the ACLI’s Actuarial Committee and their Legislative Committee in action and afier being consulted
concerning deposit term by a member of the Unruh Committee at the time that report was being drafted.

The question undoubtedly has to be asked why the ACLI position is not in the public’s interest since they are raising
minimum nonforfeiture values on deposit term products. This would appear to be in the public’s interest. Appearances,
however, are sometimes deceiving. The reason it is not in the public’s interest is that nonforfeiture values are raised so high
that agents could not be paid sufficient commissions to make it worthwhile selling deposit term. This then in an indirect
way denies the public of a praduct that is more competitive than whole life.

Deposit Term has been successfully soid in competition with conventional whole life products primarily because it
generally costs less, pays lower dollar commissions, exposes less investment money to inflation and has more inherent
flexibility. While commissions are lower than whole life commissions they are higher than traditional term eommissians
and enable an agent to make a living selling the product. Reducing these commissions, as the ACLI proposal would do,
would make the product more competitive than it already is; but it would not be economically possible for 2n agent to sell
it, especially in the middle income market where it is already impossible for agents to promote term insurance for the same
IasOI.

In their October 2 draft the ACLI says “the intent of the law, as stated above, is that the excess initial expense allowance
used to define minimum nonforfeiture values for partial endowment insurance shall not be based upon the ‘additional first
year premium’ since an increase in the first year premium does not, in itself, increase the cost of protection or the cost of
introducing or maintaining the insured as a policyholder.,” The ACL! is stating the intent of the law to suir the
“establishment companies” that make up their commirtees. Alfred Guertin, who drafted the law in the first place is on
record refuting this interpretation, (See attached).

The statement simply doesn’t make any sense and in my opinion, insults the intelligence of the task force members, It
would not appear that the premiums oo any plan of insurance “in itself increases. .. the cost of introducing. . . the
insured as a policyholder.” The increased premium, just as in the case of rhe high first year premium on whole life
insurance, does provide the money to pay a liveable first year commission to the agent; providing nonforfeiture benefics
take into account a suitably amortized expense allowance. It should be remembered that nonforfeiture values should be
premiums received less the cost of insurance less a reasonable expense allowance, less  reasonable profit or margin for
contingencies. The cost of insurance is the same regardless of product. Why shouldn't the expense allowance be the same?
Why should whele life companies be able to pay more money to producers than deposit term companies? Because
“establisrment companies” can then control the market. It seems to me, shameful that they would try to use regulatary
bodies to stifle competition in this way.

e
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We have written to the ACLI regarding the anti-trust implication of what they are trying to do. They do not appear to deny
the implication is there but apparently feel as a trade organization they are immune to the [aw.

This material is eritical of the ACLI proposal. On the other hand we do nort feel that some change in the law would be
inappropriate. If a change is made it should be applicable to all policies, not just to ‘“deposit-term” policies. The
substitution of a net level annual premium in place of the adjusted premium is, however, blatant discrimination against
deposit term. A similar proposal on whole life would invelve using the levelized net outlay (premium less increases in cash
value) as a substitute for the whole life adjusted premiums. Clearly this would be as unacceptable to whole life companies
as their proposal is to deposit term companies.

An acceptable alternative, in our view was sent in the following brief description dated September 6, 1978, A copy of that
alternative is attached. It was never discussed in their Actuarial Committee,

Kemper Alternative to ACLI Guidelines
September 6, 1978

The intent of the Standard Nonforfeiture Law is to preserve equity between persisting and terminating policyholders.
While this principle is simply enunciated, it is practically impossible to attain in operation. There are several primary causes
and solutions for this: -

(1) . The level and incidence of expenses vary considerably from company to company. The Guertin Committee decided
to define a minimum set of nonforfeiture values which would permit most companies to recover their acquisition
expenses, permitting higher guaranteed values to be paid at the discretion of the company itself.

(2)  True equity can only be determined retroactively and then only after the termination of the entire block of
business, The individual company can dynamically estimate the emerging gquities and recognize them through the
dividend scale for participating business, or it can treat the actnarial gains and losses from lapsation as a risk assumed
by the stockholder for nonparticipating business.

(3)  Relatively higher first-year expenses generally result in negative early-year natural reserves thus, in equity, requiring
the terminating policyholder to make a "‘termination payment” to the persisting policyholders. It is unlikely that
such a system would gain a very wide popular following. ‘

Certain forms have, however, been developed to cope with this aspect of the problem. These forms are characterized
by a higher first-year premium than the premiums to be paid in some or all of the renewal years, thereby charging all
of the initial policyholders the “termination payment’” in advance. For those policyholders who terminate early the
prepaid ‘termiantion payment” shall eventuate to be appropriate whereas for those policyholders who persist the
unnecessary ‘‘termination payment” shall be reflected in either lowered renewal premiums or increased policy
benefits than would otherwise be available.

As a rather recent innovation, products have been developed which guarantee the return of the “termination
payment” at the end of a specified period of time, improved at that time in many instances with the equivalent of
some rate of interest, These latter products are generally referred to as deposit term insurance, deposit whole life
insurance or medified premium whote life insurance, The excess of the first-year premium over the renewal
premium is not generally so large as the “termination payment” would theoretically be, but this pattern of
premiums goes a long way toward meeting the initial objective of equity. Additionally, persistency studies have
repeatedly demonstrated that ‘'deposit term” type products, properly sold, result in significantly improved lapse
rates over any other form of product. This latter feature of “deposit term’’ serves to minimize the residual inequity
resulting from the above-mentioned inadequacy in the “termination payment.”

Asset share studies demonstrate that for reasonable levels of acquisition expenses the Standard Nonforfeiture Law
requires an appropriate level of early nonforfeiture values. However, because of then unforeseen product design, the
law does not require a necessarily proper amortization of these acquisition expenses. Thus companies, in providing
the return of the “termination payment’” as an element of product design, have “gratuitously” offered a guaranteed
nonforfeiture value well in excess of the minimum value required at that duration by the application of the current
iaw. However, simply because a company is “gratuitous” at one duration there exists, under the Standard
Nonforfeiture Law, no requirement that it be accordingly “gratuitous” at any other duration.
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Date:
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This oversight has led some pecple to declare the Standard Nonforfeiture Law to be inappropriate for “deposit
term” type produets and to propose a new standard for these forms. One such new standard would be to drastically
reduce the acquisition expense allowance as well as to accelerate the amortization of that allowance. Should such a
praposal be adopted, it would constitute a dangerous precedent: that a controversial product could be eviscerated
by imposing upon that product a dramatically more demanding standard than that imposed on any other product.

The fundamental question remains one of equity. If a company is able to offer a '‘gratuitously” equitable
nonforfeiture value at one duration, would it not be equitable for that company to offer a similarly “gratuitous”
nonforfeiture value at a neighboring duration? In other words, were the company to equitably guaraniee a
tenth-year nonforfeiture value of $20.00 and were the premium due on the ninth anniversary to be $5.00, could the
ninth-year nonforfeiture value equitably be zero? Truly equitable values would also need to be consistent. This

“principle of consistency” should be applicable to all forms in all companies and would thus avoid the
above-mentioned dangerous precedent.

A reasonable minimum test of consistency would seem to be that any nonforfeiture value available at rhe end of a
policy year discounted for one year at the policy loan rate and further reduced by the gross premium due for that
policy year should result in a valie which is not greater than the nonforfeiture value available at the end of the
preceding policy year. Thus in the preceding example, assuming a policy loan rate of 8%, the minimum consistent
ninth-year nonforfeiture value would be $13.52.

20.00
1.08

— 5.00= 13.52)
ATTACHMENT F-3

Mt, Ted Becker, Chairman
NAIC Technical Task Force
State Board of Insurance

George W. Harding, Acruary

University Life Insurance Company of America
Post Office Box 68192

Indianapolis, Indiana 46268

November 15, 1978

This letter cantains my thoughts and suggestions on three aspects of the deposit term subject:

Comments on the proposal by James Morton for 2 new method of determining cash values.
Concerns about the ACLI disclosure guideline.
Comments about modifying the package of NAIC amendments.

New Method of Determining Cash Values. It is not immediately apparent why this method is being proposed, nor
does reflection yield any great insight. The principle is described as being similar to that used in defining minimum
cash values for annuities, but the rationale of applying such a principle to life insurance escapes me. There is no
indication that this method is more equitable than other methods nor that it produces mare reasonable resules. It
certainly cannot be described as simpler; to the contrary, the calculations that would be required to develop the
scale of cash values for all issue ages staggers the imagination!

Even if the rationale were accepted, this proposal would require legislative acvion. As I argue jn item 3 below, I
don’t believe such action is warranted. :

Even if legislative action were warranted, the proposal is discriminatory on 2 counts since it applies only to policies
which provide for (a) scheduled decreases in premium during (b) the first 10 policy years. Evidenily policies with
either (a) increases in premium or (b) decreases after 10 years or {¢) both, ss well as policies with no change in
premium, would be immune to this special treatment.
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I suggest that this proposal be rejected.

2. The ACLI Disclosure Guideline. This document is the outgrowth of an evolutionary process which is now 2 or-more
years old. Although this “final” result is one which is reasonable in principle, there are certain aspects of it which
concern me and which I request consideration be given for change.

a. item 1 of the Guideline makes it a mistepresentation to fail to fully and fairly inform the applicant in any
advertisernent, sales material or sales presentation. This would prohibit any sort of general advertising, flyer,
direct mail or other sales piece which generally describes these policies. This is unreasonable and was not, 1
believe, intended; advertising for other types of policies are not restricted in this fashion, no matter how
complicated they might be. I believe the intent was to require that statements be complete and accurate in
the context in which they are used. I suggest that “adequately” be substituted for “fully and fairly.” '

b. Item 5 of the Guideline imposes disclosure requirements if the policy contains a provision permitting
voluntary deposits, whether or not the sales presentation anticipates the use of this provision. I believe the
Intent of this item was to eliminate confusion between the policy premiums 2nd these voluntary deposits. If 2
sales presentation does not illustrate such deposits, there seems no need to impose special disclosure
requiremnents. Further, the final phrase seems unnecessary. I suggest the following as a replacement for ftem

; 5:
| “If any sales material or presentation utilizes a policy provision which permits making
voluntary deposits which accumulate at interest, the nature of the provision shall be disclosed
| and shall identify the insured's rights thereunder.”
t .
3
c. Item 6 recommends that an explanation sheet be provided which shows 6 separate types of information for

. each of the first 20 years and also for certain other years. First of all, much of this information would also be
required in the Policy Summary which: must be provided under the NAIC Model Solicitation Regulation. To
the extent that these two sets of requirements overlap, there will be unnecessary duplication. Further, there
would be rwo sets of disclosure documents, a confusing rather than enlightening situation for the prospect.
suggest that a company be permitted to use the Policy Summary in place of the explanation sheet, where the
Summary would otherwise be required. Secondly, the required 20 year illustration period is not necessary in
order to show the premium and benefit patterns. I suggest that "“each of the first 20 policy years and
representative policy years thereafter’” be changed to “each of the first five policy years, those subsequent
years in which the premium changes and representative years thereafter,” This wording will minimize the
administrative burden without eliminating any meaningful information.

3. Modifying the NAIC 1976 Amendments Package, The Actuarial Committee of the ACLI has recommended that the
package of amendments to the nonforfeiture and valuation laws be expanded se¢ as to include requirement for
nonforfeiture values per the ACLI Guideline. The Legislative Committee adopted this with the proviso that such )
inclusion not jeopatdize passage of these amendments. I believe this recommendation to be unwise, for several
reasons: -

a. The amendatory language is discriminatory because it applies only to deposit term. Any amendment
: recommended should apply generally, without singling out any class of policies. Even if the language were
i phrased so as to be nondiscriminatory, it would affect other types of policies unintentionally.

b. There is no need to make any change. The current law defines values for deposit term policies. The study by
Alfred Guertin states that the current [aw adequately handles deposit term plans.

c. The proposed amendment would only apply in those states which have not yet passed the 1976 amendments.
Thus, the Standard Nonforfeiture Law would be different in some states than others. The 1976 amendments
would not otherwise affect a company, since they permit cash values, reserves and female values on a lower
basis but do not require them. This amendment would require change rather than permit it,
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d. The administrative burden would be immense. The proposed new expense allowance formula is not being
enacted at the present time since a new mortality table is due in a very few years. It is planned that both
changes be made at the same time, in order to save companies the expense and time of making one change
now to effect the new expense formula and another change in just a few years to effect the new maoreality
table. The "‘deposit term amendments” .would require values to be changed now and then again when the
expense allowance formula and new mortality table are enacted. A burden which is feit to be unreasonable
for most companies should likewise be regarded as unreasonable in the case of deposit term. The extent of
this burden can be appreciated when it is realized that it would involve nor only recalculation of cash values
but reprinting and refiling of policy forms, reprinting rate book and sales material and updating all internal
data files. This enormous burden would then be faced again in just a few years.

e, The result of the amendments for deposit term would be to raise the cost of insurance. The cash values
required could not be provided within the current premium structure. Increased premiums will not only
increase the direet premium cost to the insured but, in the event of early termination, will also increase the
degree of forfeiture. Those persisting to the 10th year will also pay a higher cost for their benefits,

Far these reasons, I strongly suggest that no actempt be made to include the *“deposit term” amendments with the 1976
NAIC amendments.

kR EERERE

ATTACHMENT F-4

To: Mr. John O. Montgomery, Deputy Insurance Commissioner
California Department of Insurance

From: E. James Morton, Executive Vice President
John Hancock Mutual Life Insurance Company
Boston, Massachusetts

Date: October 13, 1978
Re: Deposit Term Insurance

As you are aware, considerable controversy has surrounded the assertion that the current Standard Nonforfeiture Law did
not contemplate Deposit Term or Deposit Whole Life products when it was proposed by the Guertin Committee back in
the 1940’s, and that the resulting minimum nonforfeiture values on such products are inequitable to terminating
policyholders, An acceptable propesal to rectify this situation with regard to Deposit Term was developed by the Unruh
Committee; however, a workable proposal with regard to Deposit Whole Life has thus far been lacking.

In this regard, we have recently heard from an Actuary from another insurer suggesting a possible solution to this problem,
The proposal would calculate a “grid” of minimum nonforfeiture values by applying a method similar to the Annuity
Reserve method which you were instrumental in developing. The minimum cash value at any duration would be the largest
of all minimum values calculated for that duration. The method also defines the expense allowance in terms of a net level
premium, as recommended in the Unruh Committee Report on Nonforfeiture Values,

While we at John Hancock bave not had the opportunity to consider this proposal in any detail, it seems to merit serious
consideration from the NAIC task force. Consequently, I am sending the attached material (including & description,
examples, and proposed language) to you at this time because of your involvement in developing the Annuity Reserve
method. While the Chicago meeting of the NAIC task force is probably too close to permit prior distribution to the other
members; perhaps you will wish to mention this in open discussion.

1 will be in Chicago for the Society meeting and perhaps can see you there.
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Commissioners Annuity Reserve Approach for Minimum Nonforfeiture Values for
Policies with Premiums Which Decrease During the First Ten Years

Enclosed are several tables which illustrate the results under the current law and those under the proposal to apply the
Comimissioners Annuity Reserve Approach to Deposit Term and Deposit Whole Life.

The tables cover the following situations:

Table 1* 8 Year Deposit Whole Life — Age 35
Table 2* 8 Year Deposit Whole Life — Age 55

Table 3* 8 Year (YRT-type) Deposit Whole Life — Age 35

*Values are also applicable to a “pure” Depaosit Term policy for durations 1-8,

The initial input for the proposed method are the minimum cash values calculated under the current nonforfeiture law.
Then, a method analogous to the Comrnissioners Annuity Reserve Valuation Methed is applied to the guaranteed value at
each duration to generate additional “minimum” values, using an expense allowance based on the net level premium as

recornmended in the Society of Actuaries Report on Nonforfeiture Values. Then, actual minimum values at each duration
are the greatest of the various values calculated ar that duration. '

A better understanding of the method as it applies to Deposit Whole Life can be gained by looking at the machine listing
we can provide. Its values comrespond to the plan shown in Table 1.

1.

First, minimum cash values were calculated according to the current Nonforfeiture Law.

Then, minimum cash values were calcualted for 2 plan maturing for $1,000 at age 100 using an expense allowance
based on the net level premium. (These values would appear on the horizontal lines corresponding to t = 65 (i.e., a
65 year plan). Vertical columns would represent duration from issue. These values can be compared by duration

with the previously calculated values, with the minimum values being updated wherever the calculated value exceeds
the minimum value as per 1.

Next, minimum values can be calculated (similarly as in 2.) for a plan to age 99 which matures for the largest value
calculated for attained age 99; then for a plan to 98 maturing for the largest value for age 98, ete.

This process can continue until a 1 year term plan is considered. For this example, such 1 year term plan matures
for zero — this is the largest of all prior values calculared for duration 1.

The minimum nonforfeiture values according to this proposal can be underlined in each column; negatives are, of
course, taken to be zero. In this particular example, minimum values after the 16th vear are identical to the current
law minimums, However, prior to the 17th year, the proposed minimums are larger.

Examples of Minimum Nonforfeiture Values Required
Under the Proposed Amendment to the Standard Nonforfeiture Law

Deposit Whole Life — Modified Eight Year Whole Life
{Using Current Law as Minimum}

Insurance Benefit During Modified Period $1,015.00
Insurance Benefit Following Modified Period 1,000,00
Pure Endowment at End of Modified Period 15.00
Annual Gross Premium During Modified Period 4.49
Additional First Year Premium (Deposit) 7.50

Annual Gross Premium Following Modified Period 25.00
Net Level Premium During Modified Period 4.63

g
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1958 CS0 4%

|
B Age Nearest Birthday Curtate

Issue Age 35
! Minimum Under Minimum Under
; Duration Proposed Law Current Law
| 0 21,57 -26.92
| 1 - 4.75 -19.56
f 2 - 3.68 -18.94
3 - 1.25 -18.45
4 2.16 -18.17
5 5.54 -18.12
6 8.83 -18.36
7 11.99 -18.93
8 15.00 -19.86
9 -15.41 -17.85
i i0 1.18 - 0.47
:' 11 18.36 17.27
12 36.04 35.36
13 5417 53.77
14 72,70 72.50
15 91,59 21.51
16 110.81 110.79
17 130.32 130,32
18 150.08 150.08
19 170.07 170.07
20 190.25 190.25
25 293.27 293.27
30 396.83 396.83
35 495.83 495.83
40 586.12 586.12
45 669.36 669.36
50 739.07 739.07
35 80016 800.16
60 865.68 865.68
65 1,000.00 1,000.00
Deposit Whole Life — Modified Eight Year Whole Life
{Using Current Law as Minimum)
Insurance Benefit During Madified Period $1,027.00
: Insurance Benefit Following Modified Period 1,000.00
Pure Endowment at End of Modified Period 27.00
Annual Gross Premium During Modified Period 20.72
Additional First Year Premium {Deposit) 13.50
Annual Gross Premium Following Modified Period 74.16

Net Level Premium During Modified Period 20.89

B
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1958 CSO 4%
Age Nearest Birthday — Curtate
Issue Age 535

Minimum Under

Duration Proposed Law Current Law
0 -28,12 -38.80
1 - 6.69 -24.14
2 B | -21.92
3 8.08 -20.99
4 ' 14.57 -21.56
5 19.98 -23.86
6 24.06 -28.19
7 26.51 -34.84
8 27.00 -44.18
9 -33.35 -36.82

10 - 1.47 - 2.66
11 31.71 31.23
12 64.86 64.75
13 97.77 97.77
14 130.18 130.18
15 161.92 161.92
16 192,97 192.97
17 223.39 223.39
18 253.29 253.29
19 282,81 282.81
20 312.01 312.01
25 450.38 450.38
30 566.26 566.26
35 667.80 667.80
40 776.72 776.72
45 1,000.00 1,600.00

Deposit Whole Life — Modified Eight Year Whole Life
(Using Current Law as Minimum)

Insurance Benefit During Modified Period $1,015.00
Insurance Benefit Following Modified Period 1,600.00
Pure Endowment at End of Modified Period 15.00
Aunual Gross Premium During Modified Period 1vT*
Additional First Year Premium (Deposit) 7.50
Annual Gross Premium Following Modified Period 25.00

Net Level Premium During Modified Period 4.63

Minimum Under
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Minimum Under Minimum Under * One Year Term
Duration - Proposed Law Current Law Premiums

0 -21.57 -26.29 3.33
1 - 3.96 -16.81 3.438
2 - 3.36 -13.62 3.66
3 - 2.99 : - .79 3.91
4 - .69 - 5.20 4.19
5 2,55 - 8.73 4.50
6 6.20 -12.71 4.86
7 10.33 -17.18 5.24
8 15,00 -22.1%
9 -17.08 -20.14

10 - 149 - 272

11 15.77 15.06

12 33,56 33.19

13 51.80 51.64

14 70.45 7041

15 89.47 89.47

16 108.79 108.79

17 128.36 128.36

18 148.17 148.17

19 168.20 168.20

20 188.43 188.43

25 . 291.68 291.68

30 395.47 395.47

35 : 494.70 494,70

40 585.19 585.19

45 668.62 668.62

50 738.49 738.49

55 799.71 799.71

60 865.38 865.38

65 . 1,000.00 1,000,00

Proposed Amendment To Section 5 of the Standard Nonforfeiture Law
To Apply the Commissioners Annuity Reserve Approach for Minimum Nonforfeiture Values
To Policies With Premiums Which Decrease During the First Ten Years

In the case of policies which provide for a scheduled decrease or decreases in premiums at any time during the first ten
policy vears, any cash surrender value available under the policy in the event of default in a premium payment due on any
policy anniversary, whether or not required by section two, shall be an amount not less than the greatest of the respective
excesses, if any, of the present values, on such anniversary, of the future guaranteed benefirs, including any existing paid
up additions, which would have been provided for by the policy up to the end of each respective policy year and including
any pure endowment or cash surrender value available at the end of such respective policy year if there had been no
default, over the sum of (a) the then present value of the adjusted premiums as defined in this paragraph corresponding to
premiums which would have fallen due on and after such anniversary and prior to the end of such respective policy year,
and (b} the amount of any indebtedness to the company on the policy. For purposes of this paragraph, the adjusted
premiums used in computing any respective excess as defined in this paragraph shall be calculated on an annual basis and
shall be such uniform percentage of the respective premiums specified in the policy for each policy year which are due
prior to the end of the respective policy year used in defining such respective excess, excluding amounts stated in the
policy as extra premiums to cover impairments or special hazards, that the present value, at the date of issue of the policy,
of all such adjusted premiums shall be equal to the sum of (i) the then present value of the future guaranteed benefits
provided for by the policy up to the end of the resepctive policy year used in defining such respective excess, including any
pure endowment or cash surtender value available at the end of such respective policy year; (ii) two percent of the amount
of insurance, if the insurance be uniform in amount, or of the average amount of insurance at the beginning of each policy
year up ta the earlier of such respective policy year or the tenth policy year; (iii) forty percent of the nonforfeiture net
level premium as defined in this paragraph; (iv) twenty-five percent of eithér the nonforfeiture net level premium or the
adjusted premium for & whole life policy of the same uniform or average amount with uniform premiums for the whole life
issued at the same age for the same amount of insurance, whichever is less. Provided, however, that in applying the

Tr
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percentages specified in (iii) and (iv) of this paragraph, no adjusted or nonforfeiture net level premium shall be deemed to
exceed four percent (4%) of the amount of insurance or of the average amount of insurance as defined in (if) of this
paragraph. The nonforfeiture net level premium used in the computation of any respective excess as defined in this
paragraph shall be equal to the present value, at the dare of issue of the policy, of the guaranteed benefits provided for by
the policy up to the end of the respective policy year used in defining such respective excess, including any pure
endowment or cash surrender value availabie at the end of such respective policy year, divided by the present value, at the
date of issue of the policy, of an annuity of one per annum payable on the date of issue of the policy and on each
anniversary of such policy on which a premium fails due prior to the end of such respective policy year.

EEREERE LKA RRRE RN b kR kKON
ATTACHMENT G

From: John Montgomery
California Department of Insurance

Date:  September 15, 1978

Re: California Actuarial Guidelines for Reserving & Computing Nonforfeiture Values

The second exposure draft of “‘Interpretations of the California Insurance Code with Respect to Valuation and
Nonforfeiture Value Requirements Applicable to Life Insurance and Annuity Products” is attached. The first appears on p.
452 of the 1978 Proceedings V. 1L

Changes from the first draft are:

Guideline 3 concerning the valuation of supplementary contracts has been rewritten,

Anather sentence has been added to Guideline 6 with respect to functions permissible for minimum standards,

Guideline 7, joint life values, has been reworded slightly.

Guideline 8, additional reserves for convertibility and renewability, has been removed. More consideration needs to be
given 10 the drafting of this guideline than is possibie at this time.

Guidelines 9, 10 and 11 have been combined and rewritten, now appearing as guideline 8, distinguishing the valuation of
basic policy benefits from the valuation of riders attached to policies.

Guideline 12 has been renumbered as guideline 9 concerning pure endowments and Equivalent Level Amounts.
Guideline 13 on the valuation of renewable term plans and of policies converted from term insurance has been deleted. The
department is considering the adoption of the NAIC guideline which would then replace the existing practice in California
as exemplified by Bulletin 74-11.
Guideline 14 has been rewritten and now appears as guideline 10,
Guideline 15 has been slightly reworded and now appears as guideline 11.
Guideline 16 has been rewritten and now appears as guideline 12,
Second Exposure Draft, September 1978
Interpretations of the California Insurance Code
With Respect to Valuation and Nonforfeiture Requirements

Applicable to Life and Annuity Products

This is to clarify the position of the California Insurance Department with respect to the interpretation of the California
Insurance Code concerning valuation and nonforfeiture requirements applicable to life and annuity products. It is

SR,
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contended that the interpretations contained herein do not represent any change from those previously rendered unless the
interpretation is specifically identified as a change in Insurance Department practice. These interpretations are intended as
a reference for use either by insurers writing business in the State of California or by Insurance Department exarniners
examining such insurers.

1.

3.

4

Valuation and nonforfeiture provisions of the California Insurance Code are to be applied to group permanent plans
in the same manner as to individual plans. However mortality tables altlowed for group plans may be used for group
permanent,

Annuity reserve requirements apply also to individual insurance funds on deposit such as premium deposit funds,
advance premium deposits or any deposits regardless of title.

Reserve requirements applicable to Single Premium immediate annuities issued at the time a supplementary contract
is initiated apply to such supplementary contracts either with or without life contingencies, For the supplementary
contracts without life contingencies it is obvious that only the valuation interest rate would be applicable.
For reserves and values using continuous functions:
(a) Dy-= v:)fI Dy g dt |
By assuming that D, is linear for 0 < t <1
e F 1/2(Dy + Dy )
By assuming that the deaths in the year of age x to x+1 are uniformly distributed over that year of age
= [(8-dW &1 Dy + [(i- §/821 Dyyyq
where: d = iv=if(1+)

o) force of interest
i interest rate

i

(b} Cx=0f1Dx+tuX+tdt

\
By assuming that deaths in the year of age x to x+1 are uniformly distributed aver that year of age
Cy, = (i/8) G,
By assuming that the total deaths are concentrated at the middle of the year of age,

Gy, = (1+0Y2Cy, or (1+i/2)C,,

The use of age-nearest-birthdate or age-last-birthdate mortality assumptions is permitted in the determination of
minimum reserves or minimum nonforfeiture value depending upon the assumptions used in calculating the
premiums for the plan so valued, Subsection (£} of Section 10160 of the California Insurance Code states:

{f) A brief and general starement of the method to be used in calcularing the cash surrender value and
the paid-up nonforfeiture benefit available under the policy on any policy anniversary beyond the last
anniversary for which such values and benefits are consecutively shown in the policy with an
explanation of the manner in which the cash surrender values and the paid-up nonforfeiture benefits
are altered by the existence of any paid-up additions credited to the policy or any indebtedness to the
insurer on account of or secured by the policy.

The brief and general statement should include the nonforfeiture factors needed to determme the values beyond the
last anniversary for which values are shown in the contract,
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6. Only curtate functions are permissible in the determination of minimum nonforfeiture values, while for the
determination of minimum policy reserves cither curtate or continuous functions are permissible. This does not
prohibit the use of continuous functions in the determination of nonforfeiture values provided such values equal or
exceed the minimum.

7. Reserves and nonforfeiture values for joint life insurance benefits may be caleulated by trearing the joint life table as
a single life table and applying the Standard Laws accordingly.

8, All benefits incorporated in a policy must be reserved, while benefits atrached to policies as optional riders must be
reserved separately with respect to each rider. A policy may not be split into a policy and a rider, or riders, for the

purpose of circumventing the requirements of the standard valuation or nonforfeiture value laws.

9. Pure endowments will not be considered in the derermination of Equivalent Level amounts for valuation and
nonforfeiture purposes.

10.  For the caleulation of premium deficiency reserves or rescrves for interest guarantees in excess of the maximum
permissible valuation interest rate, reserve sufficiencies may not be offset against prior deficiencies.

11. Individual Single premium deferred annuity reserves shall ar least equal the greatest of any of the discounted values
of cash surrender values available after the date of valuation, such cash values discounted to the valuation date at the
maximum permissible statutory interest rate.

12. Individual flexible premium annuities shall be valued only as to the accumulation of paid premiums without

assumption as to the amounts of future payments and shall be valued otherwise according to the same valuation
standards as are applicable to annual premium deferred annuities.

Rk kb ks Fh kI Rk rkhtntkddr
ATTACHMENT H
To: NAIC Technical Task Force to Review Valuation and Nonforfeiture Values

From: Jerome S. Golden, Chairman
Variable Products Technical Advisory Committee

Date:  October 25, 1978
Re: Variable Annuity Nonforfeiture Regulation
The variable annuity nonforfeiture regulation developed by the Variable Products Technical Advisory Committee was

recetved by the Technical Tagsk Foree at its December 1977 meeting. At the April 1978 meeting in Tampa, Harold Leff of
the Metropolitan raised the following points concerning the regulation:

1. The expense allowances do not make projection for futare inflation;

2. Thete is no provision for charges on transfers between fixed and variable accounts; and

3. The right to cancel small annuities is based on total prier contributions, and does not reflect the effect of partial
withdrawals.

The advisory group has discussed these issues internally and with Mr. Leff, and have the following recommendations:

1. In Section 4, paragraph 2, delete the following phrase in the third line: “zllocated to the account or accounts
funding the contract.” This change would clear up some possibly ambiguous wording in the regularion. It is
intended to make clear that in demonstrating that the contractual nonforfeiture amounis equal or exceed the
minimum nonforfeiture amounts, an insurer may use the percentages of net considerations based on the limits
specified in Section 5 (in determining minimum nonforfeiture amount) even if such percentages of net
considerations are lower than the actual amounts allocated to the account under the contract.

¢
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2, In Section 9(b), add the following phrase after the word “period” in the fourth line: *, reduced to reflect any
partial withdrawals from or partial surrenders of the contract,”. This change will recognize that contract values may
be reduced because af partial withdrawals or partial surrenders. We rejected the concept of using the account value
since that value mighr decrease because of poor separate account investment experience, and we felt that contracts
should not be cancelled on this basis.

On the general question of provision for inflation in the per contract or per transaction charges, we have not reached
agreement. Here are a few points that should be considered:

L Although variable annuity contracts do not provide for interest margins per se, they generally do provide for asset
charges which could be available to offset inflating expenses. Unlike interest margins in a fixed annuity, these asset
charges are guaranteed to be earned in every contract year, although they are generally relatively modest.

2. The percentage loadings permitted by the regulation do provide margins relative to actual percentage loadings
currently being charged, and are, thus, available as an offset to contract charges that are higher than permitted in the
regulation.

3. The use of flat dollar charges which clearly will be out of date at some point in the future will make the

demonstration of compliance with the regulation quite complex,

4. One suggestion offered would be to have a time limit on the applicability of the current limit on contract charges
and to have them reviewed by, say, a standing committee of NAIC or this task force.

We are seeking the task force’s direction in this area.
LT RS RIS SRR TS TR SR LY
ATTACHMENT 1

To: Mr. Ted Becker, Actuary
Texas Insurance Deparunent

From: James R. Carlisle, Chief Examiner
State of Alabama Department of Insurance

Date: August 21, 1978
Re: Reserving for an Interest Deficiency by Life, Credit, and A & H Insurers
This department is studying ways to strengthen its insurance laws and surveillance methods. One real problem in Alabama

is life companies investing in low income producing assets such as real estate; the cause of which is twofold: (1} Alabama
operated without an investment law until January 1, 1978 and (2) Companies made use of this loophole by investing in

real estate or other nonincome producing assets where the admitted value was fairly easy to inflate thus gaining additional

surplus,

The newly enacted investment law prohibits any further investments with the exception of 10% in real estate. It is my

.opinion then that in years to come the problem will be eliminated. However, there are other factors which will cause the

workout to tzke many years.

For scveral years 1 have contended that life companies with considerable nonincome producing assets are creating an
additional lability each year they fail to earn the interest requirements of reserves. In an earlier letter to Mr. Tom
Pennington of Pratective Life Insurance Company, Birmingham, I discussed the possibility of requiring 2 company to post
as a liability each year for the amount that net investment fails to equal the tabular interest cost with a provision to reduce
this lisbility by any excess earnings in a particular year, and a further provision to compound this liability each year by the
average interest rate on reserves, Mr. Pennington’s response is atrached. ’

LA
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Alabama law presently allows additional reserves “‘as last adopted or approved by the National Association of Insurance
Commissioners.” To have the legislature amend this law specifically is a very long and often times futile process. Therefore,
the question has arisen ‘“Has NAIC ever considered or would it consider adopting a reserve requirement based upon interest
earnings?”

1 first contacted Mr. Christy Armstrong, Chief Examiner of the California Insurance Department and later talked with Mr.
Tom McFarling of your department. It was Mr. Armstrong who suggested 1 contact you.

I would appreciate receiving your ideas on Mr. Pennington’s letter and any other suggestions you have. If you should
consider any action at an NAIC meeting I would appreciate advance notice so that Mr. Pennington or our consulting
actuaries could prepare whatever necessary. Your cooperation with this department is appreciated.

TR R

To: Mr. James R. Carlisle
Chief Examiner
Alabama Insurance Department

From: Thamas E. Pennington
Senior Vice President & Actuary
Protective Life Insurance Company
P.O. Box 2606
Birmingham, Alabama 35202

Date: August 1, 1978

Re: Reserves for an Interest Deficiency by Life, Credit, and A & H Insurers

It goes without saying that I wiil be glad to consult with the department on issues such as this at any time it would be of
any help to the department, '

I think the group has put its finger on a major problem in insurance companies insolvencies. One of the major contributing
factors to the slow workout of the Empire Fund has been our problems in getting many of the nonrevenue producing assets
replaced with productive assets, while faced with the shortfalls in interest requirements while this is being done.

1 do, however, believe that a reserve for interest deficiencies should always be prospective in nature. The shortfall that
oceurred in the current statement year has already been charged against earnings, The real problem is the inadequacy of the
reserves computed at a fictitiously high rate compared to the actual earned interest.

Since recomputation of reserves at a Iower rate is 2 complex job requiring more sophisticated actuarial talent than many of
the companies would have available and since on mary examinations it would be desirable if the examiner could determine
at least if the problem existed, I have attempted in the enclosed note to set forth a procedure to be followed and an
approximation method urilizing the “rule-of-ten” to determine a reasonable reserve for interest deficiency without the
need for substantial revaluarion.

As you will see in the note, in addition to relying on the required interest shown on page 6, I have also suggested that if the
Exhibit 9 reserves requiring interest are substantial oy if there are funds on deposit reflected in other lines of the statement
which require inrerest and which are not in Exhibits 8 or 10, that these also be taken into account in determining the
interest deficiency. A company heavily committed to accident and health or 2 company which has accumulated substantial
deposits whether for pension plans, advanced premium deposits, side funds or otherwise, could apparently have adequare
interest income on Page 6 but still be woefully deficient.

Note on the Determination of Reserves for an Interest Deficiency
L To determine whether this reserve is required, the following values should be determined:-

1. Required interest as shown on Page 6, Column 1, Line § (tabular).
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2. If there are reserves included in Exhibit 9 which are computed assuming an interest rate discount, then
the total amount of such reserves should be dererminéd as of the end of the statement year. If such
amount exceeds 10% of Page 6, Column 1, Line 15, then compute the following items:

a = amount of Exhibit 9 reserves computed requiring interest December 31 prior year. (A & H)

b = amount of Exhibit 9 reserves computed requiring interest December 31 current year. (A & H)

1= required interest computed according to the formula described for Type 1 items in the Page 6
instructions.

3. If there are other reserves reflected on Page 3 of the statement bur not included in Exhibits 8, 9 and 10
which represent funds deposited at interest or a future benefit discounted for interest, the required
interest for such funds earning interest or discounted for interest should be determined. If there is total
required interest for such funds exceeding 5% of the earned interest as reflected on Page 5, Column 1,
Line 4 then compute the following values:

et e et pea e

¢ = interest requiring funds December 31 prior year. (side funds}
d = interest requiring funds December 31 current year. (annuities, etc.)
m = required interest for such reserves utilizing the Type 2, Page 6 formula.
It should be noted that examples of such items would include premium deposit funds, funds on deposit,
side fund depasits, and discounted employment contracts, as well as any other item for which the liability
assumes either an interest discount or which themselves bear an interest rate payable to outside parties.

4, Determine the total required interest (i} equal to the amount reflected on Page 6, Column 1, Line 5 plus 1
plus m, If the total required interest is greater than the earned interest (J) which is the amount reflected

on Page 5, Column 1, Line 4, then a Reserve for Interest Deficiency is required. This reserve may be
calculared under either of the twe following ways. (Life, A & H, and side funds)

IL. _Approximate method of calculating the Reserve for Interest Deficiency.
1. Determine the following values:

A = the amount reflected on Page 6, Column I, Line 1 plus a plus c. (prior)

B = the amount reflected on Page 6, Column 1, Line 15 plus b plus d. (current)

As you will note, this is a significant reserve. It probably is less than would be produced under an exact revaluation
method, but stll is material enough to make some provision for the effect of the shortfall in interest from invested assets.
In point of fact, it would probably serve as an effective deterent to wasteful investment of company assets in nonrevenue

producing investments.
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